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n recent years, governments around the world have been opening up their

banking systems to foreign competition with the expectation of making

them more efficient, stable, and resilient to shocks. Academics and policy-
makers have therefore been exploring the effects of foreign bank entry
from both a theoretical and an empirical point of view. Most studies conclude
that foreign entry increases the contestability of markets, thereby reducing
administrative costs, lowering net interest margins (NIMs), and driving down
bank rates of return. Nevertheless, as Clarke and others note, much of what
we know comes from cross-country studies that are heavily weighted toward
developed economies.! This is particularly crucial because the impact of
foreign entry may vary with the level of economic development.?

The literature to date on foreign bank entry in developing economies does
not provide a consensus set of results. There is some evidence that foreign
entry increases social welfare. Clarke, Cull, and Martinez Peria find that
enterprises in countries with high levels of foreign bank participation tend
to rank interest rates and access to long-term loans as lesser constraints on
their operations and growth than do enterprises in countries with low levels
of foreign bank participation.® Martinez Peria and Mody, analyzing a group of
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Latin American cases in a pooled time-series cross-sectional framework, find
that foreign banks charge lower interest rate spreads than domestically owned
banks.* They also find that foreign bank entry is associated with an over-
all increase in administrative efficiency and a decrease in interest spreads,
suggesting that foreign entry spurred competition. Denizer obtains similar
results in a study of Turkey: foreign entry reduced domestic bank overhead
expenses, as well as bank profitability.’ Unite and Sullivan find that foreign
entry was associated with declines in interest rate spreads, overhead expenses,
and profits in the Philippines, but the effect was confined to domestic banks
that had been tied to business groups.® Kasekende and Sebudde report that for-
eign banks in Uganda have better internal control mechanisms than domestic
banks in terms of judging the quality of borrowers.’

Not all the evidence points in the same direction, however. Havrylchyk
finds that foreign banks in Poland are more efficient than domestic banks,
but then shows that the efficiency gains are all located in so-called greenfield
banks: domestic banks that are acquired by foreign banks do not become
more efficient.® Cardim de Carvalho finds no differences between foreign and
domestic banks in Brazil in terms of credit allocation or technical efficiency.’
Indeed, technical progress in online banking and automation in Brazil has
been introduced more aggressively by domestically owned banks. Claessens,
Demirgug¢-Kunt, and Huizinga find that foreign banks operating in developing
economies have higher overhead expenses, charge higher interest margins,
and earn higher rates of return than domestic banks."

Foreign banks may also be less willing to extend credit on the basis of “soft
knowledge” about firms than domestically owned banks. Studies of Argentina
and Pakistan suggest that foreign entry may therefore give larger firms even
greater advantages by exacerbating problems of differential access to capi-
tal.!" The finding that foreign banks eschew soft-knowledge lending is sup-
ported by multicountry studies that use panel data techniques. Detragiache,
Tressel, and Gupta report that foreign entry in a panel of poor economies is
associated with a net reduction in total lending to the private sector: foreign
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banks appear to have skimmed off the best credit risks, leaving domestic
banks with a pool of weaker borrowers from which to select.'” A related body
of research suggests that foreign banks represent a trade-off for a developing
country. Galindo, Micco, and Powell develop a model and present evidence
indicating that foreign banks may be less susceptible to funding shocks than
domestic banks because they can tap capital from their home institutions, but
at the same time foreign banks are more reactive to shocks that affect expected
returns.”® That is, they may be more fickle than domestic lenders, leading to
greater banking system instability.

One limitation that affects most of the empirical studies to date is that they
draw inferences from cross-country regressions or from regressions at the
country level that do not control for unobservable variables, such as the riski-
ness of the loan portfolio or the level of risk aversion of the bank itself. Wong
develops a model that shows that banks may increase net interest margins
when their risk aversion increases, their operating costs (for loans) increase,
or their market share increases.'* Because foreign bank entry into emerging
markets is usually done through a combination of greenfield investments and
mergers and acquisitions of domestic banks, it is hard to know if the effects
of foreign bank entry are a product of the banks’ foreignness or of the char-
acteristics of the domestic banks being acquired.

We offer a contribution to the literature through a detailed study of the
impact of foreign entry in Mexico from 1997 to 2007. Focusing on a single
country over a long period allows us to improve identification by taking a
quasi-experimental approach. First, regulatory restrictions in Mexico lim-
ited foreign bank entry before 1997, but they were then dramatically liber-
alized, allowing foreign firms to purchase the country’s largest banks. The
foreign market share grew from 16 percent in September 1997 to 54 percent
by December 2000 and to 76 percent by December 2002—a ratio that has held
more or less constant since then. Second, we are able to disaggregate foreign-
owned banks into those that were created by the acquisition of preexisting,
domestically owned banks and those that are de novo, greenfield operations.'s
Third, the long time span of our data set allows us to employ regressions with

12. Detragiache, Tressel, and Gupta (2006).

13. Galindo, Micco, and Powell (2004).

14. Wong (1997).

15. Greenfield or foreign de novo banks in our database are both foreign banks that start new
operations in Mexico and those that bought small domestic banks to enter the country. These
greenfield or de novo banks are different from the banks that bought medium and large com-
mercial banks in Mexico to enter the market, which we code as foreign mergers or acquisitions.
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bank fixed effects. Fourth, the detailed nature of the Mexican data allows us
to control for time-varying factors within banks, particularly the allocation
of credit across different types of loans. In short, we are able to generate esti-
mates that allow for cleaner identification of the impact of foreign ownership
on bank behavior.

