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Abstract

Do foreign banks have an advantage operating abroadexisteng literature has come up
with different answers. Studying the performance odifpr banks relative to domestic banks
in a large number of countries between 1999 and 2006, we fndhd answer importantly
depends on a number of factors. Specifically, foreigikbaend to perform better when from
a high income country and when competition in the hasbtry is limited. They also perform
better when they are large and rely more on deposifsifiding. Foreign banks improve their
performance over time, possibly as they adapt to thé iestutional environment. Foreign
banks from home countries geographical or cultural clodbd host country perform better
than distant foreign banks. Institutional familiarihgwever, does not help (improve) foreign
banks’ performance. These findings show that it ipartant to control for heterogeneity
among foreign banks when studying their performance ampdréebncile some contradictory
results found in the literature.
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1. Introduction

Banking has increasingly become more globalized, drivgnderegulation, advances in
communications and technology, and more general econatagration. Especially, foreign
bank entry has increased sharply in the last few dec#des result, policy makers and
academics are keenly interested in the functioning oigoreanks in host countries. Existing
studies that compare the performance of foreign baokthat of domestic banks have,
however, found different results. One reason foralwerences may be that whether being
a foreigner is a liability or an asset depends on pdatidoreign bank’s characteristics and
local market conditions that influence the bank’s abildydo business in a particular host
country. However, few studies have tried to analyzertie of such factors. This paper
attempts to shed light on some key factors.

Foreign banks can have a number of advantages comparexmestit banks. By
servicing clients active in more than one country, theay achieve efficiency gains. In
addition, they may achieve benefits from spreading besttipe policies and procedures over
more than one country. Furthermore, they might betaldgversify risk better, allowing them
to undertake higher risk, but also higher return investméuatsexample, foreign banks may
have advantages in the form of more diversified fundiages, including having access to
external liquidity from their parent banks, which mayvér their funding costs. By being
larger, they may achieve other scale advantagesx&mn@e, they may be able to afford more
sophisticated models giving them superior risk managemelst. skil

At the same time, foreign banks are likely to incur aodl costs and face more
barriers compared to domestic banks. They may hageitdsrmation compared to local
banks on how to do business in the host country, putteng &t a disadvantage, at least until
they have been in the country for some time. Furtheznforeign banks might be exposed to
discrimination by host country government and customersl diseconomies might arise
because of difficulties operating and monitoring from istasthce or in an institutional
environment that is culturally different. Depending on wheffects are stronger, foreign
banks may perform better or worse compared to domeastkshin the host country.

Empirically, the existing literature is ambivalent oe tielative performance of foreign

banks' Table 1 summarizes the results of some 35 studies opettiermance of foreign

! As well as on the contribution of foreign banks teral financial sector development, access to financia
services, financial stability, but those aspectsateanalyzed here



banks. The ambiguity found in the literature is clea®monstrated in the variation across
studies on the findings of foreign banks’ performancéotal of 15 studies found that foreign
banks perform better than domestic banks on all perfozeneneasures, while 9 studies found
worse or no statistically significant difference olh @measures. The other studies were
ambiguous as on some measures foreign banks performedtbattetfomestic banks and on
others worse or equal.

Some of these differences in results may refledemihces in sample periods and
country coverage. From Table 1 it is clear that, amdegstudies reviewed, there exists a
wide variety in country coverage, from many single coustudies to broader cross-country
studies, and varying sample periods. Studies focusing on thiewd that foreign owned
banks perform significant worse than domestic bankes @®ong others, DeYoung and Nolle
1996, and Mahajan, Rangan and Zardkoohi 1996). Using data from inthestrialized
countries, however, studies have documented that fotegks perform better (Sturm and
Williams 2004) or that no differences between foreigd domestic banks exist (Vander
Vennet 1996). When studying foreign banks in developing coantaienumber of studies
have found that foreign banks outperform domestic bd@kgyorian and Manole 2006;
Berger, Hasan and Zhou 2009). Others, however, have ftvendpiposite result (Nikiel and
Opiela 2002; Yildirim and Philippatos 2007) or no significanfedénce between domestic
and foreign banks (Crystal, Dages and Goldberg 2001; Mian 2003).

Differences in results also reflect varying perforoemmeasures and econometric
techniques used. Table 1 shows the variety in performaaesures: some studies have used
profitability measured in various ways, like profit befoageds as share of assets, net income
after taxes as ratios of the book amount of equityERGr of assets (ROA). Also, non-
performing loans, loan growth, operational cost (to mep or other efficiency, and market
valuation measures have been used as performance meddwess. measures, however,
capture quite different aspects, such as the bank’s perfoemaith respect to profitability,
stability or the efficiency with which it uses inputs. fharmore, specific econometric
techniques used have varied, from simple two-way comparisonssing regressions
controlling for some bank and country characteristics.

The differences in countries, time periods and measuueded could explain the
variety in findings. Although hard to tell, this unlikely dxins all differences, however.
Differences likely also reflect that in general studiesnot account for the diversity among
foreign banks and the circumstances under which theyate. Diversity exists in a number of
dimensions. For one, several studies suggest that hainkoah country characteristics play



an important role in performance. Berger, DeYoung, GamalyUdell (2000) find that, for the
five industrialized countries they study, the performaricm@ign banks compared to their
domestic counterparts depends on the country of origithefforeign bank. Claessens,
Demirgucg-Kunt and Huizinga (2001) and Micco, Panizza and Y&®27) find that foreign
banks tend to have lower profits than domestic banksvelalged countries, but the opposite
in developing countries, suggesting that the advantagesngf toeeign do not offset the costs
as much in industrialized compared to in developing countidssig data for 13 (mostly
developed) host countries, Miller and Parkhe (2002) find sanakence that the performance
of a foreign bank is influenced by the competitivenedsotti home and host countries.

In addition to home and host country characteristadiural, geographical or
institutional distance might impact the relative perfanoeof foreign banks. Distance in the
various dimensions between borrower and lender increagasly transaction costs, but also
the information problems a bank faces in its lending @etsand therefore likely affects its
profitability. Mian (2006) finds that foreign banks that ajeographically close to the host
country are better able to deal with local (soft) infation. Berger, Klapper and Udell (2001)
find similar results, with foreign banks with paremsother Latin American countries more
likely to lend to small, informational opaque Argentine Brimman other foreign banks do.
Correa (2008) finds that in industrialized countries the-pogquisition performance of cross-
border banks is higher when host and home country shargame language but lower when
they share the same legal system. And, as an exdropiecapital markets on the importance
of distance, Coval and Moskowitz (2001) show that fundagars are better equipped to earn
substantial abnormal returns in geographical more proximagstments.

Bank characteristics likely play a role as well. Sean be an important factor in
determining bank performance (see Berger 2007 for a reviéve dterature on economies of
scale). And it has long been documented that funding aseétamixes affect bank
performance (e.g., Berger and Mester, 1997). Also the anafuimme the foreign bank has
already been present in the host country can be impataan indicator how well it may
have adjusted to the local institutional environment.

There have been some papers that have highlighted diféseences and pointed
towards some explanations, but few have tried to dontpcehensively. To analyze these
factors more completely requires a large data setrefgio and domestic banks, preferably in
a panel format, with a broad spectrum of home-host combinsa diversity in bank
characteristics, etc. At the same time, the lisfaators to include and control for has to

remain manageable. This study does so.



By examining the relative performance of foreign banksmassured in terms of
profitability, in a large group of countries over the period #2006 in a regression
framework including these factors, we systematicallyyaeawhich factors have an important
impact on the advantage or disadvantage of being forelgm.lafge number of countries in
our database enables us to exploit the variation in leosintry and home country
characteristics and the distance between the twe.uSh of bank characteristics allows us to
control for and study key bank characteristics that ¢ay grole in performance. In addition,
the panel structure of our data allows us to disentgagsible differences in short and long-
term effects of foreign ownership. We find that theatman of the parent bank, the
competitiveness in the host country, the geographicataltdral distance between host and
home countries, and the bank’s size and time it has fr@sent in the country, as well as its
funding structure, are important factors explaining thegive performance of foreign banks.

