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1. INTRODUCTION

Napoleon, intending to be insulting’, once called us “a
nation of shopkeepers”. In fact, had he called us a nation of
traders, he would have been perfectly right, since we in
Britain, even today, buy and sell more per head of popula-
tion’ than the people of any other country. This is particu-
larly true when applied to imports or exports —— we  are
densely populated*, in a small island quite incapable of pro-
ducing enough food to cope with’ our needs and, so, to pay
for what we must import, we need to earn by our exports
and services at least as much®. This is the real kernel” of the
balance of payments® problem of which we read and hear so
much today’, particularly at a time of high increases in the
price of oil.

Every purchase or sale abroad by residents of the
United Kingdom involves the receipt of money here or the
transmission of money abroad. British companies own large
investments abroad, and foreign companies have investments
here. More and more people go abroad from Britain for their
holidays, while foreigners come here in their millions'® for
holidays. In all these cases payments have to be received and
transmitted from country to country, and one of the more
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important functions of British banks is to provide a mecha-
nism through which all such transactions can be settled. Be-
cause of their ability to effect international transfers, British
banks make money from overseas countries by providing a
service, and in this way directly improve the balance of pay-
ments position.

2. HISTORY

It might be useful at this point to consider how Britain,
and London in particular, grew to be such an important
world financial centre''. During the nineteenth century
Great Britain was the greatest trading nation in the world,
and naturally a very high proportion of the world’s trade
came to be financed through London and quoted in pounds
sterling, which was the most stable currency. This resulted in
the building—up of a great expertise in dealing with the fi-
nance of foreign trade, which is still today recognised as
unsurpassed'? anywhere in the world, and which remains
one of the biggest assets of the City of London.
Furthermore, as banks and companies in foreign countries
found it more and more convenient to settle international
debts in sterling, in London, it became necessary for them to
keep large sterling balances in accounts with British banks
through which to make and receive payments. So the pound
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sterling became the world’s most important currency and,
even today, although there are now many other important
trading nations, approximately 20% of all the world’s trade
is settled in sterling. A large part of such trade never even
touches our shores; for example, shipments of wheat from
Australia to Chile, which never get nearer than 8,000 miles
from London, are settled through London, because sterling
has become an acceptable currency to the parties concerned,
and even more important, they have confidence in the British
banks through which the transactions will pass.

3. SERVICES OF THE
CLEARING BANKS

Let us now consider in more detail the services which
clearing banks provide to assist in the settlement and fi-
nancing of international transactions. Since at some point in
any international transaction one currency has to be ex-
changed for another, we will deal first with the Foreign Ex-
change Market.




(a) The Foreign Exchange Market

Every country in the world has its own monetary
system, with its own notes and coins and banking
set—up'®. Although a British car manufacturer exporting to,
say, U.S.A., is pleased to obtain dollars for his products; dol-
lars are no use to him in England. His need is to convert the
dollars into sterling'®, so that he can pay his workpeople and
suppliers and carry on producing more cars. This is where
the clearing banks come into the picture, as principal
dealers”’ in the London Foreign Exchange Market through
which all the main world currencies are bought and sold.
Our car manufacturer tells his bank that he will be receiving
so many dollars on a certain day; through the Foreign Ex-
change Market his bank sells the dollars, in exchange for
pounds, to someone who wishes to buy dollars for pounds to
settle a debt owed to the U.S.A. — for example, a Brit-
ish importer of goods from America.

You will, of course, realize that the example quoted
above has been made unduly simple, for the purpose of illus-
trating the buying and selling of foreign currencies. In fact.
there might be many intermediate transactions, but the net
result is the same. The rates at which the buying and selling
take place depend on many factors. but although the size of
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this booklet does not permit a detailed examination of the
reasons for foreign exchange rate fluctuations, it is true to
say that basically the rate reacts to supply and demand. That
is to say, if many people need to buy sterling to settle debts
to the UK., or if they want to buy sterling because they
think its stability compared to that of other countries’ cur-
rencies is good, then the sterling will be in demand and its
price will be high; on the other hand, when more sterling is
going out of the country because we are importing too much,
or when there is little confidence in the pound because of
poor balance of payments figures or risk of devaluation, then
people sell sterling and its price drops.

(b) Getting the money to the right piace

The next problem which faces'® the bank, after con-
verting the money from one currency to another, is to get the
money where it is wanted, British banks act as agents in
Britain for many thousands of foreign banks, and because of
the vast network of branches of the clearing banks, which
between them have 12,000 branches in England and Wales
alone, as well as thousands of branches of affiliated and as-
sociated'’ banks in Scotland and Ireland, it is very easy to
ensure that the money concerned is quickly transferred to a
particular beneficiary'® anywhere in the United Kingdom.
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In the other direction, British banks have agency arrange-
ments with banks all around the world to whom they can
remit funds. These banks are called correspondent
banks'. For example, an American bank wishing to remit
funds from the U.S.A. to any town in England or Wales
knows that at least one of the clearing banks is sure to have a
branch there. On the other hand, although there are over
14,000 banks in the United States, only a few have any
branch network, so when a clearing bank has to send funds
to a particular town in that country the choice of which bank
to use is rather more of a problem.

Let us consider the example of a British company which
has imported wheat worth 100.000 Canadian dollars from
the Canadian Wheat Board. The British company, through
its bank, arranges to buy the Canadian dollars through the
Foreign Exchange Market. This results in this sum in
Canadian dollars being credited to the clearing bank’s ac-
count with a correspondent bank in Canada, and instruc-
tions are then given by the clearing bank to the Canadian
bank, either by telex, cable or mail, depending on the urgen-
cy of the transaction, to put these funds to the credit of the
Canadian Wheat Board. Meantime, the British wheat im-
porting company’s account with the clearing bank has been
charged in sterling with the cost of the purchase of 100,000
Canadian dollars at the appropriate rate of exchange.



(¢) Protecting the Trader

In the example given above, the money was remitted to
Canada after the wheat had arrived in this country, and was
a direct payment between traders-who know each other well.
There will, however, often be deals” between comparative
strangers, when each side will wish to protect its own posi-
tion in the event of fraud, dispute or accident®.

The banks have a vital role to play*® in arranging the
making or receiving of payments in exchange for the docu-
ments relating to the goods. This is often done through the
medium of a Documentary Bill of Exchange®, which is
drawn up by the exporter and handed to his bank. This is
passed on to the importer’s bank, with instructions that the
documents (that is to say, the bill of lading®* or air consign-

. . b .
%, insurance certificate?’, etc.) which

ment note®, invoices
the importer will need to establish ownership of the
goods® and clear them through Customs® at the port or air
terminal®, are not to be handed to him until he has either
paid in cash, or has given his written promise to pay within
so many days by accepting the bill*"* 2,

The prudent businessman will already have used the
services of his bank to protect his position, even before he
entered into the deal, by asking his bank to enquire through
its correspondent, associate bank or subsidiary abroad, as to
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