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Abstract
Financialization process was accompanied by many phenomena and processes occurring in
individual domestic economies, as well as on the supranational level. Some of them rein-
forced additionally financialization tendencies whereas the other were stimulated and ag-
gravated by those very tendencies. Precise evaluation of causality is hardly possible here,
nevertheless, one may point at most strict connection between financialization - its develop-
ment, dynamics or scale - and such processes like, for instance, globalization, deregulation,
liberalization, changes of forms and types of money and internationalization of financial in-
stitutions

The aim of the paperis to characterize, also in the context of the Global Financial Crisis
of 2007, features and consequences of banking systems internationalization and to draw
some insights on its potential influence on stability of financial systems and economic per-
formance. First, there are presented definitions and main features of internationalization
processes. Then, chronology of internationalization, with reference to progress in globaliza-
tion and financialization, is described. After that there is presented survey of existing studies
on internationalization and its consequences for different agents involved, as well as for
whole economies - both the home countries of multinational banks and economies of host

countries .
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1. Introduction

Financialization process was accompanied by many phenomena and processes occurring in
individual domestic economies, as well as on the supranational level. Some of them rein-
forced additionally financialization tendencies whereas the other were stimulated and ag-
gravated by those very tendencies. Precise evaluation of causality is hardly possible here,
nevertheless, one may point at most strict connection between financialization - its develop-
ment, dynamics or scale — and such processes like, for instance, globalization, deregulation,
liberalization, changes of forms and types of money and internationalization of financial in-
stitutions (mainly banks)." [Krippner 2005, Palley 2012].

Origins of those phenomena were diverse. Some of them resulted from intrinsic mar-
ket processes, while the others constituted the aftermath of specific decisions and actions
made by politicians, policymakers and supervisors. The mentioned processes had, however,
some similar patterns and consequences. Among them, one may list decreasing role of the
government, growing linkages between domestic economies and their financial markets
(connected with greater risk and scale of so-called contagion effects), slackening supervision
of the latter ones and, finally, emancipation of financial markets and institutions.? Moreover,
their influence was not only strictly economic, but had also clear social and cultural dimen-

sions. [Kose et al 2006, Kowalski 2013, Scholte 2006].

"It must be noticed that dynamics of those processes and their impact would not have been
so significant without technological progress. Of special importance were here rapid pro-
gress in computer sciences, the popularization of the Internet and new technics of commu-
nications (together with their decreasing costs]. All those factors allowed to increase tre-
mendously possibilities of gatheringand computing information. Actually, banks themselves
were among pioneers of using computers for the purposes of business activity.

2What interesting those processes intensified after 1978, i. e. after formal abandonment of
gold convertibility - the last officially existing relic of commodity money. Since then, money

has entirely fiduciary character.
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This multidimensionality constitutes only one among many debatable issues with de-
scription and evaluation of those processes. Another problems is linked with their different
intensity and different frequency. Not surprisingly, their magnitude was the biggest in de-
veloped countries with mature market economy and sophisticated financial system. By na-
ture, dynamics of those processes was rather low or even negligible in countries with rela-
tively closed economy, not playing (from various reasons] significant role in international
trade and capital flows (like Poland or, more generally, majority of so called “new members”
of the EU). Apart differences between individual countries, even at the domestic level various
social groups, branches of the economy, stakeholders or even individual households and en-
terprises benefited in some periods from globalization or deregulation, whereas the others
- suffered.

Thus, it is very hard, or even impossible, to make explicit, unambiguous assessment
of considered processes and their consequences. Such assessment are additionally ham-
pered by ideological issues, connected with given perception of, for instance, globalization or
liberalization by politicians or economists representing different political options. Still, thor-
ough characteristics is very desirable and useful for better understanding influence and con-
duct of financialization process, as well as for identification of potential flaws in contempo-
rary market and regulatory frameworks.

The aim of the paper is to characterize, also in the context of the Global Financial Crisis
of 2007, features and consequences of banking systems internationalization and to draw
some insights on its potential influence on stability of financial systems and economic per-
formance. First, we present definitions and main features of internationalization processes.
Then, we describe chronology of internationalization, with reference to progress in globali-
zation and financialization. After that we present survey of existing studies on international-
ization and its consequences for different agents involved, as well as for whole economies -

both home countries of multinational banks and economies of host countries .

2. Definition, types and subjects of bank internationalization
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Internationalization of banking systems is already established and well known phenomenon
within financial systems. It had started already in the XIX century, accelerating significantly
during 1960s. Internationalization, intertwined strictly with globalization processes contrib-
uted to profound changes in banking systems of individual countries, especially developing
ones. Banking institutions which took part in the process transformed into large multina-
tional banks, conducting their businesses globally.

Internationalization of banking systems may be considered from many points of view
and with taking into account various aspects of this phenomenon. Thus, giving its precise and
clear-cut definition is not a simple task. According to Solarz and Wyczanski [1997], interna-
tionalization of banking systems may be understood in two ways: as a process of expanding
activities by a domestic bank through expansion on foreign markets or as a process of enter-
ing foreign investors into domestic banks. The authors add simultaneously that under such
circumstances foreign banks are treated as an institutional form of transmitting worldwide
tendencies into the domestic banking sector. Bearing in mind that definition, the degree of
banking system internationalization might be measured here by the share of foreign share-
holders and creditors in liabilities of the consolidated domestic banking system.

Lewis and Davis [1987] emphasize different aspect of internationalization. They argue
that the process manifests itself in establishing (or buying) banks in the distant regions of
the world and conducting banking businesses by owners of different nationalities.