Our work adds to the literature in several ways. Mogtortantly, it extends the
literature on the performance of foreign banks by docimg some of the factors that impact
a foreign bank’s ability to operate in a host counfty.such, it provides an explanation for
some of the contradicting results found in the li@mat Second, by studying how distance
influences the performance of foreign banks, our staitributes to the rapidly increasing
literature on the impact of distance on the activiteesd performance of financial
intermediaries. This includes studies that find evidendbetonsiderable impact of distance
on international investment decisions (Buch 2003), l@esr (DeGryse and Ongena 2005),
lending decisions (Mian 2006) and bank branching (Grosse anth&gl1991). Third, most
studies focus only on one or a small group of (developed @iafgmg) countries, with some
notably exceptions, such as Claessens, Demirgic¢-Kunt ammnga (2001) and Micco,
Panizza and Yanez (2007), whereas our results reflect evidemea large number of
countries. Fourth, we explicitly analyze the impagtssome specific bank characteristics.
Especially the dynamics behind the performance of fordignks has received limited
attention in the literature, with a few notable exaam (such as Majnoni, Shankar and
Varhegyi 2003 and Berger, Clarke, Cull, Klapper and Udell 2005).

We organize the rest of the paper as follows. The nexibgereviews the theoretical
predictions regarding the factors that will affect #gvantages and disadvantages of being
foreign and the resulting impact of being foreign on penforce. Section 3 introduces the
data and discusses the empirical methodology we empéxtion 4 shows and discusses the

empirical results. Section 5 concludes.



2. Theoretical predictionsand related literature

If the advantages of being foreign outweigh the diaathges, foreign banks should
outperform domestic banks. If the opposite is the cd@mestic banks should perform better
than their foreign counterparts. As some previous s$ufilhel different results this may be
because a number of factors influence the extent to wieaing foreign is an asset or a
liability. The literature provides suggestions for sevematdrs that could potentially have an
impact.

Home country characteristics

Berger, DeYoung, Genay and Udell (2000) find for a numbe®BED countries that on
average domestic banks are more efficient than foresgtksare but that these aggregate
results mask considerable heterogeneity across fobaigks. Their results suggest that only
some banks from a limited number of countries with d$pedavorable market or
regulatory/supervisory conditions can outperform domestik® in their host countries. They
however do not provide an answer as to which home madgetitons might give these
banks an advantage.

A first factor that might have a positive impact be performance of a foreign bank is
the overall development of the home market. For e¥antpe fact that the labor force is
highly educated makes it easier for a bank to adopt rewvnmmanagement techniques, new
financial instruments and new technologies (Berger, Deyp@enay and Udell 2000).
Furthermore, more advanced countries in general will hag# developed regulatory
systems, including a relatively strong safety net. Thisva banks to undertake higher risk-
higher return projects, including investing in another cquntr

In addition, the degree of competition in the home aguntight provide foreign
banks with an advantage in their host country. Asother industries, the degree of
competition in the financial sector can affect thicefncy of the production of services, the
quality of products, and the degree of innovation in thatoseé bank that has learned to
work in a competitive environment with demanding customersts home country has
learned to innovate, pursue new business segments and tdjcisanging circumstances
(Aghion and Howitt 1998). Greater competition at home cars fead to more efficient

operations abroad.



Host country characteristics

In some type of countries it might be easier for irdranks to acquire market share and thus
perform better. As Claessens, Demirgui¢c-Kunt and Huiz{2§®1) point out in countries
where the banking sector is inefficient, banking pcastiare outmoded and credit is not
allocated based on commercial criteria, foreign bamight be able to reap higher profits than
domestic banks. In addition, the development of thanicial sector could have an impact on
the performance of a foreign bank. In a country wiaelage part of the population does not
yet have access to financial services it is easigaito market share and therefore likely easier
to make a higher profit. In contrast, in countries vétwell developed banking sector, both
domestic and foreign participants may be sophisticatedn Eween foreign banks have
technical advantages, they might not be enough to dffeahformational disadvantages they
face relative to domestic banks. Furthermore, in ek@ebahat is highly competitive it might
be more difficult for a foreign bank to outperform destic banks operating in the country as

profit margins are small.

Distance

Distance might also have an impact on the benefdscasts of being foreign. The theory of
financial intermediation (Diamond 1984, Boyd and Prescott 1886t and Thakor 1997)
builds on the notion that intermediaries serve to redwansaction costs and information
asymmetries. However, the severity of the asymmetablem itself may be a function of
distance (Hauswald and Marquez 2006). As such, it would be rhardeake profitable
investments when distance is large. Results from CandlMoskowitz (2001) support this
idea. They find that in the mutual funds sector, whererimétion is a lot less opaque and
agency issues less severe compared to banking, manadleearstisubstantial abnormal
returns in investments that are geographically close.

Distance can also impact a foreign bank’s performascé may impede the flow of
information within the bank. In a theoretical mod&lein (2002) shows that greater distance
decreases the incentives of a bank manager to colldécingmimation. Mian (2006), using
data for Pakistan, tests this theory, arguing that mtistas especially large for foreign banks
as loan officer and CEO reside in different countri¢s.shows that greater cultural distance
makes it more costly for foreign banks to collect anthmunicate soft information. Similar
Berger, Klapper and Udell (2001) find that foreign banks thatcalturally close have less
problems extending loans to opaque small Argentine firms thdturally distant foreign
banks. These results suggest that distance can haveeatight strong impact on the



performance of foreign banks. Especially when bankviie8 require local knowledge (like
local deposit taking or lending to SMES) it can be expkthat domestic banks that are
familiar with local customs and better equipped to workgoft) information outperform
foreign banks.

Finally, distance can affect the performance of &ifpr bank as it may increase the
cost of management or reduce efficiency in other wagsgd and DeYoung (2001, 2006)
find that distance determines the effectiveness ofnatecontrol mechanisms within bank
holding companies. In addition, research on the barféed by foreign owned institutions
suggests that distance and cultural differences detes-booder M&As (Buch and Delong
2004).

In summary, theory predicts that distance betweert Aand home country has a
negative impact on the performance of a foreign bankpeo®a to its domestic counterparts.
Information availability in the host country, experienand bank activities may affect the
strength with which distance influences performance.

Bank characteristics

Size and other bank characteristics have been found tampertant for explaining
performance of any bank. Studies have found differencesebatwmall and large banks,
driven in part by different economies of scale andfalsethat such banks operate in different
niches, leading to differences in performance (see BemgtHumphrey 1997 for a review).
Ownership structures and other corporate governameeigshave been found to affect bank
performance (Laeven and Levine, 2008). And funding and assethaw been used as
control variables as they can affect performance.okorstudy, one other important aspect is
how long the foreign bank has been present in thedwasitry. This can be expected to make
a difference on the bank’s current performance. Fompla if there are set-up costs,
including learning of the local environment, performance nepime better over time.

3. Data and Empirical M ethodology

Basic Data Description

We use a newly constructed database on bank ownership (sessdfls, Van Horen,

Gurcanlar and Mercado 2008 for a complete description ofddtabase). The database
contains ownership and balance sheet information ofks@ all developing countries over



the period 1995-2006The coverage is comprehensive, with in the latter piathe period
banks included roughly accounting for 90 percent or more ob&imking system assets in
each country. The database includes all currently andapaagé commercial banks that are or
have been reporting to Bankscope during the sample peFlodeach bank, we determine the
year of its establishment and, if applicable, the yebecame inactive. We treat mergers and
acquisitions carefully to avoid double counting.

An important feature of the database is that for gaeln the bank is active over the
period 1995-2006 its ownership is determined. Furthermore, if la ibdoreign owned, the
country of residence of the owner is tracked. As suehdtitabase allows us to look at the
impact of home and host country characteristics abasgelinkages between these countries
on the performance of foreign banks. We use the itiefingenerally applied in the literature
on foreign banking (e.g., Clarke, Cull, Martinez Peand Sanchez 2003; Claessens,
Demirguc-Kunt and Huizinga 2001) and consider a bank as foomgred if 50 percent or
more of its shares is owned by foreigners. To deterthiaehome country of ownership, we
sum the percentages of shares held by foreigners loptimry of residence, with the country
with the highest percentage of shares then considerdwbthe country. Ownership is based
on direct ownership, i.e., we do not consider indireaghership. However, when the direct
owner is an entity just established for tax purposesdevaot use the direct, but rather the
relevant next level of ownership.

