Strangers and Neighbors:
Cross-Border Banking in North America

I. Introduction

This paper is concerned with tegulatory and competitive
aspects of the mutual penetration by Canadian and U.S. banks of
cach other’s domestic markets. Although traditional commercial
banking markets have fallen prey to competition from a numbet
of sources, including direct financing (such as commercial paper),
offshore matkets, and nonbank financial intermediation, attention
has focused on the extent to which foreign banks’ success could
be attributed to differential tegulatory treatment. Foreign banks
in turn complain of discriminatory official treatment favoring their
local rivals. ‘

It can be argued that on economic grounds both countties’ best
interests lie in acceptance, unilateral or reciprocal, of the principle
of national treatment - 4o the extent possible, foreign banks should
be accorded the same official treatment as national banks without
regard to country of otigin or teciprocity. In reality, however,
it has been acknowledgement of the possibility of retaliation rather
than acceptance of the principle of national treatment that has
restrained the Canadian and U.S. authorities” discriminatory treat-
ment. It may be argued, therefore, that in practice discriminatory
treatment has been far less than would have been the case if the
flow of cross-border banking had been unidirectional.

These issues have come to the fore of each country’s banking
authority’s attention as a result of the rapid growth of foreign
banking in Canada and the United States in recent yeas. Indeed
some have attributed the growth in foreign banking to the presence
of differences in the regulatory treatment of foreign and domestic
banks. Our hypothesis in this paper is the opposite: that foreign
banking can be explained by striotly non-regulatoty economic factors.
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In the following pages we review the mutual penetration of
the two banking sysbems atwd attempt to assess the degree to which
economic factors alone are responsible for the difference in growth
rates between domestic and foreign banks in North America. In
order to strengthen our argument that regulation has not affected
the growth of foreign banks in Notth Ametica we address 'the
question of reciptocity in banking regulations and then, in Sections.
3 and 4, examine foreign banks in the U.S.A. and the manner in

which they have been regulated. The following two sections deal -

with US, banks in Canada. We then present the tesults of an
empirical test of the proposition that the growth of or@ss—bmjdelr
banking is attributable to factors other than differential regulation.

. Economic versus Regulatory Influences on Cross-Border
Banking

Students of the. international banking system have recently
turned their attention to explanations of the existence and pattern
of foreign direct investment in banking. While the phenomenon
of Eurocurrency banking has been relatively easy to explain on the
basis of the lower regulatory costs of offshore banking, the pattern
of penetration of domestic markets by foreign banks has proved
less readily tractable, Why is it that foreign banks are able to
overcome the regulatory, oultural, distance and other costs of being
foreign and take market share away from domestic banks? And
why #s it that foreign banks are more successful in certain markets
than others?

A partial explanation has been found in the theory of foreign
direct investment, attributable to Hymer, Kindleberger and Ca"s.;es
among others: in order for a bank to want to engage in banking
in a distant market, the additional returns from investing abtoad
must exceed the higher costs of doing so; and for the bank to
compete successfully against host-country competition, it must pos-
sess an advantage not availablle to local banks. In seeking to
explain the panticular pattern of foreign direot investment in bank-
ing, therefore, studies have sought to identify in each case the

. -
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advantages of being on the spot, the distance costs or banriers to
entry, and the competitive advantages held by the foreign entrants.!
In this paper we concentrate on three sets of economic factots
that might yidld different growth rates between foreign and do-
mestic banks in the United Stabes and Canada. :

First, by virtue of their home country familiarity with parent.

firms, foreign banks may engage in “ coat-tail banking ”: following
their traditional customers abroad. Foreign bank growth should
therefore be influenced by inwand foreign direct investment. Second,
because they are intemnational banks, foreign banks might have an
advantage in financing foreign trade, so that a relation between
foreign bank growth and international trade would be predicted.
Third, foreign banks specialize in new entry into relatively staid
and protected markets. We therefore expect that the more domestic
banks’ lending rates exceed competitive levels, the greater the in-
centive for foreign bank entry. The ability of these three factors
to explain North American cross-border banking is tested econo-
metrically in Seotion 7, .

