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Abstract!

Institutional and legal differences between countries increase entry costs and
reduce the ability of banks to expand abroad. We use bilateral foreign banking
data for 176 countries to estimate a gravity model in which bilateral cross-border
banking activity is explained, in addition to standard variables, by legal and
institutional differences. We find that foreign banking is negatively affected by
absolute differences in the legal setup and in basic institutions between source and
host countries. Differences in the legal origin, for example, reduce bilateral
participation in the banking system by nearly 11 percent. Additionally we do not
find strong evidence suggesting asymmetries in adapting to “better” or “worse”
institutional/legal environments.

Keywords: foreign direct investment, international banking, institutions
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1. Introduction

Banks face multiple costs when expanding abroad. On the one hand, there are learning and
research costs associated with finding profitable investment opportunities, and on the other there
are costs of learning how to deal with a different institutional and legal framework. Despite the
fact that foreign banking has grown conspicuously since the 1990s, especially in Latin America
and Eastern and Central Europe, this paper shows that legal and institutional differences have
limited the expansion of banks’ activities across borders.

Several recent research papers have shown that foreign banking can contribute to increase
the efficiency of financial markets. Claessens, Demirgiic-Kunt and Huizinga (2001) suggest that
the effects of internationalizing the banking system are positive since banking systems increase
their competition and efficiency, in particular when foreign banks come from more developed
countries.” However, there is some controversy on whether credit volatility is reduced or
increased by foreign banks.’ On the one hand, some authors claim that foreign banks are able to
stabilize credit when shocks hit the economy because they have access to external funds that
allow them to smooth shocks out. Additionally, due to their reputation (franchise name), they are
able to stabilize local deposits in turbulent times. In addition, foreign bank entry may generate
competitive pressure that leads to policies that guarantee future stability such as more aggressive
provisioning standards and higher capital ratios.* On the other hand, some economists claim that
foreign banks are more sensitive to shocks in the host economy because they can substitute local
assets with alternative investments abroad that are not easily available for local banks.’

The decision of banks to expand their activities across their borders has been linked to
several forms of economic integration, such as bilateral trade flows and FDI, and to specific host
and source country characteristics. In the literature, there is clear evidence that foreign direct
investment in banking is correlated with the degree of integration between the host and the
source country. Grosse and Goldberg (1991), Brealey and Kaplanis (1996), Williams (1998) and
Yamori (1998) measure this relationship using bilateral trade and FDI, and find a positive and

significant correlation between proxies of the flow of foreign direct investment in banking and

2 See also Levine (1996) and Martinez Peria and Schmukler (2001).

3 See Goldberg (2001), Crystal, Dages and Goldberg (2001) and IMF (2000).
* See Crystal, Dages and Goldberg (2001) for a discussion.

> See Caballero (2002).



the level of bilateral economic integration.® These authors find no conclusive evidence on the
link between regulatory restrictions and local market opportunities and the decision of banks to
expand abroad. In a recent study, using bank-level data, Focarelli and Pozzolo (2000) show that
banks prefer to have subsidiaries in countries where expected profits are larger, owing to higher
expected economic growth and the prospect of reducing local banks’ inefficiency.

The literature has not focused, however, on how the cost of learning to deal with
institutional differences across countries can become an obstacle to foreign banking. For
example, learning how to work in a corrupt system can be costly for a banker whose lifetime
experience has been in Switzerland. The cost of learning the skills required to operate in a
corrupt state could be high enough as to discourage banking investment in such a country. The
opposite can also be true. A banker who has developed expertise in dealing with corruption can
be lagged in the development of other particular skills that can make it costly to expand to a less
corrupt environment. The same holds for differences in legal codes, regulations and the rule of
law. There is a cost in learning how laws treat specific issues and a greater one, probably, in
learning how the judicial system deals with law enforcement. The literature in industrial
organization shows that learning costs are an important entry barrier in many industries.’

This paper shows that besides economics integration and local financial characteristics
(profitability, size, etc.), unifying certain rules and regulations and converging towards
international institutional standards can reduce barriers to financial integration and allow
countries, especially developing ones, to enjoy the benefits of foreign bank penetration.