To track ownership and changes therein we use as ouargrisource information
available in Bankscope. We complement this informati@wdver, with information from
several other sources, including individual banks’ website$s annual reports, parent
companies websites, banking regulatory agency/Central ®abkites, reports on corporate
governance, local stock exchanges, SEC’s Form F-20, amdrg@xperts. Through extensive
searches we are able to obtain ownership informatiomlfoost 95 percent of the banks in
our sample for the entire period in which they werévaétBalance sheet information of the

banks in the database is collected from Bankscope.

2 The database does not include countries with less traradtive banks in Bankscope. The cutoff of 2006
avoids any inference from the 2007-08 global finangcials

% The full database also includes saving banks, coopesatiank holding companies and long term credit banks,
however to keep the banks in the database as homogesepossible we only use commercial banks in this
paper. Commercial banks account for 90% of all the bantkeidatabase.

* While our coverage is good, there are data limitationsekample, some foreign shareholders are trusts that
hold shares on behalf of investors, which may or matybe foreigners, but available data do not provide thi
information.



Although the database covers almost all developing coantoe our purposes it is
preferable to only use a subset of countries. When tdstmgownership affects performance
in a multi-country setting one has to deal with an endeiye problem. The decision of a
bank to enter a certain country is conditional ondta¢e of the local market (structure and
concentration of the banking system, general profitgbilguality of regulation and
supervision, the contracting environment, etc.). As saclselection bias can exist with
foreign banks seeking out those markets where theyopanate best. Most of this bias,
however, can be overcome by including country contradfbdes and having a control group
of local banks. Therefore, in order to limit the endoggngas, we only include countries
that are sufficiently open for foreign entry (at ke@doreign banks are active over the entire
sample period) and for which there is a large enoughaagrioup of domestic banks (at least
3 domestic banks are active over the entire sampled)efibese two conditions would limit
our sample to only 33 countries. However, if we shottentime period from 1999-2006 our
subsample includes 51 countrfe®y shortening the time period we do not lose much
information as balance sheet information is rathercechetween 1995 and 1999. Our results
are robust to different samples though (results availgide request).

Table 2 provides a list of all the countries in our samihken when using a sub-
sample our database includes a wide variety of incomesleeh countries are low income,
26 lower middle income and 15 countries are upper middle incwmuatries’® The table
shows the size of the banking system of each coumttgrms of number and total assets in
1999 and 2006. In addition, it shows the relative importandereign banks in the country.
Countries vary substantially in size of the financiateyn and importance of foreign banks.
In 1999 the number of banks ranges from the minimum numbérim Angola to 226 in
Russia. In 2006 Cameroon and Trinidad and Tobago have the stnmalleber of banks (9),
while Russia is still front runner with 203 banks. Thiatree size of the banking sector and
its growth over time in terms of assets should be pnéted carefully as asset information is
not always available (especially in 1999). Based on owrnmtion, Tanzania has the
smallest and China the largest banking sector in 1999. In 20@&na has the least assets
while China again topped all countries with a vast margirtetms of number of banks, the
relative importance of foreign banks ranges in 1999 fr@é¥h (India and Serbia and

® Zimbabwe also qualified, but as the economic situatiothis country deteriorated so rapidly in the last few
years we exclude it from the sample.

® As defined by the World Bank in 2006.
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Montenegro) to 81% (Hungary) and in 2006 from 10% (China) to 8dundary and
Romania). In terms of assets the relative importandereign banks ranges in 1999 from 0%
(which indicates missing information, i.e., is fictite)93% in Hungary. In 2006 the assets of
foreign banks surpass 90% of total assets in four Eastemop&n countries (Bosnia &

Herzegovina, Croatia, Hungary and Romania).

Home and host country characteristics

To capture the overall level of development of the hame host country we use GDP per
capita gdpcap. In addition, to see if it matters whether the pat@nk is located in a high-
income or a developing country we construct a dummy bier@eveloping This dummy is
one if the foreign bank is from a developing country agr zf from a high income country.
The division between developing and high income is basdtie World Bank classification
in 2006. To capture potential differences between the ipeafoce of foreign banks in low
income and middle income countries we construct a dummgbkatow which is one if the
host country is a lower income country based on WorldkB2006 definitions. To measure
financial developmentfiadey) in the host country we use a simple measure oftetieal in
the literature: M2 divided by GDP.

Measuring competition, however, is less straightforwdysl.Claessens and Laeven
(2004) point out competitiveness of an industry cannot basuomed by market structure
indicators or performance measures alone. In order pturea the degree of effective
competition it is preferable to use a structural model.sAsh we use their measure of
competitiveness: thel-statistic based on the Panzar Rosse (1987) methodolbgyPanzar
RosseH-statistic is calculated per country from reduced-formkb@avenue equations and
measures the sum of the elasticities of the totahwevef the banks with respect to their input
prices. H<O0 indicates a monopol\i=1 reflects perfect competition and <1 indicates
monopolistic competition. As calculation is very datgensive theH-statistic is not time-
varying and can only be calculated for a select numbeowtitcies (50 in total). As a result,
in the regressions where we examine the impact of cotigmein host and home country on
the performance of foreign banks our sample will lokiced. For the exact calculation of the
H-statistics and the countries for which the statistiavailable, see Claessens and Laeven
(2004).
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Measuring Distance
There are different ways one can measure distarieemeasure most commonly used in the
literature captures geographical or cultural distdrge proxy these types of distance by two
dummies. Following Mian (2006) one of the dummeaneregequals one if host and home
country are located in the same region (as definedéy\brld Bank)? The othercomlang
equals one if both countries share the same language

Distance can also be measured by the difference ituim@al quality between host
and home country. As banking is a highly institutionallys#téve activity, familiarity to deal
with the institutional environment likely affects theseavith which a bank can use available
information. A number of studies have found that insthal similarity matters in the
location decisions of foreign banks (Galindo, Micco amulr&g 2003; Claessens and Van
Horen 2008). We create a dummy variallestfam that captures institutional distance
between home and host countries. The variable is basethe governance indicators of
Kaufmann, Kraay and Mastruzzi (KKM, 2008). The KKM-indicatoneasure six dimensions
of institutional quality: (1) voice and accountability, (®litical instability and violence, (3)
government effectiveness, (4) regulatory quality, (5) réilaw and (6) control of corruption.
For each dimension, indexes range from -2.5 to 2.5 with highleles indicating a better
institutional environmerit.We take the simple average of these six governanceatodscand
then calculate the absolute difference between thdutishal quality in host and home
country. When the difference between host and honumtop is smaller than the median
difference instfam has a value one, if it is higher it is zétoWe expect the relative
performance of foreign banks to be better when geogrmphaitd cultural or institutional

distance between host and home country is small.

In general geographical distance is highly correlatet witltural difference, so we treat geographical and
cultural distance as synonym.

& The World Bank categorizes developing countries in shonegithat is Eastern Europe and Central Asia, Latin
America and the Caribbean, Sub-Saharan Africa, Middlé & Northern Africa, East Asia and Pacific and
South Asia. We employ these same regions and add oneinkighe-OECD countries. This leaves us with a
group of non-developing non-OECD countries. These courdreesidded to one of the regions based on their
location.

° The measures are currently collected on an annuisl bbas before 2002 only on a bi-annual basis. We use the
value of the previous year for the years in whichnatbdator is available.

12 we tested whether we found different results when usgmtnuous variable capturing institutional distance
between host and home country. This was not the case.

12



Bank level data

We look at a number of bank level variables: size (bo#bsolute terms as well as relative to
the domestic banking sector), funding structure, assettwteuand age. For each variable
(except age) we determine the median across all (foemgndomestic) banks and create a
dummy which is one if the specific bank is above tleelian value and zero otherwise. Then
we interact these variables with the ownership obtek to create four different groups. For
example, in the case of size we have different dwsnfor small domestic banks, large
domestic banks, small foreign banks and large forbayrks. This way it is easy to compare
performance across different types of banks (like kmamestic versus small foreign
banks):* In addition, for age we create two categories: old aea banks and similarly
interact these dummies with the ownership of the b#vé&.measure size of the bank by the
share of the domestic banking market it captusbarg. Funding structure is captured by
ratio of deposits to liabilitiesdeposi} and asset structure by the loan to asset rat@m)( For
age @ge, we use a cutoff of 8 years to create the old amdastegories. Table 3 reports the
summary statistics of all the variables employed i@ #mpirical specifications. The
Appendix Table 1 provides a complete description of all aéesaused.