Our analysis indicates that, on average, foreign banks charge lower net
interest margins than their domestic counterparts. This result may be driven
by bank characteristics we do not control, however. In particular, foreign
banks that bought Mexican banks started with a portfolio that was perhaps
more risky than they would have liked. In the late 1990s, Mexican banks
were still recovering from the banking crisis of 1995, and they were gradu-
ally unloading the bailout bonds issued by the government’s deposit insur-
ance agencies (in particular, the Fondo Bancario de Proteccion al Ahorro,
or FOBAPROA, and the instituto para la Proteccion al Ahorro Bancario, or
IPAB) and reducing their nonperforming loan portfolio.

Since there are many unobservable characteristics, such as the actual riski-
ness of the acquired bank portfolios, we examined the effect of switching
from domestic to foreign ownership in a fixed-effects regression setting. This
switch is associated with both a sizable decline in the ratio of nonperforming
loans and a sizable increase in interest rate spreads. The most straightforward
interpretation of these results is that foreign concerns bought domestic banks
that had been making loans with low interest rates to parties that had a low
probability of repayment. Our interpretation of the evidence is consistent
with La Porta, L6pez-de-Silanes, and Zamarripa, who show that in 1995-98,
Mexican bankers tunneled into their own banks.'® This interpretation receives
support from another of our findings: foreign greenfield banks do not dis-
play the pattern that we find for foreign mergers and acquisitions. All other
things being the same, foreign greenfield banks screen borrowers no more
intensively than domestically owned banks (including those that later became
foreign owned), but charge lower interest spreads.

Our analysis also indicates that switching from domestic to foreign owner-
ship is not associated with an expansion of credit. To the degree that we detect
statistically significant relationships, they suggest that the switch to foreign
ownership is associated with a reduction in loan volume. We also find some
weak evidence that foreign greenfield banks extend less credit than domesti-
cally owned banks (including those that later transitioned to foreign owner-
ship). We speculate that the inverse relationship between foreign ownership

16. La Porta, Lopez-de-Silanes, and Zamarripa (2003).
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and the extension of credit might be a product of Mexico’s weak property
rights environment.

Data

We obtained, and put into machine-readable form, balance sheets, income
statements, and loan portfolios on a quarterly basis for every retail bank in
Mexico from September 1997 to December 2007."7 These data were gath-
ered by Mexico’s National Banking and Securities Commission (Comision
Nacional Bancaria 'y de Valores, or CNBV) for the purpose of regulating the
banks and then published in the CNBV’s banking industry statistical bul-
letin (Boletin Estadistico de Banca Miiltiple). The most recent quarters of
data were available from the CNBV’s website.'® For some reporting periods,
some of the data were published by the CNBV in cumulative form (each
quarter’s data were the sum of that quarter’s activity plus the activity of the
previous quarter). Undoing these cumulative totals was a straightforward
process after we identified the cases. Some of the data for some reporting
periods were also published by the CNBYV in deflated form (where the data
had been first run through a price index). Here again, undeflating the data
was a straightforward process after we identified the cases. We next identi-
fied those banks that had been subject to mergers and acquisitions (both by
other domestic banks and by foreign banks) from information compiled by
Mexico’s National Commission for the Protection and Defense of Financial
Service Users (CONDUSEF), and posted to their website. We were therefore
able to create a unique data set that allows us to follow banks in time, regard-
less of changes in name or ownership."” We then coded each bank-quarter

17. We exclude representation offices or small subsidiary operations of foreign banks that
are not engaged in retail banking, where retail banking is defined as being in the deposit-loan
business. This means that we exclude from our analysis a very small number of foreign-owned
representation offices that make loans but do not take deposits. These banks account for a trivial
fraction of the total loan volume.

18. These data are available online at www.cnbv.gov.mx. Readers who wish to replicate
or extend our results should be cautioned not to rely on the website alone, because the CNBV
deletes historical data for banks that later merged with other banks or otherwise exited the
market. Simply downloading the data from the CNBV website will produce a truncated sample
of surviving, merged banks.

19. The URL for this site has changed over time. Its current location is sipres.condusef.gob.
mx/home/SQLsectoresSHCP.asp?ID=40.
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as domestically owned, a foreign merger and acquisition (hereafter, foreign
MA), or a foreign greenfield bank (hereafter foreign de novo).”* Table 1
provides a guide to our coding of each bank operating in Mexico.

