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Foreign bank penetration in
emerging and developing
economies (EMDEs) has been
growing in importance since the
1990s and as EMDEs continue
to liberalise their bank-based
financial systems, the role of
foreign banks is expected to
become even more prominent.

Allowing foreign bank entry

can promote financial sector
development in EMDEs, leading
to positive growth outcomes,

but research points out that the
marginal effects of foreign bank
entry tend to diminish with rising
income levels.

Empirical evidence suggests that
foreign banks tend to promote
financial inclusion in EMDEs by
easing supply-side constraints.

Foreign banks generally
strengthen interest-rate
transmission in EMDEs but only
if there is a sufficient degree of
foreign bank presence.

Issue

The series of crises in emerging and
developing economies (EMDEs) during
the 1990s spanning Latin America to Asia
provided a major impetus for crisis-hit
countries to open their domestic markets
to foreign banks, mainly to recapitalise
their beleaguered banking systems. Despite
variations in the degree and scope of their
involvement across regions and countries,
foreign bank presence has grown significantly
across the board in the EMDEs. One often-
used yardstick to measure the extent of
foreign bank presence in a country is to
look at their share of assets in the domestic
banking system. The latest available data
indicates that in EMDEs this share has
doubled from 22 per cent to 44 per cent
between 1995 and 2009 (Figure 1, see
next page). Allowing foreign banks into a
host economy could generate a variety of
benefits. Figure 2 provides a snapshot of
the literature on foreign bank entry and the
implications for host economies. This brief
highlights some of these implications based
on new research.

Assessment

Several studies document evidence of
greater efficiency gains to the domestic
banking system in the host countries,
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particularly in the context of EMDEs. A
voluminous body of research points out how
foreign banks generate efficiency gains by
facilitating a reduction in cost structures;
improvements in operational efficiency;
and the introduction and application of
new technologies and banking products.
In relation to this, foreign banks could
enhance the quality of human capital in
the domestic banking system by importing
high-skilled personnel to work in the local
host subsidiary as well as via knowledge
spillovers to local employees which may in
turn benefit customers through access to new
financial services. Foreign banks generally
not only operate with lower overhead costs
and charge lower spreads compared to
domestic banks but also help promote bank
competition by pressuring other banks to
lower their costs and their spreads, which
have led to overall improvements in the
banking system efficiency.

Beyond the promise of efficiency
improvements, which remains the most oft-
cited rationale for allowing foreign banks,
the literature also broadly points to how
foreign banks contribute to the development
of overall financial and money markets in
the host economy which eventually leads
to favourable economic growth. Foreign
banks could contribute to financial sector
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Figure 1: Trends in Foreign Bank Entry
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Note: This figure shows the average
share of assets held by foreign banks
(expressed as percentage of total
assets) in each region at each point in
time. A bank is considered foreign when
it owns atleast 50 percent of shares.

Source: Compiled from Claessens et al.
(2008) and Claessens and Van Horen
(2011).

deepening by expanding banking credit to
the private sector, enhancing liquidity in the
domestic equity market, or contributing to
a well-capitalised bond market. Generally,
studies have found evidence that foreign
banks contribute to reduced costs of financial
intermediation which results in increased
credit availability and enhanced financial
development in the host country (Claessens
et al. 2001). But there are also studies
that point out that in EMDEs foreign banks
may decrease financial depth’. However,
it is important to allow for differences in
economic development between countries
before concluding that there is a negative
relationship between foreign banks and
financial depth. In recent research, | probe
this nexus between foreign bank presence
and financial deepening for 57 EMDEs over
1995-2009 and find that foreign banks tend
to not only have a direct positive impact
in furthering financial depth, but also that
the marginal effects of foreign bank entry
diminishes as income levels rise. In other
words, the impact of foreign bank entry tends
to become smaller as the country attains
a higher level of economic development
(Gopalan, 2014).

The second dimension relates to how
foreign banks broaden the accessibility
of financial services for households and
firms that promotes financial inclusion in
the economy. There are concerns that the
entry of foreign banks could be negatively

associated with banking sector outreach
owing to the tendency of foreign banks to
cater to a smaller segment of the population
(Beck and Martinez Peria, 2009). Upon
examining the relationship between foreign
bank entry and financial inclusion for 52
countries over 2004-2009, my coauthor and
| find that foreign banks have a significantly
direct positive impact in furthering financial
inclusion, although the positive impact
markedly reduces when we factor in the
levels of banking concentration in the
economy (Gopalan and Rajan, 2014a).