The rest of the paper is organized as follows. Section 2 presents some broad evidence of
the relationship between cross-border banking activity and differences in legal origin. Section 3
presents the data and the empirical framework used. Section 4 presents our results, and Section 5

concludes.

® In a similar spirit, Moshirian (2001) uses aggregate-country time series from the United States, United Kingdom
and Germany, and analyzes if foreign investment in banking in these countries depends on how much they trade and
how much they invest abroad in manufacturing.

7 See Tirole (1988) for a general discussion and Benkard (2002) for a discussion of the role of learning by doing in
the aircraft industry behavior (http://www.stanford.edu/~lanierb/).
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2. Broad Evidence

As discussed in the introduction, several institutional features can become an entry cost for
financial institutions that decide to expand abroad. The most straightforward is differences in
legal origin. Our main hypothesis is that banks are more willing to locate in foreign countries
with which they share legal features. As shown by La Porta, Lopez-de-Silanes and Shleifer (1997
and 1998), the fact that some basic legal features, such as the origin of the legal code, are shared,
implies that further regulations that protect creditors and shareholders in different ways tend to
evolve in similar fashions.

A Spanish bank that has skills for dealing with regulations and legal procedures derived
from the Napoleonic Commercial Code can use those skills in Latin American countries that
have the same French legal tradition. Hence a Spanish bank, for example has a cost advantage
over a German bank in entering Latin America. To test this idea, Table 1 compares bilateral
foreign-controlled assets between countries that share the same legal origin and ones that have
different legal origins. To control for income per capita, we divided the sample between

developed and developing countries.

Table 1. Differences in Means of Share of Foreign Assets

Host

Source Developed Developing

Different Legal Origin 0.48 Different Legal Origin 0.38

Developed Same Legal Origin 2.96 Same Legal Origin 2.41
Difference -2.48*** Difference -2.03***

Observations 506 Observations 3059

Different Legal Origin 0.00 Different Legal Origin 0.02

Developing Same Legal Origin 0.02 Same Legal Origin 0.13
Difference -0.02*** Difference -0.11%**

Observations 3059 Observations 17556

The share of bilateral foreign control of bank's assets is the sum of assets of banks of the host country in
which the source country owns 50% or more of their equity, divided by the total amount of banks' assets
in the host country.

*** Significant at 1%

A developed-country source has on average 3 percent of the host banks’ assets when the
host country is developed and shares the same legal origin. This percentage drops to only 0.5
percent when the host has a different legal origin. When the host is a developing country the

difference is similar. The same results hold when the source is a developing country; sharing



legal origin increases significantly the foreign bank participation in the host country. These
results suggest that sharing a similar legal environment significantly reduces the costs of entering
a foreign financial market.

The next section presents the data and the empirical framework that we use to explore,
more formally, if differences in the basic legal and institutional framework lead to higher
financial integration and, additionally, we explore if differences in bank specific regulations lead

to the same result.

3. Data and Empirical Framework

This paper uses bilateral country data to explore how differences in institutions and regulations

affect foreign bank cross-border shareholdings.

Cross-Border Shareholding Measure

We measure foreign bank penetration according to the control of the banking sector of a source
country in any specific host one. This bank-specific data is taken from Fitch IBCA’s Bankscope.
Bankscope’s ownership data is complemented with information from bank superintendencies,
annual bank reports, the periodicals Euromoney and The Banker and from web pages of the
biggest financial holdings in the world such as Citigroup, CSFB, HSBC, UBS Warburg, among
others.

Our proxy of bilateral foreign control of bank’s assets is the sum of assets of banks of the
host country in which the source country owns 50 percent or more of their equity. Our analysis is
conducted on a sample of 7,912 operating banks in 176 countries during 2001.* Europe has the
largest number of banks (4,334) in our sample, followed by Asia and the Pacific (884) and USA
and Canada (802). The remaining regions have fewer than 600 banks. A total of 1,006 banks

have cross-border shareholdings (almost 13 percent of the sample).

