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Abstract

During the first globalization era, the number of banks from financially advanced
Western countries with branches and subsidiaries in emerging peripheries of
the world almost tripled, from 56 to 146. What drove their expansion abroad and
determined their foreign location choice? The paper empirically explores this
issue thanks to a unique data set that allows a global quantitative assessment
of the magnitude, scope and spatial pattern of multinational banking (MNB)
before 1914. The predictions of competing explanatory theories are tested on
the base of an augmented gravity-like specification, comparable to the
approach of recent studies of foreign direct investment and international trade of
financial assets. Three main factors emerge as pulling forces of entry and
expansion into foreign markets: the exploitation of rents created by trade
dependence and colonial relationships; high information and monitoring costs
due to geographical distance and low informational development; and
macroeconomic instability. The results suggest that pre-1914 MNB was not
mainly driven by gravity forces. Banks expanded relatively less into rich
neighboring markets than into distant and relatively poor locations. Their
decisions were influenced less by proximity (geographical, social, institutional)
than diversity. Forces of spatial dependence also contributed to shape the
financial geography of the globalizing economy.
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The last quarter of the 20th century has witnessed a breath-taking internationalization of
the financial service sector. Internationalization takes the form of both direct cross-
border lending and foreign direct investment through greenfield investments (branches
and subsidiaries) and the acquisition of local intermediaries. This process, driven by
increasing financial integration and liberalization, finds its most direct historical
antecedent in the pre-1914 era of globalization, when banks from financially advanced
countries rapidly expanded their multinational presence in response to dramatic shifts in
communication technology and an unprecedented growth of international trade and
capital flows. A growing body of empirical literature has emerged in the last twenty
years in order to explain the recent pattern of bank internationalization, on the base of a
comparative and theoretically driven approach. Nothing comparable has been produced
for multinational banking during the first globalization, in spite of the sheer volume of
qualitative evidence provided by fresh research and some seminal contributions that
pioneered the framing of this wealth of information into the theory of multinational
enterprise (Jones 1990, 1992, 1993). This paper represents an attempt to frame the
analysis of the historical episode of multinational banking into a methodological and
empirical approach that hopefully sheds light on similarities and differences between
the two eras of globalization. More specifically, the paper concentrates on the
determinants of the foreign location decisions of multinational banks before 1914. For
this purpose I have constructed a unique data set that allows for the first time a global
quantitative assessment of its magnitude and geographical scope, as well as a first
empirical analysis of its pattern. The paper is structured as follows. Section 1 briefly
reviews the theoretical background and the empirical results of the recent literature on
multinational banking, outlines the main hypothesis to be tested and discusses their
relevance for the analysis of the pre-1914 period. Section 2 presents the original data set
and outlines some characteristics of pre-1914 multinational banking in terms of
organizational and spatial patterns. Section 3 presents the empirical strategy and the
econometric specification, based on an augmented gravity-like approach comparable to
that developed by the most recent literature. Sections 4 and 5 discuss the results of
benchmark estimates for the basic determinants and additional factors. Section 6

concludes.



1. A review of benchmark empirical studies

What factors determined the geographical pattern of multinational banking before 19147
In order to answer that question, the existing empirical literature on banking
multinationalization in the last quarter of the 20" century represents a helpful
benchmark. Most studies impinge on the theoretical and analytical perspective based on
the so-called eclectic approach—in fact, an extension of the theory originally proposed
by John Dunning for MNEs (Williams 1997). This approach, inspired by industrial
organization theories, explains the emergence of multinational banks as the
consequence of two basic factors: the existence of opportunities for profit in foreign
markets and internal competitive advantages that multinational banks enjoy over local

intermediaries.