Internationalization of banking systems has two dimensions: internal and external.
The former can be measured by number of branches and subsidiaries which foreign banks
open in a given country and/or value of their assets compared to total assets of the consoli-
dated banking system. By analogy, as the measures of the latter are considered the number
of branches and subsidiaries opened by domestic banks abroad and value of their assets also
compared to total assets of the consolidated banking balance sheet [ECB 1999, Solarz,
Wyczanski 1997].

Internationalization of banking systems, as it was already mentioned, is strictly con-

nected with globalization of banks. As Paluszak [2001] stresses, in the area of banking both
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concepts are quite similar. There are no significant differences between them, since global-
ization of banking systems may be linked with such factors as global unification of banking
technology, creation of products and services dedicated for global financial markets and
deepening interdependencies between functioning of the domestic banking systems
[Frackowiak and Szambelanczyk 2000, Mullineaux 2006].

Generally, within the economic mainstream as the main outcome of internationaliza-
tion is perceived as a positive phenomenon. It is argued that the process increases competi-
tion [Padoa-Schioppa 2001]. It occurs due to two reasons. First, internationalization makes
number of financial institutions which seek clients favors larger. Second, larger becomes the
very market, on which banks may run their operations. Additionally, international scope of
banks’ activity enforces improvements in safety net and supervisory frameworks. Moreover,
through its interdependencies with deregulation, internationalization contributes in a way to
international cooperation between supervisors from individual countries. That cooperation,
in turn, is conducive to consistency of regulatory frameworks worldwide [Frackowiak and
Szambelanczyk 2000, Heffernan 2005, Krugman and Obstfeld 2007].

Banks participating in the process of internationalization are called “multinational” or
“international” banks. Sometimes both terms are treated as synonyms. Their content, how-
ever, varies. An international bank may be singled out by its functions. Any of those institu-
tions is making transactions with non-residents, which are denominated in the domestic cur-
rency. Those transactions are aimed at financing the foreign trade and carrying other foreign
operations. Moreover, international banks, as the active members of the euromarket, are
also making transactions denominated in foreign currencies. Such type of transactions may
be carried out with the both residents and non-residents. [Lewis and Davis 1987].

Both types of currency transactions may be conducted also by multinational banks.
However, it cannot be necessary the case. Distinctive of multinational banks is the fact that
they constitute specific type of multinational enterprise. The main feature of such enterprise
is that it is conducting its businesses in many countries. Thus, an multinational bank has its

units in more than only one country [Curry, Fung and Harper 2003].
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In the process of internationalization the most involved are just multinational banks.
According to Steuber [1997], before the age of internationalization in banking, a domestic
bank that had tried to expand its operations abroad, had first to find so called “correspondent
- any foreign bank willing to cooperate. Just after the internationalization started, direct
presence of a given domestic banks on foreign markets turned to be feasible.

The multinational banks make choice of institutional form for the future foreign unit
on the basis of economic and legal conditions (both internal - domestic - and external ones).
Other factors taken into consideration here are issues from the area of bank management,
first and foremost the strategy of a given bank. Types of units which an international bank

may create are described in the Table 1.

[please insert Table 1 here]

Organization and methods of functioning adopted by units of the multinational banks
are subject to continuous modifications. It is connected with the transition from international
banking towards global banking, as well as with ongoing and rapid, mentioned already, pro-
gress of information and communication technologies. Multinational banks are striving to
create a single, unified network in place of heterogeneous groups of independent units, lo-
cated in different countries, only coordinating by the headquarters in the home country. Such
changes may be expressed in creating of homogenous, identical products and services of-
fered by the bank, which are subsequently modified and adjusted in order to fulfill specific
needs of clients from a given region. Possible - and in some cases even desirable - is also
segmentation of bank clients from all its units and then, on that basis, preparation of prod-
ucts and services addressed to specific groups of clients worldwide [Curry, Fung and Harper
2003]

However, it was not always like that. Originally, the scope of financial services offered
by the multinational banks on their home market and abroad differed significantly. The basic

incentive for banks to go abroad was then the opportunity of conducting activities not allowed
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in the domestic banking system. Such limitations resulted from asymmetry in legal frame-
works regulating activity of banks in individual countries. As a result of deregulation tenden-
cies, such discrepancies have been eliminated systematically, with all - good or bad - con-
sequences of that process.

Internationalization, intertwined with globalization, brought many profound changes
in functioning of the banking systems. After 1989 the process occurred also in the post com-
munists countries from Central and Eastern Europe (CEEs), among them - also in Poland. It
caused there vivid debate about benefits and disadvantages of entering foreign investors into
newly created (or drastically restructured) banking systems of those countries.® But then
process of internationalization was quite mature. Discussed tendencies reshaped already
banking systems of almost all developed countries. Dynamics of those events will be pre-

sented in the next section of the paper.

3. Chronology of internationalization processes

In the process of banks internationalization one may distinguish three phases. It is assumed
that so-called first stage of internationalization started after 1830 in Great Britain. The main
factor that stood behind the beginning of going abroad by banks were attempts to improve
financing of trade between Great Britain and its colonies. British banks opened their repre-
sentative office in Australia, North America and in the Caribbean. During the years 1817-1913
already 72 units of British banks were established abroad [Tschoegl 1987]. Those institutions
were subsequently followed by banks from other colonial powers. Among them were Belgian,
French, German and Japanese banks [Curry, Fung and Harper 2003; de Paula 2002, Heffer-
nan 2005].

