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I. Introduction

One of the most significant recent developments in both international
banking, and the structure of banking within the United States, has been
the rapid growth in the activities of foreign banks in the United States.
This growth has resulted from an expansion of the activities of banks with
existing U.S. operations as well as de novo entry into the U.S. market by
additional foreign banks. The U.S. offices of foreign banks currently offer
a broad range of banking services to both foreign and domestic custom-
ers, and their increasing importance in U.S. markets has resulted in vari-
ous legislative proposals to establish a uniform Federal policy concerning
their activities.

To understand this growth it is necessary to understand the motives
and the business orientation of the nearly 100 foreign banks operating
banking facilities in the United States.1 One reason the United States is an
attractive location for these foreign banks is the size of its domestic
nancial markets, which provide foreign banks with a convenient in-
vestment outlet as well as a source of dollar financing. The attractiveness
of establishing a banking facility in the United States is enhanced by the
role of the dollar as a transaction currency in world trade and investment.
In addition, the relaxation of capital controls in January 1974 dearly in-
creased the desirability of U.S. markets to foreign banks since they could
extend credits to foreign borrowers free of restraint.

Other important motivations for entry include providing financial ser-
vices for the foreign bank’s corporate clients doing business in the United
States, developing closer contacts with U.S. corporations which may be

*Chief and **Economist, International Banking Section, Division of International Fi-
nance, Board of Governors of the Federal Reserve System. The analysis and conclusions in
this paper should not be interpreted as representing the views of the Board of Governors of
the Federal Reserve System or anyone else on its staff. We are indebted to Glenda Jackson
and David P. Laughton for their computational assistance.

~This number comprises foreign banks that operate one or more banking facilities in
the United States, but does not include foreign banks that have only representative offices.
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operating in the foreign bank’s home country, and developing a profitable
retail banking business in the United States, which in some cases is linked
to a particular ethnic appeal.2 Some U.S. offices of foreign banks offer a
broad range of both wholesale and retail services in addition to con-
ducting money-market transactions for their parent organizations, while
others have preferred to develop only specialized services. A number of
foreign banks that initially entered the U.S. market in order to service the
U.S. activities of their home country corporations and to finance trans-
actions between the United States and their home country have used the
contacts and expertise developed through their U.S. presence as a base to
compete for the domestic business of the Fortune 500 companies.

This paper will attem~pt to provide an analytic survey of the U.S. ac-
tivities of foreign banks. These activities are properly considered inter-
national banking because they are conducted by banking offices located
outside of their home countries and therefore may be expected to differ in
important respects from the activities of indigenous banks. Since, from
the U.S. point of view, these offices are domestic banking institutions that
have an important impact on domestic banking markets, this paper will
also consider the role of the foreign banking institutions in relation to
banking within the United States.

Before analyzing the U.S. activities of foreign banks it should be
noted that this analysis refers only to the segment of the foreign banks’
activities that are on the books of their offices in the United States.4 Ag-
gregate balance sheets of these offices illustrate the nature of the activities
that foreign banks conduct in the United States and reveal the general im-
pact of foreign banks on banking structure in the United States. However,
these aggregate data represent institutions engaged in a wide range of op-
erations and often conceal the diversity of their activities.5

2For a more detailed description of the motivations for foreign bank entry see: Fred
Klopstock, "Foreign Banks in the United States: Scope and Growth of Operations,"
Monthly Review of the Federal Reserve Bank of New York, June 1973, pp. 140-154.

3Previous survey articles include: Henry S. Terrell and John Leimone, "The U.S. Activ-
ities of Foreign-Owned Banking Organizations," The Columbia Journal of World Business,
Winter 1975, pp. 87-97; Jane D’Arista, "Foreign Bank Activities in the United States,"
Compendium of .Papers Prepared for the Fine Study, U.S. House of Representatives, June
1976, Book II, pp. 733-800; Francis A. Lees, Foreign Banking and Investment in the United
States: Issues and Alternatives, (New York: John Wiley and Sons, 1976); and "Recent
Growth in Activities of U.S. Offices of Foreign Banks," Federal Reserve Bulletin, October
1976, pp. 815-824.

41n fact many foreign banks transact business with U.S. residents at their banking
offices outside the United States.

5Fred Ruckdeschel, in an unpublished paper entitled "A Microeconomic Comparison
of the Activities of Foreign Banks in the United States with Domestic U.S. Banks," has uti-
lized discriminant analysis to show that there is considerably more diversity among the bal-
ance sheets of foreign banking "families" operating in the United States than among the bal-
ance sheets of major U.S. banks or a selected sample of nonmember domestic banks.
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This paper is presented in two parts. The body of the paper discusses
the aggregate size and growth of the U.S. offices of foreign banks, empha-
sizing the general nature of their activities and their impact on banking
structure in the United States, including their multistate banking activities.
An appendix presents a preliminary mieroanalytic analysis of the balance
sheets of individual foreign banking institutions in the United States.

II. The Activities of Foreign Banks: An Overview

A. Asset Structure
1. Size and Growth

Tables 1 and 2 provide data on the size and growth of major asset
and liability categories for the U,S. offices of foreign banks and for banks
that report weekly to the Federal Reserve.6 The data are as of November
1972, the month for which data on the foreign banks were first collected
by tl~e~ Federal Reserve, November 1974, the month before legislation af-
fectifig the activities of the foreign banks was first proposed; and the more
recent month of May 1977.7

The data in Table 1 reveal the dramatic growth in the U.S. activities
of foreign ba~ks compared with the domestic assets of the weekly report-
ing banks.8 Between November 1972 and May 1977 the standard banking
assets of foreign banks -- defined to exclude clearing balances9 and bal-
ances due to directly related institutions --increasedl¾times from $18.3
billion to $50.5 billion, while similar assets of the weekly reporting banks
increased about 40 percent from $353 billion to $488 billion. The dramatic

6The banks that report weekly to the Federal Reserve are in large part the money-mar-
ket banks, the closest competitors of the U.S. offices of foreign banks. Since these data do
not refer to all U.S. banks but only to the sample of weekly reporting banks (which account
for about 54 percent of total assets of all banks in the United States), these data do not mea-
sure the impact of foreign bank activity on the entire U.S. banking system. We are indebted
to our colleague John Leimone who developed a format for comparing the balance sheets of
the/foreign and weekly reporting banks.

7November and May data are useful because they do not contain the distortions caused
by end-of-year and end-of-quarter "window-dressing." The selection of the three dates is ar-
bitrary. The growth of the U.S. activities of foreign banks has not proceeded at a constant
pace within the two periods.

8Four foreign-owned banks, European-American Bank and Trust Company, California
First Bank, Lloyds Bank of California, and Sumitomo Bank of California, also report week-
ly to the Federal Reserve. The data for these banks have been subtracted from the data for
the weekly reporting banks so that the data refer only to domestically owned weekly report-
ing banks. The data for both the weekly reporting banks and the foreign-owned banks are as
of the last Wednesday of the month, tt should be noted that the two banking samples are
distinct and thus any percentage comparisons do not reflect shares but indicate only relative
size and growth.

9Clearing balances comprise cash items in process of collection, demand balances due
from banks in the United States, and deposits due from banks in foreign countries.
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growth of foreign banks’ assets has resulted in a doubling of the size of
their assets relative to the weekly reporting banks’ assets -- from 5.2 per-
cent as of November 1972 to 10.4 percent as of May 1977.

2. Commercial and Industrial Loans
Aside from demonstrating the general growth of foreign banks in the

United States, the data in Table 1 also reveal the growth of various cate-
gories of assets of these institutions. As of May 1977, the most important
asset item for these institutions consisted of their, $20.7 billion in com-
mercial and industrial loans, which amounted to 41 percent of their stan-
dard banking assets, compared with 24 percent for the weekly reporting
banks. The heavy concentration of (C & I) loans in the portfolios of the
foreign banks is indicative of their wholesale business orientation. By con-
trast, loans other than C and I loans -- which largely reflect more retail-
oriented banking -- amounted to only 10 percent of standard assets for
the foreign banks compared with 30 percent for the weekly reporting
banks.