Another important theme in the
foreign bank literature is its impact on
macroeconomic volatility and financial
stability. Foreign banks could be a vital
source of stability during periods of local
stress since in theory they have the ability
to raise the required funds from their head
offices in their parent country. They could
also serve as a potential transmission
mechanism of external shocks which increases
instability in the host country. Previous
studies suggest that there are two key
aspects of foreign banks' lending behaviour.
The first is whether foreign banks act as
stabilising forces or shock transmitters (in
terms of their credit supply) during episodes
of global/external policy shocks. The second
pertains to how they affect monetary policy
transmission in the host country in the face
of domestic monetary policy shocks.
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Figure 2: Multi-Dimensional Implications of Foreign Bank Entry
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On the one hand, there is evidence that
foreign banks may be somewhat “fickle
lenders”, owing to their better access to
alternative business opportunities than
domestic banks. This could lead them to
import shocks from their home countries,
destabilising domestic banking systems.
On the other hand, others find that foreign
banks can serve as a buffer in the case of
negative shocks, because of their diversified
liquidity sources. It is also pertinent to
recall that several foreign banks enabled
faster recapitalisation of domestic banking
systems after crises, as was evident for
several countries in Asia and Latin America.

While the consensus that emerges from
the literature focussing on the implications
of foreign bank lending during the global
financial crisis (GFC) is that foreign banks
seem to promote instability through rapid cut
backs in their lending relative to domestic
banks, there is an important difference
between the GFC and previous crises that
needs to be borne in mind. The epicenter
of the GFC was in the advanced economies
where foreign banks are headquartered while
previous crises originated in EMDEs which is
why the impact of parent funding shocks on
lending by affiliates has come under scrutiny
(Van Horen, 2013). However, overall most
studies find a positive impact of foreign
banks on financial stability, as they have
exhibited more consistency in lending during

most EME crises. Further, foreign banks which
are of the brick and mortar type appear to
have been more committed than the others
that entered new markets through mergers
and acquisitions or other modes (De Haas
and Van Horen, 2013) which underlines the
importance of mode of entry for financial
stability.

While the implications of foreign banks
for crisis transmission have been the subject
of some studies, a less-asked question
has been, how do foreign banks affect
domestic monetary policy transmission?
An important channel in EMDEs is interest
rate transmission, since several EMDEs
have moved towards flexible exchange rate
regimes which have made interest rates an
important instrument for macroeconomic
management. In recent research, my coauthor
and | estimate the impact of foreign bank
entry on interest rate pass-through for a 57
EMDEs over 1995-2009. We find evidence
of strong threshold effects, which means
that foreign bank entry enhances interest-
rate pass-through only in countries with a
sufficient degree of foreign bank presence.
Interestingly, our results also suggest that
the interest rate transmission weakens
after controlling for banking concentration,
reiterating the need to pay attention to how
foreign banks affect market structure through
greater banking competition (Gopalan and

Rajan, 2014b).
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RECOMMENDATIONS

The findings of recent research on foreign
bank entry offer policy insights, specifically
pertaining to the impact of foreign banks
on financial depth, financial inclusion and
interest rate transmission in EMDEs.

First, the significant and positive
association between foreign bank entry
and financial depth provides a strong case
for policy makers to design policies to
promote foreign bank entry. Such policies,
if implemented in a controlled manner, will
likely help them achieve greater financial
development, thereby leading to positive
growth outcomes. However, there appears to
be an inverse U-shaped relationship in the
way that foreign banks affect financial depth.
This implies that the marginal effects of
foreign bank entry tend to fall as countries
grow richer, implying that a one-size-fits-all
approach to financial liberalisation is likely
to be counter-productive.

Second, foreign banks help ease supply-
side constraints such as the inability to
provide physical access points for delivery
of financial services in host economies,
which in turn helps promote financial
inclusion. However, an important caveat to
keep in mind is that the positive impact of
foreign bank entry tends to reverse when
we observe greater banking concentration
in an economy. Concentration enables a few
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large players to generate monopoly rents
by holding on to information endowments
and aggravating problems of information
asymmetry that in turn deter new entry into
the market. Hence, the role of policy makers
in EMDEs is not just to provide a better
information environment to solidify welfare
gains from foreign bank entry, but also to
ensure that the domestic market is not
dominated by a few large banks.

Finally, recent research also finds that
greater foreign bank entry could contribute
to the strengthening of interest rate
transmission in EMDEs. Similar to the case of
financial inclusion, there is a qualification to
this result. If higher foreign bank entry tends
to be followed by higher levels of banking
concentration, the resulting market structure
may lead to weakening the interest rate
transmission as foreign banks may not pass
on changes in policy rates to lending/deposit
rates in order to engage in profiteering.

To conclude, as EMDEs continue to
liberalise their bank-based financial systems,
foreign banks can be expected to play
systemically more important roles. In this
context, there is an urgent and ongoing
need for countries to assess the cost-benefit
tradeoffs of foreign bank entry and design
appropriate policies to maximise the net
gains while minimising the risks associated
with this form of financial liberalisation.
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