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Going places: India’s largest bank, the State Bank of India, has been aggressively establishing ventures overseas in recent years just as the domestic market there has
become somewhat more open to domestic private and foreign banks
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Besides financing, they bring additional benefits not apparent in domestic competition
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NTIL the mid-1990s, the
banking systems in most
of Asia remained heavily
regulated, and barriers to
foreign competition were
prohibitively high. Howev-

.\ 4,/ er, inthe aftermath of the

SO East Asian crisis of
1997-98, financial sector restructuring, in-
cluding the revamp of the financial regula-
tions, has been an important element in
the structural adjustment programmes in
Indonesia, Korea, Thailand and the Philip-
pines.

Broadly, governments in the crisis-hit
regional economies have restructured
their financial systems by shutting down
commercial banks and finance companies,
merging some existing institutions and na-
tionalising others, injecting public funds to
recapitalised viable banks, putting in place
systematic asset resolution strategies, as
well as easing regulatory impediments to
foreign bank entry.

Other countries in the region such as
China and India have also taken steps to-
wards financial deregulation.

Economic motivations behind
foreign bank entry

A commonly-held view is that the policy of
banking-sector liberalisation, particularly
with regard to easing restrictions on fo-
reign bank entry, was imposed on the re-
gional economies by the International Mon-
etary Fund (IMF) and its largest sharehol-
der as a condition of the 1997-98 bailouts.
While this perception may be valid in some
cases, it is instructive that even countries
relatively unimpacted by the regional finan-
cial crisis such as China and India have
been taking active steps to promote the in-
ternationalisation of their respective ban-
king sectors.

There has been a growing realisation
among policymakers in Asia and else-
where that a policy of easing barriers on
foreign bank entry may be beneficial to the
host countries.

Certainly, one of the most immediate
motivations for undertaking this policy in
most of the crisis-hit countries was the
much-needed funds that foreign investors
would bring in to help recapitalise the
banking systems.

Beyond the financing issues, however,
it is becoming increasingly apparent that
foreign competition brings with it additio-
nal benefits that may not be likely in the
case of domestic competition in terms of
improvements in operational efficiency, in-
troduction and application of new technolo-
gies and banking products, marketing
skills and management and corporate go-
vernance structures.

Foreign banks could enhance the quali-
ty of human capital in the domestic ban-
king system by importing high-skilled per-
sonnel to work in the local host subsidiary
as well as via knowledge spillovers to local
employees. Customers ought also to bene-

fit in terms of being able to access new fi-
nancial services.

Bank internationalisation may also cre-
ate domestic pressures for local banking
authorities in the host countries to en-
hance and eventually harmonise regulato-
ry and supervisory procedures and stan-
dards and the overall financial infrastruec-
ture to international best practice levels.

The opening up of the domestic ban-
king sector to foreign participation might
also encourage some of the local banks to
venture overseas to compensate for the
loss of domestic revenue sources or more
generally because they have learnt from
the experiences of their foreign competi-
tors who have entered the local market.

Thus, as Singapore’s domestic banking
system has become more internationalised
since 1997-98, existing local hanks in Sin-
gapore have both consolidated their do-
mestic operations and also aggressively ex-
panded their operations overseas and
have been active participants in cross-bor-
der mergers and acquisitions (M&As).

Singapore banks, for instance, have pur-
chased significant stakes in banks in India,
Indonesia, Hong Kong, Thailand and the
Philippines, just to name a few. Similarly,
India’s largest bank, the State Bank of In-
dia, has been aggressively establishing ven-
tures overseas in recent years just as the
domestic market in India has become
somewhat more open to domestic private
and foreign banks.

Foreign bank entry: source of
stability or contagion?

Available data on bank assets, loans, de-
posits, and the like offers some indicative
evidence that the liberalisation of entry
norms for foreign banks has borne fruit in
terms of increased penetration of domestic
markets in Asia by foreign banks, particu-
larly in the cases of Indonesia and South
Korea. However, it is striking that most of
Asia continues to lag other emerging mar-
kets in Central or Eastern Europe and Lat-
in America. The relatively low penetration
of banks into Asia is consistent with the
fact that while Asian economies have been
deregulating their banking systems for rea-
sons noted above, they have approached
this process more cautiously than their
counterparts in Eastern Europe or Latin
America.

Apart from parochial protectionist argu-
ments, there are actually some valid con-
cerns with the internationalisation of the
banking sector that needs to be addressed.

For some time, the conventional wis-
dom used to be that a banking system with
an internationally diversified asset base
may be more likely to be stable and less cri-
sis-prone. There is evidence, for instance,
that the foreign bank branches have lower
non-performing loan ratios than domestic
banks in Korea, Malaysia and Thailand.

