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This article attempts to develop a model to explain the pattern of 
transnationalization of banking. It concentrates on the factors that 
determine the geographical pattern of United States foreign direct 
investment in the banking industry. The hypothesis is advanced 
that a feasible set of relevant factors is composed of the host coun
try's level of protectionism in banking, United States investment 
in that country's non-banking industries, the host country market 
size and the level of competitiveness of its domestic banks. The 
empirical results lend support to the relevance of the three former 
variables. Conclusions concerning the impact of the level of com
petitiveness of the host country's domestic banks on the geograph
ical pattern of United States investment in the banking industry 
abroad cannot be drawn. A distinct characteristic of the study is 
the use of principal components to capture the key features of the 
host country's regulatory framework and produce relevant mea
sures of protectionism. 

Introduction and objective 

In the past two decades, the expansion of banking across frontiers has 
been explosive. In the case of United States banking, for instance, Bryant 
(1987) estimated that, at the end of 1962, the total assets of foreign branches 
of United States-chartered banks amounted to $4.3 billion; at the end of 
1990, according to the Federal Reserve Board, this figure had increased to 
$314.6 billion. Overall, during the 1980s, international cross-border banking 
assets roughly doubled. 
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The rapid growth of banks across national borders has confronted regu
lators with serious policy questions with respect to both the regulation of 
domestic institutions and the regulation of entry and operations of foreign 
banks. The entry of foreign banks is expected to increase competition and 
the level of services available to host-country clients. At the same time, it 
has often inspired requests for protection by local banking interests and 
others who fear foreign domination of that pivotal industry. In developing 
countries, the overall theme of the concerns voiced by government officials 
and other interested parties is the impact of foreign bank operations on 
domestic financial markets. Specific issues include access to local savings 
by transnational banks (TNBs), the effects of foreign bank presence on the 
ability to execute monetary and credit policies, and the desire to promote 
national institutions. The Uruguay Round of Multilateral Trade Negotiations 
has brought renewed interest to cross-border activities in banking. 1 

As a contribution to the research efforts in that area, this article attempts 
to develop a model to explain some specific characteristics of the transna
tionalization of banking. It concentrates on the geographic pattern of United 
States foreign direct investment (FOi) in the banking industry through a 
comparative analysis of the amount of such investment across countries.2 

The objective is to provide a theoretical and empirical analysis of those fac
tors which determine the level of attraction of a specific country in relation 
to others as a host to United States FOi in banking.3 The hypothesis is 
advanced that a feasible set of relevant factors is composed of the host coun
try's level of protectionism in banking, United States FOi in that country's 
non-banking industries, its market size and the level of competitiveness of 
its domestic banks. The empirical results lend support to the relevance of the 
three former variables. Conclusions concerning the impact of the level of 
competitiveness of domestic banks of the host country on the geographical 
pattern of United States FDI in the banking industry abroad cannot be 
drawn. A distinct characteristic of the study is the use of principal compo
nents to capture the key features of the regulatory framework of a host coun-

I Gelb and Sagari ( 1990) discussed various policy issues and concerns associated with 
the topic. 

2 The choice of the United States was largely owing to the relatively easier access to rel
evant data. 

3 This article does not auempt to provide a rationale for the expansion of United States 
banks abroad, a phenomenon which is taken as given. That issue has been covered extensively 
in the literature; see, for example, Aliber (1976); Bryant (1987); Giddy (1983); Goldberg and 
Saunders (1982); Gray and Gray (1981 ); Grubel (1977); Metais (I 979); Walter (I 985, l 988). 



try and produce relevant measures of protectionism, that is, inequality of 
competitive opportunities for domestic and foreign banks. 

The following section is devoted to the theoretical framework for the 
analysis. The subsequent section presents the hypotheses concerning those 
factors that might explain the geographical distribution and the volume of 
operation of United States foreign banking affiliates. This is followed by a 
discussion of the empirical analysis and the conclusion. 

The applicability of the eclectic paradigm 
For purposes of this article, banking is defined (Walter, 1985) as the 

provision of the following services: 

• Domestic- and foreign-currency deposit-taking and lending to 
Governments, domestic corporations, transnational corporations 
(TNCs), private individuals and others; 

• Specialized forms of lending, including trade financing, ship and air
craft financing, loan syndications and participations; 

• Domestic- and foreign-currency trading and dealing; and 

• Securities brokerage, underwriting and dealing, private placements, 
financial advisory services and various other services. 

Transnational banks are defined as banks that supply some or all of these 
services through offices located outside the country in which they arc incor
porated. 

The analysis of the location-specific factors affecting the pattern of 
United States investment in the banking industry abroad draws upon Gray 
and Gray (1981) and applications of the eclectic paradigm of international 
production to transnational banking by Yannopoulos (1983). That paradigm, 
originally developed by Dunning (1977, 1981), attempts to explain the 
transnationalization of firms on the basis of location-specific, ownership
specific and internalization advantages. Gray and Gray ( 1981) and 
Y annopoulos (1983) applied the conceptual framework provided by this 
paradigm to elaborate a descriptive analysis of transnational banking. 
Within that context, the extent to which a bank provides services through 
offices located outside its home country depends on the comparative loca
tion endowments of home and host countries, its ownership advantages with 
respect to the banks of the host country and on its ability to internalize its 
ownership advantages. 



Ownership-specific advantages are a prerequisite for transnationaliza
tion. In fact, location-specific factors cannot, by themselves, explain the 
transnationalization of banking, since markets for banking services can be 
supplied alternatively by indigenous rather than by foreign banks. The theo
ry of transnational banking must therefore incorporate the ownership-specif
ic advantages that enable those banks through their internalization to com
pete successfully with indigenous banks in their own indigenous markets. In 
this sense, Dunning's theory provides an analytical framework since it 
allows for consideration of both sets of issues.4 The next sections discuss 
this theoretical framework, focusing on those issues that, in the author's 
opinion, are the most significant determinants of the pattern of United States 
FDI in the banking industry.5 

Location-specific factors 

Banking is a market-oriented business. Direct and personal contact with 
both actual and potential clients, wherever they are located, is essential. The 
specific location characteristics that might determine a country's level of 
"attraction" as a host for FDI in banking are the host country's foreign bank 
regulatory framework, the presence of non-banking TNCs and the market 
size of the host country. 6 

4 A related issue of interest in the case of financial services is that of the complementari
ty rather than the substitutability of trade and FDI. Trade in financial services tends to differ 
significantly from international trade in goods, in terms of the linkages that exist between the 
producer and the consumer of the "product". In fact, services trade is more dependent on the 
existence of a "direct-connect" mechanism that most frequently implies an established pres
ence of the supplier of the product in the country of the consumer. Physical presence in the 
importing country provides contact for the customer, without which most transactions would 
be extremely difficult, if not impossible (Walter, 1985). In that context, FDI in financial serv
ices can then be seen as fostering rather than substituting for trade in those services. 

