The Growth of U.S. Banking Abroad:
An Analytical Survey

Norman S. Fieleke*

Among the financial phenomena of the current decade, the explosive
foreign expansion of U.S. banks occupies a place near center-stage. Gen-
eral interest in this expansion has been sparked not only by its sheer mag-
nitude but by the connotations of power, profitability, and risk, evoking
reactions of triumph, envy, resentment, or anxiety. The foreign expansion
has stimulated, in addition to these emotional reactions, a certain amount
of simple curiosity, which, since we share it, we shall grace with the adjec-
tive “intellectual.” If allowed its head, this curiosity demands responses to
a number of elementary questions: Just how profitable for the U.S. banks
has their foreign business been? Has it increased or reduced the riskiness
of their operations? How can U.S. banks compete successfully against for-
eign banks on the latter’s home territory, and what kind of business with
foreigners do the U.S. banks undertake? Why are the branches of U.S.
banks concentrated so much more heavily in some countries than in
others?

These are the major questions addressed in this paper. It may be sur-
prising that we offer at least partial answers to all of these questions, and
some of our answers may be more surprising still; but it will come as no
surprise that the answers are put with less insistence than the questions.

Measures of Expansion Abroad

To provide perspective, Tables 1-3 present summary data on the for-
eign branches as well as the foreign incorporated affiliates of U.S. banks.'
With respect to the branches, seven U.S. banks operated 95 branches
abroad in 1950, while 126 U.S. banks operated 731 branches abroad in
1976. Between 1965 (the first year for which asset data are available) and
1976 the total assets of the branches, measured in 1972 dollars, rose from
$12 billion to $164 billion, an annual average growth of 27 percent.

*Vice President and Economist, Federal Reserve Bank of Boston.

"The available data are often lacking in consistency or comparability, and the reader is
cautioned to peruse the notes beneath the tables.

Note: The views in this paper are not necessarily those of the Federal Reserve Bank of
Boston. Cynthia Peters was the research assistant for this project, and Redenta Padilla did
most of the typing.
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+ In terms of number of branches and number of banks operating
them, the most rapid percentage growth occurred in 1968 and 1969, as
Table 1 shows; these years also witnessed a peak percentage growth in as-
sets (based on assets expressed in 1972 dollars), although that peak was
equalled in 1973. By all measures — number of foreign branches, number
of banks operating them, and branch assets expressed in 1972 dollars —
the percentage rates of growth in the last three years have been low by
comparison with earlier years. The decrease in the number of branches in
1976 is almost entirely attributable to the conversion of 30 branches in
Colombia into subsidiaries to conform with Colombian banking laws.’

Between them, the United Kingdom and the Bahama and Cayman Is-
lands account for about one-quarter of the branches abroad and for about
two-thirds of their assets, as Table 2 indicates. After rising sharply from
1965 to 1969, the share of total branch assets held by branches in the
United Kingdom has been steadily declining, and this decline has been
paralleled by an almost equal rise in the share held by branches in the Ba-
hamas and the Caymans; London has been losing ground to the islands.

Similar time-series data are not available for the foreign incorporated
affiliates of U.S. banks, but Table 3 presents selected data that could be
obtained for 1975. From these data and the data in Tables 1 and 2 it is
clear that the share, in dollar terms, of U.S. banks in the assets of their
foreign subsidiaries is much smaller, and much less concentrated geo-
graphically, than the assets of the foreign branches. In explaining their
preference for the branch over the subsidiary as a vehicle of foreign ex-
pansion, U.S. bankers advise that the branch leaves less ambiguity as to
where the responsibility lies for its liabilities.’

U.S. banks can lend to foreigners out of their U.S. offices or out of
their foreign branches. The data in Table 4 suggest that the branches were
increasing their claims on both foreign banks and nonbanks much more
rapidly than the U.S. offices between 1969 and 1973; however, this gener-
alization does not hold for subsequent years. The change may be partly
explained by the termination in January, 1974 of the various gov-
ernmental restrictions over capital outflows from this country, including
the restrictions on.bank lending under the Voluntary Foreign Credit Re-
straint Program initiated in 1965. (Unfortunately, not all of the series
shown in this table are available for years earlier than 1969.) Other U.S.

’Board of Governors of the Federal Reserve System, Annual Report, 1976 (Wash-
ington: 1976), p. 418.

*For a discussion of other considerations influencing the choice among branches, sub-
sidiaries, and other forms of foreign expansion, see Francis A. Lees, International Banking
and Finance (New York: John Wiley & Sons, 1974), pp. 66-77.

“This is not to say that the VFCR reduced the overall U.S. balance-of-payments deficit,
.0 any VFCR-induced reduction in gross U.S. bank lending to foreigners could have been
offset by other balance-of-payments flows.



79V “d ‘LL61 oung ‘unsyng
204353y [p13pa4 wioyy pue ‘917 "d (9161 :uOIBUIYSEM) SLGT-TL6T ‘155G [POUSUDIS [onuuy “WAISAG IAIGSIY [RISPay 9yl JO SIOUISAOD jo preog wolj ‘97| °d
‘QL61 ISQUIBAON ‘Upopng Anspa4] WLy st (§) UWNOD) ‘WRISAS 344353y [p4opay] 3yl JO siouiza0 fo piwog ayi fo s110day (pnuuy wioly ok (g) PUE () SUWNIO) :30IN0G

“SIB[JOP "S°[) Ui SjqeAed sanipqen
ul UOTII OE$ ISBS] 1B YILM PBOIQE SISYMIS[o SOYoURIq PUR ‘sIefop "S'[] Ul s[qeAed SSRIIqRI [#I0} jO uoliw Q¢ ISE3] ' ykm adoing ul soyouelq ‘seweyeg ol ul
$9YOURI] [[E SPNIIUT SUIN]OD I3y ‘§96 | I91JE [ 9ZIS [[B JO SAYOURIQ IPNJIUT (P) PUR (€) SUWNJOD §9-G96 | WIOL] "PaIspISUOd Os aIe ($358q AJeI[IW UO SayourIq SuIpnjdx3)
S3LIUN0D uB1I0] U SoYoURIq AfUO () PUR (£) SUWNOD Ul ayMm ‘uBlaloy 9q O} PlaPISUOI BIR $3)E}S PIIIU) OYl JO SBINR SESSIGAD UL S3YOURIq (Z) pu® () suwnjoo uf
“(L)-(S) suwnjod Ul papnjoul afe sxueq “§'1) [[E JO soyduRIq YSnoe ‘()-(I) SUWN(OD UT Papnjoul B SOYOURIQ JIOY} PUE SHURQ JIQUISW WISAS JAISSIY [BIOPa] AQ :IION

rIojepyap soud wondwl NS "SN 4q uséonﬂ

*perOIQE 53YouRIq HT | parerado syueq 1ySio 096 | Ul PUE ‘pLOIQE SeYIUeIq §6 PpaleIsdo sYUBq UIAIS 056 T ug,

8i+ 6'€91 velt v - €L 0 9Tl 9L61
9 + L€l SoLl v+ 9L I+ 9Tl SLel
€14+ Sogl 6151 S + el 0 St vL6l
Ly+ TSIt 6'1C1 I+ 669 LI+ STl £L61
9T+ 8L 8L 6 + L9 8T + LOY L6l
T+ £79 8'6S 8 + LLS ST + I6 IL61
ST+ 60S 14 9I+ (433 6v + 6L 0Le6l
Lv+ Loy £5¢E £T+ oSy P01+ £S 6961
i+ LT 87T 9T+ €LE €L + 9z 8961
= 0+ 6l €51 c+ S6C St + Si L961
SE+ 91 el 91+ e 0 €1 9961
(U4l 6'8 e €I S961
(L) &) (S) ) © @ (1)
1eak Zunoure s1ejjop 1RoA (FoquinN BLETS (lequinN | 1eax jo pug
Surpsoaxd 1efjoq JUEN e Jurpasaid Surpaoaid
wo1j 33uryd jo u101§ s3ueyo urolj 23ueyo
130194 suoljig JUERIEE JUEIEY
SIEJ[OP TL61 JO suollg sayoueiq udtarog sayouesq udia1oy
SoyoueIq USialof JO SJaSSE [B10] Junerado sjueq S

9/-§96] ‘SISSSY [EIOL PUR Jaquinp ‘syueq S () Jo ssyoueig udinio]

13I190],

11



‘SUNI QUIYOBW paysiiqndun pue
‘29v d ‘LL6T ounyf ‘unang aa4asay (04pad (ST-91¢ "dd (9L61 ‘WOISUIYSEM) CLE[-TL6] ISa3Uq [vo1suviS [onuuly S140day [pnuUuy Po1odYes

1 WOISAS 9AI9SSY TBIOPS oYl JO SIOUISAOS) JO PIBOG oI} JO SIUSnoop SuIMOTo] oyl pue ‘7€ ‘971 "dd ‘0L61 IPQWLAON ‘unayng dunspail  :90In0§

“UOT[JIq [°€$ 9Iom S)SSE [E}01 IIOY} PUE 7€ SBM SSUOURI] JO I0qUNU 9y} UsyM ‘€/6 T [UN PIPN[OUI JOU dIE mcg;moﬂ

“91qE[EAT JON I'V'N

0¢ 899 81 6C1 LE SI8 8 9§ 9L61
9C TSy Ll 6Tl (44 6L L ¥S SL6T
17 L1g LT 19! 9 869 8 gs yL61
0T 8°€T 81 €Tl IS L'19 L (43 €L61
o1 91 S1 P6 9% SEP 8 6¥ TLeT
14! (4] €l €L LS TPE 8 1937 IL61
01 9y 11 09 19 (o1 3 187 0L61
8 o€ L [43 99 vee 8 LE 6961
V'N V'N [4 8 65 el 6 [4> 8961
VN V'N I € 9¢ 98 8 T L96]1
VN V'N ! € 9¢ 69 6 iC 9961
V'N V'N I € 6¥ 1744 01 Ic S961
[8101 PlioMm SIB[[OP [B101 PlIOM QIN[0sqVy [B101 plIoMm SIB[[OP [E103 plIOM IN[osqQy |  IBaA jo pug
JO1ueIdy  JOSUOIG | JO 3udd1dg Jojuaoleg | jJosuong | JO 1uedIdg
SESSAGERT Tequuny STOSSE (B30 ], TequimN

[SPUE[S] UPWIAR)) pUE Ewreqeq U]

WOPSHT PAIFu[] Ul

9/-5961 ‘UOnENULU0)) IofR] JO seaIy £q ‘§198SY [R10], PUB IsqUInN ‘syurq ‘S () JO seypurig uSe1o]

[4EICLAR



uSIe10] & JO Stasse Ayl Jo jueored 88 107 1
211 JO syueq Iequiow Aq IO soruedurod Surp

-un supyorw paysqndun IO MaN JO JUBY JAISSNY [EIOPa]  :90INOS

‘uroy} SUOWIE oTe SOLIEIPISqNS JUBQUON "SAIdSaY [B10PI] Y3 01 PorIodal oIe BIEpP YOTYM IO SSLIBIPISqnS
UNOooE PIPU[IUL 9SOYL, (YT WIO PAISOY [eI1opd] 10} SuUOMONISUl SUNIOdAr 995) WelSAS dA1asey [EIopag
[0y ueq AQ PA[[OI}U0D 9SOy} PUE SuoneIodio) OV 98Py JO 850U} oTe popnjoul SALIEIPISquS oy ‘Aenuassy  :91ON

‘Te11des JO SaAIssaI pue ‘s)1jord pepraIpun ‘snjdins 303s sepnjout Anbg ¢

-$9550] 10 suTeS SI[LIN0AS 2I0Jaq INq SoXE} UFISI0F I91JE ST oUIOdUL BN,

“SUOTIBZIUBSIO PAIBIHIE UO SWIEO SPT[OUI PUB [ ¢ I9qUISdS( JO S€ dIE sjessy 1uared
oyl £q prey Aymba o1 Jo uoporly oyl Aq ATerpisgns 2y} Jo s1esse [e301 oy} Surdrdpnur £q paindwod sem ATeIpisqns B JO §39sse oy} UI jusred °ST) B JO 9IBYS EEA

