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Where Do Banks Expand Abroad?

An Empirical Analysis

by Dario Focarelli and Alberto Franco Pozzolo*

Abstract

This paper investigates the determinants of the pattern of banks’ foreign investment. We extended
previous analyses in three directions. First, we use a unique database that includes information on 260
large banks from OECD countries and all their foreign branches and subsidiaries in each one of the
other OECD countries. Second, we consider explicitly the role of institutional and regulatory
characteristics. Third, we considered within a unified framework a wide set of variables that are likely
to influence the pattern of bank internationalization. Consistent with previous research, we find that a
high degree of integration between the home and the destination countries has an effect on the location
choice of multinational banks. However, we also find that the marginal effect of integration is much
lower than that of other explanatory variables. Profit opportunities resulting from a high expected
economic growth and the prospect of competing with relatively less efficient banks appear to be a key
factor affecting the expansion abroad, especially in the case of subsidiaries. Institutional characteristics
of the destination country also play a crucial role. For example, financial centers attract branches of
foreign banks, but not subsidiaries, while lower regulatory restrictions on banking activities are
associated with a stronger presence of foreign subsidiaries, but not of branches.
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1 Introduction

International banking has gone through alternate fortunes in the last 150 years. It was very common at
the end of the XIX century, when foreign banks were deeply involved in financing large investment
abroad, in particular towards colonies; it declined during the inter-war period, only to reemerge in the
1970s, following financial innovation and the rapid increase in international trade. In recent years,
international banking activities have reached a historical peak, thanks also to an increase in cross-
border mergers (see, for example, Berger et al. 2000).

The strong expansion in banks’ internationalization observed in recent years is raising a number
of questions about its determinants and its possible effects on the shape of the banking industry. There
are essentially three ways that banks can follow in order to extend their activities abroad: providing
loans and asset and liability management to foreign counterparts, opening a foreign branch, and
acquiring shareholdings in a foreign bank (subsidiary).' Direct lending is typically offered to large-
scale borrowers, such as states and multinational companies, often in the form of syndicated loans. It
does not require the physical presence of the bank in the foreign country, although representative
offices may prove useful. Foreign branches are an integral part of the parent bank and can offer a broad
range of banking services to both domestic and foreign customers. Traditionally, their activity is
primarily concentrated in the wholesale market. Finally, subsidiaries have identical banking powers as
domestic banks and are typically retail oriented.

This paper concentrates on the two strategies of expansion that require a physical presence
abroad: branching and acquisition of subsidiaries. In fact, although banks with their head offices in
foreign countries may have a comparative advantage with respect to the quality of the financial services
they offer, they are very unlikely to be in a better position when it comes to building relationships with

local clients. A physical presence can be considered a precondition for developing personal



relationships, which remain fundamental for most traditional banking activities (see, for example,
Rajan, 1998).

The development of foreign branches and subsidiaries in the last 40 years has been largely
uneven. Foreign branching can be considered a more mature form of expansion abroad. According to
Brealey and Kaplanis (1996), the number of banks’ foreign branches increased very rapidly from about
1960 to the mid-1980s and slowed significantly after 1985.> In contrast, the number of cross-border
mergers and acquisitions in the banking industry has risen most rapidly in the 1990s. However, they are
still a small fraction of banking M&A activity within individual nations (Group of Ten, 2001) and they
are rarer than in other industries (Focarelli and Pozzolo, 2001).

Three major factors explaining the pattern of bank internationalization have been identified in
the empirical literature: economic integration, institutional characteristics and profit opportunities. It is
a well accepted fact in the economic literature that the pattern of bank internationalization is correlated
with the degree of integration between the home country of the parent company and the country where
the branch or the subsidiary is located. Integration relates both to strictly economic variables, such as
the levels of trade or foreign direct investment, and to non-economic aspects, such as linguistic and
cultural similarities.’

Regulatory restrictions also significantly affect how banks configure their international activities.
Governments, for example, may reduce the degree of cross-border consolidation either directly, by
putting explicit limits on cross-border M&As or blocking single takeovers, or indirectly, by failing to
harmonize structural differences among the financial systems or imposing limits on domestic banking
activity." Moreover, the characteristics of the banking sector can also affect the probability of entry.
Boot (1999), for example, argues that governments may wish to have the largest institutions in their
nations domestically owned. If this is the case, it can be expected that in more concentrated markets the
entry of foreign banks will be more difficult, because one single acquisition would imply the loss of a

significant share to the advantage of foreign investors.’



Profit opportunities are probably the most basic determinant of the pattern of bank
internationalization. These can be related to bank-specific factors, to the characteristics of the country
of origin of the investing bank, and to the characteristics of the country of destination of the
investment. Among bank-specific characteristics, size has been found to affect mainly the patterns of
internationalization: larger banks are much more international than smaller ones, most likely because
they have larger and more internationally diversified customers (Berger et al., 1995), they have
stronger incentives to diversify internationally their portfolio and to smooth the effects of asynchronous
fluctuations in loans and deposits, they are involved in activities, such as portfolio management and
investment banking, that are typically international and are characterized by economies of scale and
scope.® Among home country characteristics, those with a stronger effect on the pattern of bank
internationalization relate to the development of the financial markets. In fact, banks that operate in
developed markets are likely to be more efficient and therefore to hold a comparative advantage with
respect to their competitors in the destination country.” Finally, although no conclusive empirical
evidence has been so far provided on their importance, profit opportunities in the destination market of
investment have been related to country risk (Grosse and Goldberg, 1991; Fisher, and Molyneux, 1996;
Yamori, 1998), the size of the banking financial sector (Goldberg and Grosse, 1994), income per capita
(Goldberg and Johnson, 1990; Claessens et al., 2000; Yamori, 1998), and total income (Brealey and
Kaplanis, 1996; Buch, 2000).