In an ideal world, we would begin our analysis prior to the entry of any
foreign banks, which is to say in the early 1990s. Instead, we begin our analy-
sis in September 1997. We do so because the macroeconomic instability of
1995-96 produced widespread debtor defaults, bank insolvencies, govern-
ment interventions in the banks, and a bailout that ultimately cost Mexican
taxpayers 15 percent of gross domestic product (GDP).?' There were two
consequences of these interventions. First, to recapitalize the banks, the gov-
ernment lifted the regulatory restrictions that had limited the ability of foreign
banks to purchase Mexican retail banks. Second, to prevent a reoccurrence
of the 1995-96 banking crisis, the government reformed bank accounting
standards in 1997. This means that it is not possible to link data from before
September 1997 with data from after September 1997.%

Nevertheless, our data set captures the period in which the greatest changes
in Mexican bank ownership occurred. At the beginning of the period under
study (September 1997), the vast majority of the foreign banks in Mexico
were extremely small operations. There was only one foreign MA bank oper-
ating in Mexico (the Banco Santander, which had acquired a small Mexican
bank in 1993), with a 7.7 percent market share. Fifteen foreign de novo
banks accounted for an additional 8.3 percent of the loan market. At the
end of the period under study, there were six foreign MA banks operating
in Mexico (namely, Banamex, BBVA Bancomer, Santander Serfin, GE Cap-
ital Bank, Bital, and Scotiabank Inverlat), with a combined market share of
74.2 percent. Foreign de novo banks, of which there were seven, accounted
for an additional 1.8 percent of the market. In short, the total foreign market
share mushroomed from 16 percent in September 1997 to 76 percent by
December 2007. Table 1 provides identifying information for each bank in
our data set.

20. Foreign MA was coded as one if a foreign bank purchased a controlling interest in a
domestic Mexican bank. This means that the Mexican bank continues to exist as a reporting
unit, although its name is sometimes altered to reflect the change in ownership. For example,
when the Banco de Bilbao y Vizcaya purchased a controlling interest in Bancomer, the merged
bank was renamed BBV Bancomer.

21. Haber (2005).

22. Del Angel-Mobarak, Haber, and Musacchio (2006).
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Methods

To explore the impact of foreign entry, we build on the methods employed by
Martinez Peria and Mody to study interest rate spreads in foreign banks in Latin
America.? Their framework draws, in turn, on two bodies of literature: the deal-
ership model of bank spreads and the firm-theoretic model of bank spreads.

We start with a baseline model that replicates Martinez Peria and Mody
and then add controls for the characteristics of loan portfolios and bank fixed
effects.” Given that we include quarterly dummy variables (that is, time fixed
effects), we do not include the macroeconomic controls that Martinez Peria
and Mody use in their paper and that are also part of the model of Ho and
Saunders.* Thus, our baseline model is of the following form:

1) NIM,, = o, + o, Liquidity,, + o.,AdmnCosts,, + a;NPL
+ o, Equity,, + oBankMkiShare, , + o, ForeignMA,
+ o, ForeignMA, - LinearTrend + o.,ForeignDeNovo,
+ o, ForeignDeNovo, + LinearTrend

+ 0, QtrDummy, + €,

where i is the bank identification number and 7 refers to the time period con-
sidered. NIM is calculated as interest on loans over total loans minus interest
rates paid to depositors over total deposits. Equity is the ratio of a bank’s
equity to its assets. In theory, higher equity ratios should discourage risky
lending, because more stockholder wealth is at risk. Liguidity is the ratio
of cash (including deposits in other banks or in the central bank) to assets,
AdmnCosts is the ratio of administrative costs to total assets, and NPL is the

23. Martinez Peria and Mody (2004).

24. The dealership model was developed by Ho and Saunders (1981), Allen (1988), Ang-
bazo (1997), and Brock and Rojas-Sudrez (2000); the firm-theoretic model was developed by
Zarruck (1989) and Wong (1997).

25. Martinez Peria and Mody (2004).

26. Martinez Perfa and Mody (2004); Ho and Saunders (1981). The macroeconomic vari-
ables they include are real output growth (using the change in industrial GDP per quarter),
inflation (using changes in the consumer price index), and the short-term interest rate (using
the three-month Tesobono rate). They also include a term for the share of foreign banks in
total loans, but we did not include it because that source of variation should be captured by our
quarter dummies. Specification 1 of table 3 includes these macroeconomic variables, and the
results do not change at all.
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ratio of nonperforming loans to total loans. BankMktShare is the proportion of
each bank’s loans to total system loans. We do not add additional controls for
mergers and acquisitions among domestic banks because there is not enough
variation to make it worthwhile. We employ robust standard errors.

Our variables of interest are ForeignMA, which is a dummy variable that
takes a value of one at each point in time that a bank is owned by a for-
eign bank, and ForeignDeNovo, which takes a value of one at each point in
time that a bank is a foreign-owned greenfield operation. These allow us to
compare foreign MA and de novo banks to domestic banks. Including them
separately permits us to draw inferences about behavior that is linked to for-
eignness per se: if the coefficients for these variables have the same sign and
significance, it implies that foreign owners take a different approach to the
Mexican market than domestic banks; if the coefficients are of a different sign
and significance, it implies that the differences between these bank types and
domestic banks are driven by some unobserved characteristic other than their
foreignness. We also interact each of these variables with a time trend to see
if the behavior of foreign banks changes over time.