What is even more striking than the relative concentration of com-
mercial and industrial loans to both foreign and domestic customers in
the portfoli6s~of the foreign banks is the ability of these banks to expand
their lending during a period of sluggish growth in C and I lending by the
weekly reporting banks. In the two years between November 1972 and
November 1974, total C and I loans at foreign banks increased from $8.9
billion to $17.9 billion, increasing from 10 percent to 13.8 percent of sim-
ilar loans at weekly reporting banks. Furthermore, between November
1974 and May 1977 when C and I loans of the weekly reporting banks ac-
tually declined by $13.7 billion to $115.7 billion, C and I loans of the
U.S. offices of foreign banks increased by $2.9 billion to $20.7 billion.
Moreover, $1.6 billion of this increase represented C and I loans to
domestic borrowers. By May 1977 C and I loans at the foreign banks had
grown to 17.9 percent of the C and I lending by the weekly reporting
banks.

Clearly U.S. offices of foreign banks are an important competitive
factor in the market for commercial and industrial lending from banking
offices in the United States. Although available evidence is not conclusive,
the expected long-run results of this increased competition should be
smaller net interest rate spreads on domestic U.S. lending and a closer
convergence between domestic and Euro-currency lending rates.l°

~°The evidence on declining spreads in domestic lending is largely anecdotal and is de-
rived in part from bank stock analysts. Declining spreads are hard to document empirically
since they may occur in a variety of ways other than through reductions in posted lending
rates, i.e., reductions in compensating balance requirements, reductions in margins over
prime for non-prime borrowers, and some Euro-currency pricing for domestic borrowers.
Furthermore, it is difficult to disentangle the impact of foreign banks on domestic loan
spreads from the competitive impact of commercial paper. Morgan Guaranty, in World Fi-
nancial Markets, compares the costs of Euro-dollar credits to the costs of issuing commercial
paper.
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A third interesting aspect of the C and I lending of foreign banks is
the relatively high proportion made to foreign borrowers.11 In May 1977
one-fourth of the total C and I lending by these office~ was to foreign
borrowers, compared with less than one-twentieth for weekly reporting
banks.12 In November 1972 the foreign C and I loans portfolio of the for-
eign banking offices was about one-half the size of that of the weekly re-
porting banks; by May 1977 their foreign C and I loans were approxi-
mately equal to comparable loans at the weekly reporting banks.

The relatively high concentration of foreign C and I loans in the port-
folios of the foreign banks is not surprising given the expectation that
nonindigenous banks would be relatively more specialized in foreign trade
and investment than domestic banks.13

3. Money-Market Assets
Foreign banks in the United States are active participants in domestic

money markets as part of their role in managing the liquid dollar assets of
their parent organization. In arriving at a desired liquidity structure, a
foreign bank may simultaneously have large placements and large li-
abilities in the U.S. market.

Between November 1972 and May 1977 total money-market assets of
these institutions more than tripled from $4.2 billion to $15.2 billion; the
amount of these assets relative to the weekly reporting banks increased
from 14.5 percent to 38.5 percent. In May 1977 money-market assets ac-
counted for about 30 percent of the total standard assets of foreign banks,
compared to about 8 percent of the standard assets of the weekly report-
ing banks. The foreign banking institutions’ money-market assets consist
largely of loans to and time deposits with commercial banks in the United
States. These assets are close substitutes for Euro-dollar placements, but

~The weekly report of condition for domestic banks does not disaggregate their cus-
tomers’ liabilities on acceptances by domestic and foreign obligors. Thus the data for foreign
and domestic C and I loans for the weekly reporting banks in Table 1 are net of ac-
ceptances. As of May 1977 weekly reporting banks held $3.7 billion in acceptances, equal to
3 percent of their total C and I loans, and therefore the omission of acceptances from the
domestic/ foreign disaggregation does not seriously affect the general trend.

~2The data understate the true share of loans to foreign borrowers by the foreign banks
since some of the loans that are recorded as domestic loans are really loans to foreign bor-
rowers. For example, the Japanese agencies lend funds to the U.S. incorporated subsidiaries
of Japanese trading companies.

~3We have tested the hypothesis that the relatively lower concentration of foreign C and
I loans to total C and I loans at the weekly reporting banks results from the inclusion of
smaller U.S. banks that are not active in foreign lending in the sample of weekly reporting
banks. For the ten largest domestic U.S. banks, all of which are active in international fi-
nance, the ratio of foreign to total C and I loans was .07 which although higher than the ra-
tio for all weekly reporting banks is still well below the ratio for the U.S. offices of foreign
banks. It should also be noted that the C and I loan figures for weekly reporting banks refer
only to foreign lending from their domestic offices. For (ax and other reasons, U.S. banks
often book foreign loans at their foreign branches rather than their U.S. offices. As of May
1977, foreign branches of U.S. banks held $68.7 billion in claims on nonbank foreign bor-
rowers, which were largely C and I loans.
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offer the additional feature of being domiciled in the United States, there-
by lacking any elements of "country-risk" associated with dollar in-
vestments in banking facilities outside the United States.

4. Demand Balances with U.S. Banks
A third important asset category for U.S. offices of foreign banks

consists of demand balances due from banks in the United States. These
balances increased from $1.6 billion in November 1972 to $3.9 billion in
May 1977, and on the latter date were equal to about 30 percent of the
"due from" balances of the weekly reporting banks. More striking, how-
ever, is the fact that noninterest bearing demand balances at banks ac-
counted for 7.7 percent of the standard banking assets of U.S. offices of
foreign banks compared to only 2.6 percent for the weekly reporting
banks.~4

There are three important reasons for the relatively high concen-
tration of demand balances due from banks in the assets of the foreign
banks: (1) the deposits can be used to satisfy state-imposed reserve re-
quirements; (2)~. these balances are an important vehicle through which for-
eign banks clear and settle their dollar payments and receipts; and, (3)
they are a means of compensating domestic U.S. banks for clearing, set-
tlement, and other correspondent services.

Branches and subsidiary commercial banks in New York, agencies
and subsidiary banks in California, and branches in Illinois are currently
subject to state-imposed reserve requirements that are similar in mag-
nitude to Federal Reserve requirements, but which can be satisfied by de-
mand balances at domestic bhnks. Thus the foreign banks need these bal-
ances to satisfy the state-imposed reserve requirements. If, however,
legislation were enacted requiring the U.S. offices of foreign banks to
come Federal Reserve members, their demand for these balances would be
reduced substantially because they would satisfy their reserve requirements
through balances at Federal Reserve banks, and their access to Federal
Reserve services would reduce their need to hold demand balances as
compensation for correspondent services.~5

The issue of demand balances maintained as compensation for ser-
vices rendered by U.S. banks is complex.~6U.S, banks perform a variety of

14Some of the recorded demand balances at U.S. commercial banks are deposits with
clearinghouse banks which are not available for use by the foreign bank until the following
business day. These clearinghouse funds are valuable to the foreign banks because they can
be utilized to satisfy New York State reserve requirements.

15Some preliminary data are consistent with the hypothesis that Federal Reserve mem-
bership would reduce the amount of correspondent demand balances held by the U.S. offices
of foreign banks. As of May 1977, the five foreign bank-owned commercial banks in New
York State that are Federal Reserve members had demand balances due from banks equal
to 1 percent of their total assets, while the comparable figure for the 11 foreign bank-owned
commercial banks in New York State that are not members of the Federal Reserve was 7
percent.