Economic integration, institutional characteristics and profit opportunities are indeed the driving
forces of bank internationalization, but their effect may be different depending on the expansionary
policy followed by the bank.® For this reason, in our empirical analysis we distinguish between foreign
branches and foreign subsidiaries. Our sample includes 260 large banks from OECD countries and all
their foreign branches and subsidiaries in each one of the other OECD countries. By comparing within
a unified framework the determinants of alternative expansionary policies we are able to gather further

insights into the prospects of international banking.



The rest of the paper is organized as follows. The next section presents the main theoretical
hypotheses under scrutiny and the econometric methodology adopted. Section 3 describes the data used
in the empirical analysis. Section 4 presents the results of the econometric analysis. The final section

concludes.

2  Empirical model

2.1 Choice of explanatory variables

A major strength of our data set is that it allows us to study the pattern of bank internationalization
controlling for the role of factors specific to the investing bank and to the country where its
headquarters are located. In choosing these control variables we have followed Focarelli and Pozzolo
(2001), where it is shown that banks with foreign shareholdings are on average larger, have a larger
share of non-interest income and have headquarters in countries with an efficient banking market,
measured by the average return on assets.

We measure the degree of economic integration between countries by the geographical distance
and by the level of bilateral trade (computed as the ratio of sum of imports from and exports to a
destination country and the total value of imports and exports of the origin country). We assume that
information costs are lower within countries that share the same language. Further, we test whether in
the euro area (the 11 countries now members of the EMU) bank cross-border expansion is more
intense. Clearly, these last two factors are more likely to be relevant in the case of subsidiaries, which
are specialized in offering retail services to local customers.

We measure regulatory restrictions with an index of the limitations on domestic banking
activities. Moreover, as a proxy for implicit limitation to entry we consider the degree of bank
concentration (measured by the market share of the 5 largest institutions). Further, we also control for
the law and order tradition (La Porta et al., 1998); foreign banks are in fact likely to feel more secure

about expanding in countries where enforcement of contracts is easier, since this favors the



development of the banking system (Levine, 1998). Clearly, institutional aspects are more liable to be
important in explaining the location of subsidiaries than of branches, as the former require a stronger
presence in the foreign country.

Finally, we consider whether the country of destination hosts an international financial center,
such as London, New York and Tokyo. Indeed, in particular within OECD countries, this characteristic
cannot be considered strictly institutional, but it is instead primarily the outcome of historical factors. It
is in any case likely to have a strong impact, especially for branches.

As we mentioned in the introduction, the literature on international banking considered total and
per capita GDP as proxies for the level of profit opportunities in the foreign market. In our view, these
measures have two main drawbacks. First, unitary bank profits are likely to be lower in more developed
countries, where the banking sector is usually more competitive. Second, within a group of countries
whose long-run rate of economic growth is likely to be converging to a common level, such as the
OECD countries, poorer nations have higher expected rates of economic development than wealthier
ones. For these reasons, we adopt a broader definition of local market opportunities: we assume that
banks prefer to expand to countries where the expected rate of economic growth is higher and the
banking system is on average less efficient. Following the results of the recent empirical literature on
the determinants of growth, we then assume that countries with a lower level of initial output, lower
inflation, higher levels of schooling and more developed financial markets are those more likely to
have a faster rate of economic growth in the coming years. With respect to the size of the financial
market we follow Levine and Zevros (1998), considering two proxies: the value of stock market
capitalization and that of total credit, both measured as ratios to GDP.

Finally, we consider the role of the profitability and efficiency of the banking sector in the
country of destination of the investment. In particular, among the explanatory variables we include the
average levels of: free cash flow (equity net of fixed assets and loan loss reserves), cost-income ratio
(overheads to total income), and return on assets. High levels of free cash flows might indicate an

inefficient use of capital, possibly because of a lower ability in taking on investment opportunities;



high cost-income ratios are associated with less cost efficient banking industries (although this could be
due to the presence of highly skilled workers); and high return on assets characterizes more profitable

banking markets, possibly due to a less competitive environment.

2.2 Econometric setup

The empirical analysis seeks to answer the following question: what are the characteristics of countries
where banks are more likely to have a foreign branch or subsidiary? We model this as a set of binary
choices that each bank makes on whether or not to operate a branch or a subsidiary in any one of the

countries in our sample. In practice, we estimate

pPr (}]ljh = k) =f(AX;aZjathaKh)a k: 09 la 2 (1)

where: Y;;, = 0 when the bank i of country j has no foreign branches or subsidiaries in country 4, Yj; =
1 when the bank has a foreign branch but no subsidiaries, and Y;; = 2 when the bank has a foreign
subsidiary, irrespective of whether it has a branch or not; X; is a vector of bank-specific variables; Z; is
a vector of country-specific variables; B, is a vector of variables describing the relationship between
the home country and the destination country and K}, is a vector of variables specific to the destination
country. The product of the number of banks in the sample times the number of possible countries of
destination of the investment gives the number of observations used in the estimation.

We acknowledge that considering all banks with foreign subsidiaries as a single group,
irrespective of whether they have a foreign branch in the same country, is somewhat arbitrary, even if
the ownership of a subsidiary is an incontrovertible sign of a major interest of the bank in expanding its
activities in that country. To check whether our results are sensitive to the chosen specification, we
have also re-estimated the model allowing for an additional category when a bank has both a foreign

branch and a foreign subsidiary in a given country (see, below, section 4.2).