“3ARIPPE 10U 0IF UWNOD ST} UT S3nSY o1 ‘AIUN00 SU0 Uy} SI0UW UL SILBIPISqNS 24y Aew syudied 9sof) asnedag

*

SL0 ot 0001 968 9T * Sv9 $9LIJUNOD 2A0QE
‘TeroL
L1 6'CC 80 €61 [4 S BIQUIO0D
010 44 'l 12314 € € ELSNY
L¥y0 8¢ 91 06¢€ 91 LT PUBLIZIIMS
$0°0 (43! e cIs €l 0T spue[s| uewAe)
060 9'sT 9T 6v9 14 81 [oBIs]
09°¢ §ie o€ 6SL €T 9s [izerg
€1 961 9v 6€T°1 [4e 44 Suoyy Suoy
$s0 01 s $9T'1 11 ST dUeL
Sv'0 76 ¥'9 1861 9 L1 wnigag
50 e 89 SOLT 01 09 BI[EISNY
vE0 L'L 69 STLT 6 {4 Smnoquiexn]
001 Lee 6L SLET €l Y4 spue[s] eureyeq
$50 4 S'6 95¢T 01 ov Aupunion
8¢0 (4 o1 11T L €l A
171 811 611 SL6T €T €6 BPEUED
50 6'8 96l 8.8V 8¢ SLT wop3ury partun
§198SB JO m\fsvo jo [£10] UWIN[OD SIB[[OP JO syuered “§'n) SQLIBIPISqNS (swuered "g'n
areys sjuered oreys sjuared JO Ju2019J SUOT[[TUI U] Jo IaquinN JO IsquinN Kq p1ay s1esse JO
‘g’ Jo 1usored "S' 1 Jo 1usorad [SIeSSE IO 9718 JO I9PIO UT)
N NQEOOGM Se N@EOO,_.S a1RYyS »muﬁvhmﬁ ‘SN \ACEZOU
19U JO 2IBYS jou JO aIBYS
Syuared ‘g Swared "S)

G/6T ‘SeLIuno)) paids[as 10y ‘suonerodo) 10y 98pd pue

‘sorreduro?) SUIP[Ol ueg ‘sXueg "' [} JO SSLIBIPISqNS USISI0,] U0 Bje(] PoIvs[og

€ 91qEL

13



‘L6 PUE 6 "dd ‘LL6T Qung ‘uyayng dnsval] pue:/[-91T ‘112°50T "dd “(9L61 :uoIBuIysep)
CL-TLGT ‘152317 (ponIsS1IDIS [onuuy ‘Wa)sAS JAISSIY [RISPS4 9yl JO SIOUISAON) JO PILOY {SoNSSI SNOLIRA ‘UNING 24353Y [D49p3x  192IMOG
*sayouelq IOyl Aq pue syueq Aq pelroder arom elep o[qeredwod ATUSIY YoIym J0J 950y} I8 P)IIes SwEp .

*9[qBAIS09I 1S2I51UI PINIOOR pUR ‘sjuaunsaaul ‘(1aded
19X IBUI-A3UOUI ULIS}-110Ys FUIPN[OUT) SSNILIN0aS ‘SUOTININSUL [BIOLfJO UO SWIfE[O ‘Juared awies ay} JO SoyoUuRIq I9Yl0 UO SWIBD JIE nug_oxmv

*SIBTjOp *S'[} ul 9[qeAed sepunoes pue 1aded 9DUBUL} PUR [RISISUIWIOD ‘SUOHNINSUT
[RIOIO UO SWITRD ‘sayouelq US[eI0] ITa} UO SUeq "§'M) JO SWIR(D ‘(SWIR]D 9SAU3 9PTYIXa O} JqIssod Jou SEm 1 uaym (L-6967 10] 1deoxa)
$901JJ0 peay 1oy} JO SeYOURI] USISIO] UO PUE SI0IJJO PBAY ISy} UO Syueq USIeI0] JO SaydurRIq PUE $3IOUSSE "§°() JO SWIR[O JIB PIpnPXy ¢

-Jusred suIes JO SAYOUEIQ IAY3}0 UO SWITEI mEu:Eme
‘soyoueIq USIOIOY II2Y} UO SYUEG "S'[) JO SWIE[O m_._BiuxmM

61+ SI+  6E+ 0S+ 6T+ €S+ b8+ pSoyoUeIq uBreI0) Aq paioday
€I+  OI+ 9+ IZ+ ST+ €1+ i+ ¢Se1eIS payiup) ut syjueq £q pagioday
11894 Surpaoaid woiy o3uBYD UL
I'v9 8¢S 89 Lree v Ll Pl [ pSayouriq udteloy Aq pariodey
60t V¥LT 0ST sl 9zl o1t L6 g8 ¢S21EIS pelru() UE syjueq £q patiodey

'STE[JOP JO SUOT[[Iq U]
¢'S)UBQUOU UFIDI0] UO SUIED Po)9a]as

1T+ SI+ L+ 8+ TS+  Th+ 6L+ #SoYOURIQ USLeI0) Aq paroday
Sp+  II+ 65+ Lv+ 1€+ 18+ - ¢SaIEIS payiu) ur syjueq Aq peproday
1894 Sutpaosrd wroxy s3uByD 1UIVIRJ

9¢8  T69 £09 9% 8'SE g'eT 91
. . 1

S 76 psayouelq uSraroy Aq parrodey
vl 66 6’8 9s g€ 6T ¥ g1

¢S3BIS PaYIUN) U SYUEQ Aq parioday
*SIBJ[OP JO SUOI[IIq U]
:$jureq USI9I0] UO SUITE[O J[qBIFIIUAD]

€T+ 91+ 0T+ SS+ h+ Ly+ 08+ zseyouelq udreoy Aq payrodey
8T+  8I+ 19+ LT+ 1T+ ET+ 8 + 1$91E1S pajtun w syjueq £q pajroday
11894 Sutpaoerd woiy aFuryd JUdIA
€8ST 68l TIIlI 876 865 ey 9'8C 6'SI gseypuelq udteroy Aq peprodey
609 9Ly VYOP | Y4 Leél €91 vel vet 1$91BIS potru) ur sxueq Aq peproday

ISIEJIOP JO SUOI[Iq U]
:SI9USISI0] UO SWIR[D [BIO],

961 _@2 ﬂﬁa ~ €161 _ 92_ 1261 _ 061 j%& _

IB3 X JO puyg
9L61-6961 “SAaued "§'() Jo seyourlg usre10,] Aq puE sa1el§ Pajiuf Sl ut
syueg Aq pertoday s10uS100 UO SWITR[) PLIIS[IS

¥ elqel,



U.S. BANKING ABROAD FIELEKE 15

regulations which promote relatively rapid growth of foreign branch assets
include Federal Reserve Regulation D, which imposes reserve re-
quirements on banks in the United States, and limitations on the interest
rates payable on deposits in U.S. banks.

In any event, the total assets of the foreign branches of U.S. banks
continue to rise at a much faster rate than the total assets of the domestic
offices. As Table 5 shows, in every year since foreign branch asset data
became available the percentage increase in assets for branches has been
at least double that for domestic offices, and often four or five times as
great.

Profitability of Expansion Abroad

If U.S. commercial bankers are profit-maximizers, this rapid expan-
sion abroad presumably is motivated by a higher rate of return. Indeed,
the annual reports of the Nation’s largest banks do create that impression,
For example, the data in Table 6 leave no doubt that earnings of the lar-
gest banks from foreign transactions have been growing much more rap-
idly than earnings from transactions with domestic customers. For six of
these banks, earnings from foreign transactions now account for more
than half of total earnings.

However, earnings are not created out of thin air, and the question
arises whether the funds invested abroad might have generated even
greater earnings had they been invested in this country. A definitive an-
swer to this question may not be possible, but Table 7, which includes
hitherto unpublished statistics on the income of foreign branches and sub-
sidiaries, will at least provide a starting point. It is an intriguing starting
point, because it suggests that the rate of return on banking assets abroad
has been substantially lower, not higher, than the rate of return on
domestic assets, except in 1975.

These data may be misleading. To begin with, what we observe are
average rates of return, not rates of return on changes in investment, and
for this reason we could not be certain that a shift of funds from foreign
to domestic banking operations would raise the total rate of return, even
-if there were no other difficulties with the data in Table 7. This argument
against a shift of funds is enhanced if we posit that all funds withdrawn
from the foreign operations of the huge banks must be reinvested in the
domestic operations of the same banks. Such reinvestment might well
lower the total rate of return for the U.S. banking industry, for the un-
tapped domestic opportunities available to the biggest banks may not be
very attractive. These banks are precluded from branching across state
lines (and sometimes from branching at all) within this country, and it is
not surprising that a bank which is denied a place in the Sunbelt should
search for growth areas abroad.

In this connection, it is interesting to see how the overall rates of re-
turn earned by the huge banks vary with the extent of their international
involvement. For the 13 banks listed in Table 6 and for the entire period



Table 5

Assets of Domestic Offices of All Commercial Banks in the United States
and of Their Foreign Branches, 1965-76

Percent change from
In billions of dollars preceding year
Domestic Foreign Domestic Foreign
End of year offices branches offices branches
1965 377.3 8.9
1966 403.4 124 + 7 +39
1967 451.0 153 +12 +23
1968 ‘ 500.7 22.8 +11 +49
1969 530.7 353 + 6 +55
1970 576.2 46.5 +9 +32
1971 640.3 59.8 +11 +29
1972 739.0 78.2 +15 +31
1973 835.2 1219 +13 +56
1974 919.6 151.9 +10 +25
1975 964 .9 176.5 + 5 +16
1976 1,030.7 219.2 + 7 +24

Note: In the published statistics (shown here), assets of domestic offices include net claims, not
gross claims, on foreign branches of all domestic offices having such net claims. (Banks having
net liabilities to, rather than net claims on, their foreign branches report such net liabilities
as a part of their total liabilities.) Data for years beginning with 1969 are not strictly compai-
able to data for earlier years; see “Assets and Liabilities of Foreign Branches of U.S. Banks,”
Federal Reserve Bulletin, 58 (February 1972), pp. 106-21 and Board of Governors of the
Federal Reserve System, Banking and Monetary Statistics, 1941-1970 (Washington: 1976}, p.31.

Source:  Treasury Bulletin, November 1970, pp. 126 and 129; and the following publications of the
Board of Governors of the Federal Reserve System: Banking and Monetary Statistics, 194 1-
1970 (Washington: 1976), pp. 30-31; Annual Statistical Digest, 1971-1975 (Washington:
1976), pp. 61, 216-17; Federal Reserve Bulletin, June 1977, pp. A16, A62, A63.