Profit opportunities provided by foreign markets are usually considered the most basic
determinant of banks’ decisions to locate abroad. Especially in the case of financial
services attached to trade in goods and assets, a physical presence in the host country is
required if these services are not tradable or too costly to trade. As foreign direct
investment in finance is basically market-seeking, they will be attracted into large and
developed markets with high demand for financial services. The empirical relevance of
this prediction has been generally tested by using total income, income per capita or
some indicator of financial development as proxies for demand for financial services in
host countries. The evidence provided, though not entirely conclusive, is consistent with
the theory and by and large in favour of a positive impact (Brealey and Kaplanis 1996,
Goldberg and Grosse 1991 and 1994, Goldberg and Johnson 1990, Claessens et al 2000,
Focarelli and Pozzolo 2003). Qualifications have been recently added by taking directly
into account the possible relevance of host-country risk factors such as macroeconomic
and political instability, exchange rate volatility or exposure to banking crises, for
expected return (thus for the entry decisions). Some studies found that host country’s
exchange rate volatility relative to home currency, by making expected returns from
investments overseas more unpredictable, may act as a brake on banks’ multinational

expansion (Buch 2002, Wezel 2004).

The eclectic approach explains banks’ decision to exploit such profit opportunities by

creating branches or subsidiaries in foreign markets, rather than through alternative



modalities of cross-border lending such as direct international lending or correspondent
banking, as a consequence of internal advantages stemming from ownerhip and
internalization. Similarly to other multinational companies, MNB can reap increasing
returns to geographic scope by leveraging home country- and firm-specific intangible
assets across markets, such as location in financialy developed countries, size,
reputation, technology, product and service differentiation, managerial capabilities and
human capital. Empirical studies confirm that banks from advanced countries enjoy
competitive advantages over domestic incumbents in foreign markets as they are more
efficient, can raise capital and mobilize resources more easily and enjoy cheaper access
to international money markets. They also suggest that large banks have also stronger
incentives geographically to diversify their activities. In addition, given the information-
intensive feature of financial intermediation, banks accumulate over time non-tradable
internal information on customers that can be exploited only by the banks themselves.
Both internal information and intangible assets are easier to transfer internally than
through markets (Buckley and Casson, 1976). Internalization is referred to as a
contractual form through which hierarchical managerial allocation (or intermediate
arrangements such as alliances) overcome external market failure and avoid excessive
transaction costs. Thus, internalization favours the exploitation and transfer of
advantages internal to the firm, such as information networks and commercial
intelligence, efficiency and flexibility of internal fund tansfers, and integration and
coordination of business segments, whose return exceed the costs of operating in a
foreign location. The classic case is the ‘follow-the-client’ interpretation of
multinational banking (a cornerstone of the eclectic theory), in which internalization
magnifies ownership-specific advantages in providing financial services abroad to
national exporters or multinational corporations. In fact there exists considerable
evidence in favour of a strong positive impact of bilateral integration, measured by trade

and capital flows (Brealey and Kaplanis 1996, Yamori 1998).

Location in main international financial centres responds to similar motivations. Here
the basic economic rationale is to internalize foreign-exchange and trade finance
functions, which also allow enhanced access to information, economic intelligence, and
network externalities, particularly valuable in information-oriented lines of business

(Casson 1990; Cho 1985: 60).



The predictions of the ‘internal advantages’ approach are straightforward and easy
empirically to test for the pre-1914 period: large banks based in financially developed
countries would enter mainly into foreign markets characterized by fast growth,
promising economic outlook and high degree of economic integration with the home
country. Clustering of foreing banks into large international financial centres is also a

predicted aspect of multinationalization.

However, recent studies emphasise the relevance of other characteristics of destination-
country that may affect the benefits from intrafirm resource transfer and therefore
determine location decisions. The major issue addressed here is that of proximity and its
impact on information costs. This approach has the advantage of being coherent with
modern financial theories. These model the behavior of banks as financial
intermediaries that perform their functions in an environment characterized by
asymmetric information and costly state verification. These functions—i.e. the
screening of potential borrowers, the processing of the contractual terms, the
administration of the contract and the monitoring of borrowers and projects—are
information-intensive and require large flows of non-standardized information that are
partly location-specific. However, the quality of information decays over distance due
to the spatial separation of lenders and borrowers, whereas operating costs (including
communication costs) and agency problems increase with the geographical scope of
operations and the existence of physical and legal boundaries (Porteous 1995).
Information is therefore a key determinant of the decision by banks to enter foreign
markets either through greenfield investments (the creation of branches or subsidiaries)

or the acquisition of existing local intermediaries.