Empirical methodology

There are several dimensions by which to study the peafoce of foreign banks. We opt for
a very straightforward one and study the impact okb@amnership on the profitability (as
measured by profit before taxes divided by total assets)oaik. More specifically we use a
panel model relating performance to bank ownership, theveabentioned interaction
variables and a number of controls. We use country-yigad effects to control for
unobserved country characteristics that are alloweslaty over time. This way we can
estimate whether in a given country foreign banks tendutperform domestic banks. Our
model thus already controls for those country char@tics that have proven to have
explanatory power for bank performance, such as the ddeeehof development, financial

depth, banking market structure, the quality of informatidrastructure, property rights and

1 Alternatively, we could interact the ownership dummy wiite continuous bank characteristic variable. This,
however, implies that we test whether large foreignkis are more profitable compared to the group of small
foreign banks anall domestic banks combined. In our view, this comparisotess insightful. We did,
however, run such regressions as well and conclusiawndirom these are the same as those presented in the

paper.

12 We do not have summary statistics for the age of #mi las we do not know the exact age of the foreign
banks that entered the country before 1995.
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aspects of macro-economic policy of the country. Funtbee, this way we control for
(country dependent) variation in profitability over time dwe for example, interest rate
cycles and macroeconomic cycles.

We do, however, include a number of bank level contWls.include, as continuous
variables instead as dummies, the bank characterstang loan and deposits In addition,
we control for the leverage of the barlkverage defined as equity divided by assets.
Furthermore, we include a dummguplic) which is one if a domestic banks is majority
owned by the government as to control for the fact goaernment owned banks tend to be
relatively weak performers. Finally, we include a dummyalade, problembankwhich is one
if the bank (foreign or domestic) has exited the markégtiwiour years after entry. Banks
that exit the market soon after entry are likely banks lave underperformed. Not correcting
for this could potentially bias the estimation.

To summarize, we test what factors affect the profitaof foreign banks using the
following specification:

[Mict = Qo + BiOWN + B,0Wn * Fiy + 14 "Xy + Eigy (1)

where []ct is profitability of bank i, in country ¢ at year t. j iiedtes the home country of the

foreign bankOwnis the ownership dummy, which is one if the bank isifprewned. Fi
represents one of the factors (distance, home or dmsttry characteristics) that might
explain the differential impact of foreign ownership mofitability. X is a vector of bank
level variables. We estimate the model using OLS. Alhdard errors are robust and allow
for clustering at the host country levéWe weigh the observations with the weights equal to
the inverse of the number of banks in the host countprévent any bias due to differences
in market size. Since in the first years after stgrup a bank or acquiring an existing bank
the profitability likely is affected by start-up costs eclude observations in the first 2 years
the (foreign or domestic) bank is active or acquired.

13 For the banks that entered after 2002 we do not know whttbg are “problem” banks or not. In our
regressions we err on the side of caution and incluegtgethanks in the group of “problem” banks. However, our
results are robust to including these banks in the grouprofai banks.

4 We also ran regressions with clustering at the hamatey level. The main results are not affected undsr th
specification. However, we prefer clustering at the hoghtry since errors are more likely correlated between
foreign and domestic banks active in the same countrylibaveen foreign banks from the same home country
operating in different host countries.
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4. Empirical Results

Individual country regression

Before examining which factors can explain the cost of bémmgign, we first look at
individual country results. This enables us to see if iddkferences exist between countries
with respect to the performance of foreign banks. tRerindividual country regressions we
apply model (1) without country-year fixed effects but wiar fixed effects

Results are summarized in Table 4. The table dividesdtmetries in our sample in 4
groups. The first group (upper left quadrant) consists of cesntor which the impact of
ownership is positive and significant. In these countioesign banks are on average more
profitable than domestic banks. The second group (upper rightaqisa contains countries
with a positive but insignificant parameter for ownersRipuntries in which domestic banks
tend to outperform foreign banks (negative and signifisant for ownership) are located in
the lower left quadrant. The last group (lower right quadrdisplays those countries for
which ownership has a negative but insignificant sign.

The table indicates that in our group of 51 countriesfoall cases occur. Foreign
banks are performing better than domestic banks in 14tresiand worse in 8 countries. In
the majority of countries there does not seem to sigraficant difference between domestic
and foreign banks. Of this group ownership has a posityeis 14 countries and a negative
sign in 15 countries.

These results reinforce the results of previous studiren looking at aggregate data
there is no straightforward relationship between bankership and performance. Apparently
under some conditions being a foreigner is an asse$pine cases it is a liability and
sometimes ownership just does not matter. In the seotion we investigate which factors
have an impact on the relative performance of foréignks.

Foreignness and home and host country characteristics
We pool all countries together and test whether theatpf foreign ownership is dependent
on certain factors, starting with home and host countrgracteristics. The results are
provided in Table 5. The first column of the table shows, tiiave do not differentiate
between different types of foreign banks, we find napact of foreign ownership on
profitability.

However, as soon as we allow for heterogeneity ve@ipect to home and host country
we see that foreign ownership does matter. When Igakirhome country characteristics we
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find strong evidence that the level of development otthetry in which the parent company
is located influences the performance of foreign bamceswve find a significant and positive
effect when interacting ownership with GDP per capitthefhome country. The significance
of the income effect becomes even stronger whenpkel®me countries in high-income

versus developing countries. We find that foreign banitgeyform domestic banks when the
parent is located in a high-income country. However, nvtigee parent is located in a
developing country a foreign bank performs significanttyse than a domestic bank. This
suggests that technical and regulatory advances offol®inks from high income countries
make it easier for these banks to make profitable inves#snin developing countries. One
could argue that these results are driven by the factfahaign banks from high-income

countries tend to be larger than foreign banks from deimd countries and that it is scale,
not home country development that matters for thereifice in profitability. However, when

we control for the scale of foreign banks, our ressdé not change (see Table 7).

Competition in the foreign bank’s home country do&saffect the performance of the
bank. However, competition in the host country does lavempact. We find that when
competition in the host country is limited foreign bardk® more likely to outperform
domestic banks. This is not surprising. When competisidimited it will be easier for a bank
to generate excess returns and thus make a larger @tfér host country characteristics
(the level of overall and financial sector developmel@ not matter much for the relative
performance of a foreign bark.

When we combine both significant factors (developing tryuforeign bank and
competition in the host country) in one regression faktmn) we find that both results keep
their significance, suggesting that both factors matteoking at the economic relevance of
our findings we see that they are important. A foreignkbitom a high income country
investing in the host country with lowest competitidrurkey) earns on average a profit
before tax of 0.72 higher than a domestic b¥rikhis is equal to 44 percent of the mean
profitability. Similarly, this same bank in a country witrongest competition (Costa Rica)
earns on average a profit before tax of 0.70 less tlummestic bank. A foreign bank from a

!5 Fluctuations in the ratio of M2 to GDP could be due to efgismf banking crises, which, if they also affect
the performance of foreign banks, could bias our resulteenVadding a variable interacting ownership with a
crisis dummy (using episodes of banking crises as idahtifie Laeven and Valencia, 2008), however, the
impact of financial development (M2/GDP) on the perfance of foreign banks remains unchanged

® The minimal level of competition in our sample of hostitries is 0.46. This value times 3.106 and
subtracted from 2.157 equals 0.72.
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developing country, on the other hand, earns on averagddsd&ompared to a domestic
bank in the host country with lowest competition and 1e¥3% in the host country with
highest competition.

In terms of control variables, we see that theyiaralmost all cases very consistent
across the regressions. Large banks tend to be moreaplefihan smaller banks. Banks that
have a larger loan ratio and banks with limited leve&igh share of equity in assets) also
tend to be on average more profitable. Domestic barétsatie majority government owned
are less profitable compared to private banks. Finally, bdnaktsexited the market within the
first four years after entering are on average lesitgble. None of these results are very

surprising.

Foreignness and Distance

When testing for the impact of distance on the peréoe of foreign banks it is important to
control for the home and host country characteristias have an important impact on foreign
bank performance. Especially it is important to confoolthe level of development when
using region in which home and host country are locatedrasy for geographical and
cultural distance. After all, as all host countriee developing countries only a very small
group of foreign banks from high-income countries (ireetffonly the non-OECD high-
income countries) will be located in the same region.w&bout correcting for level of
development of the home country, the dumsayneregwill not only capture the impact of
being geographically close but also the impact of being &a®veloping country.