In addition, the domestic branches of
foreign banks may be able to obtain finan-
cing from the foreign head office which
could act as a private lender of last resort
during a period of financial stress. Con-
versely, however, there are are rising anxi-

eties in some quarters that foreign banks
might be a source of instability and conta-
gion rather than stability.

This appears to have been the case in
the recent global financial crisis which hit
the Eastern European financial system
much harder than it has the relatively
more closed and regulated Asian financial
system.

Does foreign bank entry, or more broad-
ly, the internationalisation of the financial
sector, make the country prone to interna-
tional capital booms and reversals?

Many casual observers of finanecial libe-
ralisation fail to make a distinction be-
tween “capital account deregulation” (such
as external borrowing), on the cne hand,
and “internationalisation of the financial
sector”, on the other. The latter is broadly
defined as the elimination of barriers to en-
try and discriminatory treatment of for-
eign competition and cross-border provi-
sion of financial services.

It is more likely that capital account
openness in the form of cross-border bank
lending makes a country relatively more
crisis-prone than when a foreign bank esta-
blishes a separate entity in the host coun-
iry and lends domestically, especially if the
mode of entry by the bank is in the form of
a fully independent subsidiary (as'opposed
to a branch or representative office). One
would also expect that domestic lending
via an onshore foreign bank would more
likely be in domestic currency, while off-
shore lending would be in foreign currency
(such as the United States dollar), hence
leaving the country more vulnerable to cur-
rency mismatches and financial crisis (that
is, negative balance sheet effects).

Beyond this, the other broad economic
justifications for continued protection of
the domestic banking system boil down to
the usual “infant industry” and “strategic”
industry arguments. The first essentially
argues that time is needed for domestic
bank consolidation if local banks are to be
able to compete effectively against foreign
multinational banks which have much larg-
er and more diversified capital bases. The
second maintains that the financial sector,
with its intricate linkages to the rest of the
economy, is “too important to be left in the
hands of foreigners”.

While the infant industry argument has
merit in theory, as is usually the case, the
problem in practice is that most infants
take too long to grow up and, many a
times, they grow old rather than grow up.
The other problem with infant industries is
that they often form a dependency on the
state to protect them from threats and con-
sequently tend to become fairly inefficient
and it is usually the consumer who loses
out at the end.

With regard to the strategic industry ar-
gument, one could turn it on its head and
suggest that, in view of the importance of
the banking and overall financial sector to
the rest of the economy and society, every-
thing possible must be done to ensure it is
as efficient as possible, and that includes
welcoming foreign bank participation. In
any event, as with most other industries,

the infant and strategic industry argu-
ments appear more valid as grounds for
moderating the pace and possibly even the
extent of foreign bank entry, rather than
opposing the policy in its entirety.

One outstanding concern of deregulating
the domestic banking system that has
gained greater credence recently is that it
could weaken the ability of the central
bank to use “moral suasion” in times of a
crisis. For instance, the ongoing financial
crisis has made apparent the lack of effec-
tiveness of conventional monetary policy,
due in part to the fact that liquidity infu-
sions by many central banks into the do-
mestic financial system have remained
clogged up without being passed on to the
real economy in terms of bank lending
(hence resulting in a sharp decline in the
money multiplier).

However, this has been somewhat less
of a problem as some Asian economies
such as India and China with large pub-
lic-sector dominated banks (de facto or de
jure) as the central banks in these coun-
tries have been able to “cajole” the domes-
tic commercial banks to lower lending
rates and increase lending to the private
sector. There is also a belief in some quar-
ters that large foreign multinational banks
can be difficult to supervise given their
complex structures.

Ensure domestic institutions
continue to play crucial role

The quasi-nationalisation of some major fi-
nancial institutions in the United States
has only fuelled concerns in parts of Asia
and elsewhere on allowing unmitigated de-
nationalisation of the banking system of
any kind, particularly foreign bank entry.
In view of this, it is likely that Asian econo-
mies will take steps to ensure that the do-
mestic financial institutions continue to
play a crucial role in the financial system.

It should be reiterated though that as
long as the internationalisation of the bank-
ing sector is properly managed, fears that
no domestic financial institutions may sur-
vive following foreign bank entry are exag-
gerated. Indeed, cross-country evidence
suggests that the first-mover and informa-
tional or familiarity advantages enjoyed by
domestic banks for some businesses often
limits the extent of inroads that foreign
banks can make, at least in the short run.
This said, it is important to ensure that for-
eign investments do not largely originate
from a single source country as this might
actually increase rather than decrease in-
stability.
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