16U.S, banks are also compensated with demand balances for services rendered to their
domestic correspondent banks.
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services for foreign banks in the United States including clearing of dollar
funds, settlement (that is, effecting payment of dollar funds), access to the
Federal funds market, provision of lines of credit, information on the
U.S. economy or specific customers, and training services. Of this total
package of services, the clearing and settlement facilities are generally the
most important.

The costs and benefits of the services rendered by U.S. banks for for-
eign banks are continuously evaluated by both parties, and foreign banks
often maintain demand balances at several major U.S. banks that offer
clearing and settlement facilities. Although these balances fluctuate widely
on a day-to-day basis depending upon the payments and receipts of the
foreign bank, the average balance over time is computed to compensate
the U.S. bank for the costs of the services provided. A foreign bank may
shift its demand balances and its clearing and settlements business away
from a U.S. bank which it believes is requiring too high a balance relative
to the services it renders.

It is difficult, however, to draw a close parallel between the demand
balances that U.S. offices of foreign banks maintain with domestic banks
and the services these offices obtain from U.S. banks. The relationship be-
tween a major U.S. bank and a major foreign bank is evaluated on a
worldwide basis and the balance may be maintained by either a U.S. or
foreign office ot the foreign bank.~7 Moreover, it is not easy to distinguish
whether the services rendered are for the benefit of the domestic or for-
eign office of the foreign bank. For example, clearing and settlement ser-
vices or lines of credit may be for the benefit of either the U.S. or the
head office of the foreign bank. In addition, a foreign bank may render
services to its U.S. correspondent bank in its home country for which it
may be compensated either through a demand balance or a reduction in
its required balance at the U.S. correspondent. Thus, the relatively large
demand balances with U.S. banks maintained by the U.S. offices of for-
eign banks must be considered as part of the total compensation of their
parent organization for services rendered by U.S. banks.

B. Liability Structure
Because of their status as nonlocal banks, U.S. offices of foreign

banks have a markedly different liability structure from domestic banks.
This section compares the liability structure of the U.S. offices of foreign
banks to the liability structure of both the domestic weekly reporting
banks and the foreign branches of U.S. banks.

1. Deposits and Credit Balances (Liabilities to Nonbanksf8
Deposits from nonbanks have traditionally played a relatively minor

role in the funding of the U.S. offices of foreign banks, but in recent years
17As of May 1977 weekly reporting banks had $5.6 billion in demand deposits from for-

eign offices of foreign banks.

~SCredit balances, which are in many ways similar to demand deposits, are counted as
deposits. In addition, the data on deposits in the tables and text include all borrowings from
nonbanks and exclude both demand and time deposits due to banks. Thus the data on de-
posits are an approximation of the ability of foreign banks in the United States to attract
funds from nonbanks.
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their deposit-type liabilities have grown extremely rapidly -- from $6.2
billion in November 1972 to nearly $24 billion in May 1977 -- and the
size of these liabilities relative to the comparable liabilities of the weekly
reporting banks tripled from 2.2 percent to 6.7 percent.

The pattern of deposit growth at the U.S. offices of foreign banks has
varied considerably by type of institution as noted in Table 3. Between
November 1972 and May 1977 the total deposits and credit balances of
the agencies and branches increased by about $10 billion to $12.8 billion.
Of this total increase, $6 billion was deposits due to foreign customers
and only about $4 billion was due to domestic residents. Time and savings
deposits, almost exclusively large CDs, accounted for $9 billion of the
total increase in agency and branch deposits. The very high concentration
of money-market type deposits and foreign obligations reflects the whole-
sale and trade orientation of the agencies and branches.

The growth of deposit liabilities of the subsidiary commercial banks
has followed a different pattern. Of the nearly $8 billion in total deposit
growth at the subsidiary commercial banks in this period, $7.2 billion has
been to domestic residents, including an increase of $2.2 billion in demand
deposits to domestic residents. The relative importance of these domestic
deposits at subsidiary banks indicates their high concentration in retail
banking activities. In addition, nearly three-fifths of the growth in
domestic deposits at the domestic subsidiary banks has resulted from the
recent acquisitions of U.S. banks by foreign banks rather than through
establishment of de novo banks or expansion in existing commercial
banks.19

The growth in deposits and credit balance at the U.S. offices of for-
eign banks, taken as a whole, has proceeded more rapidly than the growth
in their standard banking assets. In November 1972 their deposit-type li-
abilities amounted to 34 percent of their standard banking assets; by May
1977 this figure has risen to 47 percent, while their deposits to U.S. resi-
dents increased from 23 percent to 31 percent of their standard banking
assets. For weekly reporting banks, deposit liabilities to nonbanks have
generally amounted to about three-fourths of their standard banking as-
sets. Thus although the statistical averages conceal considerable diversity
among the foreign institutions, the rapid growth of their deposit base has
brought their overall deposit to standard asset relationship somewhat
closer to the pattern of domestic banks, although foreign banks continue
to rely more heavily on nondeposit sources to fund their U.S. activities.2°

~gMajor acquisitions included Franklin National Bank by the European- American
Group, First Western Bank and Trust (now Lloyd’s Bank of California) by Lloyd’s Inter-
national Bank, and Southern California First National Bank (now California First Bank) by
The Bank of Tokyo.

2°The same general pattern of increased funding of loans to nonbanks with deposits
from nonbanks has not been true for foreign branches of U.S. banks. In May 1977 the ratio
of claims on nonbanks to liabilities to nonbanks for the branches of U.S. banks was 2.44
compared to a ratio of 1.94 in November 1974.



FOREIGN BANKING IN THE U.S. TERRELL-KEY 6 3

2. Interbank Liabilities
Interbank liabilities, which include purchases of Federal funds and

other borrowings from domestic banks, are an important source of funds
for the U.S. offices of foreign banks. Total interbank liabilities of these
offices increased from $2.6 billion in November 1972 to $12.3 billion in
May 1977, and the amount of these liabilities relative to comparable li-
abilities of the weekly reporting banks increased from 7.7 percent to 16.8
percent.

The data in Table 2 demonstrate the growing importance of interbank
liabilities in the total liability structure of the U.S. offices of foreign
banks. Between November 1972 and May 1977 the ratio of interbank li-
abilities to deposits for the foreign banks increased from .43 to .51.2~ As
noted earlier, analysis of the gross interbank liability position of the U.S.
offices of foreign banks yields an incomplete picture of their use of this
market as a source of funds, since some of these offices engage actively in
both deposit-placing and deposit-taking activities as part of the manage-
ment of the dollar positions of their parent organizations. On a net basis
the domestic interbank market has at times been an important source of
funds for the U.S. offices of foreign banks. As of November 1974, their
net borrowings in the domestic interbank market amounted to $3.7 bil-
lion, or 10 percent of their standard banking assets; by May 1977, how-
ever, net interbank borrowings had declined to $2.0 billion or only about
4 percenttof their standard banking assets.22

3. ~Liabilities to Foreign-Related Institutions
While funding from affiliates abroad is important, foreign banks in

the United States are reducing their dependence on advances from their
head offices. As of November 1972 the U.S. offices of foreign banks had
net liabilities to their related offices in foreign countries of $7.2 billion,
which amounted to 39 percent of their standard banking assets. In May
1977 their net liabilities to these institutions were $8.7 billion, or only 17
percent of their standard banking assets.23 2~

21For the weekly reporting banks, the ratio of interbank liabilities to deposits increased
from 0.12 to 0.20 in this same period. Thus the general trend on reliance of interbank funds
has been in the same direction for both institutions.

22The use of aggregate statistics of net borrowings in the domestic interbank market is a
useful generalization, but it obscures the fact that some foreign institutions are large lenders
to and others are large net borrowers from that market.

23Net liabilities due to foreign-related institutions are computed excluding the capital
accounts of the U.S. offices of foreign banks, which totaled $2.2 billion in May 1977. If leg-
islation is enacted which places either Federal Reserve reserve requirements or minimum
capital standards on the agencies and branches of foreign banks, a proportion of what is
currently reported as due to their head offices would be considered as a capital contribution.