As is clear from the results in Table 5, competitiortha host country is also an
important factor affecting a foreign bank’s profitabilitywe do, however, not include this
variable as a control. As we do not have khstatistic for all the countries in our sample we
will lose a lot of information (913 foreign bank-yeabservations) when we include this
variable. We did however test whether our main resu#éssensitive to excluding this variable
and this turns out not to be the case.

The results in Table 6 show that, after controllingtfee level of income of the home
country of the foreign bank, geographical and cultural (laggludistance does matter for the
performance of the foreign bank. Banks that are geogrdiyhaad culturally close, either
proxied by the home and host country being located in time sagion or having the same
language, have on average a higher profitability thangiorbanks that are geographically
and culturally distant. We check whether these redgiiffer between high-income and

developing country foreign banks but this is not the ¢essults not shown). Both types of
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foreign banks benefit significantly from being geograplycahd culturally close. Our results
thus confirm the theoretical predictions.

In the case of institutions, however, we do not find gniicant impact of being
familiar. One explanation for this finding could be that KM governance indicators are
too general to capture the institutional familiarity dimsions that matter for banking.
Therefore we estimated the same model using a numberoofi \VBank Doing Business
indicators (results not showH) Also in this case we did not find evidence that instinlo
distance mattered. This suggests that, while geographicaludtndat distance does seem to

matter, institutional distance can be overcome byidarbanks.

Foreignness and bank characteristics

We next test whether the impact of bank charactesistn performance varies between
foreign and domestic banks (Table 7). We run these ragmessontrolling for the
development of the home country and geographical and dultistance variables (with the
variables significant in all specifications, excepmeregwhich is never significant), but all
regression results hold when excluding these variables.

We first test whether size effects vary. We find tlaage foreign banks outperform
small foreign banks as well as large and small dombatiks as the dummy for large foreign
banks is statistically significant positive, while seofor large domestic bank and small
foreign bank are not statistically significant (mmggicategory is small domestic bank). This
confirms the prior that foreign banks can have sotatesadvantages. Similarly, we find that
foreign banks with monopoly power in the host country ofiper foreign banks that do not
have monopoly power and outperform domestic banks wdhnathout monopoly power.

We next investigate whether funding and asset structnatter for performance. In
terms of funding structures, we find that foreign bankthwhany deposits outperform
domestic banks and foreign banks with limited deposits Stggests that only those foreign
banks that have a large (and stable) local deposit basseeffectively compete and be
profitable.

In terms of asset structure, the degree to which thke éagages in lending, we find
no statistically significant differences in profitabylibetween the various groups of banks.

18 particularly, we look at the cost of registering propdegal rights index, credit information index, investor
protection index and cost of enforcing contracts.
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This may reflect offsetting effects. Foreign banks mfoy, example, be better in risk
management and thus have higher profitability as theyable to make riskier, but also
higher return loans. At the same time, foreign bankg meur higher transaction costs in
making loans as they are less familiar with the latstitutional environment.

Next we investigate whether the time a foreign bank been active in the host
country has an impact on its performance. We find thegigdn banks that are more than 8
years in the country have the best performance. Cochpartde other groups, profitability of
these banks is 0.4 percentage points higher, a largeediffersince the overall average
profitability is 1.6 percentage points. Although this resnight be driven by some survivor
bias, it confirms the findings of Claessens and Van H@2609) and suggests that over time

foreign banks adapt to the local environment and can opeateefficiently.

Summarizing, our results indicate that the relativegeardnce of a foreign bank is affected
by a number of factors. First, foreign banks from higtome countries tend to be more
profitable compared to domestic banks, while foreign bdris developing countries are
less profitable. Furthermore, foreign banks enteringoantry where competition in the
banking sector is limited are more profitable than fprédanks entering a country with a lot
of competition. In addition, a foreign bank that is gepgreal and cultural close is more
profitable than one that is distant. Finally, the bardize and time it has been present in the
country, as well as its funding structures, are ingurtdeterminants for the relative
performance of foreign banks. Our results indicate ih#& important to control for this
heterogeneity among foreign banks when examining takitive performance.

5. Conclusions

Although the performance of banks when entering a foremmtry has received ample
attention in the literature, results found so far wlarefrom univocal. In some cases foreign
banks performed better compared to domestic banks whiteher cases the reverse was
found. This study reconciles these differences by gmpwhat a number of factors
importantly contribute to the relative performanceadbreign bank. Using data from a large
number of developing countries over the 1999-2006 period, thig &udd strong evidence
that the level of development in the home country cthrapetitiveness of the financial sector
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in the host country, the geographical and cultural distaet@een home and host country and
certain bank characteristics are important determirfantbe profitability of a foreign bank.

Our results suggest that when studying the behavior afjfotenks they should not
be looked upon as a homogeneous group. They indicateahied from certain countries and
with certain characteristics will be better equipped foerate in foreign countries.
Characteristics like size, age and funding structuresréluence foreign banks’ profitability.
Furthermore, being from a home country that is closérighly developed and/or entering a
country with limited competition has some advantages.

These findings have implications for the shape of tbeldis financial sector going
forward. The advantages of large foreign banks may meduarther consolidation of
international banking systems. At the same time,ottigin of banks crossing borders may
change over time. With a number of emerging marketsrbhgg more and more similar to
high-income countries and realizing that being geographicat@ahgdal close is a major asset
in cross-border banking, it might well be that in theufat banking groups from these
countries will start to play an increasingly importaate, especially in other developing

countries.
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Tablel

Review of Foreign Banking Performance Studies

Year of S .
Author(s) A Countriesin sample Yearsin sample Measure of performance Results
publication
Barajas, Steiner, Salazar 2000 Colombia 1991-1998 Administratists_oan Quality Foreign ban!(s outperform
domestic banks
Domestic banks outperform
Berger, Clarke, Cull Profit Efficiency, Cost Efficiency, ROE. Cosftordgn banks with respect to R(
ger, iy ' 2005 Argentina 1993-1999 Y . Y ' 77and profit efficiency. No differenc
Klapper, Udell to Asset Ratio, NPL .
with respect to other performance
measures
i i Domestic banks outperform or
Berger, DeYoung, Genay, 2000 France, Germany, Spain, United , gq3 1 995 (s), 19921997 (athers) Cost Efficiency, Profit Effigienc pert
Udell Kingdom, United States perform equally as forengne?s
Berger, Hasan, Zhou 2009 China 1994-2003 Cost Efficiency, Mffiiiency Foreign banks outperform
domestic banks
Bonaccorsi di Patti and 2005 Pakistan 1981-1997 Cost Efficiency, Profit Efficiency Foreign ban!(s outperform
Hardy domestic banks
11 transition countries: Czech Repub Foreign banks outperform
Bonin, Hasan, Wachtel 2005 Hunggry, Polgnd. Slovalf Republlcj 1996-2000 Cost Efficiency, Profit Efficiency, ROA d°m?s“° banks according to both
Bulgaria, Croatia, Romania, Slovenia, efficiency measures, for ROA no
Estonia, Latvia, Lithuania difference
Chang, Hasan, Hunter 1998 USA 1984-1989 Cost Efficiency Domestic l.)anks outperform
foreign banks
Chantapong 2005 Thailand 1995-2000 Profit before Tax, ROA Foreign banks outperform
domestic banks
Domestic banks outperform
Claessens, Demirguc-Kunt, 2001 80 developing and developed countries 1988-1995 Profit before T: Assét foreign banks in developed
Huizinga ping P rofit before Tax over Asséts countries, opposite is true in
developing economies
No difference for ROA & ROE,
X . . but domestic banks outperform
Correa 2008 179 developing and developed countries 1994-2004 ROA 8D Income Ratio foreign according to Cost to
Income Ratio
. . Moody's Bank Financial Ratings, Capital "
Crystal, Dages, Goldberg 2001 Argentina, Chile, Colombfa 1995-2000 Adequacy, Asset Quality, Earnings, Liquidity No difference
Foreign banks outperform
Detragiache and Gupta 2006 Malaysia 1996-2000 Profit over Asstsh@d Costs ~ domestic banks in profitability, b
have higher overhead cdbts
DeYoung and Nolle 1996 USA 1985-1990 Profit Efficiency Domestic banks outperform
foreign banks
. . . e Foreign banks outperform
Goldberg, Dages, Kinney 2000 Argentina and Mexico 1994-1999 LoawtBrLoan Sensitivity to GDP domestic banks
17 transition countries: Armenia,
Belarus, Bulgaria, Croatia, Czech
Grigorian and Manole 2006 Republic, Estonia, Hungary, 1995-1998 Efficiency (revenue and service based) Foreign banks outperform
9 Kazakhstan, Latvia, Lithuania, y domestic banks
Moldova, Poland, Romania, Russia,
Slovak Republic, Slovenia, Ukraine
Hasan and Marton 2003 Hungary 1993-1997 Profit Inefficiency, Defficiency Foreign banks outperform
domestic banks
Foreign banks outperform
Cost Efficiency, Allocative Efficiency, (Pure)domestic banks in efficiency, but
Havrylchyk 2006 Poland 1997-2001 Technical Efficiency, Scale Efficiency the difference is largely due to
greenfields
10 transition countries: Bulgaria, Czech
Republic, Estonia, Hungary, Latvia, g Foreign banks (Greenfield)
Havrylchyk and Jurzyk 2005 Lithuania, Poland, Romania, Slovakia, 1995-2003 ROA outperform domestic banks
Slovenia
Jermric and Vujcic 2002 Croatia 1995-2000 Technical Efflc!e.ncy, Intermediation Foreign ban!(s outperform
Efficiency domestic banks
Kraft, Hofler and Payne 2006 Croatia 1994-2000 Cost Efficiency Foreign banks outperform
domestic banks
Mahaian. Rangan Multinational banks, except at the
jan, Rangan, 1996 USA 1987-1990 Corporate Efficiency, Operational Efficiencysmallest size level, outperform
Zardkoohi N
domestic banks
— . - N - Foreign banks outperform
Majnoni, Shankar, Varhegyi 2003 Hungary 1994-2000 Cost EfficigPoyfit Efficiency domestic banks