5 The approach of Gray and Gray (1981) is somewhat different in the sense that they 
choose to focus their analysis on internationafo:ation efficiencies and location-specific consid
erations. There is no discussion of ownership-specific advantages accruing to the established 
position of a banking firm in the industry. In their work, such advantages are assumed to exist. 

6 Yannopoulos (1983) discussed the first two factors and included basically three addi
tional aspects that the author has considered of secondary importance in the context of this 
analysis, and has therefore omitted. The latter are the desire on the part of some investors to 
separate currency risk from the political risks associated with the national origin of a currency, 
the extensive international labour migration that took place in the post-war period and the 
availability of skilled personnel with expertise in foreign exchange management and in inter
national credit analysis. Gray and Gray ( I 981 ),' on the other hand, discussed the following 
three location-specific considerations: the need to preserve established customer accounts, the 
desire to enter into a growing or high-growth market and the need to ensure access to indige
nous supplies of key currencies. 



Regulatory framework 

Banking is one of the most heavily regulated industries. The often fidu
ciary nature of the business, its pivotal role in the execution of monetary and 
credit policies, and its susceptibility to recurring crises are the main factors 
determining regulatory concerns. The same characteristics that provide for 
the identification of banking as a very sensitive, public-interest industry 
make it a fertile ground for protectionism, defined for the purposes of this 
article as inequality of competitive opportunities for domestic and foreign 
banks. Since the extent to which foreign banks can operate in a given 
domestic banking system depends largely on the legal framework pertaining 
to foreign bank presence in the country concerned, significant differences in 
the level of protectionism in banking across countries are expected to be rel
evant to the geographical distribution and volume of operations of United 
States banking affiliates abroad-7 In fact, the treatment afforded by host
country regulatory authorities to foreign banking affiliates may well be one 
of the most crucial issues in the Uruguay Round of Multilateral Trade 
Negotiations which has, for the first time, included negotiations on a frame
work for international transactions in services. 

Presence of non-banking transnational corporations 

The transnationalization of production by non-bank TNCs is a factor 
applicable to the expansion of all TNBs (Grubel, 1977; Pastre, 1981a and 
1981b; UNCTC, 1981; Walter, 1985; Yannopoulos, 1983). That factor has 
been singled out by previous researchers as particularly relevant for the 
expansion of United States banks abroad: as United States TNCs grew 
abroad, United States banks servicing them attempted to match that growth 
and began to establish their presence in the major financial centres and 
around the world. 

What accounts for this customer-following behaviour? To start with, 
there is a historical reason related to United States regulation (Frankel, 
1980). During the period 1964-1965, in an effort to improve the balance-of
payments position of the country, the Government of the United States 
implemented a set of programmes restraining capital outflows. As a result of 
those programmes, it became more difficult for foreigners-including for
eign affiliates of United States corporations-to finance their capital require
ments in the United States market. United States corporations thus had to 

7 Gray and Gray (1981) viewed regulation as generating imperfections in product mar
kets, which in tum might give rise to internationalization efficiencies. 



rely on foreign sources of funds to finance their investment abroad. To pro
vide their customers with the loans and other banking services required by 
their overseas operations, United States-chartered banks followed their cus
tomers abroad and established foreign affiliates. 

Frankel's view of customer-following behaviour, however, is not totally 
satisfying in the sense that it does not explain earlier United States FDl in 
banking, or why, after controls were lifted in 1974, United States banks did 
not retreat to their home country; it also does not explain non-United States 
FOi in banking. A complementary motive for customer-following behaviour 
lies in the complexity characterizing financial services (Walter, 1985). This 
complexity makes it increasingly necessary for banks to be close to the cor
porate customer in order to tailor their services to particular corporate needs. 
Thus, decisions can be made faster and transactions done more efficiently 
than through the traditional correspondent banking links or links from the 
home office of the bank. 

That same aspect can be identified as giving rise to ownership-specific 
advantages. Through continuous dealing with its customers, a bank acquires 
a good deal of specific knowledge about the business of its clients, and the 
two parties may develop an ongoing relationship based on trust that lowers 
the cost of contracting and the risks of opportunistic behaviour. 8 If the bank 
has such a quasi-contractual relation with a parent TNC, it enjoys a transac
tional advantage for supplying the same service to the foreign affiliates of 
that TNC from its own affiliates abroad. 

The intangible-asset hypothesis, which has proved so fruitful in explain
ing the existence of horizontally integrated manufacturing TNCs, can thus 
be expanded to analyse the case of banking. In this case, the intangible asset 
is the ongoing relationship between a bank and its non-banking transnation
al corporate customers (Caves, 1982). In fact, the ability to draw on the 
information and personal contacts between the bank's and its non-financial 
corporate clients' respective parents in their home country at very low mar
ginal cost has been viewed as the main source of competitive advantage that 

8 Along similar lines, Gray and Gray (1981) discussed the advantage of TNBs derived 
from imperfections in factor markets through the possession of information relevant to the 
individual corporations and industries they serve. Moreover, information provides opportuni
ties for a TNB to internalize a firm-specific advantage as long as the bank-client relationship 
remains intact. Preserving established accounts by opening foreign affiliates then becomes the 
means for protecting that information. Consequently, the location of affiliates of the corporate 
client becomes a consideration in tht; process of transnationalization. 



the bank's foreign affiliate has in dealing with the firm's affiliate abroad in 
comparison with the local banks (Grubel, 1977). Clearly, that analysis could 
lend some rationale to the penetration of banks of all developed and many 
developing countries into each others' markets, along with their national 
manufacturing corporations. 