3 Data and summary statistics

3.1 Data on banks

Information on foreign branches are from The Bankers’ Almanac. All other bank-specific data are from
Bankscope, an international data set of balance-sheet items on individual banks, where all the main
information on assets, liabilities and revenues is reported according to a common, comparable standard.
Foreign subsidiaries are included in the sample as autonomous banks. As is common in the literature,
we consider only the first level of foreign shareholdings. In order to minimize the effects of particular
events, all data on banks’ assets, liabilities and revenues are averages of annual values from 1994 to
1997. Information on branches and foreign shareholders refers to the end of 1998.

The first question is how to define foreign shareholdings. In principle, one would like to find a
minimum percent equity interest needed to ensure the effective power in determining the bank’s
activity. Clearly, this depends on the distribution of ownership, so that the extreme case that a 50 per
cent share is needed for an effective control might be too stringent. Thus, we took the opposite route,
defining as foreign subsidiaries all banks with a shareholder out of the country, without any
participation threshold. We acknowledge that this choice is somewhat questionable, and for this reason
we will check the robustness of our results under the more stringent hypothesis that a majority equity
interest is needed in order to gain operational control (see, below, section 4.2).

The data set includes 260 banks with total assets of more than $ 25 billion and with headquarters
in one of the 29 OECD countries (table 1). Japan has the largest number of banks in the sample (56);
the United States have 42 banks, Germany 33; Italy, the United Kingdom and France have between 15
and 22 each; all the other countries have fewer than 10. Of the 260 banks in the sample, 168 have
foreign branches (65 per cent) and 114 have foreign subsidiaries (44 per cent); 30 have foreign

shareholders (12 per cent).



Table 2 reports the location of foreign branches of banks included in the sample. There are 683
instances of foreign branches, 9.4 per cent of the total number of possible foreign branches (given by
the product of the number of banks, 260, times the number of possible countries of destination, 28).
Japanese banks have the largest number of foreign branches (123), followed by those from the United
States (96) and Germany (87). The United States host the largest number of foreign branches (117),
closely followed by the United Kingdom (116). Japan, France, Germany and Italy host between 51 and
36 foreign branches. In the last column of table 2 we report the number of instances where a bank has a
foreign branch in a country of destination without having a subsidiary. There are 102 instances of
banks having both a branch and a subsidiary in the same country (1.4 per cent of the total number),
nearly half of them are located in the United Kingdom (25) and in the United States (16), two major
financial centers.

Table 3 reports that there are 299 cross-border shareholdings in the sample, or 4.1 per cent of the
total number of possible foreign subsidiaries. German banks have the largest number of foreign
subsidiaries (68), followed by Japan (39) and the United States (36). The largest number of banks with
foreign shareholders is hosted by Luxembourg (47), followed by the United Kingdom (31), the United
States (20), France and Germany (19). The last column of table 3 reports the number of instances
where a bank has a foreign subsidiary in a country of destination without having also a branch. In total
there are 197 of such cases, or 2.7 per cent of the total.

Table 4 reports some summary statistics for the 260 banks in the sample. Banks with cross-
border interests are in general larger. However, banks that only have a foreign branch are smaller, have
on average higher net interest margins and net charge-offs, lower levels of profitability, and cash flows.
Banks with foreign subsidiaries have instead higher profitability and non-interest income, and lower

interest margins.



3.2 Data on countries

Data on GDP, population, bank credit and inflation are from IMF, International Financial Statistics
(1998). Bilateral trade data are from IMF Direction of Trade Statistics (1998). Stock market
capitalization is from IFC, Emerging Stock Markets Factbook (1998). Data on the “rule of law” are
taken from La Porta et al. (1998). Data on the level of regulatory restrictions on domestic banking
activity are taken from Barth et al. (2000). Finally “schooling” is the average schooling years in the
total population in 1995; it is taken from Barro and Lee (2000). All the variables considered have a

high degree of cross-country variability (table 5).

4 Econometric results

4.1 Results from the basic model

In the estimates, we exclude Luxembourg, Iceland, the Czech Republic, Hungary and Poland from our
sample due to the lack of information on several variables. Multiplying the number of remaining banks
(257) by the number of remaining countries (23) we obtain 5,911 paired bank-country observations. In
the sample, there are 561 cases (9.5 per cent of all possible cases) of banks having a foreign branch in a
country without having a subsidiary and 228 cases (3.9 per cent of all possible cases) of banks having a
subsidiary, irrespective of whether or not they have also a branch in the destination country. The results
of the estimation of equation (1) are reported in table 6.

The coefficients are estimated with respect to the baseline case of no foreign branches or
subsidiaries. The test for the independence of irrelevant alternatives (IIA), verifying that the
multinomial logit framework is to be preferred to two binomial logit regressions, was unable to reject
the null hypothesis that the remaining alternative available to a bank is irrelevant: the multinomial logit
seems correctly specified and provides consistent and efficient estimates of the coefficients. The R-

squared of the regression is 0.35, a fairly good result for a cross-section analysis.
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Table 6 also reports the magnitude of the marginal effect of each explanatory variable. In the
case of continuous variables this is measured as the change in the probability that a bank will have a
branch or a subsidiary in a given country associated with a change in the covariate from the 25" to the
75™ percentile of its sample distribution, leaving all other variables at their sample values. For dummy
variables, the marginal effect is calculated as the change in the probability associated with a change of
the variable from zero to one.