Our hypothesis is that regulatory factors, in contrast to the
economic factors just cited, have not affected the growth of North
American foreign banking. A major weason for this, we suggest,
is domestic banks’ concern with reciprocity issues.

In the context of foreign direct investment tesearch by Caves
(1971} and others, the term “ cross-hauling ” has been coined. The
tenm refers to firms from different countries but in the same in-
dustry who invest in each other’s home countties. The incentive

- for this 4s wsually product differentiation, or speaialization in patti-

cular market segments. Once in place, the foreigh subsidiaries
serve as  mutual hostages” —— each country’s multinational firms
will resist pressure to place restraints on foreign investors for fear
of retaliation against their own affiliates abroad. That concept is
not unrelated to the principle of reciprocity which influences the
banking authorities’ approach to the regulation of foreign bank
entry and activities. Strictly applied, regulation on the basis of
reciprocity implies that the authorities of country A will free B
banks to compete in the home matket only to the extent thar A’s
banks are permitted to compete in the B market.

! See, in particular, ALiser (1976), Dean and GrusrL (1979), FREEDMAN
(1977), Giopy (1981), and Grusrn (1977).
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U.S.-Canadian international banking forms an excellent exam-
ple of substantial mutual investment in each othet’s banking market
by the major banks of each country. Neither country ha§ endorsed
reciprocity as 4 legal principle for the regudation gf fmfergn banks;
vet the recognition of the mutual hostage relationship, a.mfl the
possibility of retaliation, has constrained the extent to \xfhwch the
multinational banks have been willing to support restriotive treat-
ment of foreign banks. The fact that retaliation is a concrete pos-
sibility is demonstrated by New York state’s conﬁne:me{mt of C.a—
nadian banks to mgency {(i.e. nondeposit taking) status in retalia-
sion for Camada’s (pre-Bill C-6) prohibitions against foreign banks.

" Neither country’s national regulations, present or proposed,
aitn regulations specifically at the banks of another countty. ’S'(e-t
cach wountry has some scope fot discretionary restrictions affecting
each other’s major banks direotly” _ '

In offect, therefore, reciprocity remains a potential dssue in
U.S.-Canadian banking relationships. Should either Canada or the
US.A. alter its treatment of foreign banks in such a way as to
produce an important shift in market shares, the ramifications could
readily be felt across the border and in other segments of the
economy. Howevet, in order to judge the potential outcome orf any
new regulation, it is necessary to identify effectively restrictive
treatment of foreign banks. If legal restrictions are placed on
foreign banks in activities in which they have little interest (-s.'ely,
mortgage financing) but not at all in areas where their competitive
advantage lies (perhaps wholesale banking or the financing of inter-
national trade) then the regulations can be regarded as economically

nonrestyictive. A more conctete example is that of Canada, where.

despite the prohibition on foreign ownership of banks, foreign banks
have achieved substantial effective penetration of the domestic whcz-
lesale banking market through nonbank, mon deposit-taking affi-
liates which avoid retail business.

We turn next to a review of the role of foreign bank regu-
lation and of the extent and nature of Canadian banks’ penetpation
of ithe U.S. market, and vice-versa. o

2 In the United States, discriminatory restrictions ate gosa}bip at t}}e level
of state supervision and licensing, and (despite the  non-discriminatory Intet;i
national Banking Act of 1978) at the level of Federal approval of metgers an
acquisitions. In Canada, both the Foreign Investment Review Commission an
{under the proposed Bank Act) the Minister of Finance have some d1§cretmél }1)n
approving entty and expansion by individual foreign banks. Since two thirds of the
assets of foreign affiliated financial institutions in Canada are US. owned, any
disctimination against foreign banks has its primary effect on Ametican banks.

¥
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lll. The Regulation of Foreign Banks in the US.A.