We then go beyond this baseline model in a second set of regressions,
to control for some bank characteristics that tend not to be included in the
extant literature. Specifically, we control for the characteristics of bank loan
portfolios by including the percentage of housing, commercial, and consumer
loans in assets. We also control for the fact that some banks had very large
portfolios of bad loans, which the government swapped for bailout bonds
from 1995 to 1999, by including the ratio of those bonds to total assets in
each bank (FOBAPROA-IPAB). In some specifications we also introduce a
series of controls for bank nationality to determine whether the behavior of
foreign banks varies by country of origin. We separate foreign-owned banks
into three groups: Spanish banks (Santander/Serfin and BBVA Bancomer),
U.S. banks (Citibank/Banamex and GE Capital/Alianza), and other foreign
MA banks (HSBC and Scottialnverlat).

One might argue that the results on even these regressions might be driven
by unobserved bank characteristics that are correlated with foreign owner-
ship. Indeed, one problem that bedevils studies of the impact of foreign bank
entry is that the ownership status of banks is not randomly assigned: the char-
acteristics that make certain banks attractive targets for foreign acquisition
may also make them more likely to display the outcomes of interest. To miti-
gate these problems, we take a quasi-experimental approach. First, we control
for all time-invariant factors that are specific to banks by including bank dummy
variables in the regressions. Second, we include quarter dummy variables,
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in order to control for factors that affect all banks at any particular time, such as
changes in the macroeconomic or institutional environment. Third, to control
for time-varying heterogeneity within banks, we continue to control for the
factors that might have determined foreign acquisition. The Mexican banks
that were acquired by foreign firms tended to be large, undercapitalized, illig-
uid, and distressed—which is precisely why the Mexican government allowed
them to be purchased by foreigners in the first place. Since these characteristics
could correlate with a number of bank performance outcomes, our regressions
include bank market shares, equity ratios, liquidity ratios, loan portfolio ratios,
and the ratio of a bank’s assets composed of bailout bonds issued by the gov-
ernment’s deposit insurance agencies (FOBAPROA and IPAB). To control for
serial correlation, we cluster the (robust) standard errors by bank.

We employ the following specification with and without bank fixed effects:

) NIM,, = o, + o, Liquidity,, + o.,AdmnCosts,, + 0,,NPL,,
+ o, Equity,, + o.;BankMkiShare,, + o, ForeignMA,
+ o, ForeignMA, - LinearTrend + o, ForeignDeNovo,
+ o, ForeignDeNovo, - LinearTrend + o, HomeLoans, ,
+ o, CommercialLoans,, + o.,,ConsumerLoans,

+ o, FobaproalPAB,, + o, Bank, + o.,;QtrDummy, + €, ..

The foreign MA dummy variable in the fixed-effects setting picks up the
effect of switching from domestic ownership to foreign ownership. That
is, we are not picking up differences between foreign-owned and domesti-
cally owned banks—differences that are potentially caused by unobserved
heterogeneity across banks—but are picking up what happens to domestic
banks after they are bought by foreigners. We then add interactions with bank
nationality and other possible unobservable characteristics that may be driv-
ing the behavior of foreign MA banks.

Empirical Results
Table 2, which presents summary statistics, suggests that there are differences

in the behavior of foreign banks relative to Mexican banks. They appear to
charge much lower NIMs, have much lower ratios of nonperforming loans,
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and earn much higher returns on equity than domestically owned banks. The
summary statistics also suggest that foreign MA and de novo banks are quite
different from one another. Foreign MA banks appear to be much larger, make
more housing loans, hold more FOBAPROA-IPAB bailout bonds, and earn
higher returns on equity than de novo banks.

We subject these observations to multivariate analysis in table 3, which
presents the results of ordinary least squares (OLS) regressions that follow the
model in Martinez Perfa and Mody.* Specification 1 uses the baseline regres-
sion and includes the original macroeconomic controls of their paper. The
results are basically the same as those of specification 2, where we drop the
macroeconomic variables. Specification 2 tests the hypothesis that NIMs for
foreign banks in general are higher than those for domestic Mexican banks.
Neither the foreign bank dummy nor the time trend for foreign banks enters
as significant. In specification 3, we add controls for the composition of bank
loan portfolios; while the coefficient for housing loans enters as significant
and of large magnitude, its addition has no effect on either the foreign bank
dummy or the time trend for foreign banks.