Some of the variables included in the empirical model describe complementary aspects of what
can be identified as a unique factor affecting the pattern of bank internationalization. In order to make
it easier to compare the effects of the different factors, we calculated the marginal effect of a set of
synthetic variables defined as weighted averages of sets of regressors included in the basic
specification.” We have identified 5 factors describing respectively: attributes of the single bank and its
country of origin, the degree of bilateral integration, institutional features of the country of destination,
and the overall growth opportunities for the country of destination, separating the growth prospects of

the whole economy from the characteristics of its banking sector.

4.1.1 Characteristics of the bank and of the country of origin

Characteristics of the bank and of the country of origin are introduced in the estimation mainly as
control variables. The attributes of banks with foreign equity interests are studied in more detail in
Focarelli and Pozzolo (2001).

The size of the bank is a key determinant of the decision to expand abroad. Larger banks are
more likely to have both foreign branches and foreign subsidiaries. Similarly, banks with a larger share
of non-interest income are more likely to have foreign activities, probably because they have more
innovative and aggressive strategies both at home and abroad.'’ Banks in countries where the banking
sector is more profitable are also more likely to expand abroad, consistent with the hypothesis that they
are specialized in the supply of more advanced services which are typically more lucrative. Overall, the

factor describing the characteristics of the bank and of the country of origin has more than double the

11



marginal effect in the case of branches (11.4 per cent) than in the case of subsidiaries (5.1 per cent);

normalizing with the level of the predicted probabilities they have approximately the same size.

4.1.2 Economic integration between countries

The coefficient of bilateral trade is positive and significant for both branches and subsidiaries. In both
cases the effect of increasing the share of bilateral trade between the two countries from the 25™ to the
75™ percentile is very small.

The coefficient of the dummy variable taking the value of one for country pairs where the same
language is spoken is negative but not significantly different from zero in the case of branches. It is
positive but not significantly different from zero in the case of subsidiaries. However, the difference
between the two coefficients is significant at the 5 per cent level, possibly because banks consider
easier to control the activities of the foreign subsidiary in countries where a common language is
spoken.'" The probability that a bank will have a foreign subsidiary in a country where the same
language is spoken is 1.6 per cent higher than average.

The coefficient of the geographical distance is negative and significant for both branches and
subsidiaries, showing that banks are less likely to have foreign interests in countries far away.
Consistent with previous results, the marginal effect is 1.5 per cent for branches and 1.2 for
subsidiaries. After normalization it is therefore larger for the latter.

As it is shown in the rich literature on gravity models of trade, it could be the case that these
three variables are highly collinear, especially when per capita GDP of the country of destination is
also included in the regression. However, our results are robust to the exclusion of each one of these
variables."

Finally, the positive coefficients of the dummy variables for the countries that eventually joined
the European Monetary Union confirm that the prospect of a common monetary market and the
absence of exchange rate risk resulted in an increase in the number of foreign branches and

subsidiaries. Consistent with the interpretation of the dummy for countries where a common language
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is spoken, the coefficient is larger in the case of subsidiaries, and the difference with that for branches
is highly significant. The probability that a bank will have a cross-border interest in a country that
eventually joined the European Monetary Union is 2.5 per cent higher than average in the case of
branches, 4.9 per cent in the case of subsidiaries. The difference is much larger when the effects are
normalized with the predicted probabilities.

Overall, the factor describing the effect of the degree of integration between countries has a
stronger marginal effect for branches (3.0 per cent) than for subsidiaries (1.5 per cent), but this result is
reversed if normalized with respect to the predicted probability. This result is mainly driven by the

effect of the dummy for countries that eventually joined the EMU.

4.1.3 Institutional characteristics

The results of table 6 show that implicit and explicit institutional barriers play a crucial role in the
pattern of bank internationalization. This finding, common in the literature, is confirmed and reinforced
in our analysis.

The coefficient of the level of restrictions on banking activities is not significantly different from
zero in the case of branches, but it is negative and significant for subsidiaries (the difference between
the two is highly significant). This result is not obvious. In fact, some authors have suggested that
banks prefer to invest in more regulated and protected markets, possibly because they expect to obtain
higher profits because markets are less competitive. By contrast, other authors have suggested that,
even when explicit legislative limitations are not present, heavily regulated banking systems are
typically less accessible to foreign banks. This latter interpretation is in line with our results, which are
reinforced if one considers that regulation is likely to be less binding for branches than for subsidiaries.
A change of the level of restrictions from the 25" to the 75™ percentile reduces the probability that a
country hosts foreign subsidiaries by 1.3 per cent.

The concentration of the banking sector, an indirect measure of the accessibility of the market

for both residents and non-residents, also affects the probability that a country hosts foreign banks. The
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coefficients for branches and subsidiaries are both significantly different from zero, but the latter is
significantly larger. The marginal effect in both cases is sizeable, between 4 and 5 per cent. After
normalization it is much larger for subsidiaries, as is to be expected given that they are more likely than
branches to compete with local banks.

The presence of a stronger law and order tradition in the country (the "rule of law") increases the
probability that it will host foreign banks. As expected, this only happens for subsidiaries, which
typically have a larger involvement with activities regulated by local laws. An increase in the measure
of law and order tradition from the 25" to the 75™ percentile augments the probability that a country
hosts a foreign subsidiary by 2.6 per cent.

The presence of a financial center is also a major factor affecting the probability that a country
hosts foreign banks, but only in the case of branches. This result is not surprising as most foreign
branches operate in wholesale markets, such as the financial markets. Indeed, the marginal effect of the
dummy for the three financial centers in our sample (London, New York and Tokyo) is the largest of
all, increasing the probability of a bank opening a foreign branch in that country by 15.6 per cent.