Transformation of banks from the colonial countries into the multinational institutions

was stopped by the First World War. Significant acceleration of internationalization process

3The scale of the opposite process, namely expansion of banks from CEEs on foreign mar-

kets, was, from obvious reasons, negligible.
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took place just in the 1960s, when foreign expansion of banks from the United States accel-
erated violently.* This tendency, identified usually with the beginning of the second stage of
internationalization, resulted from several reasons.

First of all, in the 1960s specific regulations came into force in the United States. They
were aimed at restoring stability in the balance of payment and boosting the American econ-
omy. They limited to a large degree opportunities to run banking activity (e.g. they not allowed
to lend US dollars to finance foreign direct investments by US multinational enterprises) as
well as discouraged foreigners from issuing bonds in the United States. Particularly, in 1965
so-called program of voluntary limitation of loans was introduced. This program constituted
a part of the broader package. The package, intended at regulating overall banking activity in
the USA, included also acts on taxation of incomes from deposits and foreign assets and act
that forbade export of capital [Bimmer and Dahl, 1975]. Moreover, in 1966 the scope of the
so-called Regulation Q was expanded.® The modified regulation prohibited banks from pay-
ing interest on demand deposits and imposed maximum rates of interest on various other
types of bank deposit. The right to set those ceilings was given to the Board of the FRS.

Changes in law provoked rapid reaction of the non-residents. Due to unfavorable con-
ditions created by the new regulations and in fear of blocking their deposits, the foreigners
withdrew them and moved money to the European banks.® Meanwhile, the residents, dis-
couraged with low interests offered by banks, switched from deposit to treasury bills and

commercial papers.

“ Banks from this state were also very active in the interwar period. In 1916 banks headquar-
tered in the USA had 26 foreign units, while in 1920 it rose already to 121 branches and of-
fices. The American banks expanded mainly in Austria and Germany. By 1931, 40% of all US
short-term claims on foreigners were German. [Heffernan 2005].
SRegulation Q was Title 12, part 217 of the US Code of Federal Regulations. It came into force
in 1933 and in 2011 was repealed.
¢ Deposits of particularly great value was withdrawn from the US banks by the USRR. The
state was afraid of blocking them by the US government [Mishkin 2000].

10
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Under such circumstances, the US banks, attempting to stop decrease in their in-
comes, started to open branches abroad. According to Brimmer and Dahl [1975], on Decem-
ber 31, 1973, 125 of the American banks had foreign units which total number amounted 699.
On December, 31, 1960 only 8 such banks had foreign units [just 131). The most units were
opened in the countries of western Europe (especially in the Great Britain), in the countries
of the Caribbean (particularly in the Bahamas and Cayman Islands], in Asian countries, like
Singapore, Bahrain and Hong-Kong and, finally, in Central and South America. In 1984 total
number of foreign branches, established by the US banks amounted to 905 [Darby 1986].

Such activity was supported by the American law regulating functioning of the banks
overseas. Scope of permissible operations could be there even higher than on the domestic
market.” As a result, foreign branches of the US banks became active participants of the
Eurodollar market [Bimmer and Dahl 1975].

It must be noticed here that enforcement of restrictions in the export of capital from
the USA contributed to development of the so-called Euromarket. Operating in Europe sub-
sidiary companies of the American enterprises lacked working capital and funds for invest-
ments. Thus, they demanded more and more dollar loans. [Rutkowski 1969]. Under such
conditions, European banks and foreign branches of the US banks started to accept dollar
deposits and then offered loans in this currency. With time, banks in London and other finan-
cial centers used to accept deposits and make loans also in other currencies - British
pounds, Swiss francs and French francs. In that way so called Eurocurrency market or, in
other words, just the Euromarket, emerged. With time, it spread also over non-European

countries, in particular Japan, Canada and countries of the Caribbean [Raczkowski 1987].

7Opening units abroad was possible due to Federal Reserve Act of 1931. Moreover, in 1966
American banks were allowed to purchase directly shares in the foreign banks. It must be
stressed, however, that establishment of the foreign unit and any investment in shares of a
foreign banks was permissible only with the special approval of the SRF Board [Bimmer and
Dahl 1975].

(N
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Development of the Euromarket enabled also the European banks to participate in this
second stage of internationalization. Conducive factor here turned also to be external con-
vertibility of the currencies of West European countries, established in 1958. Positive influ-
ence on the internationalization of the European banks had also political and economic in-
tegration in Europe and establishment of many holdings and multinational enterprise. In or-
der to finance their activities, international bank holdings, international syndicates issuing
bonds and shares, as well as international institutional bank associations (then labeled as
banking conglomerates) were created [Paluszak 2001].

In the 1970s the internationalization process was additionally sped out by so-called oil
shocks. In such situation several states-exporters of oil started to locate excessive currency
reserves (mainly dollar ones] in the form of deposit at multinational banks operating on the
Euromarket. In response for those phenomena there occurred further increase of banks’
foreign units. They were established in many countries, by banks not only from the United
States [Darby 1986, Hirtle, 1991].

It has to be stressed that the second wave of internationalization was influenced not
only by political and economic factors, but also by development of new technologies, espe-
cially from the IT sector. Implementation of new solutions and devices from this area into
banking business caused significant decrease of its costs and strengthened competitive po-
sition of banks from industrial countries. Thus, conducting banking activity in less developed
countries became much more profitable [Curry, Fung and Harper 2003].