Specifications 3 and 4 reproduce specifications 2 and 3, but separate foreign
banks into foreign MA and foreign de novo banks. This exercise suggests that
the result for NIM regressions can be sensitive to the inclusion of variables that
control for the composition of loan portfolios. Specification 4, which does not
control for loan portfolio composition, indicates that foreign de novo banks
charge significantly lower NIMs than domestic banks (and than foreign MA
banks). On average, they charge spreads that are a full 1.8 percentage points
lower than domestic banks. This result is not trivial, as the average NIM for
Mexican banks is 2.5 percent This result mimics, to an extent, the results of
Martinez Perfa and Mody, who find that foreign banks tend to have lower
NIMs.? Once we control for the composition of loan portfolios in specifica-
tion 5, however, the result attenuates. The foreign de novo dummy variable is
no longer statistically significant, and although there is a statistically signifi-
cant negative coefficient on its interaction with time, the magnitude is small:
less than .05 percentage point per quarter. At the same time, in specification
5 the coefficient for ForeignMA is significant and negative. That means that
those Mexican banks that were acquired by foreigners actually have NIMs that
are lower by 1.4 percent, on average, than the margins charged by Mexican
banks. Unfortunately, the result is significant at the 10 percent level only.

27. Martinez Peria and Mody (2004).
28. Martinez Peria and Mody (2004).
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One might be tempted to argue that we obtain different results on foreign
MA and foreign de novo banks because we do not control for the nationality
of the foreign MA banks. Galindo, Micco, and Powell and Galindo, Izquierdo,
and Rojas-Suarez suggest that foreign banks may behave differently than
domestic banks because they react to conditions at home, as well as in the host
country.” In table 3, specification 6, we therefore introduce dummy variables
for foreign MA banks that were acquired either by a U.S. bank or by a Spanish
bank. We also interact these dummies with time. The results indicate that,
on average, U.S.-owned foreign MA banks charge NIMs that are, on average,
almost 4 percentage points per quarter higher than those of domestically
owned banks, and that Spanish-owned banks charge NIMs that are almost
3.5 percentage points higher than domestic banks. The interactions of these
dummies with time suggest that U.S. and Spanish banks have gradually been
reducing their NIMs, relative to domestically owned banks, but the rate of
reduction has been exceedingly slow. Other foreign MA banks actually charge
significantly lower NIMs than domestically owned banks—on the order of
2.5 percentage points per quarter.

There is clearly substantial heterogeneity among foreign MA banks, which
suggests that researchers might want to be cautious in making strong claims
about the behavior of foreign banks as a general category. While our regres-
sions suggest that the nationality of the acquiring bank may be driving hetero-
geneity among banks, another interpretation is that the nationality of ownership
is collinear with unobserved characteristics of the banks that were acquired
by foreign banks. To evaluate this hypothesis, we reestimate our regressions,
but now include bank fixed effects. These regressions, presented in table 4,
therefore pick up the effect of being acquired by a foreign bank. Specification 1
indicates that, all other things held constant, the acquisition of a Mexican
bank by a foreign owner resulted in a 1.41 percentage point increase in NIMs.
The result holds even after we control for portfolio characteristics of the
banks (specification 2). That is, even if all foreign banks, on average, charge
lower NIMs than Mexican banks, it appears that banks that were acquired by
foreigners (ForeignMA) actually increase their interest margins significantly.

In all specifications, we include the results of the Hausman test. These
results suggest that we should use random effects, but we chose to examine
the results using fixed effects, for the reason just mentioned above. That is,
while foreign banks charge lower NIMs than domestic banks, on average, it
seems that there is something about the Mexican banks that were acquired by

29. Galindo, Micco, and Powell (2004); Galindo, Izquierdo, and Rojas-Suarez (2010a).
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TABLE 4. Fixed-Effects Regressions’

Explanatory variable (1) 2) 3) (4) (5)
Foreign MA 0.0147** 0.0129** 0.0159* 0.0133 0.0097*
(0.0059) (0.0058) (0.0087) (0.0089) (0.0054)
Foreign de novo 0.0001 —0.0042 0.0001 —0.0041 0.0003
(0.0067) (0.010) (0.0065) (0.0109) (0.0113)
Foreign MA < NPL/loans —0.0516 —-0.01M
(0.1460) (0.1300)
Foreign MA %< U.S.bank 0.0075
(0.0059)
Foreign MA X Spanish bank 0.0035
(0.0040)
Constant 0.0245 0.0285 0.0246 0.0285 0.0267
(0.0192) (0.0175) (0.0192) (0.0178) (0.0177)
Summary statistic
No.observations 1,226 1,224 1,226 1,224 1,224
No. banks 47 47 47 47 47
Controls for loan portfolio No Yes No Yes Yes
R* overall 0.152 0.185 0.153 0.185 0.179
R’ between 0.076 0.127 0.077 0.128 0.119
R*within 0.120 0.138 0.120 0.138 0.139
F statistic 2.207 2.690 3.100 6.498 3.689
F statistic p value 0.059 0.011 0.009 0.000 0.000
F statistic Time dummies 180.5 171.0 152.9 134.4 176.3
F statistic Time dummies p value 0 0 0 0 0
F statistic Bank FE 2,973 7,768 2,762 7413 10,689
F statistic Bank FE p value 0 0 0 0 0
AR(1) test F statistic 0.776 0.345 0.766 0.339 0.344
AR(1) test p value 0.384 0.560 0.387 0.564 0.560
Hausman chi squared 12.54 15.45 18.13 5.071 5328
Hausman p value 1.000 1.000 1.000 1.000 1.000