16



Lty yey) 10j erep panddns uolsog [ruonEN 1SI] 1BY1 1d90X9 ‘SI0Y]10Ig UOUIO[RS “ASJUBH "H SPWOY], :99In0g

aA13RBoU 9Iom sSutuIRD

[eUONBUIAUT LG 9SUBOSQ AIUYUL 9q P[ROM 358 (L6] T WOL PIATNI[Ed SEAIOUL JO Olel enuue punodwios suoneiodio) soul[ [FIUAUIUCY,

69 LTL 9¢ €S 0 01L ¥LS uonerodIo)) dywRy AUnoag
0ct LT 't 9L 6T 6'SS L'6T Auedwo) 3 05Ieq Sjfom

9Ie 861 8¢ - 9€l 9Y 76T 0°Le uoyerodio)
u01sog [PUOTIBN ISIL]
oLt L'ES 0y 8°S1 Tl "Ll 019 uonerodio) o5eON) ISIL]
0'8S TLe 9 - LvT L'e 6LT 89T uoneIodIo) JI0 X MaN F91IRYD)
67T e 8L 0°0¢ 0- 0°101 9 uoneIodro) SIoUl] [PIUaUnRUOY)

I'¥9 96T 9CI- 6°9¢ 8L L0T 9% uonerodro)
NIOX MBN ISni] siayueqg

(444 1ze oS - 01y CLUL L'1s oL uorrerodio)
IO X maN [edtwey)

0°9§ '8¢ T¢e - 708 LAY g9 09L uonerodio)
ISAQURH SILINJOBINUBHY
8L 8°LT 8°TT- 0c8 L0g 0¢T 980T uoneIodro) UelIRYUER 2SEYD
0¢s it 9'¢ L0 $st €56 ULl pajeIodroouy <o) R ULSION "g'f
ooy Ve [ Prel 0°sT § 10T SIvl uoneIodro) sorrOUYyURg
€TL % 01t %EY 0°€6T 0'8S 0CII T'L8 drooniy
9L61 [BUOHBUISI U] P. onsswoq 9L61 0L61 9L61 0L61 (sSutureo
‘sfurures [e101 9/-0L61 ‘98UEYD JO EUCH euTou] JSaWOoq [EUOTIBUIOIUL 9/ 6T JO IapIO ur)
Jo jusorad a1el [enuue punodwo) ST TOT[[TW Uy Ui,y

se s3urures
[eUOTIRUIIUY

s3uruies Sunerado joN

9.-0L61 ‘setuedwio)) Surpjol yueq [RIOISWIO) *S () JO[RJ €] 10] ‘SsSOT IO SUTEL) SOTINOAS
310Joq pUB $OXB ], 1818 ‘[RUOTIBUIIU] pue onsewo(] ‘sSururey Sunered() joN ur a5uey)

9 elqel

17



-uni suyoew paysgqndun IO L MAN JO JUBG SATISOY [eIOPo PUR {UNI SUIYOEW PaysHgndun ‘201aWwo)) jo
juswiireda( ‘S ‘[) ‘UNI SUYORW paystgndun ‘wrs1SAS SAISSIY [BIOPS] oy} JO SIOWIaA0f Jo preog {(uoperodro) soweinsuj jisodo(
[RIopa :uolBulysep) SLET ‘TE ISQUIR(Q - 0L6T ‘[E I0qWS0s(] ‘Syusg sSulapg |prynjy pup [IoL2Wulo) ‘SIUIDIT puv Sdssy  30In0§

* 910U}00] 335 ¢aseq J955 AY) JO UOTIULOP Ul 9FURYD 9y} 03 9qRINQUIIE A[SIRUD ISOWE St GL6T PUR pL6T OF L6 WOIJ UMOYS JUIOIP ushw
*SOUIRIPISQNS PUE SOYIUEIq USISI0) JO UONNQLIIUOD SOPNIOUT PUR $I5SO] JO SUTES SILIN0SS 21033 S awoour,

*$9SSO[ 1O SUTES SAMLINDSS BI0Jaq ST PUB SaXE] "§°() JO 10U Inq $oXe} USIAIOY JO JaU SI OO

U *T¢ 19qW9( JO SE OIe 51055V ¢ 9[qR], AQ PAISA0D SOMAUNOD 0] SWOOU IO S}9SSE j2j07 Ut sjualed "G JO SIBYS JUssaIdal UMOYs moksm_m¢
*$95S0] 10 SUTES SORLNISS SPNJOUL PUB ‘SIXE] °§ °[) JO

10U Inq SaxXe} USIAIOF JO 19U SFe ‘a0rowruIo)) Jo jusunredaq S ‘) 01 perrodar se ‘sernsiy swoouy ‘jusred sures Sl JO sAYOURIq USIIOJ IS0 UO
SYOURIQ JO SWIR[O SPNOXI PUB BIBP A[IUOW JO S2FRI0AR [BNUUE JI¢ $19SSY "SN O} PISOIISIP JOU SIIM SILHUNOD ISOY} 0] BIBP asNBISq GLET Ul
PapU[OUT JOU JIk A[e}] PUER AURULISS PUE ()6 ] UI POPNOUL 10U ST SinoquiexnT-urnidjeg 18y} 1deoxs ¢ 9[qe], Ul Paisy Sojunod [[ 10y ore eeq,
'$201J30 US1010§ Suesul suoneI1ado uS1aIog )

(4
‘[ 19qUIada(] JO SB 3IE §198SY "sanJed 1oy}0 uo sayourlq uSIe10y JO SWIR[O 9PR{OUT

10U Op 1nq SWIE Yons SUIABY S901j30 SUD[UEQ §[) JO SOYOURI] USIAI0] UO SUITEO 19U SPN[OUI BIEP 1ISSE PUE ‘O[qR[IBAR 10U oXe s}Ioda) pajeprjos
-u09 ‘g/-0L61 10F {(SWIB[ YUEQRIUI OU Inq) SSYOURIQ UFIOI0] JO S19558 IPNIOUL PUT §1I10dar PSIEPIOSUOD WOIj B3I EIEP IISSE ‘SL-pL6T 104

TIIQE[IRAY 10N IV'N

SLO VN V'N V'N VN V'N S)Uueq "S[} JO SeLRIpIsNS USIaI0,]
90 €0 €0 S€0 9¢'0 LTO0 ¢SIURQ "S'[) JO sayouelq uSrero g
¢so 9¢0 VN V'N V'N VN zsuonerado udteroy
UIIM SURQ [RIOISWILIOO PIINSU]
99°0 690 6L0 SLO 6.0 980 oSIUERq [RIOTSWILIOD PAINSUT [V

:s10ss® JO juaorad € se
saxe] 191Je awooul unerado JaN

981% VN V'N V'N V'N V'N 5S9[UBQ "S'() JO SaLIBIpISQnS uS1e10,4
LILS PLES 69C% €618 4953 858 ¢SIUBq "§'( JO SayouRIq USIRI0g
£97°¢$ 8IT'ES VN VN VN VN ¢ suonerado usielo]
YHM SYUBQ TRIDISUNIOD PAINSU]
¥8I°LS LOT'LS $85°93 £S5 S8 ¥Zo'ss PS6'7S ¢SURQ [RIOIGUILIOD PAINSUT [y
:soxe) 19)3e swroour Sunerado jaN
968'vT$ V'N VN VN VN VN 4SIUEQ "S'() JO sauerpisqns uStaroy
LOTTTIS  965°801% LST'08% L8I°SS$ 956 1% €9T°ES ¢SAUBG "S'[) JO SaYOURIQ UBIAI0]
890°16S$S  ¥SP'8LSS V'N VN V'N VN 7 ySuonexsdo usreroy
Y1m SURQ [RIDISWILIOD PAINSUY
68€°G60°IS TLE'SHO'IS  8S9TERS  669LELS £06'6£99 1SE°9LSS (SIUBq [EIISWIOD parnsul [y
BYERY
SL6T PL6T €L61 L6l 1L61 0L61

(suorrur ur s)unowe Iefjo(g)
SL-OL6T “SYUBE "§'[) JO SAUBIPISqNS PUE SIYIUBIY USIAIO]
Pa1029as 10y pue ‘suorieradQ uSieI0 YHA SYUBY [BIOISUILLIO)) PSINSUJ 10]
‘0181 PAITU[) A1} UI SYURY [BISISWILOY) PAINSU] [[ I0] S18SSY PUEB SWOIU]

L3IqeL
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1970-76, there is a correlation coefficient of 0.41 between the rate of re-
turn on net worth and international involvement (measured in the ab-
sence of any other reasonable measure, by international earnings as a per-
cent of total earnings).” In other words, among this group of banks there
is a tendency for the banks with higher international involvement to earn
higher overall rates of return, but the tendency is weak and not significant
by standard statistical test. Of course, factors other than international in-
volvement influence the rate of return, and their impact may obscure that
of international involvement.

Aside from the fact that Table 7 necessarily presents average rates of
return, another difficulty in interpreting the table is that the rate of return
on assets is an imperfect proxy for the “true” bottom line — the rate of
return on shareholders’ equity (for which the desired domestic vs. inter-
national data are not available). In particular, a relatively low rate of re-
turn on assets is compatible with a competitive rate of return on equity if
the ratio of assets to equity is relatively high, and such accounting re-
latlonshlps might well characterize those forelgn branches that specialize
in low-risk interbank borrowing and lending.® Moreover, banking statis-
tics do show that the ratio of assets to capital and reserves goes up with
the size of the bank. However, in the absence of further supporting data
this line of argument is undermined by the fact that the rate of return on
capital and reserves generally moves in the same downward direction as
the rate of return on assets, as the size of the bank increases beyond a cer-
tain threshold.’

Perhaps the greatest deficiencies of the data in Table 7 stem from the
underlying treatment of loan losses and of the cost of capital. As a rule,
loan losses of the foreign branches are not charged as an expense of the
branches but as an expense of the parent corporation, a practice which in-
flates the relative income of the branches. On the other hand, the foreign
branches typically pay interest for the funds that they acquire, including
short-term funds advanced to them by their parents, while the parents

*International earnings as a percent of total earnings may fail to measure international
involvement. For example, a bank with substantial international assets or gross interest reve-
nue might record very low international earnings in a particular year, though such a re-
lationship would be less likely over the entire period 1970-76. Unfortunately, data on inter-
national assets are rather sparse.

SNote that the rate of return for foreign branches in Table 7 is computed on assets de-
fined to exclude claims of branches on other branches of the same parent. In a consolidated
statement for a bank, net incomes of the various components (including branches) are addi-
tive, but intrabank claims “wash.”

"Board of Governors of the Federal Reserve System, Annual Statistical Digest, 1971-
1975 (Washington: 1976), pp. 314-15.
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record no interest or other continuing expense for the equity capital
(and reserves of capital) that they invest,’ and this asymmetry deflates the
relative income of the branches.’

Precise correction of these two distortions is not possible with the
data available, but Table 8 may convey some idea of the magnitudes in-
volved. In this table all provision for loan losses is added back into the
net income of U.S. commercial banks in order to render that income
more comparable with the income of the foreign branches, which gener-
ally record no loan losses. Again merely for the sake of comparability, the
net income of U.S. commercial banks is reduced by a hypothetical interest
charge on their capital and reserves. It seems reasonable to compute this
interest charge at the rate for large negotiable certificates of deposit, since
the foreign branches must pay a similar money-market rate for much of
the funds that they acquire. Finally, taxes are deducted from this adjusted
net income at the same rate as was paid on actual net income.

The end result is a set of appreciably lower hypothetical rates of re-
turn on assets for insured U.S. commercial banks than is reported in
Table 7. Although these adjusted rates of return put the branches in a
much more favorable light, especially in recent years, the adjustments
made in Table 8 are rather arbitrary and not at all conclusive. Different
assumptions about the allocation of loan losses, about the appropriate in-
terest charge on equity, or about rates of taxation would, of course, yield
different results.

In summary, while the available data do not support strong con-
clusions about the rate of return on the foreign operations of U.S. banks,
it does seem that the rate of return earned by foreign branches compares
favorably with that earned by all U.S. insured commer01al banks in recent
years if allowance is made for the cost of equity capital.'® This is not to
say that all foreign branches are relatively profitable. Indeed, some U.S.
bankers acknowledge that some of their branches, evaluated in isolation,
may yield a lower rate of return than domestic operations, viewed in iso-
lation, but they maintain that a U.S. bank is compelled to service its mul-
tinational customers abroad, even though the rate of return abroad may

¥Interviews with U.S. bankers and unpublished data gathered by the Commerce
Department agree that the parents do advance some long-rerm capital to the branches but
that the aggregate amount is much smaller in relation to branch assets than is the parents’
equity in relation to its assets.

°One hopes that these two offsetting distortions comprise the bulk of the iceberg rather
than the tip, but other problems do exist; for example, it is likely that the branches are
charged less than their full share of home office overhead in the data reported to the Com-
merce Department.

