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Research question

• Bank regulation/supervision at home -> bank behavior abroad?

• In particular: lending standards (risk taking)

• Increasingly relevant question in era of global banking groups
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Research hypotheses

• H1: Subsidiary independently capitalized, behavior abroad orthogonal to home-country
rules

• No correlation between strictness of home-country rules and host-country lending standards

• H2: Stricter home-country regulation induce banks to act accordingly and conservatively
abroad

– Formal reasons (branch activity under home-country jurisdiction)

– Type of business model employed

– Behavioral reasons (act „as if at home“)

• Positive correlation between strictness of home-country rules and host-country lending
standards

• H3: Stricter home-country regulation can push banks to look for risk abroad

– Make up for lack of risk taking in domestic markets

• Negative correlation between strictness of home-country rules and host-country lending
standards
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Empirical set-up

• Bank lending in emerging Europe

• Bank sector dominated by foreign-owned banks

– 2/3 of bank assets in the region foreign-owned, up to 99% in some countries

• Entry mode almost exclusively through buying an existing network rather than through
greenfielding

• Active internal capital markets across borders

– Credit growth (de Haas and van Lelyveld, 2010)

– Transmission of financial distress (Popov and Udell, 2010)
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Data and empirical proxies

• Host-country SME data on 9655 firms between 2000 and 2008

– Size, age, ownership (private / state / foreign), competition, exporter, subsidized, sector

– Outcome when applying for a loan, reasons for not applying

– Can distinguish healthy from discouraged non-applicant firms

• Host-country branching network

– 1976 localities in 16 countries

– 28 domestic banks and 127 subsidiaries and branches of 23 foreign banks

– Restrict attention to foreign-dominated localities

• Home-country data on indices of bank regulation and supervision

• Use loan rejections and firm characterisitcs to define bank lending standards

– Lending to informationally opaque firms
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Regulation and supervision data

• Abiad et al. (2008)

– Regulatory stringency

• credit controls; interest rate controls; entry barriers; state ownership of banks; restrictions 
on international capital flows; securities market regulations

• home-country variation comes from variation in entry barriers and state ownership of banks

– Supervisory efficiency/independence

• supervisor independent of executive influence; on-site and off-site examination; coverage of 
all financial institutions

• Barth et al. (2008)

– Restrictions on bank activities

• bank involvement in securities markets, insurance, real estate; ownership of non-financial 
firms

– Capital stringency

• Minimum capital ratio adjusted for market risk; loan, securities, and forex losses deducted 
from capital; verification of sources of funds classified as capital
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Main findings

• Home-country regulation associated with higher barriers to entry by foreign and private 
banks -> higher lending standards abroad

• Home-country regulation associated with higher restrictions on bank activities and with
higher capital requirements -> lower lending standards abroad

• Both results stronger for banks subject to less efficient home-country supervision

• Erosion of profits in home markets associated with higher risk taking abroad

• Regulation/supervision associated with cross-border spillover effects
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Caveat: Matching firm and bank data

• No match between bank and firm 

• Solution: match bank and firm data at the locality unit of observation

– Theory: banks derive market power from proximity – Degryse and Ongena (2005)

– Evidence: median distance between a firm and its main bank low (1 to 8 km. in the US 
(Petersen and Rajan, 2002; Agarwal and Hauswald, 2010), 2.25 km. in Belgium (Degryse and 
Ongena, 2005)).

– Used in the literature – Gormley (2009), Popov and Udell (2010)

• Calculate a locality-specific measure of home-country regulation and supervision by 
weighting home-country regulation and supervision indices for all banks present

– 1) by number of branches

– 2) equally

– 3) by bank assets
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Home countries and host countries
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Firm stats, by country
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Bank regulation and supervision: Home countries
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Bank regulation and supervision: Host countries
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Home-country regulation and supervision and 
host-country lending standards

• Empirical model

– Firm i

– Locality j

– Country k

– Industry l

– Time t

– Ex-ante ‘Risk’ defined in terms of informational opacity

• Effect of host-country regulation subsumed in country-time dummies

– Common to all firms in a country

– Identification through cross-locality within-country variation

– Incorporate information on firm demand for loans to account for self-selection
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First stage: Probability of positive demand for credit
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Second stage: Home-country regulation and supervision
and host-country lending standards
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Interaction between home-country regulation and 
supervision and host-country lending standards
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Conclusion

• Ex-ante riskier firms in host-country localities dominated by banks facing anti-
competitive regulation at home -> higher probability of being constrained in 
terms of new credit

• Ex-ante riskier firms in host-country localities dominated by banks facing higher
activity restrictions and capital standards -> lower probability of being
constrained in terms of new credit

• All effects hold

– After accounting for non-applicant firms (discouraged vs. healthy)

– After eliminating common sector and business cycle unobservables

– After accounting for host-country regulation

• Policy implications

– Eroding profits abroad lead to lower lending standards abroad

– Risk-taking?

– Domestic regulation associated with cross-border spillovers

– Harmonization of regulation