Market size 

Market size is generally recognized as an important detenninant of FDI 
(UNCTC, 1992). Everything else being constant, a larger market should 
provide more profit opportunities and, therefore, be more attractive to TNBs 
than a smaller one. The link is further strengthened if consideration is given 
to the complementarity between trade and FDI in financial services. 

Ownership-specific factors and their internalization 

As indicated above, location-specific factors cannot, by themselves, 
explain the transnationalization of banking, since markets for banking serv
ices can be alternatively supplied by indigenous rather than by foreign 
banks. Ownership-specific factors concern those aspects that would give 
United States foreign banking affiliates a competitive advantage with 
respect to domestic banks of a host country in the local market. It is the abil
ity to internalize these factors that ultimately drives transnationalization.9 

Product differentiation 

A major source of competitive advantage of foreign banking affiliates 
over local banks is the extensive product differentiation in financial services. 
As Chamberlin (1950) established, product differentiation creates an inde
pendent element of monopoly in an industry. Within the framework provid
ed by Dunning's eclectic paradigm, this monopolistic factor can be classi
fied as ownership-specific. Product differentiation can be either apparent or 
perceived. 

Apparent product dijferenrimion 

Apparent product differentiation is, in essence, differentiation that is 
visible. It is associated with the characteristics - basically the quality - of 
the services provided. The importance of quality is pre-eminent. The ability 

9 Gray and Gray ( 1981) discussed three types of internalization incentives derived from 
imperfections in product markets, imperfections in input markets, and economics of internal 
operation. 



of TNBs operating in markets abroad to provide higher quality services is 
related to a few key issues: 

• First, transnational financial corporations may be able to undertake 
international transactions more efficiently than a host country's com
petitor, even in the presence of extensive correspondent relation
ships. That may result not only in lower costs to the client, but also in 
greater transactional speed and reliability. As pointed out by Walter 
(1985), the advantage derived from transactions efficiency may be 
very strong in countries characterized by poor financial practices 
involving slow decision and transaction times, high error rates, lack 
of clarity and heavy bureaucracy. 

• Secondly, Walter ( 1985) also emphasized the existence of product 
differentiation based on human capital and financial technology. 
Human capital, in fact, is one of the most important inputs in the pro
duction of financial services. Walter argued that TNBs are able to 
offer career opportunities to their employees superior to those 
offered by firms that operate only in one country. They are, therefore, 
able to attract high-quality employees. Those employees, after appro
priate professional training and exposure to a rich variety of activities 
engaged in by a TNB, become one of the most valuable assets of the 
organization, directly, with respect to the quality of service offered to 
clients, and indirectly, in terms of product innovation and market 
information. 

Financial technology encompasses both process and product 
technologies. Process technology refers to operations and systems, 
communications and decision-making. It results in improved transac
tions efficiency, the implications of which have been analysed 
before. Product technology relates to the introduction of major finan
cial innovations and the supply of specialized services. Superiority in 
product technology may provide a particularly significant competi
tive advantage in leading-edge activities, such as project financing, 
electronic banking and advisory work. 

Perceived product differentiation 

Yannopoulos ( 1983) identified perceived differentiation as an additional 
source of significant competitive performance among banks regarding their 
ability to sell deposits and buy loans. From the viewpoint of a borrower, 



perceived differentiation is related to the probability of loan extensions and 
renewals according to their needs. From the viewpoint of a depositor, per
ceived differentiation is associated with the political and default risks 
investors attach to deposits held in banks with different endowments. For 
instance, depositors perceive foreign currency deposits at banks of one 
nationality to be imperfect substitutes for foreign currency deposits at banks 
of another nationality. Perceived differentiation is determined by factors 
such as the country of domicile of the parent firm, size of the bank, brand 
name and reputation, among others. 

Proprietary information 

In the financial-services industry, the importance of obtaining and treat
ing information efficiently is obvious. An advantage possessed by TNB 
affiliates over domestic banks is their access to the stock of infonnation of 
the parent organization's network. This advantage becomes particularly sig
nificant when dealing with affiliates of TNCs of the same home country. 

The presence of United States non-banking foreign affiliates has already 
been identified as a locational advantage relevant to the United States pres
ence in foreign banking markets. Given the role of information in the finan
cial services industry, the same factor operates as an ownership advantage, 
giving a competitive superiority to United States banking affiliates with 
respect to local banks. Beyond this, TNBs are generally able to secure better 
information about patterns of loan and fee-based service demands, country 
conditions and other factors that are crucial to their operations. 

Other sources of ownership-specific advantages 

Yannopoulos (1983) stressed the role of different national currencies in 
the international monetary system, mainly in the settlement of international 
payments, as another source of competitive advantage of United States for
eign banking affiliates over local banks. Banks with easy access to vehicle 
currency funds have a competitive advantage over other banks, because the 
use of these currencies reduces transaction costs. The predominant role of 
the United States dollar in international trade and payments provides United 
States banks with a distinct competitive advantage over other banks. More 
generally, evidence shows that TNBs from strong currency countries have 
grown faster than those from other countries(UNCTC, 1981 ). 



Additional sources of competitive advantage are common to all TNCs. 
These are, basically, economies of scale, geographic diversification, easy 
access to international credit and money markets, cross-subsidization and 
adaptability to different social, political and economic environments. 

Hypotheses 
This section presents hypotheses concerning the determinants of the 

geographical pattern of United States FDI in the banking industry. These 
hypotheses are subjected to empirical testing in the section below. 

The location-specific factors discussed before within the context of 
Dunning's eclectic paradigm are obviously the first candidates for inclusion 
in the analysis. These are the host country level of protectionism in banking, 
namely, the existence of inequality of competitive opportunities for domes
tic and foreign banks, the presence of United States non-banking TNCs and 
the market size of the host country. Everything else being constant, increas
ing levels of protectionism should increasingly deter United States FDI in 
the industry. Conversely, ceteris paribus, the correlation between United 
States FDI in banking and both the United States investment position in the 
non-banking sector, and the market size of the host country, would be 
expected to be positive. 

The discussion above covered also those factors that give United States 
foreign banking affiliates a competitive advantage with respect to domestic 
banks of a host country in the local market, that is, the ownership-specific 
factors. Since the internalization of these ownership-specific advantages 
provides the driving force to transnationalization, they may well provide 
additional sources of explanation to the geographic distribution of the 
investment of TNBs in host countries. In fact, it seems clear that countries in 
which United States TNBs have stronger competitive advantage over their 
domestic counterparts should attract higher levels of investment in the 
industry, everything else being constant. In this sense, the specific character
istics of domestic banks of a country may be considered as an additional 
factor to be included in the analysis. The hypothesis in this respect is that 
United States FDI in the banking industry of a host country is negatively 
correlated with the level of competitiveness of the domestic banks in that 
country. 