As we claimed at the start, institutional factors play a pivotal role in determining the pattern of
banks’ international expansion; the factor has indeed a strong marginal effect. In absolute terms it is
larger for branches (6.5 per cent) than for subsidiaries (2.7 per cent); but as to the value of predicted

probabilities they are quite similar.

4.1.4 Profit opportunities

The results presented in table 6 provide strong evidence that profit opportunities in the destination
country are another key factor affecting the pattern of banks’ international expansion.

In our analysis we have divided the variables describing profit opportunities into two major
groups: those related to the general prospects of growth of the hosting country, and those describing the
characteristics of its banking sector. Within the first group we have considered per capita GDP, the

level of inflation, the level of schooling, and the size of the banking sector. We interpreted the latter
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variable as a proxy of the financial development of the country and therefore included it among the
factors describing its general prospects of growth because of its relation with the ratio of stock market
capitalization over GDP. Indeed, we obtained similar results to those presented in table 6 substituting
credit size with stock market capitalization."

The coefficients of the variables describing the country’s growth prospects are significant in all
but one case (inflation in the regression for subsidiaries). In particular, per capita GDP and schooling
(the two variables most commonly included in the growth regressions) are significantly larger in
absolute size for subsidiaries than for branches, a result that is consistent with the stronger involvement
of subsidiaries in the local economy.

Overall the marginal effects of a change from the 75" to the 25" percentile of the value of the
factor describing the effect of country growth opportunities is 3.4 per cent for branches, 2.2 per cent for
subsidiaries; therefore, normalizing with respect to predicted probabilities it is much larger for the
latter.

Turning to variables describing the efficiency of the banking sector in the destination country,
the research on banking consolidation at domestic level has shown that in a substantial share of
mergers and acquisitions, larger and more efficient institutions tend to take over smaller, less efficient
firms, possibly to spread their expertise and operating procedures over additional resources (see, for
example, Berger et al., 1999; Focarelli et al., 2002). Consistent with this hypothesis, our evidence
shows that foreign banks are more likely to establish branches and subsidiaries in countries where
banks have on average higher cash flow, higher costs, and higher profitability. Indeed, high cash flow
is likely to be due to an inefficient use of equity capital; more efficient investors coming from abroad
might then be in the position to have a better than average capital structure, and therefore to have
higher profits. Besides, the effect is significantly larger for subsidiaries. The positive sign of the
coefficient of costs is similarly consistent with the view that foreign investors can gain extra profits

when operating in less efficient markets. Finally, after controlling for inefficiency, we also find that

15



foreign banks are more likely to be present in countries where profitability is higher, consistent with
the view that profit opportunities are a key determinant of the pattern of cross-border expansion.

In the case of branches, the factor describing the effect of the characteristics of the host-country
banking sector has a marginal effect of 3.1 per cent, similar to that describing the country’s general
growth prospects. In the case of subsidiaries the marginal effect is also equal to 3.1 per cent, a large

value compared with both the other four factors and the average predicted probability.

4.2 Robustness checks

We tested for the robustness of the results reported in table 6 in a number of ways. First, we adopted
different estimation techniques. The results reported in panel A of table 7 show that the sign and the
significance of the coefficients are not different from those of our preferred specification, even
estimating equation (1) with fixed effects for the individual banks, the origin country, and the
destination country. The only minor exception is the coefficient of the dummy for common language,
which becomes significant for subsidiaries when either the individual-bank or the origin-country fixed
effects are included in the regression.

Second, in order to control for the role of extreme values, we estimated equation (1) on each sub-
sample obtained after dropping recursively one destination country from our original sample and
calculated a jackknife estimator as the mean of the 24 estimates. The results show that our basic
estimates are not driven by some extreme values taken by variables describing the destination-country
characteristics. Indeed, the estimates reported in panel B of table 7 are similar to those in table 6, and
minima and maxima are not too far apart from mean values.

Third, in an unreported regression we estimated a multinomial logit specification allowing for 4
categories: (i) no presence abroad, (ii) only a foreign branch, (iii) only a foreign subsidiary and (iv)
both a foreign branch and a foreign subsidiary.'* We found only three variables with statistically and
economically different coefficients in cases (iii) and (iv): language, financial center and rule of law."

The coefficient of the dummy variable taking the value of one for country pairs where the same
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language is spoken is positive and significantly different from zero when banks have in a given foreign
country only a subsidiary, while it is negative and not significantly different from zero when they have
both a branch and a subsidiary. The coefficient of the dummy for financial centers is negative when
banks have in a given foreign country only a subsidiary and positive when they have both a branch and
a subsidiary; in both cases, the coefficients are significantly different from zero. The coefficient of rule
of law is positive and significantly different from zero when banks have in a given foreign country only
a subsidiary, while it is negative and not significantly different from zero when they have both a branch
and a subsidiary. If anything, these results strengthen the interpretation given to previous results that: 1)
sharing the same language only matters in the case of foreign subsidiaries; ii) financial centers attract
branches of foreign banks, but not subsidiaries; iii) countries with a stronger law and order tradition,
which proxies for the ability of the legal system to enforce contracts, are more likely to host foreign
subsidiaries (while they are less likely to host foreign branches).

Finally, we ran a supplementary unreported regression in which foreign subsidiaries were
defined as banks where out of the country shareholders hold at least the 50 per cent of total equities,
which also corroborated our previous results. Indeed, despite a reduction in the number of foreign
subsidiaries from 228 to 154, the only difference that we found relates to the coefficients of distance,
cost-income and return on assets in the destination country for the case of subsidiaries, which turn out
being not significantly different from zero, although they maintain the same sign and a similar size as

those reported in table 6.