"®The comparatively low rate of return earned by branches in earlier years may be due
partly to the “start-up” costs incurred in those years, when the number of branches was
growing at very rapid percentage rates.
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be low, if the bank is to retain their business in this country. While this
argument may seem valid for the management of a particular bank, it can
hardly be true for all U.S. banks collectively. More to the point, the argu-
ment has rather puzzling implications for the nature of bank competition,
for what is suggested is that the multinational customers, by demanding
foreign branch services at low cost, sometimes succeed in extracting for
themselves a share of bank profits that they could not extract by playing
the banks off against each other in any other way.

Aside from the issue of overall rate of return, it is noteworthy that
there are significant differences in the rates of return on branch assets
from country to country (Table 9). Although the rates of return some-
times fluctuate sharply from year to year, they have consistently been rela-
tively high in Japan, Panama, and Switzerland and relatively low in
France and the United Kingdom (and in Belgium-Luxembourg in recent
years).

Reduction of Risk through Foreign Lending

Whether or not expansion abroad has raised the rate of return, it may
have introduced greater stability into that rate. It is even conceivable that
U.S. banks would be willing to accept a rate of profit on foreign loans be-
low that on domestic loans in return for a reduction in variability of the
overall rate of profit, for it is well known that risk (the variance of the
overall rate of return) can be reduced by diversification of mvestments or
by spreading one’s eggs among several baskets, or countries.' Partly be-
cause economic conditions in different countries do not change in pre-
cisely the same way, a poor investment result in one country m any given
year may be offset by a very good result in another country.'” It is not a
foregone conclusion, however, that diversification will reduce risk; the
outcome depends on the nature of the diversification.

Rather than attempt a precise measure of foreign diversification by
U.S. banks and its impact on the variability of their rates of return — an
exercise for which the necessary data are not readily available — we in-
vestigate in this section a closely related question: For major banks with
foreign operations, does the rate of return become more, or less, stable as

"See, for example, Herbert C. Grubel, International Economics (Homewood, 1l
Richard D. Irwin, Inc., 1977), pp. 536-43.

"Citicorp expresses the point as follows: “Overseas earnings, which contributed over 70
percent of the total earnings in 1976, are derived from doing business in more than 100
countries. Citicorp’s worldwide policy of broad diversification of both assets and liabilities
helps maintain earnings stability and reduces the risk of excessive concentration in any one
particular country, currency or industry.” See Citicorp Reports{1976 (New York: Citicorp,
1977), p. 25.
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24 INTERNATIONAL BANKING

the ratio of foreign to total business increases?’ For want of any other
acceptable index, we measure the share of foreign business by the share of
international earnings in total earnings, as reported by the banks and
shown in Table 10; unfortunately, such data are not generally available
for years prior to 1970, and the reader is cautioned that the underlying ac-
counting methods employed by the banks are not uniform. The simple
correlation coefficient between the data in columns 1 and 2 is 0.46, so that
for this group of banks the variability of the rate of return rises rather
than declines with an increase in the reported ratio of foreign to total
business. This outcome clashes with the view that foreign involvement re-
duces total risk."

Because size may be associated with overall (not merely foreign)
diversification, a simple regression was run to allow for the possible in-
fluence of size on the variability of the rate of return, as well as for the in-
fluence of foreign involvement. Where the sample consists of the 13 banks
listed in Table 10, the dependent variable is the variance of the percentage
rate of return on net worth, A is average assets (in millions of dollars),
and I is international earnings as a percent of total earnings, all for the
period 1970-76, the ordinary least squares technique yielded the following
results:

R2 A 1 Intercept
0.0606 —0.0000 0.0297 0.6328
(—0.206) (1.52) (1.08)

(t-ratios in parentheses)

""A similar approach was applied to 492 industrial firms, but not to banks, by Alan M.
Rugman in “Risk Reduction by International Diversification,” Journal of International Busi-
ness Studies, Fall/ Winter 1976, pp. 75-80.

A related but different question is how the loss ratio on foreign loans compares with
that on domestic loans. A decidedly lower ratio for foreign loans for the years 1962-74 was
reported by Fred B. Ruckdeschel in “Risk in Foreign and Domestic Lending Activities of
U.S. Banks,” International Finance Discussion Papers Number 66 (Washington: Board of
Governors of the Federal Reserve System, 1975). In this survey of ten banks, Ruckdeschel
also found that the standard deviation of the loss ratio on all loans, including foreign loans,
was lower than that on domestic loans alone, although he recognizes that variability of the
loan-loss ratio is not the same thing as variability of earnings. A recent survey by the Robert
Morris Associates, to whom 877 banks reported their domestic loan losses and 142 banks re-
ported their international loan losses, also shows a much lower “net charge-off ratio” for in-
ternational loans than for domestic loans for the years 1975 and 1976; see the Robert Morris
Associates, Domestic and International Commercial Loan Charge-offs (Philadelphia, 1977).
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26 INTERNATIONAL BANKING

In other words, no significant effect on the variability of the rate of return
was detected either for size or for foreign involvement. This result is not
conclusive, however, because other factors which we cannot measure, such
as differences in portfolio composition from bank to bank, may operate
to obscure the influence of foreign involvement. All that can be said here
is that the limited evidence available to us does not support the view that
the foreign activities of the major U.S. banks have reduced the risk which
they face.

Our primary concern in this paper, however, is not with foreign busi-
ness per se but with the establishment by U.S. banks of a physical pres-
ence abroad in the form of branches and subsidiaries. We next consider
some hypotheses that may help to explain this expansion abroad by U.S.
banks.

The Distribution of U.S. Branch Activity Abroad: some hypotheses

The two preceding sections have considered whether the foreign ex-
pansion of U.S. banks has elevated or stabilized their rates of return.
Another possible motive for foreign expansion is growth itself; as we have
noted, the major U.S. banks may encounter fewer obstacles to branching
abroad than they do at home."” Nonetheless, the obstacles to successful
foreign branching are not insignificant, and an explanation of the rapid
growth of foreign branch activity must explain how these obstacles have
been overcome.

Of course, some obstacles are insuperable; there are no branches of
U.S. banks in countries which prohibit them. But altogether apart from
such governmental barriers, there is a complex of obstacles which invite
failure, including distance from top management (perhaps not always a
handicap) and the need to cope with foreign languages and customs. In
the standard theorizing about direct investment abroad, it is argued that
these obstacles would discourage U.S. firms from establishing branches
and subsidiaries to compete against foreign firms on their home turf were
it not for the fact that the U.S. firms possess some offsetting advantage

""On this question of motivation, Alfred Miossi, Executive Vice President of Con-
tinental Illinois, has commented, “The goal of growth for the sake of growth which has char-
acterized international banking since the early 1960s is unlikely to continue.” Robert K.
Wilmouth, President of Crocker National, offers the following observation: “If we are can-
did, we will recognize that many of those new offices, affiliates and branches were added,
not because there was a proven market awaiting our talents nor because they were a logical
extension of our bank’s domestic activities, but rather for purposes of prestige or in the hope
of being in the right place at the right time to cash in on the boom.”

The first quotation is from The Economist, January 22, 1977, Survey p. 30, and the
second is from Robert K. Wilmouth, “International Banking: New Directions, New Dimen-
sions,” The Journal of Commercial Bank Lending, Vol. 58, No. 12 (August 1976), p. 11.
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that is consonant with an oligopolistic market structure and that they ex-
ploit via direct investment abroad either because of an oligog)olistic
growth objective or because of some other market imperfection. % This
offsetting advantage, which enables U.S. branches and subsidiaries to sur-
vive in foreign territory, is commonly asserted to take the form of superi-
or technology, or, more generally, superior know-how. Thus, current the-
orizing stresses both the ignorance and the wisdom of U.S. firms which
locate abroad, noting their relative ignorance of foreign customs and lan-
guages but asserting that this ignorance is more than compensated by
their technical wisdom.

Is there an area in which U.S. bankers possess greater knowledge or
expertise than their foreign competitors? Interviews with U.S. bankers
both in this country and in branches abroad reveal considerable modesty
on this score, but an answer is suggested by a ?oint that all interviewees
make: banks go abroad to serve their customers.'” This point suggests that
the chief advantage of U.S. banks abroad over their competition lies in
their detailed knowledge of how to service the banking requirements of
the U.S. firms which locate abroad. The major U.S. banks invest con-
siderable time (money) in learning the banking requirements of their U.S.
customers and in devising and marketing ways of servicing those re-
quirements, and it is not surprising that when the U.S. customer goes
abroad his bank follows along in an effort to profit further from its pre-
vious investment. Competitive service cannot be provided to the U.S. cus-
tomer abroad by the bank’s U.S. offices alone, largely because of dif-
ficulties of communication; bankers, like tailors, must locate near their
customers. This argument assumes, of course, that the foreign or-
ganization established by the bank’s U.S. customer is endowed with con-
siderable decision-making power.

Discussions with U.S. corporate treasurers reinforce this inter-
pretation. Treasurers advise that the foreign branches of U.S. banks “ex-
cel in their familiarity with the company’s and an American’s way of
doing business,” that they are faster to respond, “easier to communicate
with,” and more efficient in effecting international loans and international
transfers of funds. Foreign banks, on the other hand, commonly excel in
local collections, arranging local business introductions, and knowledge of

“For a theoretical survey see Giorgio Ragazzi, “Theories of the Determinants of Direct
Foreign Investment,” International Monetary Fund Staff Papers, XX (July 1973), pp. 471-
98. Also see Charles P. Kindleberger, International Economics, 5th ed. (Homewood, lil.:
Richard D. Irwin, Inc., 1973), pp. 245-49 and Richard E. Caves, “International Corpora-
tions: The Industrial Economics of Foreign Investment,” Economica, XXXVIII (February
1971), pp. 1-27.

"Interviews were held at the headquarters of several major U.S. banks and at their for-
eign branches or representative offices in Stockholm, London, and Paris; in these cities offi-
cials of several major foreign banks also were interviewed.
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local regulations. Because of these differing areas of expertise, corporate
treasurers sometimes utilize both a native bank and a U.S. branch in a
foreign country.

If U.S. banks succeed in bringing familiar ways to U.S. nonbanking
corporations in a strange environment, the converse is also true; U.S.
nonbanking corporations abroad establish a U.S. presence, or beachhead,
from which U.S. banks can try to penetrate the foreign economy. U.S.
bankers commonly remark that after serving their U.S. customers the next
goal of their branches abroad is to develop business with local firms and
citizens. To be highly successful in this endeavor, the branches must be-
come virtually as familiar with the local customs and economy as the na-
tive banks and corporate treasurers testify to their at least occasional suc-
cess.' Servmg one’s U.S. customers abroad may be the beginning of the
story, but it is not the desired end.

In any event, it seems reasonable to presume from this discussion that
U.S. banks will concentrate their foreign operations in those areas where
U.S. nonbanking firms are concentrated, other things being equal. Apart
from the presence of U.S. nonbanking firms, a large foreign economy may
well attract more U.S. branches than a small one. In addition, as is well-
known, banks are attracted by relative freedom from governmental reg-
ulation or taxation. Without substantial freedom from governmental re-
striction, there would be no major financial center in London, where U.S.
banks congregate in order to share more fully in the interbank business
and the economic intelligence-gathering function, ¥ nor would there be
such massive funds transfers through the Bahama and Cayman Islands,
which are free of income taxes as well as regulations onerous to busi-
ness.”’ In this connection, during 1969, when the Federal Reserve Board
began to allow U.S. banks to open Bahama “shell” branches from which
loans to foreign residents could be made outside the restrictions of the
VFCR, the number of U.S. branches in the Bahamas jumped from 8 to
32.% Th1s shell growth should be recognized for what it is. A shell branch

'8The advertisements of the major U.S. banks also testify to their efforts in this regard;
one recently proclaimed “in-depth knowledge about the more than 100 countries where we
have a physical presence” (The New York Times, May 25, 1977, p. 55).