During the mid-1970s the size and growth of foreign bank
activities in the United States began to attract considerable atten-
tion from the U.S. regulatory authorities. Although subsidiaries were
governed by existing (state) regulations, branches were latgely
free from either state or Federal legislation; in particular they were
free from reserve requirements, and the requirement (indeed, per-
mission) to carry Federal deposit insurance. And since states were
usually happy to license subsidiaries and branches -irrospective of
their presences in other states, foreign banks could effectively oit-
crmvent the McFadden Act which prohibits interstate banking,
as well as the bank holding company acts, which prohibit common
ownership of banks in different states. Foreign banks also found
themselves immune from the Glass Steagall Act, which prohibits
U.S. commercial banks from involvement in investment banking,
Branches of foreign banks in the U.S. grew spectacularly as the
Eutopean banks in particular adopted that form of otganization.

Foreign bank agencies, although statelicensed and subject to
_state regulation, also effectively escaped the onerous regulation gov-
erning U.S. owned banks because agencies cannot accept domestic
nonbank deposits. Thus they were not subject to resetve or deposit
insurance requitements. And agencies, like subsidiaries and branches,
were free from interstate banking prohibitions.

“Although part of the U.S. domestic banking lobby argued that
regulation of foreign. banks should follow a reciprocity principle, the
Federal Resetve and the Treasury argued for national treatment —
equity between U.S. and foreigh banks on U.S. soil — and this
is the principle that was legislated. The Intetnational Banking
Aot (IBA) passed in July of 1978, with its provisions to take
effect over the following two years.

IV. Canadian Banks in the U.S.

Foteign banks’® share in total U.S. banking assets gtew from
4 per cent at the end of November 1972 (the eatliest data available),

® “Bank " {3 used here to mean an agency, branch or subsidiary of a com-
metcial bank. A more accurate but clumsier term would be 'banking institution.’”
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to 12 per cent at the end of Manch 1980 Foreign banks hold
an even larger share of certain markets: most dramatically, over
40 per cent of the business loans in New York.

As of March 1980, Canadian banks’ share of all foreign banks
was 14.8 per cont. Table 1 provides balance sheot details, The
great bulk of Canadian banks’ assets (85 per cent) are accountped
for by their agencies, and the majority of agency assets ate located
in New York, where state authorities have disallowed Canadian
deposit-acoepting branches or subsidiaries on reciprocity grounds.”

Sources of Funds

About 64 per cent of Canadian banks’ funds are raised from
related institutions abroad; U.S. banks, by contrast, raise about
72 pet cent of their funds from domestic nonbank depositors. The
Canadian agencies in patticular obtain a large proportion (74 per
cent) of their funds from affiliated banks abroad, while Canadian
branches and subsidiaties are funded primarily with domestic non-
bank deposits. :

In the future, fullyfledged subsidiaries can be expected to
increase their share of the Canadian total, as two iprovisions of the
IBA take offect. The fitst provision allows Federdl licensing and
chartering, so that Canadian banks may now operate branches and
subsidiaries (and therefore take public deposits) in the state of New

York. The secand provision itposes the same reserve requirements

on agencies and branches as on subsidiaries, thereby removing a
relative advantage to the former two fonms of organization. The
implications of these organizational changes for lability structure
will be that an increasing fraction of funding comes from within
the U.S.

Uses of Funds

The most impottant assets held by Canadian banks in the
U.S. are their loans to related institutions outside the U.3. (44 per

& These percentages were calculated by dividing total foreign bank assets
(from Federal Resetve Statistical Release G-11) by total assets of domestic and
{loreign)commercial banks in the US.A. (Federal Reserve Bulletin, Table 1.24,
ine 37).

§ Out of the 30 Canadian-owned banking institutions in the US, 11 are in
New Yotk and 10 in California,
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TagLe 1
BANKING INSTITUTIONS IN THE U.S. OWNED BY BANKS IN CANADA

(March 1980)