5 Conclusions

Our analysis of the pattern of banks’ foreign investment, based on a sample of 260 large banks from
OECD countries, shows that the degree of integration between the home country and the destination
country has a positive effect on the probability that a bank will expand in a given country, consistent
with previous research. However, it also shows that the marginal effect of integration is much lower

than that of other explanatory factors, such as institutional characteristics and profit opportunities.
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In particular, profit opportunities appear to be a key factor affecting the pattern of banks’
international expansion. The importance of lower per capita GDP, lower inflation, and larger credit
market assigns a prominent role to the expected growth of the destination country. The positive
correlation between the presence of foreign banks and high costs and a less efficient use of equity
capital makes plausible the view that foreign investors gain profits when competing with less efficient
banks. The marginal effect of these variables is relatively larger for subsidiaries, suggesting that the
profitability of foreign branching is less dependent on the prospect of growth of the local economy.

Institutional characteristics of the destination country also play a crucial role in the pattern of
bank internationalization. For these variables the separation between branches and subsidiaries turns
out to be extremely informative.

On the one hand, we find that financial centers attract branches of foreign banks, but not
subsidiaries. On the other hand, we find that banks prefer to acquire equity interests in countries where
either regulatory restrictions on banking activities are lower or the market is less concentrated, possibly
because these variables are proxies of actual, sometimes hidden, limitations to entry from abroad.
Regulatory restrictions have no effects on the decision about where to open a branch. Further, countries
with a stronger law and order tradition, which proxies for the ability of the legal system to enforce
contracts, are more likely to host foreign subsidiaries.

A richer theory, possibly grounded on the search for profits in the presence of barriers to entry in
foreign markets, seems more suitable than the “follow the client” hypothesis to explain the pattern of
bank internationalization.

The entry of foreign banks in the domestic market has traditionally been a matter of concern for
policymakers, because they are far more complicated to supervise (see Dale, 1984) and may enhance
the financial fragility of the destination country by failing to continue operating when a worsening of
the economic environment squeezes their profitability or increases their risk.'® Our results indirectly
suggest a more positive interpretation of foreign banking activities. Foreign banks may indeed have a

positive effect on the average efficiency of the banking sector in the destination country, because they
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are likely to be among the most efficient in their country of origin, to come from the most developed

banking markets and to be located in less efficient banking sectors.
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FOOTNOTES

' For a more detailed analysis of the organizational structures available to a bank wishing to expand its
activities abroad see Goldberg and Saunders (1981).

* For example, the 323 foreign branches operating in New York at the end of 1985, 5 times more than in
1971, declined to 205 by 1998.

? The degree of economic integration between home and destination countries has been measured in the
literature by at least three variables: geographical distance (Ball and Tschoegl, 1982; Grosse and Goldberg, 1991);
the volume of bilateral trade flows (Goldberg and Saunders, 1980 and 1981; Goldberg and Johnson, 1990; Grosse
and Goldberg, 1991; Brealey and Kaplanis, 1996; Yamori, 1998); and the value of bilateral foreign direct
investment (Nigh, et al., 1986; Goldberg and Johnson, 1990; Grosse and Goldberg, 1991; ter Wengel, 1995;
Sagari, 1992; Brealey and Kaplanis, 1996; Williams, 1998; Yamori, 1998; Miller and Parkhe, 1998; Buch, 2000).

Cultural characteristics have been considered by Buch (2002), who finds that language is important in explaining
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the degree of internationalization of Spanish banks, whereas it is not significant for the banks of other EU
countries.

* A number of studies (e.g., Nigh et al., 1986; Goldberg and Johnson, 1990; Sagari, 1992; Miller and
Parkhe, 1998) find that restrictions on the entry of foreign investors significantly reduce the degree of
internationalization of a country’s banking market. A related result is that US banks prefer to expand in countries
where capital requirements are less stringent and taxes are lower (Miller and Parkhe, 1998). Kroszner (1999)
suggests that actions to permit more cross-border activities might indeed reflect an increased strength of interest
groups that benefit from technological innovations and globalization of financial services.

> Indeed, the causality of these relationships must be interpreted with caution. For example, if foreign
investors can influence the political decision process (e.g., in favor of less restrictive regulations), regulations
could be in part endogenous with respect to the presence of foreign banks. Similar, the presence of foreign banks
might help reducing the concentration in the banking industry (for a closely related issue, see Tschoegl; 1982).

6 A positive correlation between the size of banks and their degree of internationalization has been found in
a number of empirical studies: Ball and Tschoegl (1982), Tschoegl (1983), Ursacki and Vertinsky (1992),
Williams (1996 and 1998).

7 Grosse and Goldberg (1991) find a positive correlation between the number of foreign banks in the United
States from a given country and the development of that country’s financial sector.

¥ For example, Brealey and Kaplanis (1996) show that parent banks use foreign branches mainly to operate
in the leading financial centers and to support the activities abroad of their home-country clients. Indeed, these two
activities are less likely to be the driving forces for the acquisition of foreign subsidiaries, which are normally used
by banks to offer retail services abroad.

