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Next generation correspondent banking

Key takeaways

e Existing correspondent banking processes have struggled to adapt to new regulatory and supervisory
requirements, posing questions on the future of the correspondent banking model.

e The tokenisation of correspondent banking, as embodied in Project Agord (BIS (2024b)), could unlock
streamlined pre-screening and atomic settlement, and pave the way for superior customer verification
and anti-money laundering (AML) procedures.

e Tokenisation could substantially reduce duplication and miscoordination, thereby revitalising cross-
border payments by fostering a robust network of correspondents and corridors.

Correspondent banks played a pivotal and historical role in the expansion of cross-border payment activity
by enabling transaction settlement, cheque clearance and associated foreign exchange operations.
However, the correspondent banking system has seen a reduction in the number of active correspondents
and corridors in recent years (Rice et al (2020)). Is the observed decline evidence that correspondent
banking is a flawed model? Or is it simply the case that a technological overhaul is needed to help this
age-old system meet the more stringent user and regulatory requirements of the 21st century? This
Bulletin explores how tokenisation through the application of the BIS's unified ledger concept (BIS (2023))
could enhance the functioning of correspondent banking by harnessing new technology to address key
pain points in cross-border payment chains. The recently announced Project Agora (BIS (2024b)) is a
concrete initiative in this direction.

How correspondent banking works

Speaking of “sending a payment” conjures up the image that a payment involves the transfer of an object.
However, when a customer of one bank “pays” a customer of another bank, no physical object changes
hands. Rather a series of updates are made on the accounts maintained by intermediaries. In a domestic
payment, this is accomplished relatively easily because the central bank settles the payment between
intermediaries. The payee’s bank credits the payee’s account because the bank receives equal value in
central bank money through an update of the central bank ledger. However, in a cross-border context
there are often different sovereign currencies involved and hence there is no single common settlement
asset that can be used throughout the transaction chain. In such cases, another approach is needed.

Graph 1 depicts an example to fix ideas. Firm A is a manufacturing firm located in the United
States who has received the latest batch of intermediate inputs from its supplier, Firm B, located in Korea.
The invoiced amount is USD 100, and Firm A has instructed its bank to proceed with the payment
(Graph 1.A). If Firm B had a US bank account, then the payer’'s bank would debit the payer’s account, while
the payee’s bank would credit the payee’s account, with the central bank settling the payment between
the two banks by transferring reserve balances. However, what happens if Firm B does not have a US bank
account and instead needs to receive the Korean won equivalent of USD 100 in its Korean bank?
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Mechanics of correspondent banking Graph 1
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Graph 1.B illustrates how a correspondent bank can bridge the gap between Firm A and Firm B.
Firm A’s bank makes a payment to the correspondent bank for the invoiced amount of USD 100. Since this
is a purely domestic payment within the United States, the payment follows standard procedures and is
settled on the balance sheet of the Federal Reserve. After this domestic interbank payment, the
correspondent bank sees an increase of USD 100 in its reserve balance at the Federal Reserve and then
credits the account of the Korean bank by USD 100. Finally, the Korean bank verifies that it has received
USD 100 in its account at its US correspondent bank and then credits Firm B’s account in Korea by the
equivalent amount in won. Notice that this cross-border payment does not require settlement across
countries. Settlement occurs only in the United States.

Many messages are required to coordinate the balance sheet updates along the payment chain
(middle of Graph 1.B). Historically, correspondent banking arose from informal exchange built on the chain
of trust relationships between merchants who acted both as trade counterparties as well as financiers
(hence the term "merchant banker”). Financial instruments such as bills of exchange (and later cheques)
met the need for working capital as well as serving as payment instruments (Schnabel and Shin (2004),
James and Weiman (2010)). The system necessitated the physical transfer and manual updating of
documents. Digital record keeping and messaging platforms such as SWIFT have increased speed and
efficiency, but our current system still bears the hallmarks of its historical origin in the way that the system
works through chains of bilateral relationships.
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Meanwhile, important integrity cornerstones such as know your customer (KYC) and AML
compliance requirements have been layered on top of the chained process with its origins in more
informal, trust-based modes of exchange. In today’s more rigorous environment, integrity safeguards are
key. In addition to the requirement that each message be complete, consistent and error free, the payment
amounts must comply with restrictions, the recipients cannot be on sanctions lists, and each bank must
perform AML and countering the financing of terrorism (CFT) checks (top of Graph 1.B). The burden of
performing these checks is placed on individual banks, who follow a sequential process that takes time
and involves significant duplication of effort. When problems emerge, steps already taken need to be
unwound. In fact, failures to complete cross-border payments are frequent and expensive, impacting not
only direct costs of unwound transactions but also the costs of uncompleted business (Borchert et al
(2023)).