Empirical analysis 
The test of the hypotheses on the factors affecting the geographical pat

tern of the United States FDI in the banking industry was conducted on the 
basis of a sample of 21 countries. 1 O Data used for the estimation correspond 
to the year 1977. The selection of this year was prompted by the ready avail
ability of information on all relevant variables. In particular, the systematic 
regulatory information required for an assessment of the hypothesis is not 
available for later years. The methodology used is a cross-section least
squares regression analysis. The dependent variable is United States FDI in 
the banking industry of those host countries included in the sample. The 
independent variables, that is the location-specific factors included in the 
model, are (i) levels of protectionism in banking of the host countries; (ii) 
United States non-bank FDI in those countries; (iii) their market size; and 
(iv) the level of competitiveness of their domestic banks. 

Definition and measurement of variables 

United States investment in the banking industry abroad 

The local operations of TNBs in host countries are conducted through 
branch offices, subsidiaries, affiliated banks and representative offices. 11 At 
the time when the research was originally carried out, the latest and best 
available information on United States presence in foreign banking markets 
was contained in the publication by the United States Department of 
Commerce (1981), U.S. Direct Investment Abroad, 1977. Consequently, this 
study adopts the definitions laid out by that official source. Specifically, the 
United States Department of Commerce defines FDI as "the ownership or 
control, directly or indirectly, by one U.S. person of 10 per cent or more of 
the voting securities of an incorporated foreign business enterprise or an 
equivalent interest in an unincorporated foreigQ business enterprise" (United 
States Department of Commerce, 1981, p. 2). 

10 The countries included in the sample are Argentina, Belgium, Canada, Chile, 
Denmark, Egypt, France, Germany, Greece, Ireland, Israel, Italy, Japan, Republic of Korea, 
Malaysia, Netherlands, Philippines, Singapore, Switzerland, Thailand and the United 
Kingdom. 

11 Branches are treated as an integral part of a bank. Subsidiaries are separate corpora
tions wholly or majority-owned by the TNB parent firm. Associates are corporations in which 
a bank owns less than a majority of the equity. Representative offices are generally small 
agencies without a separate corporate personality and with limited powers that do not include 
the capacity to make loans or accept deposits (UNCTC, 1981). 



In this article, foreign banking affiliates are those that have over 50 per 
cent of their total revenues generated by activities classified in the banking 
industry (Bureau of Economic Analysis (BEA) industry classification code 
600). Code 600, "banking", includes those "business enterprises engaged in 
deposit banking, foreign branches and agencies of United States banks 
whether or not they accept deposits abroad, United States branches and 
agencies of foreign banks whether or not they accept deposits in the United 
States; and bank holding companies, that is, holding companies for which 
over 50 per cent of their total income is from banks which they hold" .12 The 
final concept chosen for the present analysis to measure United States pres
ence in foreign banking markets is what the Department of Commerce calls 
"United States direct investment position in banking (book value)". This 
measures United States FDI in banking by the value of the equity of the 
United States parent firms in, and permanent loans to, their foreign banking 
affiliates. This position may be viewed as the contribution of the parent 
firms to the total assets of their foreign banking affiliates, or as financing 
provided by United States parent firms to their foreign banking affiliates in 
the form of permanent investment, that is, either equity or permanent debt. 
Examples of permanent investment are funds from parent firms that are used 
to establish or to acquire the affiliates, or to finance the purchase by the affil
iate of property, plant and equipment of the finance affiliates. 

Protectionism in banking 

As indicated before, for purposes of this article, protectionism in bank
ing has been defined as inequality of competitive opportunities for domestic 
and foreign banks resulting from the banking regulatory framework of the 
host country. The most comprehensive information available on the level of 
protectionism in banking across countries is contained in the Report to 
Congress on Foreign Government Treatment of U.S. Commercial Banking 

12 "Business enterprises engaged in functions closely related to banking but not accept
ing deposits, such as non-deposit trust companies, credit agencies, foreign currency 
exchanges, clearing house associations, money order and travelers' check issuers, among 
others, are classified in BEA code 610" - finance, except banking (United States Department 
of Commerce, 1981 ). Code 610 should thus be included in the dependent variable, as it repre
sents FDI in the financial services industries by non-banks. Unfortunately, because the infor
mation reported by the United States Department of Commerce collapses code 610 with, for 
example, investment in real estate, it has been excluded from the measurement. Indirectly 
owned foreign bank affiliates are also not reported in the data. 



Organizations by the United States Department of the Treasury (1979). 13 

The extent to which foreign banks can operate in a given domestic banking 
system depends primarily on the legal framework and the administrative 
policies or practices pertaining to foreign bank presence in the country con
cerned. The Report of the United States Department of the Treasury identi
fies two different dimensions of protectionism: the first refers to regulation 
concerning the entry of foreign banks into the banking sector of a country; 
the second refers to the discriminatory treatment of foreign banks once 
inside the country, namely, operational constraints. 

Restrictions on foreign-bank entry range from prohibition of any for
eign bank presence to admission of foreign banks in any institutional form 
they may prefer. Measurement of the level of barriers to entry for each spe
cific country was approached through the construction of two dummy vari
ables, Dl and D2, according to the following: DI takes the value 1, if there 
exist limits in the acquisition of equity interests in indigenous banks equal to 
x per cent of the total equity of the bank (where x is larger than 0 and 
smaller than 100), and 0 otherwise; D2 takes the value l, if the establish
ment of foreign-bank branches is prohibited, and 0 otherwise. 