~4The attractiveness of advances from their head offices abroad to U.S. offices of for-
eign banks has been reduced by the Federal Reserve’s request that these offices maintain re-
serves (through noninterest bearing deposits at correspondent member banks) on increases in
net Euro-dollar borrowings above the level of net borrowings in May 1973. Since April 9,
1975, the voluntary reserve request has been 4 percent.
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In brief, the most important development on the liability side of the
foreign banks’ balance sheets has been the growth of their deposit base,
which includes their ability to attract deposits from foreign as well as
domestic sources. This has enabled them to reduce their reliance on net
interbank borrowings and net advances from their head offices to finance
their U.S. activities.

4. Comparison with Foreign Branches of U.S. Banks
The preceding analysis has noted that foreign banks in the United

States have a relatively large concentration of interbank liabilities, both as
a net and gross source of funds, and a dependence on net advances from
their head offices. The balance sheets of foreign branches of U.S.-banks
exhibit certain similarities which suggest useful generalizations about the
liability structure of nonindigenous banks.

Liabilities to banks are the single most important gross source of
funds to the foreign branches of U.S. banks. Interbank liabilities
amounted to $84 billion -- or 52 percent of their total liabilities (ex-
cluding liabilities to directly related institutions) as of May 1977. Ex-
cluding branches in the United Kingdom and the offshore banking cen-
ters, that is, the locations where branches of U.S. banks specialize in
interbank Euro-dollar trading, interbank liabilities still represented a rela-
tively high 48 percent of the total.25 26 Thus one important general char-
acteristic of offices of nonindigenous banks appears to be the importance
of interbank liabilities to banks in their total liability position.~-7

A second important similarity between the U.S. offices of foreign
banks and the foreign branches of U.S. banks is their reliance on funds
advanced from their head offices. As of May 1977, U.S. offices of foreign
banks owed $8.7 billion, on a net basis, to their related offices outside the
United States, while foreign branches of U.S. banks owed $16.7 billion to
their related offices inside the United States. This somewhat surprising re-
sult suggests that offices of nonlocal banks encounter demand for funds in
their new markets in excess of their ability to fund themselves, and, in the
absence of restraints on capital flows, tend to rely heavily on advances
from their home offices.

2~The offshore banking centers where U.S. banks conduct operations include: Nassau,
Caymans, Panama, Bahrain, Hong Kong, and Singapore.

26By contrast, interbank liabilities of the U.S. weekly reporting banks amounted to only
15 percent of total liabilities as of May 1977.

aTU.S, banks in the past have also relied on foreign interbank markets as an important
net source of funds. In recent years the large inflows from the oil-producing countries com-
bined with conditions favoring advances from their head offices have resulted in foreign
branches of U.S. banks having a balanced asset/liability position vls-a-ws banks in foreign
countries.
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C. Institutional Structure
1. Type of Organization and Country of Parent Bank28

Foreign banks operate in the United States through three major types
of banking facilities: agencies, branches, and subsidiary commercial banks.
The characteristics of these institutional forms are discussed in detail else-
where.29 The main distinctions are that agencies may lend funds but can-
not accept deposits (although they do accept credit balances, which for
many purposes are the functional equivalent of deposits);3° branches may
accept deposits, make loans, and are an integral part of their parent bank,
with lending limits and deposit support based on the resources of their
parent banks; and subsidiaries are separately incorporated U.S. banks
with lending limits and deposit support derived from their own capital.31

The data in Table 4 indicate that the institutional structure of foreign
bank operations in the United States has undergone substantial change
since late 1972. In late 1972, agencies were the most important single form
of operation with total standard assets nearlyl½ times as large as branches
and subsidiary commercial banks combined. As of May 1977, branches
had become the largest single form of operation with total standard assets
of $20.3 billion, and subsidiary commercial banks with total standard as-
sets of $13.1 billion were almost as large as the agencies.

The decline in the importance of agencies can be traced to three spe-
cific factors: (1) the relatively slow growth in the activities of the Can-
adian agencies which were established and active in the United States well
before 1972;32 (2) the extremely rapid growth since 1972 of the branches
and subsidiaries of European banks which for the most part had not been
very active in the United States prior to 1972; and (3) a shift in emphasis
by Japanese banks from the agency to the branch and subsidiary form of
operations.

28These two important institutional characteristics are discussed together because of the
preferences (or requirements) of banks from specific countries for particular institutional
structures.

29For a more complete treatment of the characteristics of the different institutional
forms see the references cited in footnote 3.

3°In California, however, an agency, subject to the approval of the Superintendent of
Banks, may accept deposits from foreign sources.

3~The legal responsibility for a subsidiary commercial bank is limited to the parent
bank’s investment. However, to protect their reputations in international markets, parent
banks often extend support to their subsidiaries for which they are not legally liable.

8~Canadian banks are limited to the agency form of operation in New York State, since
New York State law requires reciprocal treatment for New York State banks as a condition
for permitting a foreign bank to operate a branch in New York.
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Quantitatively, the growth of the major EuropEan banks through
branches and subsidiaries has been the most important factor. In many
cases these European banks have had business relationships with Eu-
ropean subsidiaries of U.S. companies. As shown in Table 5, between No-
vember 1972 and May 1977 total standard assets of the U.S. offices of
European banks more than quadrupled to $22.7 billion, and during that
same period their deposits and credit balances increased from $2.4 billion
to $13.7 billion. The European banks’ share in total standard banking as-
sets of all foreign banks increased from 24 percent to 46 percent, and they
accounted for 63 percent of the increase in total deposits at all offices of
foreign banks in the United States. Of their total deposit growth of $11.3
billion, $4.6 billion, or about two-fifths, was from foreign customers.

The ability of the European banks to expand their deposit-taking ac-
tivities from both domestic and foreign sources is related to the fact that
these offices, although relatively new, tend to be branches of the largest
banks from the major industrial countries whose names are well-known in
the United States and abroad. In some cases the deposit growth has re-
flected an attempt by these institutions to develop a retail-oriented busi-
ness in the United States, in part through the major acquisitions noted
earlier. Finally, the major European countries of the home offices of these
banks offer reciprocal treatment to American banks so that banks from
these countries are not limited to nondeposit-taking institutions by reci-
procity statutes in New York and Illinois.

The shift in the organizational preference of the Japanese banks is re-
lated to four developments: (1) a desire to compete for CDs and other de-
posit sources in the United States; (2) the growth through acquisition and
expansion in their retail activities, particularly in California; (3) the im-
proved capital position of some of the major Japanese banks, which has
resulted in part from the appreciation of the yen and which has reduced
the constraint of their lending limits; and (4) a desire to have a branch in
New York State as a result of the proposed International Banking Act.33

In sum, the major structural changes in foreign bank activities in the
United States are largely the result of the growth and deposit orientation
of European banks, the changing character of the Japanese banks, and
the slow growth in the U.S. offices of Canadian banks.

2. Operations by State
Foreign banks entering the United States have overwhelmingly elected

to operate in New York, California, or Illinois. Although several other
states permit foreign banks to operate, these three states have been most
attractive because of their international trade and money-market ori-
entation. Since November 1972 the New York share of total standard as-
sets of foreign banks has declined from 71 percent to 68 percent, but its
continued preponderance reflects the importance of the New York money
market, and the fact that many major corporations have their national
and international headquarters in New York.

33That Act was passed by the House of Representatives in 1976 and required either a
branch or subsidiary presence in a state for a bank to elect that state as its home state.