¥ We include investment banks, mortgage banks, savings banks and commercial banks as defined by BankScope.



Table 2. Foreign Banking in Regional Systems According to Origin'

Source Region Africa & Asia & Latin USA & Transition Europe4 TOTAL

Host Region Middle East Pacific AmericaZ? Canada Economies®

Africa & Middle East 7.68 0.14 0.00 1.89 0.03 3.66 13.39
Asia & Pacific 0.05 1.32 0.00 1.22 0.00 3.30 5.89
Latin Americaz 0.1 0.23 1.47 18.81 0.06 26.64 47.32
USA & Canada 0.08 0.68 0.03 0.95 0.00 8.61 10.34
Transition Economies’ 0.01 0.26 0.02 4.45 1.39 34.69 40.82
EUI'Op!E)4 0.34 2.49 0.03 3.34 0.02 15.89 22.11
TOTAL 0.34 1.64 0.05 2.47 0.02 11.25 15.77

Source: Estimates based on data from Fitch IBCA's Bankscope database.

' Ownership data reflect changes up to July 2001 while balance sheet data are the most recent available.
2 Excludes The Bahamas, Caymand Islands and Panama.

% Includes economies in transition from central and eastern Europe.

* Excludes Europe in transition.

Table 2 reports the level of foreign control in several regional banking systems according
to source regions. Latin America and transition economies have been the principal receivers of
FDI in banking, with foreign control of 47 percent and 41 percent, respectively, the majority
coming from European owners. Europe has foreign participation of nearly 22 percent, most of it
coming from regional banks. In contrast, the United States and Canada together have almost 10

percent foreign participation in their banking systems, while Asia has only 6 percent.

Legal and Institutional Differences

We use several variables to analyze the impact of differences in institutions and regulations on
cross the border banking activity.

Differences in Legal Origin: This is a dummy that takes the value of one if host and source
countries have different legal origins (British, French, Socialist, German or Scandinavian), and
zero otherwise. Sharing legal regimes can minimize learning costs in the investment process, and
it can also reduce operational costs given that certain economies of scale can be exploited at the
international level. Our prior is that banks are more willing to locate in foreign countries with
which they share legal features. As shown by La Porta, Lopez-de-Silanes and Shleifer (1997 and
1998), the fact that some basic legal features such as the origin of the legal code are shared
implies that further regulations that protect creditors and shareholders evolve in similar fashions.
Similarities in these regulations reduce costly adaptation to new environments. Our primary
source for this variable is the Easterly and Sewadeh (2001) Global Development Network
Growth database.



Differences in Financial Regulation: We construct a bilateral measure of differences in 11
specific items of regulation taken from the Barth, Caprio and Levine (2001) Bank Regulation
and Supervision database.” Our variable is defined as 11 minus the number of regulatory items
that are shared by the host and source country. Our measure ranges from 0 to 11, where 0 means
that both countries share the majority of the regulations. Differences in regulation imply learning
costs related to how to manage a bank in a different environment. An important feature for this
variable is that it is measured at the end of 1990's and hence it could have been affected by the
presence of foreign banks."

Differences in the Regulatory Burden: Kaufmann, Kraay and Zoido-Lobaton (2002) construct
measures on the excessive burden of regulations. Their index ranges from -2.5 to 2.5, with higher
values indicating a lower burden. We construct the absolute value of the country pair difference
of this measure. Once again, differences in regulatory burdens imply the development of specific
skills to deal with them efficiently.

Differences in Corruption: Based on indexes of corruption widely used in the literature, we
construct the absolute value of their difference across country pairs. Entering into a country with
a different level of corruption implies developing the necessary skills to learn how to operate in
such markets. Our primary source is Kaufmann, Kraay and Zoido-Lobaton (2002). Their
corruption measure ranges from -2.5 to 2.5, where higher values indicate less corruption.
Differences in Rule of Law: As above, we construct the absolute value of the difference across
country pairs of the Kaufmann, Kraay and Zoido-Lobaton (2002) rule of law index. Their index
ranges from -2.5 to 2.5 and higher values indicate better rule of law. Differences in degrees of
law enforcement also imply the development of specific skills to deal with them. As a robustness
test and based on La Porta, Lopez-de-Silanes and Shleifer (1997) we construct a measure of
differences in the efficiency of the judicial system. Their index ranges from 0 to 10 where higher
values indicate more efficient judicial systems. Differences in the efficiency of judiciary
authorities imply additional costs for bankers that have to learn how to deal in a different judicial

regime.