As concerns operational constraints, the data contained in the 1979 
Report suggest a classification of these constraints in three types: intentional 
constraints, accidental constraints and preferential treatment measures 
(details are contained in table 1)-14 For measurement purposes, one dummy 

13 A very interesting characteristic of the Report is that the authors attempted to identify 
the actual situation faced by United States banks abroad as opposed to simply reporting the 
nominal laws and regulations in each country. In fact, as pointed out by Tschoegl ( 1981 ), 
actual legislation prohibiting a particular practice may be lacking, yet each foreign bank enter
ing a country may have to subscribe to an unpublicized "gentlemen's agreement" with the 
local central bank, which may be as restrictive. On the other hand, regulations may be promul
gated but not fully enforced. Consequently, to overcome the problem of identifying the real 
situation faced by the United States banks abroad, the authors of the Report resorted to the 
assessment of United States diplomatic posts throughout the world and United States banks 
with overseas operations. The Department of the Treasury has subsequently issued various 
updates of the original 1979 Report. The 1979 Report still provides, however, the best compi
lation in terms of coverage and easy reference for research. It is on that basis that these data 
were chosen for the analysis. 

14 Some Governments have deliberately reduced competitive inequities affecting foreign 
banking affiliates through a flexible application of regulatory requirements or by granting 
them privileges not extended to domestic banks. In some other cases, measures applied equal
ly to both groups of competitors have a favourable impact on foreign banking affiliates 
because of the nature of their operations. For additional discussion, see Gelb and Sagari 
(1990). 



variable has been constructed for each one of the subclassifications of the 
operational constraints contained in table 1. The dummy variable takes the 
value 1 whenever the corresponding regulatory features have been observed, 
and O otherwise. 

The empirical tests were run using different linear combinations of the 
dummy variables representing each of the two types of barriers to entry and 
each of the operational constraints, where weights are the result of the appli
cation of principal component analysis to the regulatory framework matrix 
"R". Matrix R is such that each of its columns corresponds to one of the 
dummy variables constructed to account for the various banking regulatory 
features, namely, Dl, D2, IOCl to IOC7, AOCl to AOC4, and PTl to 
PT4_15 

Investment position in non-banking industries abroad 

This factor is measured by the variable NBDI, defined as the book value 
of total United States FDI in a specific country minus the book value of its 
FDI in banking. 

Market size 

This factor is measured by the dollar value of the gross national product 
(DGNP) of each country, computed as the local currency value of GNP 
times the corresponding average exchange rate (XR) for 1977. Par rates or 
market rates have been used according to the preference indicated in the 
International Financial Statistics published by the International Monetary 
Fund. 

Level of competitiveness 

Three alternative measures have been used to capture the level of com
petitiveness of host-country domestic banks: 

• A measure of bank efficiency, namely the ratio of banking out
put to number of employees. The banking literature provides 
various suggestions concerning the measurement of banking out
put. Benston and Smith (1976) and Longbrake (1974) have used 
the average number of deposit and loan accounts serviced per 

15 Detailed comments on the principal component procedure and its results are available 
from the author upon request. 



Table 1. Operational constraints8 

A. Intentional operational constraints include: 

• Regulations related to private sources of funds (IOC1) 

• Regulations affecting the_ number or location of foreign banking 
affiliates (FBAs) (IOC2) 

• Regulations affecting access of FBAs to central bank discount 
facilities (IOC3) 

• Restrictions on the services which FBAs can offer, other than 
those related to deposit-taking (IOC4) 

• Restrictions related to the loan and security portfolio (IOC5) 

• Tax-related regulations (IOC6) 

• Other intentional operational constraints (IOC7) 

B. Accidental operational constraints include: 

• Limits to the volume of assets, liabilities or size of loans to indi
vidual borrowers (AOC1) 

• Credit ceilings imposed for purposes of domestic monetary poli
cy (AOC2) 

• Other restrictions resulting from general economic and balance
of-payments policies (AOC3) 

• Other accidental operational constraints (AOC4) 

C. Preferential treatment measures include: 

• Regulations concerning reserve requirements on deposits or 
funding in the interbank market (PT1) 

• Preferential measures related to directed lending (PT2) 

• Access to swap facilities not available to domestic banks (PT3) 

• Other preferential measures (PT4) 
a The variable name used in the empirical analysis is in parentheses. 



month as their unit of output to measure customer-related serv
ices, plus the average size of the account to measure the activity 
per customer. Alternative measures of output used in previous 
research have been, for instance, the sum of the number of 
accounts, dollars of deposits, loans, total assets, or total dollars 
of deposits and loans (see, for example, Benston, Hanweck and 
Humphrey, 1982). For this article, the only information readily 
available associated to bank output across countries relates to the 
dollar amount of loans and deposits. Banking output has thus 
been measured by total dollars of deposits plus loans. 16 

As regards the number of employees in banking, The Banker 
(June 1983) published such figures, per bank, for the largest 500 
banks in the world. It also published, for the same banks, the 
dollar value of assets less contra accounts and the dollar value of 
deposits. The use of data corresponding to the largest 500 banks 
in the world implicitly assumes that, when looking at local banks 
in foreign countries, United States banks take as their main com
petitors those local banks that are in their "league", namely, 
banks included in the largest 500 list. For purposes of this analy
sis, then, one first proxy for the level of competitiveness of the 
domestic banks of each host country is the weighted average 
ratio of "assets less contra accounts plus deposits" to "number of 
employees", for the local banks included in the largest 500 list 
(W AP). Weights for this average are given by the size of each 
bank's output. 

• The number of banks of each country included in the largest 500 
list (B500). 

• The ratio of 8500 to EAP - the economically active population. 
This ratio (PB500) has been used to account for the impact of 
country-size effects on the number of banks in the 500 list 
(B500). 17 

16 A similar approach was used by Sagari (1989) within an international trade context. 

17 For the last two measures, the implicit assumption is that the presence of domestic 
banks of international stature is a good indicator of the level of competitiveness of a country 
in banking. 



Estimationl8 

Empirical specifications and methodology 

Estimation of the model was done through cross-section least-squares 
regression analysis. The dependent variable in the empirical specifications is 
the logarithm of the book value of United States FDI in banking (LFDI). 
The book value of the FDI in banking is bounded below by zero and, there
fore, assumptions on the normality of the residuals cannot be satisfied. The 
logarithmic functional form is adopted to deal with this problem. 

The independent variables are: (i) the logarithm of the United States 
FDI in the non-banking sector abroad; (ii) the logarithm of the market size 
of the host country; (iii) the logarithm of the level of competitiveness of the 
host-country domestic banks; and (iv) the level of protectionism in banking. 