Table 5

Sbaxes of Different Parent Countries
in the Total U.S. Activities of Foreign Banks

November 1972 November 1974
Amount Share Amount Share
($ mill.) (percent) ($ miil.) (percent)

All Countriesa
Standard Banking Assets 16,989 100.0 34,590 100.0
Loans and Credits 9,298 100.0 19,481 100.0
C & I Loans 8,261 100.0 16,763 100.0
Deposits and Credit

Balances 5,702 100.0 12,035 100.0

Japana
Standard Banking Assets 8,814 51.9 16,222 46.9
Loans and Credits 5,768 62.0 11,038 56.7
C & I Loans 5,390 65.2 10,414 62.1
Deposits mad Credit

Balances 1,904 33.4 3,536 29.4

Canada
Standard Banking Assets 3,200 18.8 4,824 13.9
Loans and Credits 1,338 14.4 2,604 I3.4
C & I Loans 1,098 13.3 2,145 12.8
Deposits and Credit

Balances 931 16.3 1,024 8.5

Europea

Standard Banking Assets 4,092 24.1 11,715 33.9
Loans and Credits 1,764 19.0 4,824 24.8
C & I Loans 1,432 17.3 3,399 20.3
Deposits and Credit

Balances 2,383 41.8 6,544 54.4

May 1977      _Per ce n t a_ge_ I ncrease
Amount Share November 1972-
($ mill.) (percent) May 1977

49,094 100.0 189
25,182 100.0 171
20,257 100.0 145

23,464 100.0 312

18,692 38.1 112
11,920 47.3 107
10,572 52.2 96

6,525 27.8 243

4,449 9.1 39
2,705 10.7 102
2,139 10.6 95

1,432 6.1 55

22,729 46.3 455
9,083 36.1 415
6,553 32.3 358

13,637 58.1 472

Rest of World
Standard Banking Assets 883 5.2 1,830 5.3 3,223 6.6 265
Loans and Credits 428 4.6 1,016 5.2 1,474 5.9 244
C & I Loans 340 4.1 806 4.8 993 4.9 192
Deposits and Credit

Balances 484 8.5 931 7.7 1,861 7.9 285

Number of U.S. Offices
Total 101 t00.0 149 100.0 210 100.0 108
Japma 28 27.7 40 26.8 52 24.8 86
Canada 21 20.8 25 16.8 26 12.4 24
Europe 33 32.7 54 36.2 78 37.1 136
Rest of World 19 18.8 30 20.1 54 25.7 184

aExcludes New York State Investment Companies and foreign bank-owned Agreement Corporations.
Note: Details may not add to totals due to rounding.
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The data in Table 6 relate the growth in the activities of foreign
banks to the weekly reporting banks in the three major states. The data
indicate that in all three states the deposit and lending activities of foreign
banks have been expanding more rapidly than the weekly reporting
banks, their primary competitors. In New York State, for example, for-
eign banks currently have C and I loans equal to 37 percent of the C and
I loans of the weekly reporting banks located in New York, while in Cal-
ifornia the foreign banks’ C and I loans are equal to 31 percent of the
large domestic banks’ C and I loans. Clearly foreign banks are a signifi-
cant factor in commercial and industrial lending in these two states. In Ill-
inois, foreign bank C and I loan activity has expanded rapidly compared
to the weekly reporting banks, but remains relatively small because Ill-
inois law did not permit entry by branches of foreign banks until 1973.

Foreign bank offices in all three states have also expanded their de-
posit bases relative to those of the weekly reporting banks. Although still
relatively small compared to the weekly reporting banks, it is interesting
to note that in all three states the rate of foreign banks’ deposit growth
has been faster than the rate of growth of either their standard assets or
their total loans and credits, so that in all three states foreign banks are
funding an increasing proportion of their lending activities with deposits.

3. Multi-state Activities
With few exceptions, U.S. banks are prohibited from operating bank-

ing facilities in more than one state. By contrast, foreign banks can oper-
ate banking facilities in more than one state because they are not subject
to either the provisions of the National Banking Act prohibiting multi-
state banking by national banks or to provisions of state law prohibiting
entry by banks chartered in other states. In view of this opportunity,
many foreign banks have elected to operate banking facilities in more
than one state.

Table 7 presents data on the growth and extent of multi-state banking
by foreign banks in the United States. As of May 1977, 50 foreign banks
operated banking facilities in two or more states, and on that date the
total assets of offices of foreign banks outside their principal state (de-
fined using a total assets criterion) were $19.7 billion; their total loans and
credits were $8.7 billion, and deposits and credit balances were $6.0 bil-
lion. Between November 1972 and May 1977 the figures for these catego-
ries more than tripled.

The utilization of the multi-state networks of the foreign banks varies
from institution to institution. The multi-state option has permitted for-
eign banks to tailor their institutional form to the environment in the par-
ticular states; for example, a foreign bank might operate a money-market
agency or branch in New York and a subsidiary bank offering state-wide
retail services in California.

In general there is coordination and planning among U.S. offices, al-
though each office is usually considered an independent profit center and
is "charged" an internally determined interest rate for funds received from
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other related offices in the United States and abroad.34 Loans arranged at
a specific office are usually placed on the books of that office, although in
some cases a subsidiary bank with a limit on its ability to lend to a single
borrower may pass on the excess of a large loan to its related agency or
branch.

It has sometimes been argued that multi-state banking by U.S. offices
of foreign banks is analogous to multi-state banking conducted by major
U.S. banks through their "out-of-state" Edge Corporations, and that it is
equitable to permit foreign banks to operate in more than one state be-
cause they are not permitted to own Edge Corporations. However, the
data in Table 8 suggest that the analogy between muti-state banking of
foreign banks and the activities of out-of-state Edge Corporations is not
very close. As of June 1977 the total loans and credits of the out-of-state
Edge Corporations were only $1.6 billion, and their deposits amounted to
only $1.4 billion. In terms of total activity, these institutions are highly
concentrated in New York because they provide non-New York banks
with access to New York money and foreign exchange markets.

The lack of similarity between Edge Corporations and multi-state ac-
tivities of foreign banks, and the relatively small size of the deposit and
lending activities of the Edge Corporations, result in large part from the
statutory provisions that limit Edge Corporations to conducting inter-
national activities while U.S. offices of foreign banks are free to compete
for domestic business.35 In recognition of this difference and to implement
a policy of comparable treatment for the U.S. offices of foreign banks, the
Federal Reserve has proposed that in the future multi-state agencies of
foreign banks be limited to powers that are similar to federally chartered
Edge Corporations.36

Out-of-state Edge Corporations are, of course, not the only facilities
by which U.S. banking organizations operate on a nationwide basis. Loan
production offices and bank holding company affiliates, such as finance
companies, are ways that U.S. banking organizations can compete nation-
wide. However, a banking facility is the only place where a U.S. bank can
accept deposits and extend large amounts of credit. Since the option of

34Japanese agencies in California borrow large amounts of funds and advance them to
related offices in New York because liabilities to directly related institutions are exempt from
the New York State requirement that foreign banks maintain assets equal to 108 percent of
their liabilities.

35Section 25(a) of the Federal Reserve Act states explicitly: "No corporation organized
under this section shall carry on any part of its business in the United States except such as,
in the judgment of the Board of Governors of the Federal Reserve System, shall be in-
cidental to its international or foreign business." (emphasis added).

36Statement of Stephen S. Gardner, Vice-Chairman, Board of Governors of the Federal
Reserve System, U.S., Congress, House, Committee on Banking, Finance and Urban Af-
fairs, Subcommittee on Financial Institutions,Supervision, Regulation and Insurance,
International Banking Act of 1977, Hearings...on H.R. 7325...July 12-19, 1977, pp. 36-41.
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nationwide representative offices or loan production facilities is available
to foreign banks, and since under the Bank Holding Company Act their
parent organizations can invest in the same range of nonbanking activities
as domestic bank holding companies, it appears that the ability to offer
deposit and loan services from banking offices in more than one state
gives foreign banks an improtant advantage over domestic banks.