? The appendix describes the elements of the banking regulatory index.
12 See Levine (1996).
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Empirical Framework

In order to test if institutional and legal differences constitute an entry cost for foreign banks, we
follow recent empirical literature on FDI and trade flows that has addressed, to some extent,
similar issues. The empirical strategy of this paper is based on the gravity model. This model has
been used previously in the empirical literature on the determinants of bilateral trade and in the
analysis of FDI location. The model states that bilateral trade or investment flows depend
positively on the GDP of both economies and negatively on the distance between them, in
analogy to Newton’s gravitational attraction between two bodies.

Most applications of this model usually add variables to the simplest gravity specification
in order to capture additional effects that can determine the nature of the analyzed flow.
Dummies indicating whether two countries share a common border, a common language, or past
colonial links, among other variables, are usually included. We also control for trade flows,
which have been used to explain foreign banking."

To the variables that appear in the standard gravity specification, we add the institutional
and legal differences discussed above. To control for additional effects that can determine the
location of banking activity, we include both host and source country dummies. Intuitively, there
are several country specific factors that can determine the location of foreign banking activity.
The size of the financial markets, both in source and host countries, the profitability of the
banking business, the exposure to certain types of risks (credit, currency, maturity, etc.), and the
quality of regulations and institutions, among many other factors, can limit the decision of banks
to increase their international exposure. Identifying the precise factors and moreover controlling
for possible endogeneity issues can be a complex task, and it goes beyond the objectives of this
paper. Therefore, to control for these and additional issues, we include host and source country
fixed effects in our basic specifications. We believe that this is the cleanest possible way of
identifying the role of institutional and legal differences in the determination of banking location.

In our benchmark model, we estimate how the size of foreign-controlled assets from

source country j in host country i is related to standard gravity model variables. Namely, we

" Ideally we would like to test if foreign banking follows other forms of FDI. However, there are two problems that
impede us from testing this. First, the FDI data available includes FDI in banking. It is not possible to separate what
goes to banking and what not. Second, data on FDI is relatively scarce with respect to foreign banking data. The
sample size of our estimations is reduced to nearly 1/4™ of the total sample, given that FDI flows are only available
for OECD source countries. Nonetheless, we include total bilateral FDI in some unreported regressions, and results,
though weaker than those reported below, hold.
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control for common border, common language, past colonial links, and distance between
countries, the source and host country dummies, and other economic integration variables such
as trade flows. Our regression is of the form:

FCj = a/,CBord; + axXCLang; +oasDisty; + asColLinks; + aslrade;j + adnst/Leg; +

a;DHost + agDSource + &

Where:

FC: Is the log of 1 plus the foreign control of source country j in host country i. We use the log
of 1 plus the variable to deal with the fact that many observations are zero, as is usual in this
literature.

Chord: A dummy variable taking value of 1 if the countries share a common border.

Clang: A dummy variable taking value of 1 if the countries share the same language.

ColLinks:* A dummy taking value of 1 if the countries have a colonial link.

Dist:" The log of the distance between the two countries.

Trade:" The log of 1 plus bilateral trade between countries i and j in 1990. We use 1990 values
to reduce potential endogeneity.

Inst/Leg: Are the set of insitutional and legal differences described above.

Dhost and Dsource: Host and source dummy variables, respectively.

The next section shows our empirical results.