There were substantial differences between two first stages of banking systems in-
ternationalization. They concerned many aspects. First, for the US banks, the main reason of
going international was willingness to raise funds from the Euromarket. Thus, their main
goal differed from the one that had tried to achieve the British banks in the first stage of
internationalization. As was mentioned, those institutions focused then on financing foreign
trade. The American banks, followed by banks from other countries expanded their business
in the developed countries, where were able to use their competitive advantage. Moreover,
while foreign branches of the British banks, which led multinational banks during the first

stage of the process under discussion, were focused mainly on retail banking and financing

12
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trade, foreign units of the US banks concentrated rather on foreign exchange transactions
on the Euromarket and providing support and service for institutional clients [Curry, Fung
and Harper 2003, de Paula 2002].

One may indicate also the third stage of internationalization. It begun in the 1990s.
Banks involved here are mainly from Europe, with special attention paid to the institutions
form Spain. Expansion of the latter ones in Latin America constitutes the main strain of the
third stage. As a result, Spanish banks, focused on retail banking, have become the most
important players in this region [Sebastian and Hernansanz 2002; Small 2004].

However, the third wave of internationalization encompasses not only Spanish banks
and not only in Latin America. Apart this region, multinational banks participating in this
stage of internationalization develop network of their units also in countries of South Asia
and Central and Eastern Europe. Then, one may observe that - unlike the second stage of
internationalization - banks which take place in the third one, are keen to conduct retail
banking also in developing countries. [Guillen, Tschoegl 1999, de Paula 2002]. It is also worth
noticing that this third wave was accompanied by deregulation and liberalization of capital
flows, characteristic of economic life and intellectual climate of (neolliberalism during the
1990s. It is conducive to unification of banking services and makes so-called universal banks

dominant organizational form on the financial market [Janc 2008].

4. Incentives to internationalize banking activity

Internationalization has been positively influenced not only by political and economic factors.
Important and positive impact have also had formulated theories. Their authors attempted,
among other things, to identify incentives of domestic banks to transform into multinational
ones. This section describes synthetically the most important theories, explaining motives
and conditions of those decisions.

As the first complex attempt to build a theory that could explain the phenomenon of
banking systems internationalization is usually perceived the research of Aliber [1975a,

1975b, 1984]. The author tried to explain the process of internationalization already in the

13
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1970s. He put emphasis on so-called internalization of banking, understood as implementa-
tion of solutions and procedures developed by a given bank on the domestic market also in
the units functioning abroad.

Aliber recognized that in the developed countries a crucial factor in decisions on going
abroad by the banks are differences in the interest rates on individual financial markets. Ac-
cording to him, the most effective banks would face the strongest incentives to open their
units in other countries, since they would have significant competitive advantage. Elaborating
this idea, Aliber assumed that banks, confronted with liberalization of both capital and good
flows, would lend to those enterprises, which would be prone to accept even the least favor-
able conditions of acquiring funds. On the other hand, the enterprises would tend to borrow
from those banks which offer would be the most beneficial. In consequence, interest rates in
individual countries will tend to converge. Such phenomenon will not occur only in situation
of legal barriers, preventing foreign banks from entering a given domestic market. Such
barriers might be, and usually are, effect of specific regulatory policy of the government
[Peinado 2001, Williams 1999].

Aliber’s theory gave rise to discussion on the motives for expanding banks” activities
beyond the borders of their home country. During the discussion variety of conceptions was
formulated. They are also located in the strain of internalization, as the initial theory of Aliber.
According to them, the main reason behind internationalization of banks are their attempts
to use competitive advantage. This, in turn, makes diversification of products and services
easier, allows benefiting from economies of scale and enables banks to apply more effective
management methods and techniques. All these concepts are presented in the table 2. It
must be, however stressed that there also theories of internationalization not referring to
the concept of internalization. Those theories form the second, separate strain in the studies
of banking systems internationalization, describing as “eclectic” theory of internationaliza-
tion. Concepts counted to this strain also will be presented in this section. First, however, in

more details will be discussed theories from the strain internalization

[please insert table 2 here]
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Among them the most popular is, as it was already mentioned, competitive advantage
theory, put forward by Aliber [1976]. It constitutes a specific application of traditional neo-
classical Heckscher-Ohlin trade theory to multinational banking. According to this theory, as
was briefly indicated, decision on expanding activity abroad will be taken only by those banks,
which have competitive advantage and thus are able to offer loans and accept deposits on
more favorable conditions than the domestic banks.®

The banks with a comparative advantage in offering bank products and services will
gain access to the world capital markets on increasingly favorable terms due to their higher
relative profits. This - due to lower costs — will accelerate their increased market share, and
as a result, further increase their profits. Moreover, due to market imperfections, the multi-
national bank will not sell its advantage and will instead internalize it via various forms of
representation overseas. In the result, banks with a comparative advantage in producing and
offering bank products and services will tend to dominate the world banking market. [Curry,
Fung and Harper 2003, Williams 1997].

It is worth mentioning yet that bank without competitive advantage can obtain it
through purchase of any foreign bank that has such advantage. The actual aim of transform-
ing into the multinational bank will be then obtaining of innovative technology or solu-
tions/devices from the purchased bank. They will be subsequently used in activity of the mul-
tinational bank on its home market, as well as in foreign branches and subsidiaries [Curry,
Fung and Harper 2003, Williams 1977].