III. Conclusion

This paper has analyzed the rapid growth in the U.S. activities of for-
eign banks and their impact on major U.S. banking centers. The size and
rapid growth of these activities makes it increasingly apparent that the
U.S. offices of foreign banks have expanded to such an extent that they
have an important impact on national money and credit markets and on
the international transactions of the United States, as well as on the com-
petitive environment affecting the profitability and growth of individual
banking organizations in the United States.

It is, of course, difficult to predict the future activities of these in-
stitutions. However, the size of domestic U.S. banking and capital mar-
kets and the opportunities presented by these markets suggest that many
foreign banks will continue to expand their U.S. activities, although the
pace of this expansion will no .doubt slow down somewhat from the ex-
tremely rapid pace of expansion in recent years. While in the past reg-
ulation of foreign bank activity in the United States has been largely a
matter of state jurisdiction, the expansion of this activity and its impact
on macroeconomic magnitudes will continue to stimulate debate over the
appropriate Federal regulatory and supervisory policy that would afford
foreign banks in the United States the same range of opportunities and
subject them to the same restrictions as domestic banks.

Appendix

A Micro-Analytic Analysis of the U.S. Activities of Foreign Banks

As noted in the body of this paper, the aggregate figures on the activ-
ity of the U.S. offices of foreign banks conceal considerable diversity in
their operations. This appendix quantifies some of that diversity by com-
puting some simple statistical measures for particular balance-sheet cate-
gories, and compares the diversity of operations among U.S. offices of
foreign banks with the diversity of operations of the weekly reporting
banks. This appendix also uses regression analysis to analyze some of the
cross-sectional variation in balance-sheet structure for the U.S. offices of
foreign banks as of May 1977.37

A. Selected balance-sheet categories
The major asset categories analyzed include: loans, which are divided

into C & I loans (domestic and foreign) and other loans, and money-mar-
ket assets. As noted in the paper, C & I loans have become increasingly

37The results in this appendix are preliminary.
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important in foreign banks’ portfolio. Other loans, which are less im-
portant at foreign banks, tend to reflect involvement in retail-oriented
banking business. The major liability categories include deposits and other
nonbank borrowings, money-market liabilities, and liabilities due to re-
lated institutions abroad. It is often useful to examine the latter two cate-
gories on a net basis since foreign banks have large placements and li-
abilities in domestic money-markets, and large due-to and due-from
accounts with their foreign affiliates. Each dependent variable is scaled by
total assets since the purpose is to explain variation in balance-sheet struc-
ture and not absolute amounts.

B. Structure and Diversity of Activity
Table A-1 presents the mean, standard deviation, and coefficient of

variation for each of these variables for: (a~9 the U.S. offices of foreign
banks;~8 and (b) the weekly reporting banks. Because of the diversity of
their parent organizations and because the foreign banks’ U.S. activities
represent a relatively small proportion of their total business, the U.S.
offices of foreign banks would be expected to display more variation than
the weekly reporting banks.

Weekly reporting banks have higher average ratios of total loans to
total assets and non-C and I loans to assets, while the foreign banks have

4O
higher average ratios of C and I loans and money-market assets. For
each characteristic the coefficient of variation (the ratio of the standard
deviation to the mean) is substantially higher for the foreign banks (ex-
cept for money-market assets where it is only slightly higher), confirming
the greater diversity of their activities.

On the liability side, the foreign banks have a higher average ratio of
money-market liabilities to total assets, and the weekly reporters have a
higher average ratio of deposit liabilities to total assets. Again the co-
efficients of variation are substantially higher for the foreign banks, em-
phasizing the diversity in their funding structure.4~

Table A-2 presents similar statistics for two groups of the foreign in-
stitutions: (1) agencies and branches; and (2) subsidiary commercial
banks. In almost all characteristics, the mean ratio for the subsidiary com-
mercial banks lies between the mean for the agencies and branches and

38Foreign bank-owned agencies, branches and subsidiary commercial banks are in-
cluded in these figures; foreign bank-owned agreement corporations and New York State in-
vestment companies are excluded.

39The four foreign bank-owned subsidiary commercial banks that report weekly to the
Federal Reserve have been excluded from the weekly reporter figures.

4°The mean figures for both groups represent unweighted averages.

4~The statistics shown in Table A-1 were also computed for comparable balance-sheet
categories for (a) all foreign branches of U.S. banks, (b) branches of U.S. banks in the
United Kingdom, and (c) branches of U.S. banks in Nassau and the Cayman lslands. They
indicated that, in general, the extent of diversity among foreign branches of U.S. banks is
closer to that for the U.S. offices of foreign banks than to that of the weekly reporting
banks.



Table A-1

Descriptive Statistics for
Weekly Reporting Banks and U.S. Offices of

Foreign Banks for Selected Variables, May 1977

Weekly Reporting Banks

sx

U. S. Offices of Foreign Banks*
(312 observations) (207 observations)

Variable (x)
Standard Coefficient Standard Coefficient

Mean Deviation of Variation Mean Deviation of Variation
~" Sx/~ ~ sx Sx/~

Asset categories as
a fraction of total
assets:

loans .51 .10 .19 .41 .27 .66
C & I loans .19 .06 .34 .35 .27 .77
other loans .32 .09 .29 .O7 .12 1.79

money-market assets .05 .05 .95 .23 .24 1.05

Gross liability categories
as a fraction of
total assets:

deposits .75 .11 .15 .29 .28 .95

money-market liabilities ~13 .08 .66 .25 .27 1.09

due to foreign directly
related institutions ..~J ..~/ .26 .27 1.03

Net liabilities categories
as a fraction of total assets:

net money-market
liabilities .07 .07 ..~/ .02 .38 --~

net due to foreign directly
related institutions _u_/    ..~ ..ff .17 .29 --a/

Total assets ($ billions) 1.75 3.81 2.2! .32 .49 1.51

*Agencies, branches and subsidiary commercial banks.

aNot computed because misleading statistic for net figures.

bNot available.

Note: Figures have been rounded.
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the mean for the weekly reporting banks. In addition, the coefficient of
variation for the subsidiary commercial banks, in almost all balance-sheet
categories, is considerably smaller than the coefficient of variation for the
agencies and branches and much larger than that for the weekly reporting
banks. Thus, although the balance-sheet structure of the subsidiary banks
appears closer to the weekly reporting banks, the element of foreign own°
ership results in a different and more diverse structure for the subsidiaries
than for the large domestic commercial banks.

B. A simple linear regression model
A more complete model is being developed to explain the variation in

allocation of assets, including the interaction between asset structure and
sources of funding for the foreign banks using pooled cross-section and
time-series data. The present analysis simply investigates some of the in-
stitutional hypotheses suggested by the aggregate data on a micro-level by
applying linear regression analysis to cross-sectional data. The analysis in-
vestigates the effects of size and of specific sources of funds on allocation
of assets. All of the results should be considered preliminary.

For the regression analysis, the U.S. offices of foreign banks have
been divided into the two groups shown in Table A-2: (1) agencies and
branches; and (2) subsidiary banks. This partitioning was performed be-
cause different structural relationships are to be expected. The economic
rationale is that in many cases the foreign-owned subsidiary commercial
banks function more like domestic U.S. commercial banks, whereas agen-
cies and branches are more likely to serve specialized functions for their
parent bank.

The regression equations represent an attempt to "sort out" the vari-
ous institutional factors that might be expected to influence the balance-
sheet structure of the agencies and branches, as well as the effect of size.
For these estimates, the selected balance-sheet ratios are assumed to be in-
fluenced by the home country, whether the institution is the parent bank’s
only U.S. banking office, whether the institution is located in New York
State, and size as measured by total assets.

The country of the parent institution is a relevant variable, since
banks from a particular country are often motivated by the same factors
in establishing U.S. offices, and as noted in the body of the paper, there
have been clear differences in overall activity by parent country over time
that might be reflected in cross-section data. The country-of-parent vari-
able may reflect a wide variety of factors specific to a particular country,
including the average length of time banks from that country have been
operating in the United States, relative exchange rates and interest rates in
that country and the United States, and the size and growth of trade and
investment flows between that country and the United States.