4. Results

Table 3 reports the results of the estimation described in the previous section. Column 1 reports
the benchmark regression that includes the standard gravity model controls, bilateral trade, host
and source country fixed effects, and the difference in legal origins. The most important result
for the purpose of this paper is the significance and economic meaning of the estimated
coefficient on the difference in the legal origin variable. Our results suggest that having different

legal origins leads to a reduction of nearly 11 percent of bilateral cross-border banking activity.

'2 Colonial links are defined not only between the colonizer and the colony, but also between those colonies having
been colonized by the same colonizer. This dummy has been constructed using the Acemoglu, Johnson and
Robinson (2001) and Rose (2002) databases.

' Common Border, Common Language and Distance are taken from the CIA’s World Factbook (2001).

' Bilateral trade was obtained from the IMF’s Direction of Trade Statistics (2001).

12



Note that we are controlling for several common cultural issues such as colonial links and
language that could also constitute an entry barrier. Given this, it is safe to say that we are truly
identifying an effect of differences in the legal setup. It is also interesting to note that our results
enforce previous findings suggesting that foreign banking tends to follow trade.

Column 2 analyzes differences in banking specific regulations. The result is significant
even when controlling for differences in the legal code, and suggests that differences in banking
regulations can account for a reduction of nearly 25 percent of cross border banking activity."

Columns 3-6 report the results of differences in the institutional setup, namely they
include measures of differences in corruption, the regulatory burden, the rule of law and the
efficiency of the judiciary, respectively.'® As before, we control for differences in legal origin.
Results confirm the hypothesis that different institutional environments can constitute an entry
cost that deters the entry of foreign banks. Learning how to work in a different institutional setup
involves learning costs, which apparently are high enough to deter entry. On average,
institutional differences imply a nearly 34 percent reduction in cross-border banking."”” Even
when controlling for differences in particular regulations and institutions, the difference in the
legal origin remains strongly significant in all except the last specification, where the sample is
dramatically truncated. This suggests that the difference in the legal origin is capturing more

general differences in the regulatory setup than those specific to the other measures.

' This impact is equal to the estimated coefficient multiplied by the standard deviation of the explanatory variable.
'® We drop this variable in further analysis since using it restricts our sample significantly.

7 Other non-reported estimations include differences in overhead ratios as a control for differences in profitability,
and the absolute value of the difference of GDP per capita in 1990. Results, regarding the legal variables remain
robust in both cases. However, the sample size is significantly reduced when including the overhead variable. The
absolute value of the difference in GDP per capita captures the impact of differences in stages of economic
development on cross border banking. The sign is negative and significant. This is highly correlated with the
differences in the legal/institutional variables. We do not report this result in the table since it captures other effects
beyond the focus of this paper. However, it is available upon request.
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Table 3. Baseline Econometric Results

Dependent Variable: Log(1+Foreign Control;)
Q] (2) (3) (4) (5) (6)

Colonial Links 0.142 0.154 0.161 0.158 0.146 0.350
(0.062)*  (0.142)  (0.071)**  (0.066)**  (0.066)**  (0.348)
Common Border 1.578 2.802 1.465 1.481 1.468 4.272
(0.127)***  (0.269)***  (0.141)** (0.133)***  (0.133)***  (0.502)***
Common Language 0.216 0.329 0.237 0.183 0.202 0.116
(0.072)***  (0.169)*  (0.085)*** (0.078)** (0.078)***  (0.386)
Log(Distance) -0.318 -0.528 -0.364 -0.356 -0.348 -0.660
(0.028)***  (0.060)***  (0.033)*** (0.031)** (0.031)*** (0.156)***
Log(1+ trade;)® 0.287 0.341 0.242 0.259 0.251 0.160
(0.014)**  (0.028)*** (0.017)** (0.015)*** (0.016)**  (0.093)*
Difference in Legal Origin -0.107 -0.179 -0.119 -0.122 -0.106 -0.344
(0.042)**  (0.089)**  (0.049)**  (0.045)*** (0.045)**  (0.219)
Diff in Bank Regulationb -0.124
(0.044)**
Abs(Difference in Corruption)® -0.356
(0.027)***
Abs(Diff in Regulatory Burden)® -0.439
(0.035)***
Abs(Diff in Rule of Law)® -0.357
(0.025)***
Abs(Diff in Efficiency of the Judiciary)® -0.176
(0.054)***
Observations 19762 7600 16666 18142 18142 2630
Number of Source Countries 152 93 137 144 144 52