The growing emphasis on geographical distance as a proxy for informational costs has
led to the emergence of a new generation of studies based on gravity-like models. Some
of them have found a clear negative correlation between geographic distance and entry
by foreign bank (Buch 2000 and 2001, Focarelli and Pozzolo 2003, Galindo et al. 2003,
Claessens and Van Horen 2006) and cross-border bank flows (Papaioannou 2005).
However, the concept of proximity has been stretched to include linguistic and cultural
similarities, which also are found to affect positively the location decision by foreign
banks (Buch 2002). An appealing feature of this new approach is that its results are also

consistent with those of a companion literature that emphasises the positive impact of



proximity on bilateral trade of financial assets (Portes et al 2001, Portes and Rey 2005,
Aviat and Coeurdacier 2006) and cross-border mergers and acquisitions (D1 Giovanni

2005).

Within the same framework, institutional characteristics have attracted most of the
attention. Potential host countries differ in political stability, property rights protection
and enforcement, protection of market participants, regulation of business and risk of
expropriation by governments. The value and transferability of foreign banks’ resources
can be highly contingent on such characteristics. By instance, recent studies suggest that
similarities in business environment, legal tradition, and institutional setup significantly
enhance foreign banks’ penetration (Galindo et al. 2003). In a similar vein, others
suggest that, for host countries with comparable profit opportunities, good institutions
and low levels of corruption may encourage cross-border lending by foreign banks
(Papaioannou 2005). This is consistent with the idea that banks accumulate
institutionally-intensive knowledge and intangible asset whose transferability is affected
by the institutional characteristics of host countries. Since institutional diversity
represents a significant entry barrier, similarities translate into an additional source of

internal competitive advantage (Claessens and Van Horen 2006)

The prediction of this new ‘proximity’ approach are also empirically testable: in their
decisions about foreign location, banks should privilege geographically proximate

markets and/or markets with linguistic, cultural and institutional similarities.

2. Spatial patterns of pre-1914 multinational banking

The next step is to outline a broad and possibly exhaustive quantitative picture of the
geographical pattern of pre-1914 multinational banking. For such purpose, a unique data
set has been constructed on the base of the number of branches of foreign banks and
their subsidiaries in a large sample of host countries, both sovereign entities and

colonies, at two benchmark dates (1880 and 1913).1

' The number of foreign bank offices is used as dependent variables by Brealey and Kaplanis (1996).
Other studies use total assets of foreign subsidiaries (Goldberg and Johnson 1990, Galindo et al. 2003), or
foreign direct investments by banks (Buch 2000, Wezel 2004).



Multinational banks have been identified as banks with at least one positive observation
(either a foreign branch or a subsidiary) in one of the two benchmark dates. The raw
information has been extracted from the Banking Almanac, a specialized journal
published in London since 1844. The Almanac published annually a complete directory
of banks, both British and foreign, operating in banking places outside the UK
(including British colonies). The directory occupied less than 60 pages in 1880, but had
grown up to more than 400 pages by 1912, reflecting the increased magnitude of the
multinational banking phenomenon. However the possibility of a British-biased,
incomplete coverage of banks, countries and banking places in earlier cannot be ruled
out, especially for issues prior to 1900. In order to address this problem, additional
control information have been recovered from other primary sources, such as the
“Statement of Bank Accounts in a Summarized Form”, a banking supplement regularly
published twice a year by The Economist providing selected data on colonial and
foreign banks with London offices. The exhaustiveness of the information, with
particular attention to non-British banks, has been double checked on the base of
contemporary secondary sources, including Baster (1929 and 1935), Blondel (1908),
Caillez (1923), Goumain-Cornille (1902), Hauser (1906), Diouritch (1909), Riessers
(1912), Strasser (1924).

These secondary sources, as well as the abundant existing historical literature, have
proved most valuable in solving identification problems related to banks’ nationality.
British multinational banks were not the offshoots of parent banks operating in Britain,
but free-standing companies created by groups of merchants and financiers, usually with
the purpose of operating in a geographically-specialized area. The degree of their

Britishness was sometimes hard to ascertain.” In the case of Britain, therefore, the data