*Statistically significant at the 10 percent level.
**Statistically significant at the 5 percent level.
***Statistically significant at the 1 percent level.
a. The dependent variable is netinterest margins (NIMs).The estimation method is ordinary least squares (OLS) with fixed effects.All speci-
fications include quarter dummies. Specifications 3 and 4 include NPL interactions; specification 5 includes bank nationality. Specifications 3,
5,and 6 control for the loan portfolio by type of loan (home loans/assets, FOBAPROA bonds/assets, commercial loans/assets, and consumer
loans/assets). All specifications control for cash/assets, administration costs/assets, NPL/loans, and the equity ratio. Robust standard errors are
in parentheses. Errors are clustered at the bank level.

foreigners (the foreign MA banks) that led them to charge higher NIMs after
the acquisition. The random effects regression ignores specific characteris-
tics of those banks that are crucial to understand the differences in behavior
among the different types of foreign banks.

It is somewhat puzzling that the coefficient for the nonperforming loans
control has a negative sign across specifications (even if it is not significant).
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All domestic banks in Mexico lowered NPLs during the period we study, so
the variation in NPLs may be disconnected from the variation in NIMs. Still,
in the fixed-effects regression, we interact NPLs with our ForeignMA variable
to see if some of the heterogeneity we think exists among this kind of bank
can be captured by differences in the trend of NPLs. In specifications 3 and
4, however, we find that the coefficient for that interaction is not significant.

Finally, to make sure that this result is not influenced by the nationality of
the acquiring bank, in specification 5 we add dummy variables for Spanish
banks and U.S. banks. The coefficients on these dummies do not enter the
regressions as significant, suggesting that the results we obtained in specifi-
cation 1 are not sensitive to the nationality of the acquirer bank. Rather, the
differences in NIMs across bank nationalities that we detected in table 4
appear to be the product of characteristics of the acquired banks. That is, the
results suggest that it is not bank foreignness per se or the specific origin of the
acquirer that drove NIMs up. Rather, the differences across foreign MA banks
versus foreign de novo banks and Mexican domestic banks appear to be a
product of unobserved characteristics of the banks before they were acquired
by foreign owners. One possibility is that three of the acquired banks were
the largest banks in Mexico (Banamex, Bancomer, and Serfin) with over
60 percent of assets, loans, and deposits. We tested this with a dummy for
the Big Three banks and found that it had no material effect on the results we
obtained in specification 1 (not included). We also tried other interactions of
ForeignMA and characteristics of the loan portfolio, and we did not detect any
statistically significant results (not reported).

Taken as a group, the results in tables 3 and 4 suggest an extremely interest-
ing dynamic. The Mexican banks that were later acquired by foreign banks
charged lower NIMs than foreign de novo banks and domestic banks that
remained under Mexican ownership. After acquisition, their new foreign
owners increased their NIMs, bringing them into line with the interest spreads
charged by their domestic competitors.

According to the theoretical model of Wong, banks tend to charge higher
NIMs when their loan portfolio becomes riskier or when they become more
risk averse.*® The detailed nature of our data allows us to evaluate the hypoth-
esis that NIMs increased because the riskiness of portfolios increased. All of
the large Mexican banks that were acquired after 1997 had to unwind gradu-
ally their holdings of FOBAPROA-IPAB bailout bonds as they matured and
then invest the cash in something else. Most of them increased housing loans,

30. Wong (1997).
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TABLE 5. NPLs and Private Credit’

NPLs Private credit
Explanatory variable (1) (2)
(ash/assets 0.0834 —0.1060
(0.0643) (0.0635)
Admin. costs/assets 0.3960 0.6810*
(0.2600) (0.3960)
NPL/loans —0.1170***
(0.0383)
Equity ratio 0.1370 0.1180**
(0.1170) (0.0567)
Foreign MA —0.0649*** 0.0203
(0.0228) (0.0169)
Foreign de novo —0.0692%** 0.1270%**
(0.0165) (0.0345)
Net interest margin (NIM) —0.0257
(0.0831)
Constant 0.0205 0.0457
(0.0550) (0.0374)
Summary statistic
No. observations 1,265 1,191
No.banks 47 46
Controls for loan portfolio Yes Yes
R overall 0.104 0.802
R between 0.000 0.786
R within 0.177 0.743

*Statistically significant at the 10 percent level.

**Statistically significant at the 5 percent level.

***Statistically significant at the 1 percent level.

a. The dependent variable in specification 1 is the nonperforming loan ratio (NPL) and in specification 2, private credit. The estimation
method is ordinary least squares (OLS) with fixed effects. All specifications include quarter dummies and include controls for the composition
of the loan portfolio (home loans/assets, FOBAPROA bonds/assets, commercial loans/assets, and consumer loans/assets). Robust standard
errors are in parentheses. Errors are clustered at the bank level.

but they also diversified into other assets and increased interbank loans. We
would expect that if the riskiness of the loan portfolio of foreign MA banks
rose, the ratio of nonperforming loans (NPLs) to loans should go up. We
therefore estimate a regression of bank characteristics on NPLs, and present
the results in specification 1 of table 5. We take the liberty of exchanging the
dependent variable for NPLs, and we retain all of the controls from table 4
both for simplicity and because we want to control for the distribution of
the loan portfolio. The results indicate that despite the fact that foreign MA
banks increased housing loans after acquiring a Mexican bank, the riskiness
of the loan portfolio did not increase. In fact, the results suggest exactly the
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opposite: after a bank was acquired by a foreign MA bank, the riskiness of
the loan portfolio declined by almost 7 percentage points!