As indicated before, the proxy measures for the level of protectionism 
are the principal components extracted from the regulatory matrix. Only 
those principal components that might, theoretically, prove of relevance in 
explaining the geographic pattern of the United States FDI in banking have 
been included in the final specification. 19 On the basis of the interpretation 

18 Data on FDI and NBDI were obtained from the United States Department of 
Commerce (1981) and the Survey of Current Business (1978). Data on banking regulation 
were obtained from the United States Department of the Treasury (1979). Data on GNP were 
obtained from the International Monetary Fund (IMF), International Financial Statistics, vari
ous issues. Data on XR were obtained from IMF and UNESCO, Statistical Yearbook, various 
issues. Data on EAP were obtained from various issues of the Yearbook of Labour Statistics of 
the International Labour Office, and FAO Production Yearbook (1978). Data on WAP and 
B500 were obtained from The Banker (1983). 

The sample excludes all those countries that prohibit any foreign banking presence other 
than in the form of a representative office. Also excluded are countries for which information 
available on the United States investment in their domestic banking sector corresponds to 
"grandfathered situations" (countries in which prohibition of foreign bank entry came into 
existence after the actual entry of some foreign banks into the sector, and where existing for
eign banks were allowed to continue operations). 

19 In fact, in the regression context, the choice of principal components to include in the 
model should be guided by their correlation with the variable to be explained, that is, the 
dependent variable. Conversely, when the objective of the analysis is to explain as much of 
the total variation of the original matrix as possible the components to be chosen are those 
with the largest variances (Mardia, Kent and Bibby, 1980). The interpretation of the principal 
components is based on the signs and magnitudes of the eigenvectors associated to each of the 
variables of the matrix R. · 



of the contents of the principal components, the regression analysis incorpo
rates two principal components: principal components 2 and .'.i.2° 

Principal component 2 is interpreted as capturing a general degree of 
intent in the discrimination against foreign banking affiliates. It signals the 
general attitude of the authorities of a host country towards the presence of 
TNBs. Higher values for the component indicate higher levels of opposition 
against foreign banking presence. The coefficient associated with this vari
able is therefore expected to be negative. 

Principal component 5 is a bipolar dimension comparing protectionism 
implemented through barriers to entry and protectionism observed in the 
form of constraints that either explicitly or unintendedly have a negative 
impact on the operations of TNBs once inside a country. By construction, a 
higher value of this component indicates a relatively heavier reliance of the 
authorities of the host country on the first type of protectionism. As indicat
ed in the 1979 Report, obtaining permission to establish operations in a 
given country is more often a problem than conducting successful opera
tions once entry has been accomplished for banks. Operating constraints do 
not seem to be an overriding concern for these banks. Their typical strategy 
is to assess the environment in which they must operate; if business oppor
tunities still exist, they deal with the restrictions. In fact, in a survey con
ducted for purposes of the Report, many bankers indicated a desire to enter 
certain countries in which foreign-bank presence was prohibited or severely 
limited, even though operations of established foreign banks were subject to 
substantial restraints. Based on these comments, the coefficient associated to 
this component is expected, a priori, to be negative. 

All empirical specifications include also an intercept term interpreted 
as an average of omitted variables and an error term assumed to be uncorre
lated with the independent variables included in the model. 

Table 2 shows the sample used in the estimation. Also reported there 
are the values for United States FDI in the banking and non-banking indus
tries, respectively, for each of the countries included in the sample, the dol
lar value of their GNP, the data corresponding to the different proxies for 

20 The interpretation of the remaining principal components indicates that they focus on 
very specific features of fore:gn bank regulation, which might adversely affect the intended 
generality of the study, or imply comparisons between features which, on the basis of the 
scarce literature on the issue under study, seem of secondary relevance. These components 
have therefore been omitted from this analysis, except for some exploratory trials using step
wise regression analysis. 



the level of competitiveness of their domestic banks and the values of the 
two principal components. 

The methodology used for the estimation of each specification was ordi
nary least-squares regression analysis. In all cases, residuals were analysed 
to check for the constancy of variance and normality. 

The presence of heteroscedasticity was checked through the study of the 
absolute value of the residuals resulting from the original estimation. 
Heteroscedasticity was corrected through a "Glejser adjustment" (Glejser, 
1969). That method implies the application of weighted least-squares 
(WLS) regression analysis, using as a weight variable for each specification 
the fitted absolute value of the residuals. That value results from an ordinary 
least-squares regression run on variables with significant explanatory power. 
Normality of the residuals was studied by examining the histogram of both 
their actual and standardized values. 

Results 

Table 3 shows the ordinary least-squares regression results correspond
ing to specifications including principal components 2 and 5 as proxies for 
the level of protectionism in banking. 

Heteroscedasticity was tested for following Glejser (1969), that is, 
regressing the absolute value of the residuals corresponding to each of the 
model specifications in table 3 on different functions of explanatory vari
ables a priori thought to be associated with the variance of the residuals. 
Table 4 shows the most significant results obtained from this analysis. The 
corresponding fitted values were used as weight variables in the weighted 
least squares (WLS) regressions yielding the final heteroscedasticity
adjusted estimations. These are reported in table 5. 

In general, the fitness of the models, both in terms of the adjusted R2 

and the F-statistics, is very good. In all cases the distribution of the residuals 
is at least approximately normal. The resulting parameter estimates are 
therefore both least-squares and maximum likelihood estimators. 

Before commenting in detail on these results, it seems worthwhile to 
review briefly the expectations as to the signs of the coefficients of the 
explanatory variables drawn from the theoretical framework developed 
earlier. 
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Table 2. Sample and data 
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Key: 
FOi: United States FOi in banking, in millions of dollars. 
NBOI: United States total FOi minus United States FOi in banking, in millions 

of dollars. 
OGNP: Value of GNP, in millions of dollars. 
WAP: Weighted average productivity. Weighted average ratio of "assets less 

contra accounts plus deposits" in millions of dollars to "number of 
employees" for local banks of each country in the largest 500 list. 
Weights are given by the amount of "assets less contra accounts plus 
deposits" for each bank. 

B500: Number of local banks on the largest 500 list. 
PB500: Ratio of the number of local banks on the largest 500 list to the thou

sands of workers in the economically active population. 
PRIN2: Principal component 2. General degree of intent in the discrimination 

against TNBs. 
PRINS: Principal component 5. Bipolar dimension comparing protectionism 

implemented through barriers to entry, and protectionism observed in 
the form of operational constraints that have a negative impact on 
operations of TNBs once inside the country. 