Similar point of view was adopted by authors of the surplus entrepreneurship theory.’
They argue that the multinational banks apply entrepreneurial skills such as technology,

management expertise and techniques or know how to overseas markets at low or even zero

8|n this approach interest rates (price) are the primary factor in choosing a bank product.
? According to Williams [1997], the theory is the application of Kindleberger's (1969]) surplus
entrepreneurship approach to multinational retail banking.
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marginal costs. By applying these skills on the foreign markets, the bank has chosen to in-
ternalize its advantage rather than sell it on the market [Curry, Fung and Harper 2003, Grubel
19771.

According to the authors of the defensive expansion theory (also called “follow the
clients” motivation), internationalization of bank’s operation is, in a sense, its defensive re-
action to changes in its close environment. Namely, the domestic banks transform into the
multinational institutions under the influence of legal restrictions.'® The latter significantly
limit scope of activities allowed on the domestic market.

The second cause of going overseas is in this theory pressure of banks’ clients. Banks
have to respond to the expansion of their clients abroad to defend their client-bank relation-
ship. If the banks do not follow their client abroad, it is very likely that the client will establish
a new banking relationship that could expand to supplant existing domestic arrangements.
Apart from loss of the client, banks loses also potential opportunities. It is so because rela-
tionship with client present and active abroad generates a flow of information for a bank. This
information enables the bank to assess any new loan proposal at low marginal cost, as most
of the assessment has occurred previously. This lower marginal cost gives a foreign unit of
the bank a competitive advantage over its competitors. Moreover, like in the competitive ad-
vantage theory, this information - due to market imperfections - cannot be traded or priced
within the market. Thus, must be exploited by the owning bank. It is, of course very useful -
knowledge of market conditions and access to funds supplied easily by the parent company,
allows the foreign branch of the bank to offer much more attractive conditions than its local
rivals. It refers to both active (loans) and passive (deposits) operations [Callier 1986, Curry,
Fung and Harper 2003, Williams 1999].

Besides those two motives of internationalization indicated within the entrepreneur-
ship surplus theory, it must be stressed that banks’ decisions of going overseas may be in-

fluenced also by changes in level of exchange rate. The multinational banks should track

0 As it was described, such factors were crucial for expansion of the US banks during the
second stage of internationalization
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both the exchange rate of their national currency and the exchange rate of the currency from
the country they are intended to invest in. Without any doubts, changes in the levels of those
exchange rates will influence profitability of planned investment [Curry, Fung and Harper
2003].

The horizontal and vertical integration theory combines incentives presented in the
both competitive advantage and entrepreneurship surplus theories. Authors, identified with
this concept, seek the causes of banking systems internationalization in benefits which the
multinational banks derive from horizontal and vertical integration. Explaining this, they re-
fer often to economies of scale and economies of scope.

As Lewis and Davis [1987] argue, the horizontal integration provides a mechanism for
the allocation of technology and knowledge to new locations at low marginal costs,. With
reference to the multinational banks, horizontal integration may be considered as the crea-
tion of self-contained domestic banking operations in different countries [Casson 1990].
Therefore, it consists in using on different national markets technological devices,
knowledge, experience and management techniques developed on the domestic market,
similarly to assumptions of the entrepreneurship surplus theory.

On the other side, vertical integration provides the multinational bank the opportuni-
ties to internalize the process of production and providing banking products and services."
The final result of such actions will be their unification on all the markets where a given bank
is present. [Curry, Fung and Harper 2003, Peinado 2001].

The vertical integration is very advantageous to the multinational bank. According to
Lewis and Davis [1987] and Williams [1997] gains from this activity are especially visible in

foreign exchange trading, trade finance and risk management. With reference to the first of

" The desire to internalize may be the result of many factors. Among other things, the mul-
tinational bank may want to control the upstream quality control process, to benefit from
economies of scale, to exercise market power, to control product innovation and thus to con-
trol the underlying technology. The bank may also desire to minimize (or even avoid) taxes
[Williams, 1997]
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listed areas, the authors argue that, the multinational bank, when trading foreign exchange,
is able, by using its global banking network to internalizes the alternative arrangement (that
of correspondent banking]. This reduces transactions costs due to increased interest from
the interbank float, reduced transactions processing charges and the use of netting expo-
sures amongst all the branch network. As far as trade finance is considered, a well-devel-
oped foreign network of branches and subsidiaries allows the multinational bank to provide
trade finance at both ends of the transaction and thus - to internalize the fees from the trans-
action. It also allows to manage any exposures across time zones and allows the bank netting
and possible arbitrages when making a market in risk management products.

Implementing both types of integration, the multinational bank will be able to provide
foreign clients with better conditions than the local banks. Unlike them, it has broad access
to sources of funds. It can freely and at a lower cost refinance at its parent bank.

Theories of oligopolistic competition combine elements of all presented so far con-
ceptions. Authors of those theories stress that multinational banks have to compete within
domestic banking markets which are often oligopolistic in nature. These oligopolies are often
the outcome of barriers to entry, imposed by the government in the form of licensing re-
strictions. However, this market imperfection may be also exploited by the multinational
bank when it already will be allowed to operate behind the barriers to entry, generated by the
oligopoly. In other words, it becomes the member of that structure.™

Nevertheless, it must be noticed that existence of oligopolies in domestic banking
markets, besides opportunities it provides, constitutes also the obstacle to the multinational
banks” expansion. It is especially apparent in the very beginning of entering the domestic
market. In the first stage, the situation of the multinational bank is much worse than its do-
mestic competitors. However, if this institution will manage to overcome all legal barriers,

to get all required permissions and, finally, to start its activity, it will be able to compete

20bviously, with every foreign bank that starts to operate in a given domestic banking sys-

tem, the oligopolistic structure of the industry will be weakened.
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effectively with local rivals. Its advantage may stem from innovative technologies, better pro-
cedures and more efficient organization. As these factors were developed and tested on the
home market, its implementation overseas will be relatively cheap. First of all, however, the
multinational bank may compete with the oligopolistic banks with its price policy. It can easily
offer higher interest rates for accepted deposits and lower - from loans. [Peinado 2001, Wil-
liams 19971.

