
Mind the $1.6tn gap
David Morrish argues that regulatory changes have unintentionally 
led to a reduction in correspondent banking, resulting in a $1.6tn 
trade finance shortfall

T  here is a widely held belief that regulators’ 
attempts to prevent money-laundering and 
terrorist financing are hampering trade by good, 
honest, small and medium- sized enterprises 
(SMEs) – particularly in the developing world. That 
may be a little over-dramatic, and it is certainly 
simplistic, but there are clearly unintended 
consequences to even the best-intentioned 
regulation. One is the way in which it hits 
correspondent banking. 

Correspondent banking, defined by the European Central 
Bank as “agreements or contractual relationships between 
banks to provide payment services for each other”, used to 
be fairly straightforward. Internationally active banks would 
enter into account relationships with their counterparts – 
respondent banks – in countries where they wished to do 
business, SWIFT test keys would be exchanged and the 
business would flow. If multiple correspondent relationships 
were established in the same country, provided there was 
some business rationale, then so be it. 

Entering into such relationships is essential to facilitate the 
flow of cross-border payments, including those generated 
from trade transactions such as documentary credits 
and collections. The business also generates fee income 
for both banks. Good cash management of the relative 
account balances would ensure a further return on the 
overall relationship. As a consequence, many banks viewed 
correspondent banking as a profit generator in its own right. 

All good so far…But, with a sharper focus on cost 
management, particularly with low interest rates, some 
banks started to take a more objective look at whether 
the net income from a particular correspondent banking 
relationship covered the cost. If it did not, the correspondent 
relationship was wound down. 

Correspondent banking came under the microscope 
following significant changes in regulations. Requirements 
for thorough due diligence on correspondent relationships 
and the need to know your customers’ customers (KYCC) 
were found to be particularly burdensome. Then came 

changes, as part of Basel III, in the treatment of the account 
balances held by a respondent bank with its correspondent 
– the so-called vostro account – which made the value of 
retained balances marginal. 

The twin effect of these changes was that correspondent 
banking became far less profitable, although it remained 
essential to global trade. 

Various estimates have been made about how much it 
costs each year to maintain one correspondent relationship. 
Figures vary from a low of $15,000 to a high of $50,000, 
no doubt dependent on how costs are allocated. It takes 
a lot of fee-generating activity in each jurisdiction to break 
even with that level of cost base. From a cold business 
perspective, it was inevitable that international banks would 
take a hard look at those relationships, country by country, 
and then prune them to a level that was sufficient to support 
underlying payment flows but no more. Banks that might 
have had several relationships per country would now 
concentrate on two or even one. Many would also take the 
“safe” option and choose an internationally renowned bank 
as partner, rather than an indigenous one, as a way to reduce 
risk. 

Does this matter? After all, a correspondent relationship 
would still exist, payments could still flow and the needs 
of the clients of those large international banks could still 
be met. From the perspective of respondent banks that 
had their relationships severed, often after many years, an 
important source of income was lost.

Perhaps more pertinently, their customers’ ability to trade 
internationally was severely inhibited because of something 
that was totally beyond their control. Those businesses could 
theoretically move their accounts to the one or two banks 
that remained, but that presupposes that those banks would 
want them as customers. Often, branches or subsidiaries 
of international banks will focus exclusively on the large 
corporate market and have little or no appetite for SMEs.  So, 
if the answer to “Can we become your customer?” is “No”, 
those businesses will be denied access to international 
markets. 



The Asian Development Bank’s recent survey, 2016 Trade 
Finance Gaps, Growth and Jobs, attempts to quantify 
market gaps for trade finance. It states: “The inability 
of financial institutions to provide $1.6tn to support 
buyers and sellers of goods across countries resulted 
in forgone growth and job creation in 2015.” It says that 
the unintended consequences of regulatory compliance 
continue to contribute to market gaps for trade finance, 
with 90 per cent of bank responses citing regulatory 
issues as one of the problems. This is not to suggest that 
the imposition of additional regulatory requirements is 
wrong, or that this is wholly responsible for the gap in 
trade finance funding, but it is a significant factor. 

Looking at this issue objectively, there does seem to be 
something fundamentally flawed with the regulatory 
process. To put this into context, picture 20 banks from 
around the globe deciding that they wish to enter into a 
correspondent relationship with a bank in 
south-east Asia. Each bank will undertake separate due 
diligence and know your customer (KYC) checks. If each 
puts $50,000 into those checks, then suddenly $1m has 
been spent in aggregate for broadly the same information. 
What a waste of skills, energy and money. 

The Bank for International Settlement’s (BIS) report, 
Committee on Payments and Market Infrastructures 
– correspondent banking, hints at potential solutions.  
The report mentions a number of “KYC utilities” such as 
SWIFT’s KYC Registry and Thomson Reuters’ Accelus 
that offer centralised sources of data, which, for a fee, 
allow banks to avoid the duplication of effort and cost 
described above. Similarly, the Legal Entity Identifier (LEI) 
is a recognised framework that allows the unambiguous 
identification of businesses.

Recommendations from the BIS report offer some hope,  
such as:

•  the use of KYC utilities…[which] could be supported in 
general as an effective means of reducing the burden of 
compliance; and

•  stakeholders may consider specifically promoting the 
use of the LEI for all banks involved in correspondent 
banking.

The report also makes reference to a Mexican initiative 
on information-sharing between banks in Mexico where 

a centralised database is under construction. It states 
that information-sharing mechanisms could “increase the 
efficiency of procedures…reducing the cost of KYCC”. 

But it also lists some limitations on the uses of these 
databases, most notably that “they do not alter the basic 
responsibility of correspondent banks to perform due 
diligence on their customers…the ultimate responsibility 
always lies with the correspondent banks”. Without 
movement on this particular point, central databases are 
unlikely to be leveraged to their full potential if banks still 
have to carry out their own research. 

There are some excellent initiatives under way to address 
the inefficiencies of correspondent banks in dealing 
with their regulatory obligations and improving their 
performance in terms of the quality of the output. These 
should give banks far greater confidence in building wider 
relationships – especially in the developing world where 
the need is greatest. 

Banks that want to show commitment and expertise in 
fighting financial crime could also look to educational 
bodies such as The London Institute of Banking & Finance, 
which offer professional qualifications in trade finance-
based compliance. Qualified personnel in respondent 
banks must surely add a further layer of comfort to 
regulators.  

The message is clear: the efficiency of the world’s 
regulatory framework may be enhanced without adversely 
affecting the quality. But little is going to happen until 
the principal regulators agree to these initiatives and 
correspondent banks around the globe may rely on 
centralised data in total confidence. If the rules on the 
treatment of respondent bank balances can be revisited, 
so much the better. 

So, over to you, bank regulators of the world: that $1.6tn 
trade finance gap is not going to disappear by itself.
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