Table 3. Ordinary least-squares regression results. Dependent variable: 

: 
.. 

: .. 
1 ~a:346 0.704··. 0.216'· 

.. 
(~1.76)b (3.11)C (0,91) .. .. : .. 
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2, ~2.635 .0.638 .. .0.,173. 

{-l02) (3.2Q)C (0.52) 

LNBOI LDGNP 

.3 : ~3.378 0.685 0.145 .. 

(-t70) (3.19)C (0.59) 

a I-statistics in parentheses. 
b Significance at the 10 per cent level. 
c Significance at the 5 per cent level. 
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{·2.59)C 

PRINS 

-0.379 

(-2.75)C 

0:71: : 10:1oc · .. 

0:70 10:39c • 
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Within that framework, it had been hypothesized that the pattern of geo
graphical distribution and volume of operations of United States foreign 
banking affiliates would depend on a variety of factors. The empirical analy
sis considers the level of protectionism in banking; the amount of United 
States FDI in non-banking industries; the market size of the host country; 
and the level of competitiveness of its domestic banks. 

Negative coefficients are expected in the variables proxying protection
ism in banking. Also a negative sign should be observed in the estimate 
associated with the level of competitiveness of the host-country domestic 
banks. Conversely, positive estimates would be expected for both United 
States FDI in non-banking industries and the market size of the host 
country. 

Actual final parameter estimates concur largely with the theoretical 
expectations. The parameter for United States FOi in non-banking industries 



Table 4. Glejser's heteroscedasticity analysis3 

a I-statistics in parentheses. 
b Independent variables: 

ILNBDI = 1/1n NBDI. 
INBDI2 = 1/(NBDl)2. 

c Significant at the 5 per cent level. 

is consistently positive, as expected, and significant at the 5 per cent 
level in all models. 

These results are consistent with those in Fieleke (1977). As reported 
there, his interviews with United States bankers both in the United States 
and in branches abroad suggested that the principal advantage United States 
banks operating in foreign countries have over their domestic competitors is 
their detailed knowledge of how to service the banking requirements of the 
United States firms located in those countries. The results are also consistent 
with the findings of Nigh, Cho and Krishnan ( 1986), which show a positive 
impact of total United States FDI on United States branch-banking involve
ment in foreign companies. Within this framework, foreign investment in 
the banking industry can be interpreted as an effort to profit further from 
their original investment in learning the banking requirements of their cus
tomers in the United States and in designing and marketing ways of servic
ing those requirements. 



Table 5. Weighted least-squares regression results. Dependent variable: 

.1 · · Fitted value 
ofres: on 
· .. ILNBDI 

... 2 . . . · fi.t{ed .value 
. Qf res. ori 

11.NSOI 
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3 .. ·.·. • .Fitted value 
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LNBOI .. LO~NP. LB50(L·PHI N2 . PRINS ·• 0. 78 
·1.762 0.620 0:0081 0.16t ~0;09 .;0]24 .. 
•(0.77) (4.34)C (0.29) (0.55.) (is2{ (3;92)C 

LNBDI LOGI\JP LPB500 PRIN2 PfHN5 0.72: tfMc 
-3.489 0.647 0.171 -0.120 -0.087 -0.349 
(-1.93)b {3.35)C (0.86) +0.7Q) (•0.65) (-3.i 1 )C 

at-statistics in parentheses. 
b Significant at the 1 O per cent level. 
c Significant at the 5 per cent level. 

The parameter associated with the market-size variable is always posi
tive as expected, but insignificant. The correlation between adjusted 
LDGNP and LNBDI is very high (around 0.78). It is therefore possible that 
the insignificance of the coefficient of the market-size variable is mostly a 
result of this collinearity rather than an indication of the irrelevance of the 
variable. 21 

The parameter estimates associated with the proxies for the level of 
competitiveness of the domestic banks of the host country behave in a 
mixed fashion. For the weighted average productivity (LW AP) and the per 
capita number of banks in the world's largest 500 list (LPBS00), the estima
tors are negative. For the variable number of banks in this list (LB500), the 
eslimator is positive. 

As indicated before, in principle it would be expected that relatively 
high levels of competitiveness of the host country domestic banks are asso
ciated, ceteris paribus, with relatively low levels of United States FDT in the 
banking industry of that country. If it is true that the measures used in this 
study are adequate indicators of the level of competitiveness of a country in 

21 Fieleke O 977) reported similar results. 



banking, those measures should show a negative correlation with the level 
of FDT in the industry. 

The variables L W AP and LPB500 behave according to expectations. 
Conversely, the variable LB500 presents a positive parameter estimate. In 
the author's opinion, however, this contradictory result strongly suggests 
that the chosen variable does not adequately measure the level of competi
tiveness of a country in banking. Moreover, the variable might be more rea
sonably associated with the size of the banking industry of a host country or, 
more generally, with the market size of the host country. In fact, the correla
tion between the latter and LB500 is very high (around 0.76). On this basis, 
the economic meaning of a positive estimate for the number of banks in the 
500 largest list becomes intuitively clear. Estimates are, in all cases, statisti
cally insignificant, which would suggest either that the level of competitive
ness of the host-country domestic banks is not a crucial determinant of the 
geographical distribution of United States TNBs, or that the adopted proxies 
do not capture that factor adequately. Unfortunately, as discussed before, 
data limitations made the use of any better measures impossible. 

Finally, the proxies for the level of protectionism, namely principal 
components 2 and 5, have the expected sign in all models. Principal compo
nent 2 is always insignificant; principal component 5 is significant at the 5 
per cent level. 

To explore further the impact of regulation on the level of United States 
FDI in banking, another set of estimations was obtained on the basis of a 
modified version of model 1 in table 3. This modified model excludes prin
cipal components 2 and 5 as explanatory variables. The absolute value of 
the heteroscedasticity-adjusted residuals resulting from this estimation was 
then analysed according to the following. First, for each of the original regu
latory variables, the countries in the sample were classified in two groups: a 
group in which the relevant regulatory feature is observed, that is, the asso
ciated dummy variable takes the values of 1; and a group in which the rele
vant regulatory variable feature is not observed, that is, the associated 
dummy variable takes the value of 0. Then, the equality of the means of the 
absolute value of the adjusted residuals (for each of the two groups) was 
tested through at-statistic. 