? Contemporary British sources, such as The Economist and the Banking Almanac, used to categorize
banks as “colonial” or “foreign” not in base of institutional (e.g. charter) or ownership characteristics, but
according to their geographical specialization. So ‘“‘colonial” and “foreign” were dubbed all banks
specialized in doing business with British colonial possessions or with foreign countries, respectively.
Although some of them—wrote The Economist in his 1913 Banking Number (October 18, 1913, p.
769)—*“were originally British-owned, having being formed under English laws, with their head-office in
London”, later on some “found it advisable to remove the seat of management to the territory from which
the business is drawn, and the ownership of part of the share capital has sometimes followed this
movement. Other banks have been registered in the colonies, but have raised capital over here [in
London]....Then there are what may be called the “native” colonial banks, formed and owned in the
colonies, which have opened offices in London for the purpose of facilitating business between the
colony and the Mother Country.” Thus, some of the colonial banks (the “natives”) had never been British
and their presence in London was comparable to that of any other foreign bank; others, originally
established in London, had their Britishness gradually diluted by naturalization. In turn, among “foreign”



set includes only banks that could be proved to be registered under English law,
maintained their head office in London and/or kept a dominant presence of British
interests in their ownership structure. For the rest of home countries, only foreign
branches of either parent banks or autonomous banks that could be identified
unmistakingly as fully controlled subsidiaries of major national banks or group of banks
(“tochtergesellschaften” was a widely used German expression: Hauser 1906) have been
included. In the case of foreign subsidiaries created by international consortia of banks,
nationality has been assigned on the base of the nationality of the controlling

shareholder bank, as it results from the best existing primary or secondary information.’

The final data set includes banks from 19 countries with at least one foreign branch
(either directly or through a subsidiary) in 85 foreign sovereign and colonial entities,
grouped in 8 different regional areas. Multinational banks identified on this procedure
numbered 56 in 1880 (with 653 branches, or 13.7 per cent of all possible locations) and
146 in 1912 (with 2,369 branches, or 19 per cent of all possible locations). Details on

banks, home- and host-countries are provided in the Appendix.

The national origin of multinational banks, is summarized in Table 1. As expected,
Britain, thanks to its early mover advantage, had a crushing majority of banks and
branches in 1880 (60.7 and 91.9 per cent respectively). By 1912 its dominance had been
significantly eroded by the rise of French and German multinational banks, which now
accounted jointly for 37 per cent of overall banks (vis-a-vis 28.8 per cent of British

banks).
TABLE 1 HERE
The massive entry by French and German banks in markets traditionally dominated by

British free-standing specialized intermediaries was in part motivated by their ambitions

to emancipate the financing of national trade and create ‘naturalized’ acceptance

banks were enlisted banks registered under British law and inequivocably owned or controlled by British
interest.

3 Another form of financial penetration widely used by European banks was the assumption of minority,
though sometimes sizeable, shareholdings in host-country’s institutions. German banks’ participations in
Austrian institutions and the involvement of French banks in the capital of many Russian banks provide
clear examples of such strategy. In spite of their relevance for a comprehensive assessment of the
phenomenon of banking internationalisation before WW 1, these strategies have not been considered in
this paper.



markets in their own national currencies (Einzig 1931: 26-48). By the early 1890s harsh
rivalries between European banks had already given multinational banking an
unprecedented competitive flavour. Regulatory constraints and the absence of a central
bank prevented US banks from playing any significant role until the turn of the century,
with the exception of the International Banking Corporation, a special-purpose venture
created to promote the US presence in major international financial centres (Wilkins

1970, Carosso and Sylla 1991).

The presence of foreign banks was not evenly spread over regional areas. As Table 2
shows, almost 50 per cent of overall foreign branches was concentrated in Australasia
and Africa. However, these figures give a strongly biased picture. They are heavily
influenced by a limited number of British banks competing with local banks in
settlement economies (Australia, New Zealand, South Africa—though Canada followed

a similar pattern) characterized by very extensive branch networks.*

TABLE 2 HERE

Table 2 provides also a broad picture of the ‘within’-nationality geographical
distribution of foreign branches. After netting out the already mentioned outliers, British
banks expanded quite evenly across the rest of extra-European regions but remained
virtually absent from the European scenario. The latter, and especially the South-East
area, proved the preferred field of expansion of German banks, whereas the
Mediterranean and Near East was the area privileged by French banks. South-East
Europe and the Mediterranean basin accounted for the bulk of multinational expansion
of French and German banks (68 and 57 per cent of their respective total), which also
expanded significantly in South America. No banks from other country showed a global
thrust comparable to that of the three main European powers: Dutch and Portuguese
banks confined themselves to their own colonial territories, Russian and Japanese
concentrated on China and the Far East, Canadian in North America and the Caribbean,

and Italian in the Mediterranean basin.