Balance Sheet Items as Percentages of Total Assets

Re;ﬁ)lrlters Agencles | Branches sigi%l;ies
Assets
I. % Standard ® Banking Assets 46.3 422 529 927
A. Commercial and Industrial Loans 28.1 26,5 44.8 2.0
B. Intetbank Loans and Deposits 7.2 7.8 0.1 84
1. Clearing Balances : 4.9 53 10 6.1
111, Due from Related Institutions 48.8 52.5 46.1 1.2
Total Assets and Liabilities 100.0 100.0 100.0 100.0
(Totals as 96 of .all reporters) (100,0) (84.9) (8.8) (6.2)
Total Assets and Liabilities in ’
Millions of .S, dollars £19,990 | $16,978 | $1,769 | §1,244
Liabilities ‘
I. ¢ Standard ? Banking Liabilities 246 14.9 794 789
A. Deposits and Credit Balances of
Nonbanks 12.5 2.0 729 70.7
B, Interbank Liabilities 9.2 2.9 55 39
II. Clearing Liabilities 53 6.0 03 2.6
IIT, Due to Related Institutions 69.1 78.9 183 7.4

Source: U.S, Federal Reserve data bank.
Data do not Include offices located in tercvitories and possesslons of the U.§,

cent of total assets)., Nevestheless, they are net takers of funds from
theit parents ($ 3.6 billion net in March 1980). Their other major
assets are commercial and industrial loans (28 per cent, nearly all
to U.S. residents). U.S. banks, by contrast, hold about 19 per cent
of their assets as commetcial and industrial loans, 40 per cent
as other (mostly retafl) loans, and 20 per cent as securities. The
major differences are the much higher percentages of retail loans
and securities, the lower petcentage of business loans, and the
absence of significant lending to affiliates abroad.

This statistical picture of Canadian banks in the U.S. can be
summarized as follows. About thtee quarters of their funding comes
from their parents in Canada, although they also lend altmost half
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their assets to these same parents. The great bulk of their non-
bank lending is commercial and industrial, to U.S. residents. In
contrast to U.S. banks, they do not fund heavily from nonbank
deposits, nor do they lend much retal or hold many securities.

As the IBA takes effect, however, the funding mix can be
expected to change towards nonbank deposits. To some extent
also the Canadian banks may move into retal lending, but the
major growth is still likely to come in medium-term business lend-
ing in New York.

V. The Regulation of Foreign Banks in Canada

Over the last decade, foreign banks® have entered Canada
through a tegulatory loophole which allows financial institutions
to avoid coverage by the Bank Act if they do not take public de-
posits. Thus Ametican and other foreign banks have raised money
in Canada via shost term notes and have competed vigotously with
Canadian banls for business loans, but have not been deemed banks
under Canadian law, Though they are forbidden access to low cost
domestic deposits, the foreign banks in most other respects have
benefited from the regulatory environment. They have been frec
from reserve requirements and moreover have been free to make
certain kinds of loans not permitted to Canadian banks, notably for
purposes of factoring and leasing.

The Canadian Bank Act of 1980 is an outgrowth of five years

of drafting and redrafting in response to vigorous lobbying by the -

plethora of financial institutions affected.” It was agreed from the
outset that the foreign banks would be dilowed to take public
deposits in return for being requited to hold reserves as if ‘they
wete Canadian-owned. It was also agreed that Canadian banks
would be allowed to make leasing loans. A more contentious issue
has been whether and how much the growth of foreign banks

& “PBank ® is used hete to mean a foreign-owned, Canada-domiciled, lending
institution, Most ate incorporated undet provincial legislation as finance or invest-
ment companies, :

7 The Canadian Bank Act must by law be revised evety ten years (although
this one was delayed for four years). It covers the gamut of chartered banks
activitles, not just the operations of foreign banks. :
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should be restricted. The compromise which was reached is that
foreign (actually “Class B” or “ closely-held ") banks will be re-
stricted in their growth to 8 per cent of the total domestic assets
of Canadian banks.’ :

The Act restricts foreign banks in other ways. They must be
fully capitalized in Canada as subsidiaties: that is, branches of the
parent are disallowed. There is no 4 priori limit on the number
of branches that these subsidiaries are allowed, but each new
branch requited approval by the Minister of Finance. Existing offi-
ces are grandfathered. The Act also limits the total assets of foreign
bank subsidiaries to 20 times authonized capital, but international
business is excluded from this limitation. Finally, the Act requires
foreign (but not domestic) banks to apply for license renewals at
intervals of three years at most. This will permit govetnment
control over not just entry but over continuing performance as well.