The means of the adjusted residuals are statistically significantly differ
ent only for those groupings of observations based on variables D2, AOC!, 
AOC2 and AOC3 (table 6). In principle, those results appear to suggest the 
irrelevance of most host-country foreign-bank regulatory features as a loca-



tion-specific detenninant of United Stat~s FDI in that industry. However, 
their comparison with those results reported in table 5 provides an interest
ing insight to this issue. 

As discussed earlier, this article uses principal component analysis as a 
technique to summarize the data in the original regulatory matrix. 
Moreover, each of the principal components extracted from that matrix is a 
linear combination of the individual variables composing the matrix. 
Consequently, each principal component allows by itself for the considera
tion of the impact on United States FDI in banking of each and all of the 
regulatory features weighted by the elements of the corresponding eigenvec
tor. Thus, any particular principal component provides a comprehensive 
synthesis of the regulatory environment. Conversely, the individual regula
tory variables are very specific and limited in their contents. Joint considera
tion of the t-statistics in table 6 and the statistical significance of principal 
component 5 in table 5, stress the ability of the principal component to cap
ture, in one single measure, the set of regulatory features that significantly 
affect United States FOi decisions in banking. In that sense, the use of that 
component as a proxy for the level of protectionism in banking is further 
substantiated. 

Conclusions 
The above results indicate a satisfactory performance of the location 

factors used in this analysis as detenninants of the geographical pattern of 
United States foreign-banking affiliates. The fit of the models, both in tenns 
of adjusted R2 and F-statistics, is very good. The residuals present all the 
desirable characteristics. The sign and significance of the independent vari
ables are also, in general, reasonably satisfactory. An exception must be 
made concerning the variables proxying the level of competitiveness of the 
domestic banks of the host country. The poor performance of this variable is 
likely a result of the severe difficulties involved in its measurement,22 

although it could also be interpreted, in the context of the debate over the 
eclectic model, as suggesting that firm-specific advantages are not always 
required as a "compensating advantage" for transnational banks. A similar 
finding was reported in the historical studies of Jones ( 1990). 

22 A desirable next step in research in this area is the development of new proxies for 
this variable. This might improve the explanatory power of models of the type examined here, 
and consequently enhance their usefulness for policy suggestions. 



Table 6. Tests of equality of means 

a Significant at the 10 per cent level. 
b Significant at the 5 per cent level. 

An aspect to be stressed is the usefulness of the introduction of princi
pal components as indicators of different characteristics of the foreign bank 
regulatory framework. This aspect can be regarded, in fact, as one of the 
most distinct and interesting features of this article. Since the data analysed 
in this article were published, the volume and scope of transnational bank 
activities have varied enormously. An interesting question is whether the 
findings reported here are still relevant to TNBs. While there is no basis a 
priori for questioning the importance of the three major variables found to 
be significant, further research on the determinants of banking FOi would 
certainly be useful. 

From a policy perspective, this article indicates that, in the short- and 
medium-term, the one area on which Governments may act if they desire to 
attract TNBs is the regulatory framework and, in particular, those aspects 
having to do specifically with foreign-bank entry in all modalities. The key 
issue for host countries in this connection, however, has to do with the 
expected impact of foreign bank presence on national welfare. 



One aspect of frequent concern for domestic banking authorities refers 
to the impact of foreign-bank presence on national monetary policy, 
exchange rates, capital inflows and outflows, and investment patterns.23 

Another issue of concern lies on the implications of foreign-bank presence 
for the domestic financial industry. Some Governments fear the effects of 
the competition that foreign entry may bring; others seem to be anxious to 
attract foreign banks precisely so as to increase domestic competition and 
deepen the local financial markets through the establishment of new types of 
institutions, or the introduction of new financial instruments (Tschoegl, 
1981; Gelb and Sagari, 1990; UNCTC, 1981). 

In countries with financial systems dominated by public-sector institu
tions, allowing foreign-bank entry may amount, in effect, to breaking a 
Government monopoly. Conversely, the potential benefits of foreign-bank 
entry may be limited by their frequent practice of concentrating their busi
ness in special niches or segments of the market. This is more likely to hap
pen in countries with unsophisticated financial systems. Most TNBs do not 
develop an extensive branch network and are more likely to provide services 
to large urban clients than to small farmers, for example. However, and even 
though small savers and borrowers may be left captive of the indigenous 
financial institutions, practical evidence shows that "the threat of foreign 
competition, even if only for a limited sphere of business, may cause 
domestic intermediaries to improve their services and products." (Gelb and 
Sagari, 1990, p. 50). Another important contribution of foreign banks is on
the-job management training. In some countries, in the longer run, this infu
sion of skills may be the most important spin-off from the entry of foreign 
banks. 

Frequently, the reluctance to allow foreign-bank presence is a result of 
the perceived need to protect financially fragile indigenous institutions. But 
entry of TNBs may provide an excellent opportunity to restructure and 
"cl~an" the domestic system. At other times, when Governments use the 
financial system to fulfill non-economic objectives (for example, distribu
tion of subsidies through below market-rate financing, or concessional 
financing of the Government through forced investments), their resistance to 
allow foreign-bank entry stems from their recognition that it will be more 
difficult to persuade foreign institutions to follow those guidelines. 

An analysis of some of those issues within a partial equilibrium frame
work is contained in Allen and Giddy (1979) and Blejer and Sagari (1987). 
However, a thorough understanding of the welfare implications of foreign 

23 See, for instance, Pecchioli (1983), Tschoegl (1981) and Walter (1985). 



presence in the banking industry of a country should undoubtedly be framed 
in a general equilibrium context that captures the interaction between finan
cial and real sectors of the economy. Moreover, the analysis should be 
dynamic and consideration should be given to the path of adjustment of the 
financial sector and the economy in general to foreign banking presence. 

Evidently, the task is very complex as recommendations need to be tai
lored to national peculiarities. Policy makers, however, are faced daily with 
decisions that may have an impact on the potential of their countries to 
attract foreign banking presence. This article has identified some of the criti
cal factors detennining that potential. To this extent, it should provide some 
useful guidelines concerning foreign-bank response to different policy 
measures and attenuate the complexity of the decision-making process. ■ 
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