* By 1912, the largest 17 Australasian banks had developed an overall network of 2,300 branches. The
five British banks operating in Australia and New Zealand accounted for 36 per cent ot the total.



Table 3 gives further insights on the corporate patterns and the geographical
specialization of multinational banks, both globally and by nationality. Direct
multinationalization of parent banks dominate the sample, but was a marginal pattern
for main countries. In the case of Britain, “free-standing” intermediaries prevailed, in
which country or regionally specialized intermediaries were established by clusters of
entrepreneurs (but with no corporate parent bank), with London-based headquarters and
operative base overseas (Baster 1935, Wilkins 1988, Jones 1998). Subsidiaries created
by parent banks (or by strategic alliances, as in the case of German banks) accounted for
an additional quarter of the overall sample, but were the preferred pattern of
multinationalisation of French and German banks (Hauser 1906, Diouritch 1909,
Caillez 1923). The data show no clear pattern as for the incorporation of such

subsidiaries either in the home- or in the host-country.

TABLE 3 HERE

Almost half of the banks included in the sample operated in one single country, whereas
another quarter had branches in countries belonging to the same regional area. Regional
specialization was more a characteristic of British banks, whereas single-country
specialization prevailed among French and German banks. Conversely the concentration

in wold financial centres was a clear peculiarity of banks from peripheral countries.

An innovative outcome of the process of multinationalization was the emergence of
international financial centres characterized by the presence of a high number of foreign

banks, as illustrated in Table 4.

TABLE 4 HERE

The clustering of foreign banks into major world financial centres (with London in a
clearly dominant role, followed by Paris and fast-growing New York) is a well known
facet of pre-1914 globalization. As note by contemporary observers, “large numbers of
these institutions before the War were obliged to be strongly represented in London
whatever their own national origin, because fierce competition in the various parts of
the world where they met forced them to use the facilities of the cheapest and most

reliable money market available” (Baster 1935: 13). Discrimination against bills drawn
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in currencies other than sterling (due to the fact that the sterling exchange market
enjoyed an unrivalled depth) also provided continental banks with an additional strong
incentive to locate in London (Diouritch 1909: 260-4). However another important
phenomenon that shaped the spatial pattern of globalization was the emergence of
international financial centres of regional relevance such as Calcutta, Bombay, Shanghai,
Hong Kong, Singapore and Yokohama in Asia, Alexandria, Cairo and Constantinople in
the Near East, and Buenos Aires, Rio de Janeiro and Mexico City in Latin America. The
emergence of clusters of multinational banks critically shaped the spatial patterns of
globalization, as recent studies on the geography of foreign exchanges demonstrate

(Flandreau and Jobst 2005).

In order further to explore the spatial dynamics set in motion by the process of banking
multinationalization, I estimate Moran’s Indices of foreign banks presence for the
benchmark years, 1880 and 1913. The Moran’s I is a global indicator of spatial
autocorrelation, meant to capture the systematic spatial variation of the variable by
measuring the correlation among neighboring observations. The value of Moran’s I is
positive and increased from 0.104 to 0.152 between 1880 and 1912 (against an expected
value of -0.012), suggesting an overall increase in spatial correlation over time.” A
visual representation of spatial autocorrelation is provided in Figure 1, which presents

Moran’s scatterplots for both years.