The implication is that the foreign banks that purchased preexisting Mexi-
can banks were more averse to risk than their previous Mexican owners. This
is in line with what we heard in our informal interviews with industrialists
and bankers, who said that foreign MA banks centralized credit approval,
upgraded the credit scoring system, and relied less on soft information. For
instance, large Mexican banks such as Banamex, Bancomer, or Serfin used to
rely on regional credit committees that included local industrialists who had
long relationships with the banks. After being acquired by a foreign owner,
those regional credit committees lost importance or disappeared.

A final piece of evidence that supports the hypothesis that foreign MA banks
are more prudent in their lending practices is presented in specification 2 of
table 5. Here, again, we take the liberty of swapping the ratio of total private
credit to assets as the dependent variable, where private credit is the sum of
home, commercial, and consumer loans and lending to SOFOLES (nonbank
consumer lenders who tend to fund themselves by borrowing from banks).
We include NIMs on the right-hand side to control for the cost of credit, and
we also include bank fixed effects to capture the impact of switching from
domestic to foreign ownership. The results indicate that foreign banks did not
increase lending after they acquired a distressed Mexican bank. This result is
particularly surprising in light of the fact that foreign banks tended to acquire
Mexican banks with large volumes of FOBAPROA-IPAB bailout bonds in
their portfolios, so the foreign MA banks had significant inflows of cash as
those bonds matured. Our regressions suggest, however, that this cash was
not used to increase loans to the private sector, but was used for loan-loss
provisions, invested in other assets such as government bonds, paid out as
dividends, or held as cash.

Conclusions and Implications

We advance two types of conclusions: one substantive, the other methodolog-
ical. Substantively, our results suggest that foreign bank entry in Mexico has
moved the Mexican banking system toward greater stability. Most particu-
larly, acquisition by a foreign bank appears to be associated with a substantial
decrease in the ratio of nonperforming loans and an increase in net interest
margins. One implication of this result is that the previous Mexican owners
of those banks made loans with high probabilities of default at low interest
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rates—an implication that is consistent with the findings of La Porta, Lopez-
de-Silanes, and Zamarripa.’' This is not to say, however, that foreign entry
has been a panacea. In particular, our results point to a fact that is regularly
mentioned in the Mexican mass media: the acquisition of Mexico’s largest
banks by foreign concerns has not produced increases in loan volumes (rela-
tive to bank assets). The ratio of private credit to GDP in Mexico at the end
of 1997 was 18 percent. Twelve years later, it has grown to only 23 percent.
This level is low by any comparative standard: Mexico has a low level of
intermediation relative to the rest of Latin America, to other countries with
Mexico’s income level, and to other countries with a legal heritage of French
civil law. The implication is that foreign entry is not a solution to a property
rights environment that makes contract enforcement costly.*? In such an envi-
ronment, prudent behavior implies low levels of financial intermediation.

Methodologically, our results suggest that researchers interested in the
impact of foreign bank entry should be cautious about drawing inferences from
either pooled OLS or random-effects regressions. Our analysis of the Mexican
data suggests that foreign acquisition is not randomly assigned and that the
characteristics of the banks offered for sale to foreigners may correlate with
the outcomes of interest. Unless researchers expunge such unit heterogeneity,
they may draw spurious conclusions or infer causality erroneously.

31. La Porta, Lopez-de-Silanes, and Zamarripa (2003).
32. Haber (2005).



Comments

Liliana Rojas-Suarez: Issues relating to the participation of foreign banks in
Mexico are as relevant today as they were after the Tequila crisis of 1994-95
when the country’s financial system collapsed. At that time, the Mexican
authorities had few options but to recapitalize their broken system by liberal-
izing the participation of foreign banks into the system and allowing the free
movement of cross-border capital flows. However, after a decade and a half of
liberalization and following the effects of a global financial crisis, a number
of academics and analysts have begun to question whether the laws governing
the behavior of foreign banks need to be modified.

Guillermo Ortiz, former governor of the Central Bank of Mexico, is per-
haps the most visible figure calling for reforms. Based on two observations
that (a) out of profits, subsidiaries of foreign banks pay about three times
more dividends than domestic banks, and (b) subsidiaries of foreign banks in
Mexico are much better capitalized than their parent houses, Ortiz calls for
regulation to control the dividend payments by subsidiaries of global foreign
banks operating in Mexico and/or to mandate the compulsory listing of these
subsidiaries on the local stock exchange. The central claim underlying this
proposal is that if smaller proportions of banks’ profits are transferred abroad,
credit to Mexican residents (firms and households) would increase, thus sup-
porting higher economic growth.'

