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The foreign banks as foreign direct investment 

 

 The main arguments is favor of FDI refer to the technology that the foreign firm 

investing in the country may transfer (in the form of technology incorporated in the 

equipment or in the form of know-how, trademarks and patents). They also refer to the 

international network connections (with the firm headquarters, suppliers and export 

markets) brought by the firm to the country. 

 The argument concerning the transfer of technology and specific knowledge 

does not seem to be valid in the case of the banking business. The technological support 

of the activity (both regarding hardware and software) can be bought without 

restrictions in the international market. The best practices in organization and risk-

management can also be obtained without difficulties. There is no specific aspect of the 

banking technology that national banks cannot purchase and incorporate; then, in this 

regards, there is no incontestable advantage for foreign banks.   

 On the other hand, it is often mentioned that national banks are better endowed 

with specific knowledge for the assessment and management of local risks, due to their 

larger experience in the country and their proximity to the local firms. This argument 

does not seem to be too strong either. Firstly, experienced local human resources can be 

absorbed by foreign banks. Secondly, and more important, foreign banks can acquire 

national banks and by this way incorporate local experience and knowledge. It should 

be mentioned that the wave of foreign banks penetration that took place in Latin 

America in the nineties was carried out mainly through the acquisition of national banks 

(public and private). 

 The former considerations suggest that there are not a priori reasons to expect 

significant differences in efficiency and risk management between foreign and national 

banks. Research work on Latin American banking systems shows results in line with 

this presumption. For instance, there exist important differences between the Argentine, 

Brazilian and Chilean banks, regarding costs, spreads, profitability and risk 

management indicators. But these differences comprised both foreign and national 
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banks. In each country, banks of similar specialization (for instance, big retailer banks) 

foreign and national, show similar indicators. On the other hand, the indicators 

significantly differ between countries, both for national and foreign banks. The different 

contexts play a much more significant role in the differentiation of banks than the fact 

of been national or foreign.  

 Another more concrete example regarding the incentives driving the similarity 

of national and foreign banks performances can be mentioned. In countries where the 

investment in sovereign bonds is highly profitable (for instance Brazil, and Argentina 

up to 2001) foreign banks allocate a high proportion of their assets portfolios in 

sovereign bonds, just like national banks do (what consequently leaves a lower 

proportion to be allocated in loans to the private sector) It could hardly be different 

because the evaluation of foreign banks managers by the parent firm involves the 

comparison with the performance of other local banks, foreign and national. 

 In fact, foreign banks have not focused on financing SMEs or regional activities 

but rather focused on financing big companies, consumption and mortgage loans and on 

the provision of services. However, this performance does not seem to respond to a 

competitive disadvantage but rather derives from a business strategy. Different studies 

show that foreign banks tend to have fewer branches, less exposure to SMEs and also 

tend to hold a less risky portfolio than the average of the banking system. However, in 

all these aspects they do not significantly differ from national private banks of similar 

specialization. On the other hand, there are significant differences between big private 

banks and public, cooperative and regional private banks, which concentrate more on 

the financing of SMEs and hold more risky portfolios. 

 Other microeconomic arguments in favor of the beneficial effects of foreign 

banks mention that they can reach greater economies of scale, import better supervision 

and control techniques and increase the competition in the local banking market. For the 

above mentioned, these are not strong arguments and, more important, there is no 

substantial evidence in this regard in the different studies of the banking system in Latin 

America. 

 In short, the defense of the beneficial effects of foreign banks from a 

microeconomic perspective is weak and does not have supportive empirical evidence. 

Nor the a priori reasoning or the empirical evidence provides arguments in favor of the 

foreign banks presence. However, they do not seem to present a case against it either.  

 



 3

The competitive advantage of foreign banks 

 

 We mentioned above that the general argument in favor of FDI includes the 

international network connections brought to the country by the foreign enterprise. 

These connections may be advantageous for the recipient country in the cases of natural 

resources exploitation or manufacturing activities, but they do not necessarily have the 

same connotation in the case of financial intermediation. 

 Foreign banks are usually subsidiaries of big financial firms located in 

developed countries, which have subsidiaries in many different countries. The 

trademark represents an important asset for them. The trademark suggests to the public 

that the foreign bank counts on the support of its parent company (a suggestion that is 

generally reinforced by the advertisement). Consequently, the public perceives foreign 

banks as safer than national banks and this perception gives a competitive advantage to 

the former. Even the most sophisticated public that knows that foreign banks are usually 

national corporations of foreign ownership, of limited capital, may consider them safer 

anyway because of the believe that in case of non-compliance, foreign banks would be 

risking the reputation of the international firm. This competitive advantage may lead to 

the concentration of the banking system in foreign banks or to the possibility for the 

latter to offer lower interest rates than the national banks. Both effects were observed in 

Argentina in the second half of the nineties, particularly in the period of financial 

distress prior to the crisis. 