Whether an individual office is the parent bank’s only U.S. office is
expected to have opposite effects on the importance of loans and money-
market assets in an institution’s portfolio. If a foreign bank has only one
institution in the United States, it would be expected to specialize in



Table A-2

Descriptive Statistics for Two Groups of
Foreign Banking Institutions in the United States

for Selected Variables, May 1977

Agencies and Branches Subsidiary Conmlercial Banks
(173 observations) (34 observations)

Variable (x) Standard Coefficient Standard Coefficient
Mean Deviation of Variation Mean Deviation of Variation

~- sx Sx/~ g sx Sx/X

Asset categories as
a fraction of total assets:

luans .41 .29 .70 .45 .21 .47
C & 1 loans .36 .28 .78 .29 .17 .58

dnmestic .26 .25 .96 .25 .16 .66
foreign .i0 .16 1.60 .05 .07 1.42

other loans .05 .10 2.15 .16 .15 .90

money-market assets .25 .25 1.03 .14 .13 .92

Gross liability categories
as a fraction of
total assets:

deposits .22 .24 1.07 .65 .19 .29

money-market liabilities .28 .29 1.03 .10 .08 .82

due to foreign directly
related institutions .30 .27 .89 .04 .08 1.96

Net liability categories
as a fraction of total assets:

net money-market
liabilities .04 .41 .04 .17 ..a~

net due to foreign directly
related institutions .20 .31 ...-/ .01 .06 ..a_J

Total assets ($ billions) .30 .44 1.48 .45 .65 1.46

aNol conlpuled because misleading statistic for net figures,

Note: Figures have been rounded.
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money-market activities rather than lending activities. Institutions that are
part of multi-office U.S. operations of a foreign bank would be likely to
be more heavily involved in lending activities, reflecting the broader base
of their operations and their wider contacts with loan customers.

The only independent variable derived from the balance sheet itself is
absolute size, measured by total assets of an individual institution. The
size variable was first assumed to have an effect independent of parent
country, and later the effect of a size variable dependent on parent couno
try was tested. This latter estimation was based on the assumption that
that size has a different effect on structure of institutions from different
countries.42

Since New York is the major financial center of the United States, it
is expected that location in New York will influence balance-sheet struc-
ture, particularly the extent of involvement in money-market activities.
There is, however, a strong positive correlation between location in New
York and total assets and a strong negative correlation between location
in New York and the existence of other offices. Therefore, New York
cation was not used as an independent variable in conjunction with the
size and multi-office variables.4~

Table A-4 presents regression results for all agencies and branches
based on the hypothesis that the variation in each balance-sheet ratio can
be explained by parent country, whether or not the reporter is part of a
multi-office family, and size. The major country groupings are the same as
those used in the body of the paper: namely, Europe, Canada, Japan and
Rest of World. Dummy variables have been created for the four country
groups, and the existence of a related office in another state. The co-
efficients for the country variables are simply the individual intercepts for
institutions from that country.

The ratio of total loans to total assets is the dependent variable in the
first equation. The individual intercepts for Canada and Japan -- coun-
tries whose banks have been operating in the United States for the longest
time -- are highest and not significantly different from each other. The
European banks, the relatively fast growing newcomers, have the next
highest intercept. Banks from the other countries, in large part from the
developing countries, have the lowest coefficient, suggesting that these in-
stitutions may lack both the resource base for lending and established
contacts with multinational firms. As expected, other things being equal,
the ratio of loans to total assets tends to be higher when banks are part of

42For the cross-section sample used here, estimating a coefficient for total assets specific
to each country group did not indicate significant differences in the effect of size among the
country groups.

43Separate equations were estimated for New York agencies and branches to examine
the effect of location in New York, but there does not appear to be any pattern of particular
interest. As would be expected, the other office variable is insignificant and the impact of
size is smaller.
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multi-office U.S. operations. Results generally similar to the results for
total loans were obtained in the equations for both the C and I loan and
domestic C and I loan ratios.

Increased size, as measured by total assets, tends to reduce the ratio
of loans to total assets, and conversely, increased size tends to increase the
ratio of money-market to total assets, the dependent variable in the fourth
equation shown in Table A-4. For the money-market to total assets ratio,
the intercepts for the European and rest-of-the-world institutions, which
are not significantly different, are higher than the intercepts for the Can-
adian and Japanese institutions, which are also not significantly different
from each other. As expected, the other office variable has a negative co-
efficient; in other words, institutions that are the only U.S. office of their
parent have a higher proportion of money-market assets.

Insofar as sources of funds are concerned, the equation for net
money-market liabilities suggests that, other things equal, Japanese in-
stitutions tend to be net borrowers and European institutions tend to be
net placers in the domestic money market. Other things equal, increased
size tends to make an office a net placer of funds in the domestic money
market, while being part of multi-office U.S. operations tends to make an
office a net borrower. The ability to explain the variation in net liabilities
due to directly related institutions was notably poorer. The country inter-
cepts were positive but not significantly different, and variation in this
category was insensitive to institution size. The equation suggests that in-
stitutions that are part of multi-office operations and have, therefore, a
broader funding base in the United States, rely less heavily on advances
from their parent.44

Table A-5 shows results (for all agencies and branches) when the ratio
of net liabilities due to parent to total assets is added to the set of inde-
pendent variables.45 Since advances from their parents are often an im-
portant source of funds for the U.S. offices of foreign banks, relative re-
liance on these funds may have an impact on the distribution of their
assets. The net advances from foreign directly related institutions variable
has a positive impact on the selected asset categories shown in the table;
the impact is about twice as great for the loan categories as for money-
market assets, suggesting that institutions which bring in funds from their

44One statistical difficulty with the estimates should be noted; specifically, there is a
problem of simultaneous equation bias, since total assets and the ratio of particular asset
categories to total assets are not determined independently. Consequently, the error term
could be correlated with total assets, which violates one of the assumptions of ordinary least
squares.

4SSince this variable nets out assets due from directly related institutions, which is a
component of total assets, the scope for simultaneous equations bias is greater than in the
previous equations.
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parents tend, all other things equal, to have a greater proportion of loans
than money-market assets in their portfolios.46 For all asset categories, the
addition of this variable to the set of independent variables lowers all of
the country intercepts somewhat compared with the results in Table A-4,
since the new equation has captured the positive impact of advances from
their parents. The relative country differences and the effects of size re-
main the same.

No results are shown for subsidiary commercial banks. The sets of in-
dependent variables used here could not successfully explain variation in
their balance-sheet ratios. This tends to confirm, in a negative way, that
their operations are more similar to those of domestic banks than those of
the agencies and branches.

46Causality m’ay, of course, run in the other direction if institutions with large loan de-
mand request funding from their parent institutions because of difficulties raising funds in
domestic markets.



Discussion

Richard E. Caves*
Terrell and Key have provided us with a useful exploratory analysis

of the balance sheets of foreign banks’ operations in the United States,
shedding light on various questions about their motives and the effects of
their presence. The behavior described by their data invites interpretation
by the armchair analyst. My aim is to relate multinational banking oper-
ations in the United States to our knowledge about foreign direct in-
vestment in nonfinancial industries. Can the models of foreign investment
that have shown predictive power in the nonfinancial sector perform effec-
tively in explaining the evidence cast up by Terrell and Key? If so, what
implications result for the further development of multinational banking?