Several years ago a significant “shake-out” of allegedly unprofitable London branches
was widely expected within the banking community. No explanations for why it did not hap-
pen seem to be forthcoming, but, then, one seldom encounters explanations for a nonevent.

®For a discussion of government regulations limiting the entry or activity of foreign
banks in various countries, see U.S., Congress, House, Committee on Banking, Currency
and Housing, Financial Institutions and the Nation’s Economy, 94th Cong., 2d sess., 1976,
Book II, pp. 981-1111 and U.S., Department of Commerce, U.S. Service Industries in
World Markets (Springfield, Va.: National Technical Information Service, 1976), pp. C-21
through C-29.

*'See Table 2 of this paper and the testimony of Andrew F. Brimmer in U.S., Con-
gress, House, Committee on Banking, Currency and Housing, Financial Institutions and the
Nation’s Economy: “Discussion Principles,” Hearings, before a Subcommittee of the Com-
mittee on Banking, Currency and Housing, House of Representatives, 94th Cong., 1st and
2d sess., 1975, p. 408.
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is little more than a mailing address to which transactions arranged
elsewhere are assigned on the books of the banking organization;22 the
standard corporation is said to have a fictitious personality, and the shell
is a fictitious part of that fiction.

Even though the Bahamas and the Caymans levy no taxes on corpo-
rate profits, their lure from the tax standpoint may not be immediately
obvious in view of the fact that U.S. firms are allowed a credit against
their U.S. income tax liability for income taxes paid to foreign gov-
ernments. However, there is a limit to this credit, established (under Sec-
tion 904 of the U.S. Internal Revenue Code) by the following formula:

net foreign source taxable income
total taxable (including foreign) income

Limit on foreign tax credit =

x U S. tax due (on total taxable income) before credits.

Experimentation with this formula will reveal that if foreign source in-
come is taxed on average by foreign jurisdictions at a rate above the U.S.
Government rate a U.S. bank will have an incentive to shift the source of
its foreign income from higher taxing to lower taxing foreign jurisdictions,
e.g., from the United Kingdom to the Bahamas. In such a case the firm
employs the Bahamas or the Caymans as a haven from foreign taxes.
How strong this particular motivation may be is hard to judge, but it is
easily demonstrated that some foreign nominal tax rates on corporate
proflts are above the U.S. rate.” Of course, some U.S. banks also have an
incentive to place business in the Bahamas and the Caymans to avoid
state and municipal income taxes within this country, since income that
U.S. firms earn abroad is exempt from the income taxes levied by some
states and mumclpahtles notably the State and the City of New York.”

To recapitulate, it is posited that the foreign branches of U.S. banks
will concentrate in countries where U.S. nonbanking firms are concen-
trated, or where economic activity is substantial, or where there is con-
siderable freedom from government regulation and taxation. In addition,
since corporate treasurers report that the branches excel at arranging in-
ternational loans and funds transfers, the branches may be attracted by
the presence of international commerce.

#U.8., Congress, House, Committee on Banking, Currency and Housing, Financial In-
stitutions and the Nation’s Economy, 94th Cong., 2d sess., 1976, Book II, p. 825.

2See Corporate Taxes in 80 Countries (New York: Price Waterhouse, July 1976).

*In addition, bank customers may seek to reduce or evade taxes by placing deposits in
the Bahamas and Caymans. Secrecy is maintained for accounts in these jurisdictions, as it is
for accounts in Panama and Switzerland.
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In order to test this set of hypotheses, the following explanatory vari-
ables were employed:

DI =U.S. direct investment position;
G = gross national product;
X +M =exports plus imports;

R = rate of return on branch assets, or net income of branches as a
percent of branch assets.

If our hypotheses are correct, the level of branch assets and earnings, by
country, should be influenced by the magnitudes that these variables as-
sume. A relatively high value for DI, for G, or for X + M in a country
should tend to produce a relatively high value for assets and earnings in
that country. A relatively high value for R, on the other hand, should be
associated with a relatively low value for assets and earnings, for it is as-
sumed that a high value for R is the result of restrictions or other barriers
which prevent U.S. branches (and other banks) from adding to their total
assets (and, incidentally, to their total earnings) and from bidding down
the overall rate of return;, on the other hand, a low value for R would
generally be expected in major money-market centers, where restrictions
and other barriers are minimal. (A high rate of return might also be an
indicator of high risk.)

Using the ordinary least squares technique, regressions were run to
test these hypotheses, employing data for ten countries for 1974 and eight
countries for 1975. Unavailability of data, especially for the variable R,
made it impossible to include more countries. Difficulty in obtaining re-
liable data for effective, as opposed to nominal, tax rates for the years
under consideration obliged us to omit tax rates from the analysis,” al-
though we do not doubt their importance; therefore, the Bahamas also
were omitted, since there is an overwhelming consensus that the activity
of U.S. branches there is explained largely by tax considerations.

The regression results are reported in Table 11.”° They lead us to ac-
cept the hypothesis that the U.S. direct investment position (the variable

¥Cf. M.E. Kyrouz, “Foreign Tax Rates and Tax Bases,” National Tax Journal,
XXVIIT (March 1975), pp. 61-80.

**With the possible exception of the variable R, it seems reasonable to assume that
none of the explanatory variables in these equations is appreciably influenced by the “de-
pendent” variables, or, more generally, that the explanatory variables are determined ex-
ogenously, outside of models purporting to explain the dependent variables. As for R, it is
assumed that observed variation in that variable is predominantly attributable to exogenous
variation in government restrictions. Therefore, the equations employed are viewed as re-
duced forms which it is appropriate to estimate directly.
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DI) has a positive influence on total branch assets, on branch business
with foreign nonbanks, and on branch net income, but to suspend judg-
ment about the influence of G, R, and X + M. Even though the regres-
sion coefficients estimated for G and R display the expected signs
throughout and are sometimes significant by the standard statistical tests,
it happens that there is a high degree of multicollinearity, or inter-
correlation, involving especially the variables G and X + M and making it
impossible to identify their separate effects. The variable DI, on the other
hand, is relatively free from this entanglement.

Competitiveness of U.S. Branches in Foreign Markets

In the preceding section an attempt was made to explain the level of
activity of the foreign branches of U.S. banks, country by country. The
present section treats the closely related subject of foreign market shares
captured by the branches. On this subject, one can readily conceive of a
number of interesting questions regarding the competition waged by the
foreign branches of U.S. banks. What is the share of the banking market
captured by the branches in each country, and how can variations in this
share be explained?”’ How successful have the branches been in develop-
ing a truly foreign business, as opposed to the business of intermediating
between foreign residents and U.S. residents? In dealing with foreigners,
what do the branches offer that the native banks cannot match, and
where do the branches fall short? What is the foreign clientele, and, in
particular, what is the relative importance of the interbank business?

Interviews with U.S. and foreign commercial bankers produced a fair-
ly consistent pattern of responses to such questions.” 5 As reported in the
preceding section, there is a strong consensus that U.S. banks usually go
abroad for the immediate purpose of serving their U.S. multinational cus-
tomers abroad. However, they also attract business from foreign multi-
national flrms abroad and this business comprises a significant share of
their footings.”” In addition, they draw some business from smaller (non-
multinational) firms in the countries they penetrate, although this business
is much smaller than that with the multinationals; nor, as a rule, is much
business done with individuals. Last, but not least, the branches of U.S.
banks abroad are also active participants in the interbank markets.

*"For a discussion of the shares of major banks in world deposits, see Robert Z. Aliber,
“International Banking: Growth and Regulation,” Columbia Journal of World Business,
Winter 1975, pp. 11-13.

*These interviews were held in industrial countries, and the information obtained may
not apply to other countries.

»On the correspondence between the growth of multinational banks and the growth of
other multinational corporations, see Fred H. Klopstock, “A New Stage in the Evolution of
International Banking,” Revue Internationale d’Histoire de La Banque, V1, pp. 1-2.
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Although branches reportedly are established primarily for the pur-
pose of serving the foreign requirements of U.S. multinational firms, U.S.
bankers interviewed abroad were unanimous that dealings with such
firms, which bargain very vigorously, are less profitable than transactions
with other business firms abroad, especially nonmultinational native firms.
However, it is difficult for the branches to acquire a sizable, native, non-
multinational clientele, partly because the specxal expertise of the major
U.S. banks typically lies in providing the services that the multinationals
prize. Both U.S. and foreign commercial bankers generally agree that the
foreign branches of U.S. banks excel in foreign-exchange dealmg, in han-
dlmg foreign collections and international funds transfers, and in provid-
ing forelgn-currency loans (including provision of such loans through syn-
dicates, in whose management they are highly skilled). It is their
international network that enables the U.S. banks to compete so effec-
tively in these activities.

Aggressive marketing is one of the hallmarks of the foreign branches
of U.S. banks, which are known for their active wooing of corporate cus-
tomers — for making frequent calls and proffering advice on cash man-
agement, foreign-exchange markets, and so forth. According to more than
one foreign banker, the U.S. banks commonly present more specific and
detailed proposals to corporate prospects than foreign banks do, even
though the U.S. banks also have the reputation of being highly flexible.
U.S. branches abroad are known for their effort to anticipate and to re-
spond quickly to a corporate customer’s needs. As one illustration, they
may designate an “account executive” (or similarly titled person) within
the branch to whom a corporate customer can turn as a point of contact
on all his banking problems; as another illustration, they have offered
multicurrency lines of credit on which a borrower can draw in any of sev-
eral specified currencies. In addition, in some countries they have been
more aggressive than their competition in marketing formal term loans.
U.S. branches abroad also have the reputation of engaging in vigorous
price competition, particularly in foreign-exchange trading (which some
foreign bankers suspect is a “loss-leader”) and in commercial lending.

On the other hand, the foreign branches of U.S. banks generally find
it difficult, if not impossible, to develop a substantial “retail” deposit base
and usually concede this market to the native banks, with their wide-
spread domestic branch networks. As a consequence, local currencies for
relending must often be acquired in interbank markets; nonetheless, U.S.
branches have the reputation, at least in Paris and London, of matching
or undercutting the going local-currency lending rates. Finally, because
U.S. banks do not have extensive branch networks within foreign coun-
tries, they are not well equipped to process local collections, handle local
payrolls, and so on.

These generalizations based on interviews can be supplemented, and
to some extent tested, by data on the foreign (including “offshore”) mar-
ket shares and the foreign clientele of the branches of U.S. banks abroad.
To begin with, Table 12 presents market share data showing the assets of
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U.S. branches as a percent of total assets of all deposit money banks (in-
cluding the U.S. branches), for the countries for which such data are
available and can be disclosed. These figures vary in precision from coun-
try to country and should be interpreted as nothing more than rough
orders of magnitude; in particular, the underlying data on assets of de-
posit money banks may well be significantly underreported for Singapore
and the Bahamas.

According to these data, the share of U.S. branches in total deposit
money bank assets approaches the upper limit in the Bahamas, where
shell branches have proliferated for reasons already discussed; again, shell
growth should be recognized for what it is. Other countries in which the
branches of U.S. banks account for more than a third of the reported as-
sets of deposit money banks in recent years are Panama, Singapore, and
the United Kingdom. Significant growth in the branches’ share of the
market seems to have been taking place in Hong Kong and Singapore,
but there are a number of countries, such as Italy and Luxembourg,
where U.S. branches either have been unable to make any headway or
have experienced a decline in their share of the market.

If, as argued in the preceding section, the level of branch assets in a
country is a function of the U.S. direct investment position, then the mar-
ket share of the branches in a country may well be a function of the share
of U.S. affiliates in total economic activity, other things being equal. This
share of the foreign affiliates of U.S. firms can be represented by the ratio
of their sales to GNP. In addition, on the basis of the logic underlying the
regression analysis in the preceding section, it seems reasonable to test the
hypotheses that the market share of the branches will be positively related
to “openness,” that is, to the share of foreign trade in total economic ac-
tivity, and negatively related to the rate of return on branch assets.