Trends in correspondent banking

As commerce has become more global and payment chains more complex, trust relationships have given
way to stringent controls to ensure the integrity of the payment system. Adherence to these controls
requires capital investments in technological infrastructure, personnel training and meticulous regulatory
reporting systems. It also entails absorbing the risk of penalties from inadvertent underreporting of
criminal activity. Anecdotal evidence suggests banks are shifting their business models away from cross-
border payment services along some corridors due to the unfavourable risk-return trade-off." The number
of active correspondents and corridors decreased between 2011 and 2022 (Graph 2.A) and the trend is

Correspondent banking relationships have been declining Graph 2
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! Compliance risks are cited by banks as the primary reason for cutting correspondent ties, especially in countries with weaker
governance (Everington (2023)).
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global (Graph 2.B). Emerging markets are particularly affected by the shrinking of correspondent banking
corridors (Graph 2.C), and increased costs have weighed on real economic activity (IFC (2017), Adrian et al
(2023), Rice et al (2020)).> While incremental approaches to improving cross-border payments can
mitigate some inefficiencies, they have not been able to address the key issues in a wholly satisfactory
way. Instead, a new approach is needed. This is the promise of the unified ledger approach to tokenisation
in the recently launched Project Agora (BIS (2024b)).

Next generation correspondent banking

The new financial market infrastructure (FMI) envisaged in Project Agora is built around tokenised deposits
and tokenised central bank money and is patterned after the unified ledger concept put forth in BIS (2023).
The roles of institutions (commercial banks and central banks) and the roles of money (commercial bank
deposits and central bank money) would remain unchanged from today, but the platform would harness
three new capabilities: (1) combining payment messaging and account updates as a single operation; (2)
executing the chain of payments atomically rather than as a series of sequential updates to separate
ledgers; and (3) drawing on privacy-preserving platform resources for KYC/AML compliance. This new FMI
would guarantee atomic settlement through synchronous execution of all commands and streamline pre-
and post-trade workflows involved in cross-border payments, while ensuring “integrity by design” (FATF
(2024)).

Tokenisation refers to the digital representation of claims on a shared programmable platform
that incorporates the rules and logic governing transfers as well as the traditional database information
underpinning current systems (Aldasoro et al (2023)). Tokenisation enables the joint execution of all steps
in end-to-end payments, eliminating the need for sequential processing and the risk of reversals. On a
shared platform, actions can be taken in parallel and made contingent on the completion of all required
information checks and screening requirements (Graph 3.B). Any failures can be instantaneously
communicated to all those involved before settlement happens.

Pre-screening capabilities have already been developed in Project Mandala (BIS (2024c)). This
proof of concept demonstrates the feasibility of encoding jurisdiction-specific policy and regulatory
requirements into a common protocol for cross-border use cases. In the next generation correspondent
banking platform envisaged in Project Agord, the efficiency gains will also come from embedding pre-
screening confirmations into the end-to-end payment transaction.

In addition, collaborative effort and privacy-preserving techniques for data-sharing bring
increased scope for using machine learning and artificial intelligence to improve screening and AML
compliance. A common problem with screening for sanctioned individuals is false positives, which arises
when an individual has the same name or other identifying information as a sanctioned person. Supervised
Al can be used to recognise when these errors arise by relating the transaction to past transactional activity
involving the individual with the flagged name. Transaction surveillance and monitoring can also be done
more efficiently and effectively by sharing data confidentially and doing collaborative monitoring.
Enhanced AML procedures for detecting suspicious networks and flows of funds can be achieved using
two different architectures. In one option, all transactional data are shared into a centralised, privacy- and
security-enhanced data infrastructure. Another option is a decentralised privacy and security approach
using federated learning, where models are trained on local data, and only insights are shared rather than
the underlying data. The latter approach, which supports cross-border collaboration while addressing data
sovereignty issues, is explored in Project Aurora (BIS (2024a)).

2 The policy issues related to these developments are laid out in a report of the BIS Committee on Payments and Market

Infrastructures (CPMI (2016)).
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KYC/AML in next generation correspondent banking Graph 3
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The road ahead

Next generation correspondent banking harnesses the promise of tokenisation to create a more powerful
and economically viable correspondent banking system. Such a system will not only make existing
correspondent banking corridors more efficient, by reducing costs and improving services for customers,
but also make previously closed corridors economically viable once again. For low-income countries, next
generation correspondent banking will open the door to greater participation in global trade and
remittance channels.

Banks are individually responsible for complying with sanctions, implementing KYC procedures
and ensuring AML/CFT compliance. Adopting the new system will entail overcoming collective action
problems on the part of current incumbents. Progress may require some accommodation in the form of
rule changes. However, there can be no compromise on the integrity of global payments, and so turning
back the clock is not an option.

Project Agora (BIS (2024a) is a promising step towards next generation correspondent banking.
Seven central banks will settle payments between banks and correspondents in their jurisdictions.®> The

The participating central banks are the Bank of France (representing the Eurosystem), Bank of Japan, Bank of Korea, Bank of
Mexico, Swiss National Bank, Bank of England and the Federal Reserve Bank of New York. The project is managed by the BIS
as a public sector convener and the International Institute of Finance as a private sector convener. An open call for participation
will select private sector entities (BIS (2024b)).
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development of a new payment infrastructure like Agora should ensure potential gains are not lost due
to fragmentation (Economist (2024)). Next generation correspondent banking should be inclusive,
accessible and capture beneficial network effects. This can be accomplished via policies on access to the
infrastructure or via interoperability with other infrastructures, as advocated in the Finternet vision
(Carstens and Nilekani (2024)). Corridors that exist outside the included currencies could connect to the
system to form a complete payments network.
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