In the theories of international investment and multinational wholesale banking the
emphasis is put on profitability of banks and issues of risk management. Namely, operating
in many countries makes diversification of risk and its reduction easier. According to the
conceptions situated within this stream of theory, banks with greater risk aversion will rather
open their branches and offices in countries similar to their home country with regard to
culture, language and institutions [Curry, Fung and Harper 2003, Williams 1999].

On the other hand, spreading activity on foreign markets may generate significant
profits due to lower cost of raising funds on the Euromarkets. According to Grubel [1977],
these markets have been created and exist solely because of narrower interest margin
spreads. He listed three sources of this narrowness. First, intrinsic service value is associ-
ated with certain key currencies such as the US dollar. Second reason is the lack of govern-
ment enforced externalities in the Euromarkets and the third - the comparative advantage

generated by products offered on those markets.

Apart theories exploiting the idea of internalization there is also another theory that
tries to explain the process of banking systems internationalization. It is so called eclectic
theory. The concept is based on the multinational corporations theory, formulated by Dun-
ning in the second half of the 1970s. This theory enriched significantly studies on internation-
alization, being, in a sense, complementary to internalization theories.

According to the eclectic approach, there are three main groups of benefits which
multinational banks can derive from internationalization. The first one results from internal-
ization of a bank. Cho [1985] list here five specific advantages: (1) availability and cost of fund

transfers within the multinational banks, (2] efficient customer contacts, (3) transfer pricing
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manipulation, (4) improved networks for information gathering, and (5) potentially reduced
earning variability.

The second group - so called location advantages - is connected with the foreign net-
work of bank units. It encompasses, among others, advantages from differences in national
and foreign legislation, access to skilled personnel and managerial resources, favorable fi-
nancial sources, knowledge and experience in multinational operations, expertise in servic-
ing a particular customer type, and differentiation of banking products and services [Williams
19971.

The last group includes so called ownership advantages. They stem from the fact that
customers prefer to transact with bank incorporated in the country of origin of the transac-
tion currency due to that bank’s established mechanisms for those transactions. It gives spe-
cial advantages to multinational banks from those countries which have stable and popular
currency. These banks are able to differentiate easily their products and services. For in-
stance they can offer innovative financial instruments, based on their domestic currency.
Moreover, their competitive advantage increases with their reputation as subjects which can
create such innovations. [Peinado 2001, Williams 1999 Yannopoulos 1983]. According to Cho
[1985], however, these advantages are rather transitory.

Thus, one may notice some similarities between the both discussed theories. The most
important difference between the eclectic theory and theories from the internalization strain
comes down to perceiving costs connected with expanding bank’s activity overseas. Adher-
ents of the eclectic theory argue that these costs should not be treated as a part of the global
costs, incurred by the whole multinational bank, but should be treated separately. On the
other hand, supporters of internalization theories consider the costs of building competitive
position abroad only as a component of the costs of global operations. The decision to invest
in the other country is not made on the basis of “local” costs versus “local” benefits, but
rather on the basis of comparison their total values, for the whole bank [Casson 1987, 1990;
Williams 19971.

However, as Williams [1997] stresses, the choice between internalization theory and

eclectic theory is not one of which theory yields a superior forecast of the multinational banks
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activities, but rather, which of these two theories will enable the researcher to consider the
institutions involved into internationalization process with the greatest degree of internal
consistency. According to this author, at the level of abstraction represented by the two the-
ories, it is not possible yet to generate empirically testable hypotheses.™

Summarizing discussion on incentives of internationalization, one may find that there
are many different reasons and motives why banks try to expand their operations overseas.
Moreover, how Tschoegl [1987] argues, an impulse to transform of the domestic bank into
the multinational financial institutions, often was just accident or the desire to exploit favor-
able conditions in a specific country - often with culture, language and institutional structure
similar to the home country. Internationalization was also positively influenced by the growth
of the banks themselves and their higher capacities, liberalization and deregulation and sup-
portive role of the banks’ client. By providing necessary information, they facilitate recogni-
tion of local arrangements and conditions. Thus, in turn, contributes to better and more ac-

curate decisions taken by the multinational bank.

5. Consequences of internationalization
By no means, multinational banks have played a key role in the financial integration of global
financial markets and the economic integration of individual countries. They have also been
important actors in financialization process. Assessment of the consequences carried by in-
ternationalization appears, however, ambiguous. They can be also considered on many levels
and in different sections. Moreover, these consequences likely to shape differently when one
takes into account the perspective of multinational bank itself and its home country (usually
a developed one) and perspective of the host country, especially when the latter one is clas-
sified as a developing one. Such situation, as was already presented, was rather common -
countries being frequent destination of the multinational banks were emerging markets from

Latin and South America and post-communist countries from Central and Eastern Europe.

3 This issue is elaborated more thoroughly by Buckley [1988].
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Considering benefits (advantages) of internationalization one may take into account
gains acquired by individual banks and the banking system as a whole, clients of banks, as
well as economies of individual countries. Those benefits may be short-term or more pro-
found, expressing in permanent changes of a domestic banking (and financial] system. All
identified advantages of internationalization are synthetically described in the Table 3.