The following model has proved fruitful for explaining the behavior
of the manufacturing enterprise that acquires production facilities in for-
eign markets to produce goods similar to those it makes and sells in its
home market.~ We start from the observation that the enterprise investing
in an alien national market is disadvantaged by the very fact of its alien
status and resulting lack of familiarity with the economic characteristics,
laws, customs, etc. of the foreign market. For it to make a foreign in-
vestment in the face of these difficulties, it must hold some intangible as-
set that yields potential profits for it in the foreign market, and that can
be exploited more pro.fitably via foreign investment than by any other
method (such as exporting its goods to the foreign market, or entering
into a licensing agreement with a local producer). That asset is likely to be
some market-oriented skill wrapped up in a trademark, an ability to de-
sign and adapt the product to the market’s needs, or some proprietary
form of marketing-related managerial skill or stock of information. This
model correctly predicts that the most foreign investment will occur in in-
dustries producing differentiated consumer goods subject to elaborate
marketing requirements, or in industries making producer goods which
must be tailored to the customer’s needs.

This model can be adapted to explain the occurrence of multinational
banking. The relevant intangible asset of the potentially multinational
bank lies in its established goodwill relations with large commercial and

*Professor of Economics, Harvard University.

~See R.E. Caves, "International Corporations: The Industrial Economics of Foreign In-
vestments," Economica, 38 (February 197l), 1-27.
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industrial customers who are its borrowers and depositors in its home
market. For its large steady customers, the bank’s package of services
amounts to a differentiated product. At a given set of bank charges (inter-
est rates, compensating-balance requirements, etc.), they find its services
preferable to those of competing banks, or they would incur transactions
costs in making a major switch to another bank. Also, the bank itself po-
ssesses a stock of knowledge about the major customer and his business
that is valuable and costly to acquire. If a significant number of the
bank’s steady customers operate in foreign markets and must have their
banking needs serviced locally, the bank can maximize the returns to this
goodwill by following its major customers abroad. My impression is that
the evidence in Terrell’s and Key’s paper conforms to this model and sev-
eral of its corollaries.

1. They find that the assets of foreign banking offices in the United
States run more to commercial and industrial loans than do those of
domestic weekly reporting banks, and that these commercial and indus-
trial customers are often multinational businesses -- either domiciled in
the foreign, bank’s home country or U.S. firms with subsidiaries in that
country which have dealt extensively with the bank’s parent. That predic-
tion flows directly from the explanatory model sketched above. Foreign
banking offices should have smaller proportions of assets representing
purely domestic business, for which they have no general advantage at
competing against domestic banks.

2. The model predicts that foreign investment by banks will flow out-
ward from all countries that are important domiciles of nonfinancial mul-
tinational companies, and that multinational banks would "cross-haul" be-
tween pairs of major industrial countries, banks in A invading B’s market
and vice versa. This cross-hauling is also predicted by the product differ-
entiation that the model indicates for the market in banking services. It
suggests that the market for banking services would not be perfectly com-
petitive, and that profitable opportunities would exist for entry into a
national banking market for a foreign bank that holds established good-
will with a sufficient number of potential customers.

3. The model implies that foreign banks would move into the U.S.
market following an inflow of nonfinancial foreign investment in the
United States. There thus may be some connection between the increased
inflow of nonfinancial investment here since the devaluation of the dollar
in 1971 and the inflow of European banks. Consistent with the model, the
banks’ influx may also be related to the increased borrowing abroad by
U.S. multinationals and their foreign subsidiaries during the 1960s, in re-
sponse to U.S. balance-of-payments policies. This borrowing may have
forged the goodwill links that now give foreign offices a crack at the busi-
ness of the U.S. parents.

4. I suggested that the differentiated goodwill asset of the foreign
banks is associated with net lending transactions with large commercial
and industrial customers, and not with the net collection of deposits (say,
to service loan customers in their home markets). Consistent with that
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proposition is the finding of Terrell and Key that a high ratio of com-
mercial and industrial loans to money-market assets is associated with a
high level of liabilities to related institutions abroad. That is, the more
success a foreign office has in finding customers for commercial and in-
dustrial loans, the more funds does it bring in from its foreign parent to
supply this demand.

5. The model is consistent with multinational banking serving as a
method of arbitraging funds between national capital markets, but it im-
plies that such movements would not be the core of the activity of a for-
eign banking office. This arbitrage does appear in Terrell’s and Key’s sta-
tistics: Japanese banks are net borrowers in the U.S. money market and
European banks are net placers -- a pattern one would expect from casu-
al knowledge of the tightness of their domestic funds markets. But these
movements, as predicted, do not account for enormous proportions of
their activities.

6. The model of the multinational enterprise predicts many differences
between the subsidiary and an otherwise similar firm that operates in a
single national market. One of these is a greater diversity in the structure
of the subsidiary’s activities (asset and liability structure, in the case of a
bank), because the subsidiary functions as a component of its parent’s
strategy for maximizing global profits, and thus will complement the par-
ent’s activities in other national markets. Consistent with this prediction,
Terrell and Key report a greater variability of the asset and liability struc-
tures of foreign banking offices than of the weekly reporting banks. The
special-purpose branches and agencies naturally show more variability
than the general-purpose subsidiaries.

7. The model predicts that the multinational bank enters the U.S.
banking market on the basis of its goodwill assets with large commercial
and industrial customers. However, if it succeeds initially, it is likely to
mature into a pattern of activity more nearly resembling those found most
profitable by its large domestic competitors. It should look less different
from them as it grows older. Terrell and Key document this process in the
foreign offices’ decreasing reliance on foreign liabilities and gravitation (if
permitted by their legal forms) to a liability structure more closely re-
sembling those of their domestic competitors. This shift is evident in the
greater shares of deposits being captured by the foreign offices in their
principal state markets.

8. A multinational company can be viewed as a multiplant firm that
happens to find some of its plants separated by national boundaries. That
is, the advantages of the multinational company may to some extent be
simply those of the multiplant firm over the single-plant firm. In the case
of banking, nonprice competition in the capture of deposits is a factor
contributing to the profitability of branch operations. The retail activi~ties
of foreign banks’ subsidiaries in the United States can be expected to fill
the role of pursuing deposit liabilities, and Terrell and Key cor-
respondingly show that banks with multistate operations are less de-
pendent on liabilities to related foreign institutions than are single-state
foreign banks. That is, multiunit operations increase self-sufficiency in at-
tracting deposit liabilities.
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9. The explanation of multinational bank operations offered here ne-
glects portfolio balancing and the spreading of foreign-exchange risks as a
motive for foreign investment by banks, although it has been advanced as
a motive for foreign ~nvestment generally. If risk-spreading plays a slgmf-
icant role, the net position of the foreign offices in money-market assets
should be associated with the worldwide management of exchange-rate
and "country" risk by its parent. Terrell and Key note the importance of
money-market assets to the foreign offices and suggest that they take pref-
erence over Euro-dollar placements because of the lack of "country risk."
It might be better to regard them in the larger context of the foreign par-
ent banks’ risk management, although the distinction cannot be tested
with the data we now have at hand.

I have argued that multinational banking fits rather well into an
established model of foreign direct investment originally devised for non-
financial multinational companies. My purpose has been not so much to
argue the universal validity of that model as to suggest that multinational
banking can be usefully thought of as a process of market competition
among banking institutions. Because the model does display some ex-
planatory power, however, it is useful to draw out its implications. It
identifies foreign investment in banking as a form of market rivalry in an
imperfectly competitive market, and thus the increased competition men-
tioned by Terrell and Key is an expected outcome. It indicates that the in-
ternational arbitrage of liquid funds from easy-money countries to tight-
money countries is not a necessary function for explaining multinational
banking; multinational banks are likely to lubricate international capital
flows, but such general arbitrage is not vital for their existence. Finally,
the model indicates that cross-hauling of multinational banking operations
is a natural phenomenon, likely to intensify as long as similar inter-
penetration continues in nonfinancial markets. Governments (such as
Canada) which sharply restrict entry by foreign banks are therefore likely
to find themselves under increased pressure for fair reciprocal treatment.

ZBy R.Z. Aliber in The International Corporation, ed. Charles P. Kindleberger (Cam-
bridge: M.I.T. Press, 1970), Chapter I.