Notes: All specifications include host and source country dummies

2 Bilateral trade in 1990. °Refers to sum of differences in each of 11 elements of the index.
° Refers to the absolute value of the difference between the indexes for countries i and j.
Standard errors in parenthesis. * significant at 10%; ** significant at 5%; *** significant at 1%

Empirical results presented above suggest that the difference in regulations and
institutions per se play a significant role in explaining foreign bank penetration. Adapting to
institutional and legal differences can be costly and can deter investment in banking. However, it
is likely that adjustment is not symmetric, that is, that it can be easier to adjust in one direction
(say upward) than in the other (downward). In other words, adapting to a better environment, i.e.,
to a place where institutions and regulations are “better,” can be easier than adapting to a place
where institutions and regulations are “worse” than those known by the banker. In order to test
this hypothesis, we include an interaction between an indicator variable showing if
regulations/institutions are relatively “better” in the host country, and the difference in

regulations/institutions variable. Namely, we estimate:

FCyj = a,X; +p; Abs(Inst/Leg; - Inst/Leg) + p. D*Abs(Inst/Leg; - Inst/Leg) + a,DHost +

a;DSource + &;

14



Where X are the gravity model controls in Table 3, and:

D = 1 if Inst/Leg; > Inst/Leg; (i=host, j=source)

D = 0 otherwise

The total effect of differences in institutions and regulations is given by the summation of
B1 and B,. B2 captures possible asymmetries. Positive values of 3, indicate that the adjustment is
less costly when institutions/regulations in the host country are “better” than in the source.

Table 4 reports the results of our estimations including this asymmetric effect. Column 1
presents results differences in banking regulation, while columns 2-5 show results for
institutional differences. Regarding the bank regulation variable, results suggest that adjustment
costs are not an issue when the regulatory framework is stronger in the host country. When
regulations are “better” in the host country the difference in regulations is not a problem, i.e., the
sum of the coefficients becomes positive. As above this result has to be interpreted with caution,
since there is a risk that regulations are somewhat endogenous to foreign bank participation.

Columns 2-4 report the effects of differences in institutions. In general, our empirical
results suggest that there is no evidence that adjusting upward or downward is significantly
different. In particular, columns 2 and 3, where we analyze the impacts of differences in
corruption and in the regulatory burden, show that the interactive term is not significant.
According to this result, moving to a less corrupt country for example, is as costly as moving to a
more corrupt one. This is consistent with the assumption that particular skills are developed to
deal with different levels of corruption. The same interpretation holds for the overall regulatory
burden. Nonetheless, it is interesting to note that the sign is positive, suggesting some slight form
of asymmetric response. Column 4 reports asymmetric impacts of differences in law
enforcement. We find a significant interaction between the difference in rule of law variable and
the dummy, which indicates that adjustment can be in some sense asymmetric. However, in any
case, we find evidence that moving to a country with better law enforcement is also costly.

In summary, empirical evidence regarding asymmetries in the costs of adapting to
institutional/legal differences is mixed but tends to favor the notion of no asymmetries in the way

it impacts the decision to locate abroad. It is worthwhile noting that the difference in legal origin
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remains significant no matter the specification that we look at, indicating that differences in the

whole regulatory framework, aside from the specificities of each of the indexes analyzed, matter.