? The weights used in order to calculate the synthetic variables (factors) are given by the coefficients of the
regressors included in the factor in two independent binomial logit regressions estimating separately the
probability of a bank having a foreign branch and a foreign subsidiary (these estimates are consistent, although
inefficient). By construction, the coefficients of the factors in the multinomial logit regression are all about one.
Table 6 reports the marginal effects associated with a change in each factor from its level at the 25™ to that at the

75™ percentile in the sample distribution, leaving all other factors at their sample values.
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' One possibility is that banks with foreign interests are larger and have a larger share of non-interest
income precisely because they have expanded abroad, i.e., that there is a causality issue to consider. We have
excluded this interpretation after finding, in an unreported regression, that in our sample banks with cross-border
interests did not experience a higher than average rate of growth of total assets and did not augment their share of
non-interest income.

"' This interpretation is also strengthened by the results of the robustness checks discussed in section 4.2
below, showing that the dummy for common language becomes positive and significant for subsidiaries when
either the individual-bank or the origin-country fixed effects are included in the regression and when an alternative
multinomial logit specification is adopted, which allows for an additional category when a bank has both a foreign
branch and a foreign subsidiary in a given country.

> In some unreported regressions we have also considered the value of bilateral foreign direct investment,
obtaining similar results. We preferred to measure trade integration because data are available for a larger number
of countries.

" Including both variables at the same time only had the effect of reducing the significance of the two
estimated coefficients, without changing their sign.

" We preferred to present the results of the multinomial logit specification with 3 categories because it
delivers more concisely the same message as the 4 categories model.

' Also the coefficients of the bank size and of the average return on assets in the banking sector of the
country of origin in the two cases were significantly different from each other, but the differences were not
economically meaningful.

'* Moreover, it is believed that they are excessively sensitive to economic conditions in the home country
of the parent company. Peek and Rosengren (1997) actually found that lending by Japanese banks in the US

declined as a result of the stock market crash in Japan.
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Table 1
Bank’s Distribution by Size and Country

Source: Bankscope and The Banker's Almanac. Panel A refers to the banks with total assets of more than $25 billion at December
1997 surveyed by Bankscope. Panel B includes 2,148 banks with headquarters in an OECD country and total assets of more than $1
billion at December 1997 (from the 2,449 banks surveyed by Bankscope, 301 banks are excluded since they have either negative net
interest margins, or negative non-interest income, or net return on assets lower than —1.0 per cent or higher than 4.0 per cent, or
overheads higher than total operating income).

Panel A: Panel B:
Country Banks with total assets Potential targets
of more than $25 billion

Total with with with Total with

foreign  foreign  foreign foreign

share-  branches subsidi- share-

holders aries holders

Australia 4 0 4 3 42 10
Austria 3 2 3 3 41 8
Belgium 6 1 4 5 27 7
Canada 7 0 6 4 23 9
South Korea 9 2 8 0 36 10
Denmark 4 1 3 2 14 2
Finland 3 0 2 0 7 1
France 20 1 9 12 178 11
Germany 33 3 24 26 472 19
Japan 56 5 46 14 159 6
Greece 1 0 1 1 12 1
Ireland 2 0 1 2 23 9
Iceland 0 0 0 0 2 0
Italy 15 5 12 7 138 13
Luxembourg 3 2 2 0 56 46
Mexico 3 0 3 0 12 1
Norway 1 1 1 0 21 10
New Zealand 0 0 0 0 9 6
Netherlands 5 0 3 3 31 8
Poland 0 0 0 0 16 10
Portugal 3 1 2 2 26 8
United Kingdom 22 2 9 8 119 29
Czech Republic 0 0 0 0 10 6
Spain 8 3 5 4 94 12
United States 42 1 15 14 488 18
Sweden 5 0 2 2 14 1
Switzerland 5 0 3 2 62 11
Turkey 0 0 0 0 9 0
Hungary 0 0 0 0 7 4
Total 260 30 168 114 2148 276
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Table 4

Descriptive Statistics
Panel A refers to banks in the sample with assets of more than $25 billion. Panel B refers to banks with at least
one foreign branch. Panel C refers to banks with at least one foreign subsidiary. Total assets are expressed in bil-
lions of US dollars. ROE is defined as income after tax in proportion to equity. ROA (income after tax), net inter-
est margin, cash-flow (equity minus fixed assets and loan loss reserves) and net charge-offs are expressed as per-
centage ratios of total assets. Non-interest income is expressed as a percentage ratio of the sum of net interest
margin and non-interest income. All data are calculated as the average value of 1994-1997 figures.

Variables Obs. Median  Mean Std. Min. Max.
Dev.
Panel A:
Banks with total assets of more than $25 billion

Total Assets 260 57.93 105.93 113.12 25.08 715.45
Net ROE 260 7.61 7.57 8.40 -20.95 31.92
Net ROA 260 0.28 0.41 0.50 -0.85 2.27
Net Interest Margin 259 1.63 1.75 1.02 0.09 5.07
Non-Interest Income 260 32.08 33.71 20.98 0.47 100.00
Cash Flow 260 2.74 3.36 2.95 -1.21 31.10
Overheads 260 65.11 63.55 15.20 14.91 98.61
Net Charge-offs 260 0.22 0.31 0.37 -0.94 2.15

Panel B:

Banks with foreign branches
Total Assets 168 71.39 123.62  15966.45 25.71 715.45
Net ROE 168 5.76 6.04 69.30 -20.95 27.30
Net ROA 168 0.22 0.31 0.19 -0.62 1.54
Net Interest Margin 168 1.65 1.76 0.71 0.13 4.63
Non-Interest Income 168 33.51 33.50 279.30 1.08 91.84
Cash Flow 168 2.37 2.63 2.90 -1.21 7.81
Overheads 168 65.50 65.64 136.66 26.64 94.27
Net Charge-offs 168 0.30 0.39 0.16 -0.94 2.15
of which: Banks with foreign branches and with no foreign subsidiaries