With reference to the banking institutions, such gains are in literature evaluated with
reference to the presented incentives (premises) of going abroad. In details, it is proved that
multinational banks gained from their competitive power in the markets of host countries
(especially those with underdeveloped financial and banking market), allowing them to mo-
bilize more funds from deposits, conducting “cherry picking” strategy and maintain wider net
interest margin. All such actions contributed to high profitability of overseas activity. An ad-
ditional benefit for the multinational banks s was linked with possibility of supporting by them
enterprises from home countries, operating abroad.

At the same time internationalization is perceived as beneficial to the whole banking
system of country in which multinational banks had started its activity, as well as to the home
banking system of the bank. The former, as research has shown, benefitted from high profits,
while the latter had possibility to overcome problems connected with lack of domestic capi-
tal, to recapitalize local banks. Multinational banks constituted also factor driving moderni-
zation and increasing competition in the whole sector. Their activity was also for domestic
sector better solution than cross border lending, as such banks, with a local presence on
the ground, were more stable providers of credit).

Concerning clients and their gains from banks’ internationalization in the literature
are usually listed such factors as: broader and more diverse offer, spread of financial inno-
vation (especially with reference to corporate sector) and lower than local banks’ profit mar-
gins, enforcing more efficiency of local banks that translates into lower-cost of financial ser-
vices

Finally, among macroeconomic benefits individual economies may draw from interna-

tionalization, it is assumed by some authors that multinational banks operating in different
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regions of the world have helped transfer capital to countries and regions that previously had

difficulty attracting funds.

[insert Table 3 here]

From this point of view, this phenomenon appears to be quite positive. There is also,
however, the other side of the coin. Some negative consequences of internationalization are
also indicated. There are two mains strains of the critique. The first one is connected with a
kind of asymmetry and in many cases harmful influence of internationalization on the econ-
omy of developing countries. The second, more intensified and visible in the last years, line
of argument against internationalization considers the phenomenon under discussion as one
of financial crises triggers.

Pro-crisis influence of internationalization is in the literature discussed mainly with
reference to the crises in Latin and South America countries in the 1990s and 2000s and the
subprime crisis of 2007 in the US and being aftermath of it the Global Financial Crisis. Be-
cause of poor risk and liquidity management, the banks are supposed to played a central role
in the 2008-2009 financial crisis and following it contagion processes.

In details, multinational banks contributed to emergence, proliferation and transmis-
sion of financial innovations and highly risk prone operators. All activities of those institutions
connected with spreading and distributing products of financial engineering on individual do-
mestic markets (often offered to agents with lack of sufficient knowledge) contributed to
greater risk (political, operational, etc.) in the individual markets as well as to great instability

of the overall financial system (for more details see table 4)

linsert Table 4 here]

Thus internationalization contributed to the crisis. On the other hand, according to

Buch et al [2013], the crisis ended unprecedented period of expansion of banks’ international
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financial assets and liabilities. The authors stress that in response to the crisis, banks de-
creased their international activities as — due to regulatory restrictions - they had to shrink
their balance sheets. They discuss the case of German banks. While total international assets
of those institutions grew, on average, by 8% per within the years 2002-2007, they dropped
by almost 20% in just 2008. These adjustments occurred mainly due to changing risk percep-
tions, changing regulations, and changes in the sensitivity towards financial frictions. In the
end, German banks withdrew from foreign markets, both along the extensive and the inten-
sive margin. The withdrawal was relatively stronger for activities of foreign subsidiaries com-
pared to direct cross-border assets or assets held through branches.

As a result crisis spread from the US market to other countries. Multinational banks
may be perceived as important channel of transmitting crisis tendencies. They also contrib-

uted to instability by theory own activity.
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Table 1. Organizational forms of multinational banks
Organizational Scope of activity
form
representative of- » the most limited form; only supportive role in operations of a
fice multinational bank,

= loan and deposit activity not allowed, as the representative of
a multinational bank it can make some settlements and ar-
range loans to foreign customers

foreign agency » arranges lending and transfers funds; in some cases it is
also allowed to make loans to institutional clients

* itis not allowed to accept deposits, thus it has to obtain
funds from the parent bank or to acquire them form the for-
eign interbank market

» supports financing of the foreign trade, by openning and/or
guaranteeing letters of credit and by accepting bills of im-
porters

subsidiary = akind of enterprise dependent on parent bank; the only dif-
ference between subsidiary and local banks is that the for-
mer is controlled by the foreign bank

= comes under the same legal basis as local banks, but it has
not to comply home regulations

» established for direct competition of a multinational bank
with local banks or other multinational banks

branch = conducts activity identical to local bank and usually on the
same legal basis, but with respects also to home regulations

» often established to gain from differences in home and for-
eign regulations

» its main goal is to make loans to institutional clients from the
country in which the branch had been established, as well as
from other markets; it also can finance trade between home
country and foreign countries

» acquires funds on international capital and money markets

Source: authors’ work.
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Table 2. Theories of banking systems internationalization from the internalization strain

Theory

Main reasons of internationalization

Internalization the-
ory (basic theory)

differences in the levels of interest rates on individual mar-
kets

competitive advantage over foreign banks

exploiting economies of scale

Competitive ad-
vantage theory

competitive advantage over foreign banks on the banking
market

possibility of taking competitive advantage through purchase
of foreign bank that has such advantage

lower costs and perspective of rapid increase of incomes

Surplus entrepre-
neurship theory

cheaper implementation of devices and procedures (innova-
tions, technology, management techniques, know-how) devel-
oped on the home market

competitive advantage over foreign banks

Defensive expan-
sion theory

defense of a bank against changes in its immediate environ-
ment

changes of regulations and limited scope of activity on the
home market

following clients conducting operations overseas (so-called
attraction effect)

Vertical and hori-
zontal integration
theory

economies of scale, resulting from the horizontal integration:
implementation of devices and procedures (innovations, tech-
nology, management techniques, know-how) developed on
the home market

economies of scale, resulting from the vertical integration:
internationalization of “production” of products and services,
leading to their unification on every market the bank oper-
ates.