Matthews and Ismail

2006 WP

Malaysia

1994-2000

Technical Effigigoductivity

Foreign banks outperform
domestic banks

Mian

2003

100 emerging economies

1992-1999

Profit before Tax over Asséts

No difference

Micco, Panizza, Yanez

2007

179 developing and developed @suntr

1995-2002

ROA®

Foreign banks outperform
domestic banks in developing
countries, but perform the same in

industrialized countries

Mihaljek

2006

Czech Republic, Hungary, Turkey,
Israel, Korea, India, Argentina,
Colombia, Mexico, Venezuela

2004

Profit before Tax over Assets, Operating do Foreign banks outperform

Costs

mestic banks in profit, but have
higher operating costs

Miller and Parkhe

2002

Australia, Belgium, Canada, Chile,
Denmark, France, Germany, ltaly,
Netherlands, Portugal, Spain,
Switzerland, United Kingdom,
Argentina, Finland, India, Ireland,
Japan, Sweden, United Stdtes

1989-1996

Profit Efficiency

Domestic banks outperform
foreign banks

Miller and Richards

2002

Belgium, Denmark, France, Germany,
Italy, Netherlands, Portugal, Spain,
United Kingdom

1989-1996

Profit Efficiency

Domestic banks outperform
foreign banks

Nikiel and Opiela

2002

Poland

1997-2000

Cost Efficiency, Profitiéhcy

Foreign banks outperfor
domestic banks in cost efficiency;
opposite is true for profit

Peek, Rosengren, Kasirye

1999

USA

1984-1997

ROA

efficiency

Domestic banks outperform
foreign banks

Sturm and Williams

2004

Australia

1988-2001

Input Efficiency

Foreign banks outperform
domestic banks

Vander Vennet

1996

Belgium, Denmark, France, Germany,
Italy, Luxembourg, Nehterlands, Pola
Spain, United Kingdom

1988-1992

ROE, ROA, Cost Efficiency, Operational

Efficiency

Foreign banks outperform
domestic banks with respect to
ROA and ROE; no difference in
other measures

Vander Vennet

2002

Austria, Belgium, Denmark, Finland,
France, Germany, Italy, Luxemburg,
Netherlands, Norway, Portugal, Spain,
Sweden, Switzerland, United Kingdom

1990-2001

ROA, Cost Efficiency, Profit Efficiency

No difference, except increase in
profit efficiency of target banks

Weill

2003

Czech Republic, Poland

1997

Cost Efficiency

Foreign banks outperform
domestic banks

Yildirim and Philippatos

2007

12 transition countries

1993-2000

Efitiency, Profit Efficiency

Foreign banks outperform
domestic banks in cost efficiency;
opposite is true for profit

' One expection: US domestic banks are slightly lestatficient than foreign banks, but results vary wiissagregated by home country of foreign bank.
2 Authors also examine differences in interest rateging, taxes paid, overhead expenses and loan lossipring.

3 For analysis based on Moody's Bank Financial RatBrazil, Mexico, Peru, Venezuela also included.

4 Authors distinguish between Asia-oriented and nor-Asiented foreign banks. The profitability of thenfiar is not different from that of domestic banks.
5 Authors also explore differences in assets, capitatine structure, sensitivity to macro shocks andreiikgs.
6 Also examine interest margins, overhead costs, emgiol

"Home countries of foreign banks: Argentina, Finldndja, Ireland, Japan, Sweden, United States

efficiency



Table?2

Country coverage and characteristics of banking sector
The table reports the countries included in our sample.dviges information about the size of the banking sector &ed¢lative importancef
foreign banks in terms of numbers and assets i® 288 2006. A foreign bank is defined to have asti&0 percent foreign ownership.

1999 2006
Country Number Total assets Ratio Ratio Number Total assets Ratio foreigr  Ratio
of (thousand foreign foreign of banks banks to tote  foreign
banks US$) banksto assets to banks assets to