Total Assets 76 44.96 65.74 3930.12 25.71 422.48
Net ROE 76 3.67 4.07 69.94 -20.95 23.59
Net ROA 76 0.15 0.25 0.19 -0.62 1.54
Net Interest Margin 76 1.75 1.84 0.71 0.34 4.63
Non-Interest Income 76 32.44 29.92 287.98 1.08 69.44
Cash Flow 76 2.17 2.48 3.64 -1.21 7.81
Overheads 76 65.23 65.84 112.86 27.22 90.04
Net Charge-offs 76 0.32 0.47 0.21 -0.17 2.15

Panel C:

Banks with foreign subsidiaries

Total Assets 114 110.91 159.44 19287.31 28.25 715.45
Net ROE 114 8.01 8.08 64.69 -15.19 29.73
Net ROA 114 0.30 0.38 0.21 -0.85 1.77
Net Interest Margin 114 1.45 1.62 0.75 0.13 3.92
Non-Interest Income 114 35.26 38.18 370.87 4.12 91.84
Cash Flow 114 2.68 3.18 5.07 -0.68 14.09
Overheads 114 65.95 65.46 179.65 26.64 98.61

Net Charge-offs 114 0.23 0.30 0.10 -0.94 1.33
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Table 6
The Determinants of a Bank’s Decision to Expand Abroad

The empirical model in equation (1) has been estimated using a multinomial logit specification, where the dependent variable equals
1 if the bank has only a branch in the destination county (panel A), 2 if the bank has a shareholding in the destination country (Panel
B), and zero otherwise. Panel C reports a x” test that coefficients of each variable are equal for branches and subsidiaries. All vari-
ables are defined in tables 4 and 5: (i) stands for individual bank data; (o) for origin country data; (b) for bilateral data; (d) for desti-
nation country data. The estimate also includes dummy variables (unreported) to account for the nature of the main activity of the
bank (commercial banks, cooperative banks, medium and long term banks, real estate-mortgage banks, savings banks, specialized
government credit institutions, and investment banks and securities houses). The marginal effect of each explanatory variable, meas-
ured as the change in the probability that a bank will have a branch (shareholding) in a given country (expressed in percentage
points) associated with a change in the covariate from the 25th to the 75th percentile of the sample distribution, leaving all other
variables at their sample values. In order to measure the relative importance of each factor discussed in section 3, we computed syn-
thetic variables (factors) as weighted averages of those included in the basic regression, with the weights given by the estimated co-
efficients. Then we estimated previous regressions with the factors as explanatory variables (by construction their coefficients are all
equal to 1) and computed the marginal effects associated with a change in each factor from its level at the 25th to that at the 75th
percentile of the sample distribution, leaving all other factors at their sample values. Standard errors are reported in italics. The row
ITA-test reports the test value on the Independence from Irrelevant Alternatives property (Hausman and Mc Fadden, 1984). The sym-
bol *** indicates a significance level of 1 per cent or less; ** between 1 and 5 per cent; * between 5 and 10 per cent.

Panel A: Panel B: Panel C:
VARIABLES Branch Subsidiary Difference test
Coeff. Marginal Coeff. Marginal
(Std.  Signif. Effect (Std.  Signif. effect Chi2 Signif.
Err.) Var. Factor err.) Var. Factor
Size (log value) (i) 1.39 *** 0.077 1.82 *** 0.038 12.96 ***
(0.08) (0.13)
Non-interest income (i) 0.02 x 0.018 114 0.02 H* 0.009 051 0.19
(0.00) ' (0.00) :
Return on assets (0) 1.18 ¥k 0.035 1.21 0.015 0.01
0.17) (0.31)
Trade (b) 5.48 *** 0.012 4.93 #*x 0.004 0.36
0.91) (1.08)
Language (b) -0.30 -0.021 0.37 0.016 5.21 **
(0.24) 030 (0.28) 015
Euro Countries (b) 0.68 *** 0.025 - 1.46 *** 0.049 7.87 ek
(0.20) (0.26)
Distance (log value) (b) -0.16  HH* -0.015 -0.24 *xx -0.012 1.00
(0.06) (0.09)
Restrictions (d) -0.04 0.003 -0.85 H#** -0.013 10.45 ***
(0.15) (0.24)
Concentration (d) -0.03  xxE -0.046 -0.04 H#** -0.041 3.89 **
(0.00) (0.01)
Financial center (d) 1.85 *** 0.156 065 0.26 -0.015 027 15.03 ***
0.21) (0.42)
Rule of Law (d) -0.19 ** -0.030 026 * 0.022 8.09 HH*
(0.08) (0.15)
GDP pc (log value) (d) -0.49 * -0.001 -2.07 FE* -0.049 6.82 *H*
(0.26) (0.60)
Inflation (d) -0.03  xxE -0.001 -0.11 -0.006 1.40
(0.01) (0.09)
Schooling (d) 0.08 ** 0.005 034 0.29 *** 0.020 022 5.59 **
(0.04) (0.09)
Credit market size (d) 1.08 *** 0.032 1.36 *** 0.019 0.33
(0.31) (0.45)
Cash-flow (d) 0.13 ** 0.008 0.43 *** 0.022 7.40 FE
(0.06) (0.11)
Cost-income (d) 0.03 ** 0.009 031 0.06 *** 0.011 031 1.78
(0.01) ' (0.02) '
Return on assets (d) 1.02 ¥k 0.020 1.40 0.014 0.54
(0.30) (0.49)
Observed probability .095 0.039
ITA test 15.0 -118.3
N-observations 5,911

Pseudo R-square 0.36
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