 The presence of foreign banks with the mentioned competitive advantage may 

inhibit the growth and achievement of economies of scale by national banks with higher 

specialization in financing SMEs and regional activities, such as cooperative and 

regional banks. In this matter, the relevant distinction is not between foreign and 

national banks but between foreign banks and the mentioned specialized banks. The 

problem arises from the competitive advantage of foreign banks in attracting deposits. 

 An important issue at stake is weather the competitive advantage perceived by 

the public has real foundations. The Argentine crises proved that, at least in this case, 

the advantage did not have real grounds. The behavior of foreign banks in the crisis did 

not differ from the rest of the banking system (in fact, as it will be commented below, 

some conducts of foreign banks may have contributed to accelerate the crisis). In 2001, 

when banks were losing deposits and facing situations of illiquidity, the parent 

companies cut off the funding lines to their branches and left the attainment of liquidity 
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depending only on local funding. When the illiquidity situation deepened, foreign banks 

lobbied together with national banks for the restrictions on deposits withdrawals (the so 

called “corralito”), which was imposed on December, 1st, 2001. Later on, foreign banks 

also lobbied for the asymmetric pesoification of credits and deposits decreed in 

February, 2002 (the compulsory conversion into pesos, with different exchange rates, of 

banks assets and liabilities denominated in dollars). Whereas deposits were 

compulsorily pesoificated at  a 1.40 pesos per dollar rate, banks preferred credits in 

dollars to be pesoificated at a 1 peso per dollar rate, and be compensated for the loss that 

this asymmetric conversion caused in their balance sheets (0.40 pesos per each dollar of 

the bank assets-liabilities) with newly issued sovereign bonds. The measure prevented 

the worsening of the debtors’ situation and increased the possibilities of credit recovery. 

The banking system rescue measures also included the compulsory extension of 

maturity dates of bank deposits (the so-called “corralón”). Foreign banks converted their 

dollar deposits into pesos and extended their maturity dates together with the rest of the 

banks. Foreign banks put forward that these were compulsory measures imposed by the 

government but, in fact, as we mentioned above, the measures were supported by both 

national and foreign banks. The measures were useful to limit the negative effects of the 

devaluation and the crisis and to allow the economic recovery, but the point we want to 

stress here is that foreign banks did not behave in a different way than the rest of banks. 

 

Foreign banks as international financial intermediaries 

 

 The international connections of foreign banks put them in an advantageous 

position as intermediaries of capital flows. This difference between foreign and national 

banks seems less important in the case of capital inflows. However, if there are controls 

to capital inflows, foreign banks have greater possibilities to elude them. 

 The difference seems more important in the case of capital outflows, due to the 

greater number of channels available for a foreign bank. For example, if a depositor 

wants to transfer capital abroad, the foreign bank could offer to transfer the deposit to 

other branch of the parent company. If the foreign bank wants to preserve its liquidity it 

can receive a compensatory line from the parent company or other branch, which can 

appear in different ways in their balance sheets (for example, as a capital increase or as 

a credit from abroad). Certainly, big national banks that count with branches abroad can 

do something similar, but this is a less frequent case. It is worth mentioning that in the 
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recent Argentine financial crisis foreign banks seem to have been an important channel 

for capital outflows. 

 Foreign banks can constitute a more permanent channel of capital outflows, 

beyond the moments of financial distress. For example, in totally or partially dollarized 

financial systems with free capital movements (Ecuador and Uruguay, for example) 

foreign banks attract local deposits in dollars and place loans abroad avoiding exchange 

risk (or keeping the currency hedging in assets and liabilities if it is imposed by the 

banking regulation). In this case, foreign banks contribute to the reduction in local 

financial intermediation and the supply of local credit. Certainly, also national banks 

may take local deposits and lend abroad, but the incentives are lower for national banks 

with no branches abroad, since the profitability of the operation is lower for the national 

bank than for the international bank. The possibility that foreign banks constitute a way-

out channel of capitals extends beyond the considered example. The issue at stake 

concerns the field of banking system regulation, which involves both national and 

foreign banks; however, given the regulatory norms, it seems clear that foreign banks 

have more incentives and advantages to operate capital outflows. 

 

Regional capital markets 

 

 Those foreign banks that are branches of the same international bank and are 

located in different countries have advantages to operate capital flows between those 

countries and thus contribute to the development of regional capital markets in domestic 

currencies. In Latin America, for example, many countries count with important foreign 

banks that are branches of the same international bank. However, the development of 

the mentioned activity is minimal. The way of functioning of these banks is segmented 

by country and they operate in a radial way with developed countries markets. The 

reasons of this behavior are not evident. It could be explained by the business strategy 

of international banks, which promotes the concentration of international transactions in 

the parent company. The development of the activity may also be inhibited by 

regulatory barriers that should be reexamined. The issue deserves attention because it 

could be a way of taking advantage of foreign banks in fostering the development of the 

countries.  

    