total banks total assets total assets
Angole 6 355,57¢ 0.5C 0.0C 11 7,227,36. 0.5t 0.51
Argentine 94 118,577,88 0.4C 0.5¢ 66 79,935,40 0.3t 0.2¢
Armenie 1C 131,97¢ 0.4C 0.3t 10 937,97. 0.6C 0.52
Azerbaijar 22 379,62¢ 0.1¢ 0.0C 20 3,641,721 0.1t 0.04
Belaru: 18 7,129,88. 0.2z 0.11 17 11,963,15 0.47 0.1z
Bolivia 13 4,847,76: 0.4¢€ 0.5C 12 3,783,37. 0.5¢ 0.3z
Bosnia & Herzegovir 26 847,63: 0.2¢ 0.2¢ 27 8,753,05 0.5€ 0.9t
Brazil 16¢ 324,041,37 0.3: 0.1t 13€ 807,217,28 0.3¢ 0.24
Bulgarie 25 1,539,38! 0.44 0.6C 25 21,330,82 0.6¢ 0.77
Cameroo 8 1,338,54. 0.3¢ 0.6€ 9 3,573,70. 0.5¢€ 0.7:
Chile 28 64,370,80 0.54 0.2C 26 114,616,54 0.4z 0.31
Chine 48 425,009,08 0.1t 0.0C 68 4,183,970,56 0.1C 0.0C
Colombie 38 15,160,13 0.2¢ 0.1t 21 46,897,10 0.1¢ 0.1C
Costa Ric 25 859,20: 0.3¢ 0.1C 16 11,344,55 0.5C 0.1
Croatie 53 10,238,54 0.2t 0.6¢ 34 56,219,61 0.3z 0.92
Czech Republ 31 45,115,19 0.4t 0.5¢ 21 147,019,48 0.52 0.7¢
Ecuado 36 1,305,501 0.1¢ 0.01 22 11,153,30 0.2: 0.0<4
Egypr 32 79,240,34 0.1€ 0.0€ 29 101,890,08 0.4t 0.2z
El Salvado 14 6,146,46! 0.3¢€ 0.0z 12 2,668,511 0.7¢ 0.7¢
Ghani 14 924,11° 0.5C 0.5¢ 15 3,434,45! 0.6C 0.64
Guatamal 34 3,925,98: 0.21 0.0¢ 25 8,715,08: 0.24 0.0<4
Hondura 23 2,567,47 0.2z 0.01 18 5,675,36. 0.3¢ 0.04
Hungan 31 23,782,90 0.81 0.9z 25 107,399,40 0.84 0.9t
India 70 109,916,19 0.0¢ 0.0€ 65 822,792,70 0.11 0.0€
Indonesii 96 95,940,77 0.27 0.04 67 130,600,08 0.4z 0.1z
Kazakhsta 22 1,533,65! 0.3¢ 0.07 22 66,570,95 0.41 0.0€
Kenye 43 4,089,38! 0.2¢€ 0.4z 35 9,096,59! 0.2¢ 0.4¢
Latvia 21 1,266,42! 0.2¢ 0.6¢ 21 28,936,03 0.4z 0.6(
Macedoni 14 914,74° 0.21 0.0z 16 3,535,40! 0.44 0.57
Malaysic 42 126,841,00 0.3: 0.14 34 291,326,68 0.41 0.1¢
Mexicc 44 127,769,04 0.41 0.14 33 239,183,76 0.4t 0.81
Moldove 14 73,79¢ 0.3¢ 0.4¢ 14 1,611,69: 0.4z 0.24
Moroccc 13 12,499,91 0.3¢ 0.0C 11 75,407,43 0.4t 0.1¢
Pakistal 21 10,868,39 0.14 0.0C 24 58,739,13 0.2t 0.24
Paragua 21 2,889,53i 0.67 0.6¢ 13 3,131,87: 0.6¢ 0.6¢
Philippine: 38 5,793,66: 0.1¢ 0.0C 30 85,399,53 0.17 0.01
Polanc 49 14,335,41 0.6% 0.5t 42 162,652,94 0.71 0.8t
Romanii 28 13,492,17. 0.4¢€ 0.37 25 55,020,84 0.84 0.92
Russii 22€ 16,412,58 0.1z 0.1¢ 20z 297,644,54 0.1¢ 0.2¢4
Senege 1C 1,159,24 0.6C 0.6¢ 11 3,240,68: 0.64 0.6(
Serbia & Montenegi 33 10,955,45 0.0¢ 0.0z 41 16,620,30 0.6% 0.7¢
South Africe 35 12,539,35 0.2C 0.0t 22 273,761,85 0.2% 0.0C
Tanzanii 13 35,97« 0.62 0.0C 17 4,772,84. 0.6t 0.6¢
Thailanc 16 114,330,78 0.1¢ 0.0€ 16 215,523,64 0.2t 0.04
Trinidad & Tobag 9 8,047,89: 0.3z 0.1t 9 18,960,60 0.44 0.0¢
Tunisie 15 1,107,90: 0.3: 0.1z 16 23,485,42 0.5C 0.2€
Turkey 59 74,375,09 0.1t 0.0z 35 378,389,63 0.37 0.1z2
Ugand: 16 495,40: 0.6% 0.7¢ 15 2,403,27! 0.67 0.8C
Ukraine 42 2,187,48 0.14 0.11 48 47,106,43 0.3t 0.51
Uzbekistal 1C 598,43¢ 0.3C 0.17 13 4,711,55 0.31 0.01
Venezuel 48 15,299,86. 0.2t 0.27 40 67,342,03 0.3C 0.3z




Table3
Summary Statistics
The table provides the summary statistics of the variabiesl@yed in the empirical specifications. The summary stat for the
bank level variables are based on the full sample (7,923rehisens). The summary statistics of the home and host cterstics

and the distance variables are based on only the foreignsbankhe sample (2,540 observations for all variables except
competition_home (2281) and competition_host(1685)efinition of the variables is provided in Appkx Table 1.

Variable Mean Median Minimum Maximum SD
Bank-level
Profitability 1.65 1.54 -24.59 14.37 3.32
Ownership 0.30 0.00 0.00 1.00 0.46
Share 4.40 1.22 0.00 100.00 8.53
Loan 48.00 49.27 0.00 98.49 19.57
Leverage 16.33 11.53 0.01 100.00 14.83
Deposit 86.30 92.45 0.00 100.00 16.86
Public 0.09 0.00 0.00 1.00 0.29
Problembank 0.05 0.00 0.00 1.00 0.22
Home characteristics
Gdpcap_home 26,441 29,134 690 49,451 10,196
Competition_home 0.63 0.66 0.41 0.86 0.14
Host characteristics
Gdpcap_host 7,759 7,899 639 22,004 4,362
Competition_host 0.70 0.73 0.46 0.92 0.10
Financial development_host 45.22 41.74 2.23 162.19 25.62
Distance
Same region 0.18 0.00 0.00 1.00 0.38
Common language 0.19 0.00 0.00 1.00 0.39

Institutional familiar 0.44 0.0C 0.0C 1.0C 0.5C




Table4
I mpact of foreign owner ship on profitability - Individual country regressions

The table provides an summary of the impact of foreign owripren profitability for each country in the sample based egression model (1).
For countries located in the upper left quadrant the owmgrdbmmy is positive and significant. For countries in theepright quadrant it is
positive but insignificant. For countries in the lower quaat the ownership dummy is negative; significant for therddes in the lower left

quadrant and insignificant for countries in the éowight quadrant.

Significant Insignificant |
Foreign better than | cameroon Kazakhstan Trinidad & Angola Czech Republ Latvia
domestic China Malaysia Tobago Belarus Ecuador Morocco
Ghana Poland Turkey Bosnia- Egypt Romania
Honduras Serbia & Venezuela Herzegovina  Guatamala Russia
India Montenegro Costa Rica Kenya Tunisia
Indonesia Thailand
Domestic better than Argentina Mexico Azerbaijan Hungary South Africg
foreign Armenia Moldova Bolivia Macedonia  Tanzania
Brazil Philippines Bulgaria Pakistan Uganda
Colombia Chile Paraguay Ukraine
Croatia El Salvador Senegal Uzbekistan




I mpact of foreign owner ship on profitability - Home and host characteristics

Table5

The table shows how different home and host characteristipact the performance of foreign banks in developing coesit The dependent
variable is profit before taxes divided by ass€®mn is a dummy which is one if the bank is foreign own&itlpcap_home andgdpcap_host
reflect gdp per capita in home and host country of the fore@mk respectivelyDeveloping is a dummy which is one if the parent of the foreign
bank is located in a developing count@omp_home andcomp_host are the Panzar Rosse (1987T)statistics of the home and host countfy
the foreign bank respectively as calculated by Claessethd aeven (2004)Low is a dummy which is one if the host country is a low-income
developing countryFindev_host equals M2 as a percentage of GDP in the host coustigre is the ratio of the bank's assets to total aseéts
the country's banking sectocoan captures the ratio of loans to assets of the bddéposits equals deposits as percentage of the bank's
liabilities andleverage equals equity as percentage of assethlic is a dummy which is one if a bank is majority owned by the goment.
Problembank is a dummy which is one if the foreign bank exited the markehiwifour years after entering. The sample period is 1999620
All regressions are estimated using weighted OLS where #ights are equal to the inverse of number of banks activearctuntry in a given
year. Regressions include a constant and country-yeat éiects. The robust t-statistics allowing for clusteratghe country level appear in
brackets and ***, ** and * correspond to one, figad ten percent level of significance respectively.

Home characteristics Host characteristics Combined
Financial
High vs  Competiti Low vs Competiti developm Home anc
Baseline Gdpcap developing on Gdpcap middle on ent host
Own 0.168 -0.276 0.407* 0.971 0.495 0.039 1.901* -0.191 5Z*1
[0.931] [0.812] [2.038] [1.534] [1.605] [0.197] [1.864] [628] [1.939]
Own*gdpcap_home 0.000*
[1.799]
Own*developing -1.008** -0.930***
[-3.32] [-3.260]
Own*comp_home -1.206
[1.241]
Own*gdpcap_host 0.000
[1.322]
Own*low 0.643
[1.322]
Own*comp_host -2.932* -3.016*
[-1.830] [-1.750]
Own*findev_host 0.536
[1.300]
Share 0.032**  0.031* 0.030*  0.031*  0.032* 0.032** 0.8"** 0.038***  0.033***
[2.610] [2.526] [2.460] [2.627] [2.616] [2.625] [3.392] [Mib4] [3.423]
Loan 0.007 0.007 0.006 0.008* 0.007 0.007 0.009* 0.009* 090
[1.564] [1.579] [1.470] [1.961] [1.669] [1.577] [2.039] [289] [2.002]
Deposit 0.008 0.005 0.009 0.005 0.008 0.008 0.009 0.008 00.01
[1.397] [1.166] [1.599] [1.132] [1.467] [1.363] [1.502] [99] [1.625]
Leverage 0.026** 0.031** 0.030*** 0.029*** 0.026** 0.R6** 0.049** 0.027**  0.051**
[3.030] [3.388] [3.545] [3.049] [3.072] [3.119] [4.649] [RA2] [4.891]
Public -0.365* -0.371* -0.311* -0.345*  -0.339* -0.378* 4r2* -0.328 -0.408*
[1.914] [1.963] [1.682] [1.784] [1.824] [1.909] [2.054] [@67] [1.962]
Problembank -0.598* -0.583* -0.612** -0.672** -0.604**-0.620** -1.013** -0.555*  -1.018**
[2.195] [2.107] [2.182] [2.388] [2.214] [2.287] [4.022] [73] [3.993]
Observations 7,920 7,920 7,920 7,608 7,920 7,920 5478 57,65 5,478
R-squared 0.21 0.22 0.22 0.23 0.21 0.21 0.16 0.21 0.16