Assessing these types of proposals requires rigorous empirical analysis.
For example, to what extent does the behavior of foreign banks (provision of
credit and interest charged) differ significantly from that of domestic banks?
The paper by Haber and Musacchio makes some important contributions that
help answer these questions.

A first, and crucial contribution, is that they have put together a compre-
hensive data set that, as they state, “allows us to follow banks in time, regard-

1. At 23 percent, Mexico’s credit to GDP ratio stands as one of the lowest in Latin America.

33
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less of changes in name or ownership.” This is indeed very valuable in the
context of the deep transformation in bank ownership structure that has taken
place in the Mexican banking system since 1997 because of the large number
of mergers and acquisitions as well as the establishment of new foreign banks.
Before the construction of this new data set, it was extremely difficult for ana-
lysts to follow the activities of Mexican banks (and, therefore, the evolution
of bank-specific financial variables) since a number of institutions changed
names repeatedly. As a result, bank-level empirical research in Mexico has
been severely limited. I believe that the Haber-Musacchio paper can help
correct this deficiency. To this end, however, it would be most helpful if the
authors’ data set were made publicly available (either for free or for purchase
depending on legal restrictions on the distribution of these types of data).

The second important contribution is that armed with a fresh database and
standard econometric techniques, the authors effectively shed light on the
differing behavior of domestic and foreign banks. While the paper deals with
a number of endogenous financial variables (especially net interest margins),
a key finding is that switching from domestic to foreign ownership did not
increase credit. Instead, in the cases where estimation of a model specification
yielded statistically significant coefficients, the conclusion was that the switch
translated to a reduction in loan volume.

The authors venture (without proof) that the inverse relationship between
foreign ownership and the provision of credit might result from Mexico’s
weak property rights (a well-known argument advanced by La Porta, Lopez-
de-Silanes, and Zamarripa 2003). While this might be a factor, I am not con-
vinced that it is the dominant one. I can envisage an alternative explanation;
namely, that the authors’ experiment did not differentiate between two very
different time periods within the sample. The first period, comprising the last
years of the 1990s and the beginning of the 2000s, when the process of inter-
nationalization of the troubled domestic banks was still in place, the Mexican
authorities had not yet consolidated the reform of their banking regulatory and
supervisory framework, and foreign banks were subject to stricter oversight
rules on their lending practices (from supervisors in their home countries)
than domestic banks. In the second time period, running from about 2003 to
2007, Mexico’s supervisory framework improved significantly and the largest
Mexican banks were all foreign. Thus, in the first time period foreign bank
supervision was stronger than domestic supervision, and, therefore, foreign
supervisory practices were the binding constraint for subsidiaries of foreign
banks (but not for domestic banks). This ceased to be the case in the second
time period. Whether these large differences across time periods in the quality
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of bank supervision in Mexico (relative to that in the countries of origin of
the bank subsidiaries) played a major role in explaining the authors’ results
is an issue that deserves further research. In my view, the authors’ hypothesis
that the lackluster provision of credit following the entry of foreign banks
results from a more prudent behavior of foreign owners can hold true for the
first time period, but not necessarily for the second. In the second, this result
could very well be attributed to decisions taken by the parent house, which,
in turn, reflected developments in the home country.

Indeed, the authors’ results regarding the provision of credit by foreign
banks combined with developments in banking supervision around the world
lend some support to Ortiz’s arguments. In the pre—global crisis period (com-
prising most of the second period described above), as the quality of banking
oversight improved in Mexico and other Latin American countries, it deterio-
rated in large parts of the developed world, including those countries in which
the parent houses of the Mexican banks’ subsidiaries were established. Ortiz
might be right in that given current important differences in bank soundness
between a Mexican subsidiary and its parent house, there is an incentive for
excessive dividend payments by the Mexican subsidiaries of global banks:
under current circumstances, what is optimal for the parent bank might be
suboptimal for the host country. However, capital controls of the nature sug-
gested by Ortiz are neither the only nor the best policy alternative to align
incentives between the operations of foreign banks and those of Mexico’s
policymakers. While Mexican banks (domestic and subsidiaries of foreign
banks) are currently better capitalized than the parent houses of the foreign
subsidiaries, this situation might reverse in the future due to unforeseeable
events. Therefore, proposals to protect the soundness of subsidiaries of for-
eign banks should not focus on the current economic cycle. In a recent paper,
Galindo, Izquierdo, and I have laid out alternative recommendations that do
not depend on the economic and business cycles of the home and host coun-
tries.> Additional research is certainly needed to reach clearer conclusions
and policy recommendations. Nonetheless, the Haber-Musacchio paper has
helped to pave the way.

2. In Galindo, Izquierdo, and Rojas-Suarez (2010b), three types of policy actions to protect
the solvency of subsidiaries of foreign banks are advanced: (a) the establishment of adequate
ring-fencing arrangements; (b) the development of early-warning systems regarding transfers
from a subsidiary to its parent house above certain predetermined thresholds consistent with
protecting the solvency of the subsidiary; and (c) the implementation of stricter agreements of
collaboration between home- and host-country supervisors.
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