Table 4. Econometric Results Including Asymmetric Responses

Dependent Variable: Log(1+Foreign Controlj)

(1 (2) 3) (4)

Colonial Links 0.162 0.161 0.158 0.146
(0.142)  (0.071)**  (0.066)**  (0.066)**
Common Border 2.780 1.465 1.481 1.468
(0.269)***  (0.141)**  (0.133)***  (0.133)***
Common Language 0.339 0.237 0.183 0.202
(0.169)**  (0.085)***  (0.078)**  (0.078)***
Log(Distance) -0.520 -0.364 -0.356 -0.348
(0.060)***  (0.033)*** (0.031)*** (0.031)***
Log(1+ trade;)® 0.340 0.242 0.259 0.251
(0.028)***  (0.017)***  (0.015)***  (0.016)***
Difference in Legal Origin -0.177 -0.119 -0.122 -0.106
(0.089)**  (0.049)**  (0.045)***  (0.045)**
Abs(Difference in Bank Regulation Index)b -0.265
(0.056)***
D**Abs(Difference in Bank Regulation Index) 0.376
(0.104)**
Abs(Difference in Corruption)® -0.464
(0.118)***
D*Abs(Difference in Corruption) 0.216
(0.226)
Abs(Diff in Regulatory Burden)® -0.477
(0.065)***
D%*Abs(Diff in Regulatory Burden) 0.077
(0.122)
Abs(Diff in Rule of Law)° -0.512
(0.075)***
D**Abs(Diff in Rule of Law) 0.309
(0.143)*
Observations 7600 16666 18142 18142
Number of Source Countries 93 137 144 144

Notes: All specifications include host and source country dummies

2 Bilateral trade in 1990. ° Refers to difference in indexes that add each of 11 elements apply in the country.
° Refers to the absolute value of the difference between the indexes for countries i and .

D takes values of 1 if institutions/regulations are "better" in the host country and 0 otherwise.

Standard errors in parenthesis. * significant at 10%; ** significant at 5%; *** significant at 1%

5. Conclusions

Legal and institutional differences across countries increase entry costs and reduce the
participation of banks in foreign countries. Controlling for variables usually used in the analysis
of determinants of bilateral trade and FDI flows, we find that foreign banking activity is
significantly reduced between countries that have different legal origins, differences in banking

regulation, and in general where the institutional setup (corruption, law enforcement, the burden
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of regulations and the efficiency of the judiciary system) differs. Learning how to deal with these
differences is costly and leads to significance reductions in cross the border banking. Differences
in legal origin, for example, can explain an 11 percent reduction in foreign banking compared to
countries that share legal traditions.

Additionally, we do not find strong evidence suggesting that it is easier to adapt upwards
(to a better institutional/legal framework) than downwards (to a worse legal/institutional setup).
In any case, differences in the institutional and/or legal framework deter the decision of banks to
locate abroad. In this sense, our research suggests that international investors in banking tend to

prefer the devil that they know.
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Appendix 1: Elements included in the Bank Regulation Index

We use the following information from Barth, Caprio and Levine (2002) to construct the Bank
Regulation Index:

e On Prudential Regulation:

1) Is this ratio risk-weighted in line with the Basle guidelines? 2) Does the minimum ratio vary
as a function of an individual bank’s credit risk? 3) Does the minimum ratio vary as a function of
market risk? 4) Is subordinated debt allowable (required) as part of capital? 5) Are there explicit,
verifiable, and quantifiable guidelines regarding asset diversification?

Before minimum capital adequacy is determined, which of the following are deducted from the
book value of capital? 6) Market value of loan losses not realized in accounting books. 7)
Unrealized losses in securities portfolios. 8) Unrealized foreign exchange losses.

e On Restrictiveness of Financial Activities

1) What is the level of regulatory restrictiveness for bank participation in securities activities (the
ability of banks to engage in the business of securities underwriting, brokering, dealing, and all
aspects of the mutual fund industry)? 2) What is the level of regulatory restrictiveness for bank
participation in insurance activities (the ability of banks to engage in insurance underwriting and
selling)? 3) What is the level of regulatory restrictiveness for bank participation in real estate
activities (the ability of banks to engage in real estate investment, development, and

management)?'®

'8 Possible answers to these questions are: Unrestricted—A full range of activities in the given category can be
conducted directly in the bank; Permitted—A full range of activities can be conducted, but all or some must be
conducted in subsidiaries; Restricted—Less than a full range of activities can be conducted in the bank or
subsidiaries. Prohibited—The activity cannot be conducted in either the bank or subsidiaries.
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