The regression results are reported in Table 13, where S is sales by
foreign affiliates of U.S. firms as a percent of GNP, R is as defined in the
preceding section, and O is half the sum of exports and imports, as a per-
cent of GNP. According to these results, the share of U.S. affiliates in
GNP does seem to exert a positive influence on the market share held by
the branches of U.S. banks, but no influence is revealed for openness or
for the rate of return.

It is also possible to marshal some statistical evidence on the pro-
portion of the branches’ business (assets and liabilities in this case) that is
placed with foreign addressees, although these data must be suppressed
for many countries in order to avoid disclosing information about the op-
erations of a single branch. In Table 14 the ratio (C + LF)/(CT + Lp)
indicates the share of branch claims and liabilities that are due from or
due to foreign addressees (including the foreign affiliates of U.S. non-
banking firms, which are not distinguished from other foreign addressees
in the data); this ratio and the other ratios shown are fully defined at the
bottom of the table. For the year 1976 this particular ratio varies between
0.41 for Bahrain and 0.87 for Indonesia. Over the period 1970-71 to 1975-
76 there is an appreciable rise in this ratio in a number of countries, as
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Table 14

Foreign Branches of U.S. Banks: Proportion of Business Done with

Foreign Addressees, Selected Measures

Cr Ly or() (Cp+lp} Cp+lp| Cptly

(1) @ €)) @ (5) (6)
Bahamas
1970 0.56 0.85 0.56 0.71 0.48 0.21
1971 0.76 0.71 0.71 0.73 0.43 0.27
1975 0.78 0.54 0.54 0.66 0.37 0.21
1976 0.78 0.46 0.46 0.62 0.35 0.19
Bahrain
1975 0.43 0.09 0.09 0.26 0.04 0.21
1976 0.49 0.34 0.34 041 0.16 0.25
Belgium
1975 0.68 0.77 0.68 0.73 0.54 0.16
1976 0.75 0.83 0.75 0.79 0.53 0.21
Cayman Islands
1975 0.88 0.53 0.53 0.70 0.43 0.22
1976 0.86 0.43 0.43 0.65 0.37 0.21
France
1970 0.43 0.89 0.43 0.66 0.45 0.17
1971 0.62 0.84 0.62 0.73 0.48 0.21
1975 0.74 0.82 0.74 0.78 0.52 0.21
1976 0.70 0.82 0.70 0.76 0.50 0.19
Germany
1970 0.50 0.56 0.50 0.53 0.39 0.11
1971 0.49 0.51 0.49 0.50 0.37 0.09
1975 0.69 0.67 0.67 0.68 0.49 0.18
1976 0.65 0.63 0.63 0.64 0.46 0.16
Hong Kong
1976 0.89 0.18 0.18 0.54 0.10 0.39
Indonesia )
1976 0.76 0.99 0.76 . 0.87 0.10 0.67
Italy
1975 0.67 0.75 0.67 0.71 0.41 0.25
1976 0.67 0.74 0.67 0.71 0.37 0.27
Japan
1970 0.74 0.43 0.43 0.60 0.18 0.30
1971 0.75 0.41 0.41 0.60 0.18 0.33
1975 0.86 0.33 0.33 0.61 0.18 0.39
1976 0.88 0.32 0.32 0.61 0.1 0.43
Luxembourg
1975 0.68 0.71 0.68 0.69 0.54 0.11

(continued on next page)
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Table 14 (continued)

Foreign Branches of U.S. Banks: Proportion of Business Done with

Foreign Addressees, Selected Measures

CF LF Lower of (1) CF + LF CFB + LFB CFN + LFN
Cr Lt or(@ |Cp+ly| Cptlr | Cp+lp
(0)] ) (€)] @ ) (6)
The Netherlands
1971 0.64 0.75 0.64 0.69 0.46 0.20
1976 0.61 0.69 0.61 0.65 0.34 0.27
Panama
1976 0.88 0.53 0.53 0.70 0.29 0.33
Singapore
1971 0.51 0.64 0.51 0.58 0.23 0.33
1975 0.58 0.77 0.58 0.68 0.47 0.18
1976 0.53 0.73 0.53 0.63 0.44 0.14
Switzerland
1971 0.42 0.55 0.42 0.48 0.22 0.25
1975 0.86 0.69 0.69 0.78 0.39 0.33
1976 0.86 0.71 0.71 0.79 0.39 0.34
Taiwan
1976 0.91 0.61 0.61 0.76 0.20 0.54
United Kingdom
1970 0.53 0.87 0.53 0.70 0.48 0.18
1971 0.72 0.85 0.72 0.78 0.50 0.21
1975 0.75 0.84 0.75 0.80 0.47 0.20
1976 0.72 0.83 0.72 0.77 0.47 0.19
Median, All Countries*
1970 0.60 0.63 0.48 0.59 0.28 0.24
1971 0.72 0.64 0.51 0.60 0.24 0.25
1975 0.76 0.68 0.54 0.68 0.34 0.30
1976 0.78 0.62 0.53 0.66 0.32 0.27

*Includes the following countries, which are not shown individually in order to avoid disclosing infor-

mation about the operations of a single branch:

1970; Austria, Belguim, Greece, Hong Kong, Italy, The Netherlands, Panama, Singapore, Switzerland:

1971: Austria, Belguim, Greece, Hong Kong, Ireland, [taly, Panama;

197S: Austria, Brazil, Dubai, Greece, Hong Kong, Indonesia, Ireland, Korea, Malaysia, The Netherlands,

Panama, Philippines, Romania, Taiwan;

1976: Austria, Brazil, Dubai, Greece, Ireland, Korea, Luxembourg.Malaysia, Philippines, Romania

Note: Branch claims on and liabilities to other foreign branches of the same parent are not included

in CFor LF because these branches are really an extension of the U.S. parent.

CF = branch claims on identifiabie foreign addressees.

CT = total branch claims for which U.S. or foreign addressee is given.

LF = branch liabilities to identifiable foreign addressees.

LT = total branch liabilities for which U.S. or foreign addressee is given.

Cyr. = branch claims on banks with foreign addresses (excluding official institutions).

CFN = branch claims on nonbanks with foreign addresses (excluding official institutions).
LFB = branch liabilities to banks with foreign addresses (excluding official institutions).
LFNE branch liabilities to nonbanks with foreign addresses (excluding official institutions}.

Source: Board of Governors of the Federal Reserve System, unpublished machine runs.
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well as a rise in the median for all countries (shown at the bottom of the
table), but the rise is not universal. In other words, there has been a ten-
dency for foreign business to comprise a larger share of the branches’
business over time, but experience differs from country to country.

Similar conclusions may be drawn about the proportions of branch
business accounted for by private banks with foreign addresses (column 5)
and by nonbanks with foreign addresses (column 6).° There is a rise in
the median for both of these proportions over the period 1970-71 to 1975-
76; but some countries display decreases, and there is considerable vari-
ation in each proportion from country to country. In addition, the share
of business with foreign nonbanks is generally higher for branches in less
developed countries than for branches elsewhere, for reasons that seem
obvious.

The foregoing ratios are indicative of how much of the branches’
business is with foreign residents, but they do not indicate how much of
the branches’ activity consists of intermediating between foreign residents.
To illustrate, (Cp +Lp)/(Cy+Ly) could assume the value of 0.5 even if
Cp or Ly were zero, but if Ly, say, were zero, the branches would be de-
rlvmg all of the funds that they loaned to foreigners from the United
States; and in this case the branches would be engaged in absolutely no
intermediation between foreigners, even though half of their business was
with them. For the share of branch business involving intermediation be-
tween foreigners, we must seek another measure.

The smaller of C /C and LF/L is such a measure. If for a certain
country one of these ratlos were zero, there would be no intermediation
between foreigners, even if the other ratio were as high as one in value.
On the other hand, if both ratios assumed the value of one, all inter-
mediation undertaken by the branches would be between foreign address-
ees. Very low values for both ratios would indicate that foreign branches
were engaged primarily in intermediation between U.S. addressees, and
such a phenomenon would probably be attributable to some market im-
perfection or interference such as government controls.

There is substantial variation in this measure from country to coun-
try, as shown in column 3 of the table; in 1976, this index ranged from
0.18 in Hong Kong to 0.76 in Indonesia. If the index rose appreciably
over time in the great majority of countries, we might conclude that there
was a strong tendency for U.S. branches to become more competitive in
and dependent upon the business of intermediating between foreigners as
the branches gained experience in foreign countries. Such a strong con-
clusion is not warranted by the behavior of the index, although it does
rise more often than it declines. It should be noted that the failure of the
index to rise is not confined to countries with exceptionally high index
values.

A compelling theoretical explanatlon for the high volume of interbank business is
offered by J. Dean and H. Grubel in their “Regulatory Issues and the Theory of Multi-
national Banking” (Simon Fraser University, Department of Economics and Commerce:
Discussion Paper 77-13-1), pp. 8-9.



40 INTERNATIONAL BANKING

In sum, the ratios in Table 14 offer little support for sweeping gener-
alizations about changes in the competitive position of the branches or
about changes in the share of their business that is with foreigners. It is
clear that there have been more rises than declines, by country, in the
share of branch business that is with foreigners and in the share of branch
business that involves intermediation between foreigners. However, there
is considerable variation from country to country.

Of course, it should be recognized that these ratios, being derived
from aggregate data, may fail to depict the experience of the typical
branch over time. For example, if every branch did a larger share of its
business with foreigners (up to a certain limit) as the years went by, and if
new branches were continually being established, the aggregate data might
understate the trend toward a larger share of foreign business that the
typical branch was experiencing. The reader should also bear in mind,
when examining the data in Table 14, that branch activity is influenced by
government interventions as well as by market forces.

Conclusion

For at least the past decade the foreign operations of U.S. banks have
been growing much more rapidly than their domestic operations. This re-
markable foreign expansion may have raised the overall rate of return
earned by U.S. banks in recent years, but we have not been able to show
that the rate of return for an individual bank is rendered more stable by
such foreign involvement. Statistical support was discovered for the strong
consensus that U.S. bankers go abroad largely to serve U.S. nonbanking
firms abroad, although some of the data suggest that business with for-
eign natives has become relatively more important in a number of coun-
tries with the passage of time.



Discussion

George E. Phalen*

Whether it be the Federal regulatory authorities, Congress, security
analysts, or bank stockholders, there is little doubt that they all conclude
commercial banks in the United States have expanded rapidly overseas. In
this paper, Tables 1 to 3 show dramatically the expansion in both assets
and profitability.

In this section of the survey, there is reference to the growth being
slower in later years, specifically 73-76. 1 think we should recognize in
terms of percentage of increase in assets that in the earlier years we were
starting from a much lower base. Thus, the percentage of slower growth
in later years may be a little misleading.

It was also noted that there was less asset growth in subsidiaries than
in the branches of U.S. banks abroad. One factor which could significant-
Iy affect comparability of total assets is the fact that subsidiaries tend to
concentrate on commercial activities (leasing, consumer credit) whereas
branches are engaged in Eurocurrency or money-market transactions.

Before my focusing on the four questions set forth in the report, I
have recently read Ray Vernon’s new book, Storm Over Multinationals.
Ray is presently serving as Director of the Center for International Af-
fairs at Harvard. He states, “If scientists and engineers had not found a
way to shrink space, the odds are high that multinationals would be a rar-
ity today. The telephone, the computer, the aircraft have been indis-
pensable to their growth.” Without these technological advances, I doubt
that we would be focusing on this subject today.

In view of the limited time and interest in having more general dis-
cussions on this paper, let me comment briefly on each question.