Oligopolistic com-
petition theory

competitive advantage over foreign banks, forming (due to

given policy of the government] ineffective oligopoly; those

banks do not want or are not able to compete with multina-
tional banks

opportunity for rapid increase of the market share at low cost
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Multinational
wholesale banking
theory

internalization advantages
ownership advantages

location advantages

International in-
vestments theory

attempts to non-systematic risk diversification of bank’s port-
folio on an international scale

Source: authors’ work.
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Table 3. Advantages from internationalization — conclusions from literature review

Developed countries

Developing countries

Banks

- high profitability of foreign activ-
ity

- greater competitive power on the
foreign markets, providing more
flexibility

- mobilizing more funds from de-
positors

- support for enterprises from
home country

- risk diversification

- transfer of capital, technology and
management expertise

- support of large international insti-
tution as the main investor

- more efficient corporate govern-
ance

Banking
system

- additional source of profits

- overcoming of problems connected
with lack of domestic capital

- possibility to recapitalize local
banks

- factor driving modernization and in-
creasing competition in the whole
sector

- better solution than cross border
lending (international banks with a
local presence on the ground are
more stable providers of credit)
cross-border component of bank
lending.

Custom-
ers

- broader and more diverse offer

- spread of financial innovation

- lower local banks’ profit margins

- enforcing more efficiency of local
banks that translates into lower-
cost of financial services

Economy

- integration with global economy

Source: Claessens and Laeven 2004, Claessens et al 1998, Green et al 2004, Hibler et al
2008, Jeon et al 2010, Kalemli-Ozcan et al 2012, Minda 2007, Yildirim and Philippatos 2007.
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Developed countries Developing countries
Banks - higher competition
- multinational banks edge out local
banks by luring their best (lowest-
risk] clients away. This forces local
banks to provide services to higher-
risk clients, which makes them less
profitable, less efficient and less
competitive
Banking - proliferation and - higher idiosyncratic risk due to ma-
systems transmission of finan- turity and currency mismatches
cial innovations and - foreign banks may boost capital out-
highly risk-prone op- flows
erators - proliferation and transmission of
- strong and robust complex financial innovations and
negative effect of geo- highly risk-prone operators
graphical distance on | - strong and robust negative effect of
lending stability; dis- geographical distance on lending
tant borrowers more stability; distant borrowers more dif-
difficult to screen and ficult to screen and monitor in gen-
monitor in general and eral, and their creditworthiness par-
their creditworthiness ticularly difficult to assess
particularly difficult to
assess
- risk [political, opera-
tional, etc.) of operat-
ing abroad
Customers - foreign banks usually use wider
net interest-rate spreads than local
ones do and behave like rentier capi-
talists
- lending supply in emerging markets
affected through a contraction in
cross-border lending by foreign
banks; a contraction in local lending
by foreign banks" affiliates; and a
contraction in lending by domestic
banks due to a funding shock to their
balance-sheet
Economy - susceptibility to finan- |- susceptibility to financial crises
cial crises - contagion effects
- contagion effects

32



FESSUD

This project has received funding from the European Union’s Seventh Framework Programme %
HER PR & & o for research, technological development and demonstration under grant agreement no 266800 N *

- problems of local banks caused by
problems of their foreign partners

- credit crunch

Source: Claessens and Laeven 2004, Claessens et al 1998, Green et al 2004, Hiibler et al

2008, Jeon et al 2010, Kalemli-Ozcan et al 2012, Minda 2007, Yildirim and Philippatos 2007.
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Financialisation, Economy, Society and Sustainable Development (FESSUD] is a 10 million
euro project largely funded by a near 8 million euro grant from the European Commission
under Framework Programme 7 (contract number : 266800). The University of Leeds is the

lead co-ordinator for the research project with a budget of over 2 million euros.

THE ABSTRACT OF THE PROJECT IS:

The research programme will integrate diverse levels, methods and disciplinary traditions
with the aim of developing a comprehensive policy agenda for changing the role of the finan-
cial system to help achieve a future which is sustainable in environmental, social and eco-
nomic terms. The programme involves an integrated and balanced consortium involving
partners from 14 countries that has unsurpassed experience of deploying diverse perspec-
tives both within economics and across disciplines inclusive of economics. The programme
is distinctively pluralistic, and aims to forge alliances across the social sciences, so as to
understand how finance can better serve economic, social and environmental needs. The
central issues addressed are the ways in which the growth and performance of economies
in the last 30 years have been dependent on the characteristics of the processes of financial-
isation; how has financialisation impacted on the achievement of specific economic, social,
and environmental objectives?; the nature of the relationship between financialisation and
the sustainability of the financial system, economic development and the environment?; the
lessons to be drawn from the crisis about the nature and impacts of financialisation? ; what
are the requisites of a financial system able to support a process of sustainable development,

broadly conceived?
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