Table6
Impact of foreign owner ship on profitability - Distance

The table shows how different measures of distance impactp#rformance of foreign banks in
developing countries. The dependent variable is profipleetaxes divided by asset®wn is a
dummy which is one if the bank is foreign owneBhmereg is a dummy which is one if home and
host country are located in the same regi@omlang is dummy which is one if home and host
country share the same languagestfam is a dummy which is one if home and host country are
institutionally similar.Developing is a dummy which is one of the parent if the foreign bank is
located in a developing countrghare is the ratio of the bank's assets to total assets of the ggsintr
banking sectorLoan captures the ratio of loans to assets of the b&dposits equals deposits as
percentage of the bank's liabilities ateerage equals equity as percentage of assBtslic is a
dummy which is one if a bank is majority owned by the governmé@noblembank is a dummy
which is one if the foreign bank exited the market within foigars after entering. The sample
period is 1999-2006. All regressions are estimated usirighted OLS where the weights are equal
to the inverse of number of banks active in the country in @mgiyear. Regressions include a
constant and country-year fixed effects. The robust istte$ allowing for clustering at the country
level appear in brackets and ** * and * correspond to one&efand ten percent levedf
significance respectively.

Institutional
Same region Common language  familiar
Oown 0.392* 0.239 0.441*
[1.945] [1.176] [1.857]
Own*samereg 1.769*
[1.781]
Own*comlang 0.812*+*
[3.062]
Own*instfam -0.090
[0.339]
Own*developing -2.582* -1.253** -0.897%*
[2.535] [4.119] [2.703]
Share 0.029* 0.027* 0.029*
[2.420] [2.316] [2.429]
Loan 0.006 0.006 0.007
[1.469] [1.342] [1.508]
Deposit 0.008 0.005 0.006
[1.497] [1.133] [1.210]
Leverage 0.029% 0.032%** 0.031***
[3.453] [3.707] [3.599]
Public -0.302 -0.321* -0.326*
[1.641] [1.860] [1.791]
Problembank -0.620* -0.561* -0.593*
[2.212] [2.018] [2.117]
Observations 7,920 7,900 7,900

R-squared 0.22 0.23 0.23




Table7
Impact of foreign owner ship on profitability - Bank characteristics

The table shows how different bank characteristics imgaeperformance of foreign banks in developing countrieg dépendent variable
is profit before taxes divided by asse®wn is a dummy which is one if the bank is foreign own&imereg is a dummy which is oné
home and host country are located in the same re@omlang is dummy which is one if home and host country share the sanuzitme.
Developing is a dummy which is one of the parent if the foreign bank is fedéan a developing countrghare is the ratio of the bank's
assets to total assets of the country's banking selctan captures the ratio of loans to assets of the bdydposits equals deposits as
percentage of the bank's liabilities alederage equals equity as percentage of asdetdlic is a dummy which is one if a bank is majority
owned by the governmen®roblembank is a dummy which is one if the foreign bank exited the markehinifour years after entering.
The sample period is 1999-2006. All regressions are estinasing weighted OLS where the weights are equal to thesevarnumbenof
banks active in the country in a given year. Regressionsidiech constant and country-year fixed effects. The robsisitistics allowing for
clustering at the country level appear in brackeid ***, ** and * correspond to one, five and tearpent level of significance respectively.

Size Monopoly power Funding structure  Asset structure Age
Large domestic bank 0.286
[1.535]
Small foreign bank -0.132
[0.434]
Large foreign bank 0.812%**
[3.337]
Domestic bank with monop. power 0.204
[1.202]
Foreign bank no monop. power -0.208
[0.634]
Foreign bank with monop. power 0.777**
[3.019]
Domestic bank many deposits 0.178
[1.005]
Foreign bank limited deposits 0.223
[0.796]
Foreign bank many deposits 0.410*
[1.793]
Domestic bank many loans 0.002
[0.012]
Foreign bank limited loans 0.262
[0.940]
Foreign bank many loans 0.211
[0.930]
Old domestic bank -0.295
[0.759]
New foreign bank -0.063
[0.298]
Old foreign bank 0.386*
[1.826]
Own*samereg 0.599 1.005 0.940 0.951 1.022
[0.820] [1.503] [1.451] [1.474] [1.603]
Own*comlang -1.391** 0.512** 0.763*** 0.767*** 0.725%*
[2.040] [2.039] [2.890] [2.860] [2.829]
Own*developing 0.591** -1.905%** -2.087*** -2.088*** -2132%+*
[2.097] [2.943] [3.372] [3.398] [3.543]
Share 0.018 0.021* 0.027** 0.027** 0.026**
[1.466] [1.931] [2.310] [2.328] [2.332]
Loan 0.006 0.006 0.006 0.006 0.007
[1.423] [1.272] [1.348] [1.150] [1.496]
Deposit 0.006 0.005 0.002 0.005 0.005
[1.297] [1.164] [0.315] [1.112] [1.023]
Leverage 0.036*** 0.038*** 0.031%** 0.031%** 0.032%**
[4.029] [4.303] [3.663] [3.685] [3.644]
Public -0.266 -0.317* -0.320* -0.312* -0.334*
[1.554] [1.891] [1.868] [1.791] [1.886]
Problembank -0.533* -0.559** -0.564** -0.561* -0.580**
[1.885] [2.046] [2.037] [1.995] [2.105]
Observations 7900 7,900 7,900 7,900 7,900

R-squared 0.234 0.24 0.23 0.23 0.23




Appendix Table 1
Variable Definitions and Sour ces

Variable Definition Source
Banklevel
Profitabality Profit before tax divided by total assets Bankscope
Own Dummy which is one if 50 percent or more of the shar€aessens, Van Horen, Gurgaflan

of the bank are owned by foreigners, zero otherwise and Mercado (2008)

Share Size of the bank. Assets of the bank divided by totaankscope
assets in the banking system of the cou
Loan Total loans divided by total assets of the bank. K3aape
Leverage Total equity divided by total assets of the bank. Bankscope
Deposit Total deposits and short-term funding divided by totBaRnkscope
Public Dummy which is one if the bank is for 50 percent dvlicco, Panizza and Yanez (200})

more owned by the government, zero otherwise.

Problembank  Dummy which is one if the bank exited the market withi@laessens, Van Horen, Gurganlar
4 years after entry, zero otherwise. and Mercado (2008)

Home and host characteristics

Gdpcap GDP per capita in current international $ in host or horiiéorld Development Indicators
country.

Comp Panzar Rosse (1987) H-statistic as calculated ®hessens and Laeven (2004)
Claessens and Laeven (2004).

Findev M2 divided by GDP in the host country InternatioRalancial Statistics

Distance

Samereg Dummy which is one if home and host country share tidéorld Bank
same region, zero otherwise.

Comlang Dummy which is one if home and host country share CIA World Factbook (2005)

Instfam Dummy capturing whether home and host country dtaufmann, Kraay and Mastruzzi

institutional distant or not. First the absolute differen¢2008).
between the quality of institutions of source and host
countries, based on the simple average of the absolute
difference of each of the six governance indicators, is
calculated. When the difference is below the median
difference the dummy has a value 1 if it is abdves ¢

Businessfam Same as instfam but difference in quality of five doirgoing business indicators
business indicators (cost of registering property, legal
rights index, credit information, investor protection
index, cost of enforcing contracts.