1. How Profitable for the U.S. Banks Has Their Foreign Business Been’

Norm Fieleke gives us great credit as profit maximizers; presumably
we could see higher rates of return overseas as compared to employing
our assets domestically. I am not sure that many of the international
banks in this country had the elaborate strategic planning groups that de-
veloped models in those years that gave them the answer “go” or “no go.”
I am inclined to think that the incremental profit factor was of paramount
importance in some of the decisions that were being made,

*Executive Vice President, First National Bank of Boston.
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One must keep in mind that what really motivates top management
decisions in allocating funds in domestic versus international outlets is
preservation and improvement of the rate of return on shareholders’ equi-
ty, what Fieleke calls the “true bottom line.” It is generally agreed that
during the past three years of declining or flat domestic loan demand the
major U.S. banks preserved their return on equity by a rapid increase in
international earnings. I do not think we have reliable data, especially on
foreign assets, to make a firm conclusion that the return on foreign assets
is greater than domestic assets. All we can say is that based on step-by-
step management experience and given limited domestic opportunities in
the past few years the net income on an extra dollar of assets placed
abroad has seeemed higher.

This study in measuring profitability is one that a number of us have
tackled with extreme difficulty. Norm refers to loan losses being charged
all to domestic, but I don’t believe that this is the case in all of the banks
engaged in international activities. The question of allocation of capital
and capital costs to the international sector is far from uniform by the
banking industry. Head office or home office charges that are allocated to
international performance I believe vary from institution to institution.
Thus, to attempt at this stage to measure accurately the return on capital
or the return on assets is most difficult and could be misleading. I again
would like to emphasize the incremental profit factor as being of prime
importance.

2. Has It Increased or Reduced the Riskiness of the Banks’ Operations?

Diversification generally is considered to reduce risk. However, in this
study it is stated that the limited data do not support the view that for-
eign diversification reduces risk. I think it is difficult to generalize in an-
swering this question as in some cases diversification has permitted the
riding of the economic cycle throughout the world to provide a steadier
growth of international earnings for some of the larger institutions. Ob-
viously, if you are covering the world you should be able to take ad-
vantage in countries having tremendous growth while others may be at
the lower end of the spectrum. However, in some international expansion
this has not been the case. The rush to London has not proven to be the
right answer for all banks.

It may or may not have stabilized risk but as I again repeat the over-
seas earnings picture of the major commercial banks helped cushion the
enormous domestic loan losses of the last few years. While discussing this
particular point, T do think we must not be lulled by the history of low or
almost no chargeoffs in the international loan portfolio. Not that I fore-
cast any radical change in these past averages. However, I think most of
us will recognize that there will be more loan losses in the international
arena and the percentage will not be the fantastically low figure of yester-
year. We have exported the philosophy of Chapter XI, and the private
sector lending on an international basis will see more compromises and
settlements in the future.
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3. There are two parts to question 3. First:

’

How Can U.S. Banks Compete against Foreign Banks on the Latters
Home Territory?

I fully agree with the views expressed in the paper that in interviews
with multinational financial personnel U.S. bank personnel abroad have
been most innovative. In the complicated area of multicurrency loans, pri-
cing and financial services, we will continue to lead, but the length of that
lead may narrow. An example of the creative type of service that may be
offered by U.S. bank personnel is the First National Bank of Boston’s ex-
perience with the introduction and promoting of export schools in both
Argentina and Brazil. Our personnel conducted classes for Argentine busi-
nessmen who were interested in knowing more about the complexities of
export financing, and this program was so popular that we introduced
this feature to other of our Latin American branches.

As for domestic activity within the country, I would argue that the
days of full-service branches overseas increasing are numbered. This is not
because of a lower return on overseas assets but rather because there will
be growing political and legal barriers to the creation of wholly owned
subsidiaries and branches of U.S. banks in the host countries. In the in-
creasingly nationalistic “Third World,” local commercial banking is part
of the visible “high ground” like utilities, railroads, ports, and mining.
Foreign ownership of these sectors will not be politically tolerated.

In short, I don’t think we are going to be encouraged to compete
strongly with the local banks for domestic business. Second:

What Kind of Business with Foreigners Do U.S. Banks Undertake?

1 found the data presented in Norm’s paper difficult to follow in de-
termining any conclusions, and frankly I was pleased that he concluded
that statistics are inconclusive.

I repeat that the business with foreign addresses is closely impacted
by the country both as to its banking regulations and the competitiveness
of the commercial banking system within the country.

4, Why Are U.S. Banks Concentrated So Much More Heavily in Some
Countries than Others?

As shown in the study, U.S. banks follow their customers. Some 60
years ago, the First National Bank of Boston was encouraged by its local
wool clients to go to Argentina. This was also repeated by our entrance
into Cuba following the sugar interests that we financed in the Boston
area.

Another reason in the past ten years was stated by Bob Wilmouth of
the Crocker and I quote, “If we are candid we will recognize that many of
those new offices, affiliates and branches were added not because there
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was a proven market awaiting our talents nor because they were a logical
extension of the bank’s domestic activities, but rather for purposes of
prestige or in the hope of being in the right place at the right time to cash
in on the boom.”

In conclusion, Norman Fieleke’s paper is an excellent attempt to gain
an overview of the factors behind rapid expansion by U.S. banks abroad.
Our impression and economic reasoning suggest that the return on inter-
national activities with the possible exception of the major European
countries should continue to be higher than the return on domestic activ-
ity. Further expansion of a physical presence overseas, however, may be
limited by nationalistic pressures. The current condition of the data does
not permit an empirical conclusion as to whether the return on inter-
national business is significantly greater than that on domestic activity.
Although banks are already inundated with reporting requirements, it
would be mutually beneficial for the Federal Reserve and the Comptrol-
ler’s office to work with the banks to establish uniform standards for allo-
cating income, assets, and funds between domestic and international
activity.



Discussion

Robert Z. Aliber*

We are indebted to Norman Fieleke for a comprehensive analytical
survey of the issues arising from the very rapid expansion of the branches
of U.S. banks in other countries. The rapidity of the expansion is phe-
nomenal — in a decade, the number of U.S. banks with foreign branches
increased by a factor of ten, while their assets increased by a factor of 25.
Over the same period, the assets of U.S. nonbank firms abroad increased
from $60 billion to $150 billion.

The major conclusions in the Fieleke paper are first summarized and
then evaluiited. The first few pages of the paper review the measures of
expansion of U.S. banking establishments abroad. The data indicate that
“in every year since foreign branch asset data became available the per-
centage increase in assets for branches has been at least double that for
domestic offices and often four or five times as great.”

The profitability of the foreign branches of U.S. banks is discussed, in
the form of rates of return on assets; this issue is especially important be-
cause five or six large U.S. banks report more than 50 percent of their
earnings from their international activities. Fieleke notes a weak, non-sta-
tistically significant tendency for banks with higher international in-
volvement to earn higher overall rates of return. That the results are not
stronger is surprising, for foreign assets are smaller than domestic assets,
and foreign earnings exceed domestic earnings, then the return on foreign
assets should exceed the return on domestic assets. One problem in ob-
taining meaningful rates of return on the components of an integrated in-
ternational enterprise, as Fieleke notes, involves allocation of costs among
units in different legal or tax jurisdictions. With major international
banks, loan losses must be allocated between the home office and branch-
es, the parents must be reimbursed for their investments in branches, and
overhead costs appropriately allocated. Fieleke concludes “that the rate of
return earned by foreign branches compares favorably with that earned by
all U.S. insured banks if allowance is made for the cost of equity capital.”

In equilibrium, the rates of return shouid either be the same, or some-
what higher abroad if the foreign activities are deemed riskier. There are,
however, sharp fluctuations in rates of return on foreign branches from
year to year, although Fieleke observes that the rates of return have been

*Professor of International Economics and Finance, Graduate School of Business, Uni-
versity of Chicago.
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relatively high in Japan, Panama, and Switzerland, and relatively low in
France and the United Kingdom. This distinction about variability of
earnings and level of earnings is less surprising than it seems and reflects
the two very different activities of the foreign branches of U.S. banks in
various centers, as well, perhaps, as differences in tax rates.

Ficleke asks whether extension of bank activities into foreign markets
has reduced the variability in the income of the banks — has international
diversification led to greater stability in the profit rate? Because of data
limitations, the question asked is whether the rate of return becomes more
stable as the ratio of foreign to total assets increases. Fieleke examines a
cross-section of banks at particular intervals rather than the experience of
individual banks over time; he concludes that the variability of the rate of
return to the total return rises with increases in the ratio of foreign to
total assets. No story is suggested to connect international involvement
and variations in the earnings stream.

Fieleke considers some hypotheses for the rapid growth of foreign
branch activity; he follows the arguments about the theories of direct for-
eign investment generally applied to nonbank firms. The critical question
involves the advantage that U.S. firms and banks have in competing
against foreign firms and foreign banks on their home turf. One answer is
that U.S. banks have a comparative advantage in servicing the banking
requirements of U.S. firms, especially in effecting international loans and
international transfers of funds and in foreign exchange transactions. The
implication is that the pattern of concentration of U.S. banks abroad
should more or less parallel the pattern of concentration of investment of
U.S. firms abroad, on the assumption that entry into various foreign
countries for banks is as unconstrained as it is for nonbanks — an as-
sumption tested by the Canadian, Mexican, and Japanese experiences. Fi-
eleke concludes that the U.S. firm’s foreign investment has a positive in-
fluence on total bank assets, on bank business with foreign nonbanks, and
on branch net income.

The last section of the paper examines the share of the foreign market
captured by the foreign branches of U.S. banks. Interviews suggest the
typical pattern is that U.S. banks first service U.S. firms abroad, then for-
eign multinationals, then nonmultinationals. He finds that market shares
of U.S. banks in foreign banking markets vary across countries, and are
as high as 98 percent in the Bahamas, 50 percent in Panama, 40 percent
in Singapore, and 35 percent in the United Kingdom.

Comments on the Fieleke Study

The questions in the Fieleke paper are central. The answers, however,
might be more useful if the data on the growth and expansion of the for-
eign branches and their assets were decomposed to reflect the two very
different types of banking activities that the branches engage in.

One business, the traditional foreign banking activity, involves partici-
pation in host-country banking activities in competition with host-country
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banks, selling deposits and buying loans in the currencies of the host
countries. This business was the principal activity of the foreign branches
of U.S. banks prior to 1960, and it is still the major activity of most
branches of U.S. banks abroad. But only a relatively small proportion of
the 125 U.S. banks with offices abroad set up these offices to engage in
foreign banking business.

The second business, and the reason most U.S. banks have estab-
lished foreign branches, involves participation in offshore banking, pri-
marily but not exclusively in dollars. The growth of the offshore banking
business accounts for the sharp growth in the number of U.S. banks with
overseas branches in the 1960s and much of the sharp increase in the as-
sets of U.S. branches abroad. Without offshore banking activities, there
probably would be no more than one or two U.S. banks with branches in
the Bahamas and Panama, and none with branches in Luxembourg or the
Cayman Islands. At the end of 1976 the branches of U.S. banks in the
Bahamas and Cayman Islands totalled 129, and their assets totalled $67
billion; at the same time, the 56 branches in the United Kingdom held $82
billion of assets. One-fourth of all foreign branches of U.S. banks abroad
are in the United Kingdom and the Caribbean, and these branches ac-
count for two-thirds of the assets of all branches. The average branch of a
U.S. bank in the United Kingdom and the Bahamas and the Caymans has
assets six times as large as the average branch elsewhere. Most of the 50
plus U.S. banks with branches in London are there to participate primari-
ly in the offshore money market, and especially the offshore market in
dollars; indeed relatively few of these banks — probably no more than 10
or 12 — have made a dent in the sterling credit market.