FIGURE 1 HERE

The Moran’s scatterplot depicts the standardized value of the variable (the number of
foreign banks) for each country i versus its spatial lag, obtained as the sum of the
standardized values of neighboring countries j multiplied by a spatial weights matrix
based on the inverse of their geographical distance from country i. The slope of the
fitting line is proportional to the global Moran’s I for the dataset. The upper-right and
lower-left quadrants reveal areas of positive autocorrelation, with countries with high

(low) density of foreign banks surrounded by neighbor countries with the same

> The Moran’s Index is a spatially weighted correlation coefficient used in order to detect systematic
departures from spatial randomness, i.e. whether neighboring countries are more similar than would be
expected under the null hypothesis of spatially independent values (Anselin 1995). The weight matrix
used here for its computation is the inverse of geographic distance between observed countries. The
expected value is -1/(N-1), where N is the number of observations.
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characteristics. The lower-right (high-low) and upper-left (low-high) quadrants, in turn,
reveal cases of negative autocorrelation, where countries with high (low) density of
foreign banks were surrounded by countries characterized by the opposite
characteristics. One interesting feature uncovered is the emergence of high density
clusters along a continuum connecting Southern-Eastern Europe (Bulgaria, Roumania)
and the Mediterranean basin (Ottoman Empire, Egypt). A similar pattern emerges in the
Eastern Asia region comprised between India and China and running from Siam to the
Philippines. On the contrary, the presence of foreign banks results much more dispersed
in the case of Latin America, with a few hot spots in Argentina, Uruguay, Brazil and
Mexico, surrounded by areas generally characterized by low densities (especially in
Central America and the South American continent). These spatial characteristics must
be taken into account when empirically estimating the determinants of foreign banks’

location.

3. Empirical strategy and econometric specification

In order to explain the observed pattern of bilateral multinational banking, I follow the
most recent literature in specifying a gravity-like model, augmented with additional
geographical, social, institutional and othe control variables. Details on the explanatory

variables and data sources are given in the Appendix.

The benchmark specification is as follows:

y z
logMNBxij/(TradeiTradej) =0y + z ByECLECTICy”U +X BZ PROXIMITYZU + &j (1)
y:l z=1
where MNB,;/(Trade;Trade;) is the number of foreign branches of bank x from country i in
country j normalized by the log of the product of total trade of the two countries in order

to correct for market size effects.®

Figure 2 reports descriptive statistics of the normalized variable and plots its
distribution along the whole sample by banks’ nationality. In order to take into account
the typical continental pattern of multinationalization through the creation of groups

articulated on subsidiaries established by parent banks or strategic alliances, banks

® Trade is preferred here to GDP because of its observable (not estimated) characteristics. However,
normalizing by estimated GDPs produce very similar results.
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whose control was clearly exercised by one parent or dominating bank have been

merged into one single corporate group.’
FIGURE 2 HERE

The bottom graphs emphasise the increased density and the more even distribution of
MNB’ branches in 1913 compared to 1880. An interesting aspect is the overall stability
of the normalized variable’s level, which suggests that the dynamics of multinational
banking expansion kept the pace of international trade between the two benchmark

years.

In specification (1), ECLECTIC indicates a vector of up to y independent variables
associated with the traditional explanation of MNB based on the eclectic theory and

emphasising internal advantages. The vector includes:

- host-country GDP, GDP per capita, total trade, total trade per capita, and the
compounded annual growth rate of GDP and trade in the period 1880-1913 as
alternative proxies for demand for financial services and profit potential.® Demand for
banking services in the host country—and consequently, the attractiveness to foreign
banks—should be related to its income, so the theory predicts that international banks
would tend to locate in relatively wealthy countries. However, these are also likely to
have a more developed financial system, with higher entry costs, keener competition
and lower spreads. They are also likely to have deeper markets for information-
intensive assets, with relatively lower information costs. We should finally consider that
the business of international banking, at least until the second half of the 20t century,
used to be less a matter of competition than of cooperation, collusion and alliances
between major international players. For these reasons, multinational banks may have
relied preferentially on correspondents when dealing with developed markets—a

hypothesis consistent with the historical evidence provided by Einzig (1970) about the

7 Five major groups cam be identified for French banks, led by Crédit Lyonnais, Société Générale,
Comptoir, Paribas and Union Parisienne (Caillez 1923). In the case of Germany, Deutsche Bank followed
an autonomous strategy, whereas other major banks (Diskonto, Dresdner, Darmstadter) went
multinational mainly through strategic alliances with other smaller German banks (Hauser 1906, Strasser
1924).

¥ Of course a variable capturing more precisely expected returns, such as loan rates or spreads, would be
preferable. To date I have been able to collect this information only for a very limited number of countries.
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fast rise of global interbank networks based on correspondent 