The assets of foreign branches of U.S. banks can be allocated between
these two activities in a two-step procedure. At the end of 1975, $132 bil-
lion of the $176 billion of U.S. banks abroad involved dollar-denominated
assets; at the end of 1976, about $170 billion of the $220 billion of the
foreign assets involved dollar assets. At the end of 1965, the Bank for In-
ternational Settlements reported Euro-dollar assets of $15 billion, perhaps
half of which represented the liabilities of foreign branches of U.S. banks.
Over the last decade, the dollar liabilities of foreign branches of U.S.
banks have increased from $5 or $6 billion to $170 billion, while their
nondollar business has increased from $4 or $5 billion to $55 billion. Part
of the nondollar business represents participation in the offshore markets
for other currencies; perhaps 40 percent of the nondollar business is off-
shore, involving marks, Swiss francs, and other assets and 60 percent
domestic foreign. The liabilities in the offshore market, primarily dollars
but a few other currencies, have grown about five times as rapidly as the
liabilities of foreign branches denominated in the currencies of the coun-
tries in which they are located.

This distinction between the two types of activities of foreign branch-
es is important, for the offshore banking business is much more com-
petitive; the foreign banking business involves participation in a cartel,
frequently at deposit-loan markups higher than those in the United States.
In contrast, the markups in the offshore markets are more highly variable
over the monetary cycle.
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The questions asked by Fieleke about the profitability of the foreign
branches of U.S. banks, and their contribution to the stability of the earn-
ings of U.S. banks, can be asked about each of their principal activities —
about their offshore banking business and their foreign banking business.
Numerous explanations have been given for the growth of the offshore
market; the most comprehensive involves the differential regulation, and
the less severe regulation on offshore transactions than on domestic trans-
actions. The U.S. banks set up offshore offices to circumvent domestic
regulation, especially the interest rate ceilings and reserve requirements.
U.S. banks were pushed abroad by U.S. exchange controls, including the
Interest Equalization Tax of 1963, the Voluntary Credit Restraint Pro-
gram of 1965, and the Mandatory Balance of Payments Program of 1969.
Initially the very largest U.S. banks set up offshore branches — in effect,
the branches previously established in London to do a sterling business
began to do an offshore business to enhance their share of the total dol-
lar-denominated deposit market. Subsequently, other U.S. banks estab-
lished foreign branches to avoid or minimize the reduction in their share
of the aggregate dollar market to the banks already in London. The
growth of the offshore dollar market developed its own momentum, with
many banks setting up branches for the defensive reason to avoid or min-
imize loss of market share. New entrants attracted customers in the way
that new entrants always do — they cut prices or raise interest rates. The
spurts in the growth of assets of the foreign branches engaged in offshore
banking are traceable to domestic events — more severe exchange con-
trols on capital outflow and more restrictive monetary policies.

Data are not available to determine whether profits on offshore bank-
ing have been sufficiently high to reflect the greater risk. The ideal com-
parison is between the returns on the marginal unit of capital allocated to
the offshore banking activity with that allocated to the domestic banking
activities. In general the capital-deposit ratios and the capital-asset ratios
of offices established to do an offshore banking business are lower than
on domestic activities. So the return on assets of these foreign branches
could be lower than on domestic activities, and, at the same time, the re-
turn on capital could be higher.

The offshore banking market is more competitive than the regulated
domestic markets. Interest rates are more volatile than are comparable in-
terest rates in domestic money markets; during periods of tight money,
offshore dollar deposit rates have exceeded domestic dollar deposit rates
by 3 percentage points. Moreover, interest rate spreads in the offshore
markets are more volatile than those in the regulated domestic markets.
Consequently, the income of offshore branches is almost certain to be
more volatile than the income of the domestic offices. Moreover, the
phasing of variations in income will be similar. Hence, the cyclical vari-
ability in income of offshore branches may increase the amplitude of cy-
clical variability of the income from domestic banking activities.

The geographic distribution of branches engaged in offshore banking
is explainable in terms of several factors — the extent to which particular
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centers are monetary havens, and the extent to which these centers are tax
havens. Rates of return in Panama and Switzerland are high because they
are tax havens; rates of return in France and Britain are low because they
are not. Banks take deposits in London, and then transfer funds, at an at-
tractive transfer price, to their offices in Panama, which arrange the loans
to nonbank borrowers.

The assets of branches of U.S. banks abroad involved in foreign
banking business increased from $5 billion at the end of 1965 and to $35
billion at the end of 1976 — or much more rapidly than the growth in the
foreign investments of U.S. banks. Despite the rapid growth, these
branches have a small share of the deposit and credit markets of the
countries in which they are involved. Three U.S. banks — First National
City Bank, Bank of America, and Chase Manhattan — had 60 percent of
the branches of U.S. banks abroad, and probably 80 percent of the
branches set up to do foreign banking. The first one or two U.S. banks to
go abroad did so to increase market share; they hoped to serve their
domestic customers abroad, and they also wanted to serve the clients of
other U.S. banks, and then use the toehold gained in the foreign business
of these firms to increase their own share of the U.S. business of these
firms. Subsequently, other U.S. banks went abroad for the defensive rea-
son to limit the size of the toehold. Yet foreign-markets were not large
enough for a replication of the oligopolistic pattern of U.S. banking; even
if U.S. bankers were eager to set up more branches in each country, the
foreign regulatory authorities were not. Entry was frequently restricted, in
some cases absolutely; in others, by a reciprocity formula which matched
the number of branch offices of U.S. banks with the number of branch
offices that their own banks set up in the United States. The first banks to
land on the checkerboard spaces abroad frequently preempted much of
the space.

Profit data on foreign domestic banking of U.S. branches are not
available. Banking in some markets appears highly profitable, largely be-
cause banks are dealing at rates set by a cartel. In general, the rate
spreads abroad are higher than in the United States. Moreover, the spread
between the prime rate and transfer price — a proxy for the rate at which
banks buy funds from others — is higher. So it would be expected that
profits would be higher if branches are large.

Casual empiricism suggests a strong relationship between the size of
U.S. foreign investment and U.S. foreign trade, and the geographic dis-
tribution of the foreign branches of U.S. banks established to deal in the
currency of the host country. The relationship would appear weakened for
two reasons. Some countries — Canada, Mexico, and Australia, and the
Scandinavian countries — have forestalled the expansion of foreign banks
into their jurisdiction; others have restricted the number of banks that can
set up branches. And branches have been established in a number of
countries, not necessarily because the countries are important in U.S.
trade and investment, but because the big banks have wanted to complete
their foreign banking systems.
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The rapid growth of both the offshore banking business and the for-
eign banking business of U.S. banks in the last decade leads to the ques-
tion of whether rates of growth are likely to be similar in the next decade.
Some of the factors to the growth of offshore banks in recent years, such
as exchange controls and peculiar interest ceilings, appear not likely to be
repeated. In absolute terms the offshore market will grow, but its growth
is likely to diminish relative to the growth of the domestic market. More-
over, the growth of the foreign branch banking systems seems likely to
slow, since entry is increasingly difficult, and since the foreign investment
of U.S. firms will grow less rapidly. Nevertheless, the deposits and credits
may continue to grow at a rapid rate as U.S. banks seek to increase their
market share at the expense of host country competitors.



Response

Norman S. Fieleke*

George Phalen no doubt is correct in his belief that not all banks
charge all loan losses of their foreign branches to the parent corporation,
but it is our understanding that the bulk of branch loan losses are allo-
cated to parents, in the aggregate. We heartily agree with his recommen-
dation for uniform reporting standards.

Robert Aliber’s central point is that the “distinction between the two
types of activities of foreign branches is important, for the offshore bank-
ing business is much more competitive; the foreign banking business in-
volves participation in a cartel. . .” (p. 47). By “foreign” banking Aliber
means accepting deposits and making loans in the currency of the host
country, while “offshore” banking is accepting deposits and making loans
in currencies other than those of the country in which the branch is
located.

For some purposes this is a useful distinction. Nonetheless, we may
still want to know, as a measure of market position, what is the share of
U.S. branches in the total market supply — regardless of currency de-
nomination — that is provided by the banks within a country. Thus, to
say that U.S. branches in the United Kingdom account for 35 percent of
the total assets of all deposit money banks there is to convey some idea of
the share of the U.S. branches in the total activity of deposit money
banks in that great financial center. For further analysis, one can then
proceed to break this aggregate market down into a host of submarkets
classified according to one’s particular interest: the markets represented by
various customer groups (individuals, nonbank firms, other banks, etc.);
the markets for various banking services (loans in various currencies, de-
posits in various currencies, foreign-exchange trading, processing of col-
lections, etc.); or the markets for various geographic subdivisions (Lon-
don, Paris, etc.).

Such market classification schemes are not mutually exclusive, and
the nature and impact of competition can be analyzed in terms of any or
all of them. In the last two major sections of our paper the primary focus
was on the submarkets represented by various customer groups. This
focus did not inhibit our recognition of barriers to competition (pp. 26,
28, 30), which Aliber considers so important; it does not seem necessary

*Vice President and Economist, Federal Reserve Bank of Boston.
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to divide banking markets into “offshore” and “foreign” in order to dis-
cern the existence and impact of these barriers.'

The more general point to be made in this connection is that the
choice of market classification scheme is less important than the method
of measuring competition. Measures are available which recognize that
there are differing degrees of competition within various “offshore,” “for-
eign,” and other submarkets, as well as within aggregate country markets,
however defined. One such measure, employed in our study as fully as the
data would permit, is the rate of profit (p. 30).%

Nor is it clear that the distinction between foreign (local currency)
and offshore (primarily dollar) business leads to special insight into the
variability of the rate of profit. Greater insight into this question is prob-
ably to be gained by focusing initially on the kinds of customer groups
the banks deal with than by focusing initially on the currency de-
nominations of the transactions. To illustrate, if the foreign branches of
U.S. banks deal with the same multinational customers abroad that their
parent banks deal with at home, the foreign branches might contribute
relatively little to the diversification of the overall portfolio. Un-
fortunately, detailed data on classes of customers were not available to us.

Aside from the matter of offshore banking, we question whether the
rate of taxation in Switzerland fully accounts for the high rate of return
reported by U.S. branches there; profltablhty may be high at least partly
because of limitations on competition.” It is interesting that the virtually
zero tax rate in the Bahamas has not typically been accompanied by a
high rate of return on assets there.

To avert confusion, two clarifications of points raised by Aliber are in
order. First, the assumption that entry into various foreign countries is as
unconstrained for U.S. banks as for other U.S. firms should not have
been attributed to us. In fact we state that “U.S. banks will concentrate
their foreign operations in those areas where U.S. nonbanking firms are
concentrated, other things being equal” (p. 28, emphasis added). Among
those “other things” are barriers to entry, which are taken into account in

"1t should also be remembered that the “offshore” business in some countries where
J.S. branches are excluded (e.g., Canada, Sweden, and Norway) may be less competitive
than the “foreign” business in certain other countries (perhaps the United Kingdom, for
example).

“There is room for argument, of course, as to how the rate of profit should be defined.
It would probably be agreed that it should encompass native banks within a country; be-
cause of data limitations, however, we were obliged to use the rate of return earned by U.S.
branches (on their assets). It is arguable, however, that we should have measured this rate
over a period longer than a year.

’See U.S., Congress, House, Committee on Banking, Currency and Housing, Financial
Institutions and the Nation’s Economy, 94th Cong., 2d sess., 1976, Book 11, p. 1013.
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the analysis (pp. 26, 30). Second, our analysis actually asks whether the
rate of return earned by large U.S. banks becomes more stable as the ra-
tio of international to total earnings increases, not, as Aliber puts it,
whether the rate of return becomes more stable as the ratio of foreign to
total assets increases, although we wish that the data had allowed us to
address the question as put by Aliber.

We wish to stress our agreement with Aliber’s assertion that U.S. reg-
ulations, including balance-of-payments controls, operated to stimulate
the growth of foreign branches of U.S. banks; our paper did recognize
this stimulus (pp. 10-11), aithough there did not seem to be any com-
pelling reason to accord these regulations a strong role in explaining the
distribution of foreign branch assets among various countries, once the
total amount of assets was given. In addition, Aliber’s contention that lo-
cal currency business abroad is relatively profitable for U.S. branches
agrees with our information as far as dealings with business firms are con-
cerned, but the retail business may be another matter (p. 33).