VI, U.S. Banks in Canada

Foteign banks’ assets as a shate of the total have grown from
1.1 per cent in June 1974 (the eatliest data available), to 3.0 per
cent in June 1980, As of August 1979, American banks’ share of
all foreign banks’ assets was 64 pet cent’ Balance sheet details
of American banks by themselves ate unavailable; data for foreign
banks as a whole are provided in Table 2.

Sources of funds

Approximately 80 per cent of foreign banks’ funds are raised
by issuing short term totes on Canadian (largely Toronto) money
markets, with most of the remainder of their funding coming from
their parents and affiliates. In the early years, they were forced

8 Domestic assets ate defined hete as all Canadian dollar and foreign currency
assets booked in Canada with Canadian residents.

8 Other countries significantly rtepresented are the UK., France, Hong Kong,
Switzetland, the Nethetlands, and Japan, with asset shares of 17%, 15%, 2%,
1%, 1%, and 1% respectively. These and other countries also operate repre:
sentative offices that gemerate business which is booked outside ' Canada.
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to raise almost one quarter of their money by boprowing from
Canadian banks, but this has now diminished to about 3 per cent
of their liabilities. Funding from affiliates can be expected to di-
minish when the new Bank Act takes effect, permitting acceptance
of public deposits.

Uses of Funds

Over half the assets of the foreigh banks are business loans,
compared with 19 per cent for Canadian banks. Foreign banks
account for about 9 per cent of the total business loan market in
Canada; this market is otherwise largely divided between the Ca-
nadian chartered banks, which now have about 81 per cent of the
market, and the Canadian finance companies. Almost 18 per cent
of foreign banks’ assets are investments, which take the fonm of
shoot tetm paper and term deposits. Canadian banks, by contrast,
hold most of their investments as federal, provincial and municipal
and cotporate securities (to a total of 11 per cent of Canadian
dollar assets in July 1980).

The statistical picture of foreign banks in Canada just painted
suggests that despite their deposit-base disadvantage, they have
managed to etode the Canadian banks’ shate of the business loan
market because of some combination of regulatory and economic
advantages. The regulatory advantages will be removed with the
new Bank Act, which both imposes resetve requirements and allows
all chartered bannlas to engage in leasing; on the other hand the
deposit base disadvantage will also be removed. The question
raised here ds whether economic factors will influence the growth
of foreign banks after the new Bank Act is enacted, or whether the
new tegulations will constrain this growth. This is of particular
relevance given the new Bank Act’s restrictions on foreign banks’
future growth,

VIl. Influences on the Relative Growth of Foreign and Domestlc
Banks: Empirical Results

The operational task of the paper may now be described as
follows: to identify the degree to which the growth of American
banks in Canada differs from that of Canadian banks (and other
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TapLe 2

BANKING INSTITUTIONS IN  CANADA OWNED BY FOREIGN BANKS
(June 1980)

‘Balance Sheet items as percentage of tolal assels

Assets

I, Shottterm Paper and Term Deposits 18.2
II, Loans to Parents, Affiliates and Subsidiaries 7.1
III. Loans 71.0
A. Leasing Receivables 95

B. Real Estate and Construction 7.3

C. Other Business Loans 56.2

1. shott-term (< 1 yeat) 29.5

2, longterm . 26.7

IV, Total Assets 100.0
Liabilities .
1. Loans 176
A. From Canadian Chartered Banks 34

B. For Parents, Affiliates, ahd Subsidiaries 14,2

II. Notes Payable 75.1
A, < 1 year : ‘ 69.8

B. > 1 year 52

III. Sharcholders’ Equity 44
IV. Total Liabilities ' 160.0
V. of which in foreign currency 29.3

Source: Bank of Canada Review, Table 47,

financial institutions) for reasons other than changes in regulatory
weatment; and vice-versa for Canadian banks in the US.A. The
economic factons identified in Section 2 were: intetnational trade,
inward foreign ditect investment, and monopolistic competition.
Our reasoning is since changes in effective regulatmn cannot be
measured directly, it is appropuiate to identify other influences on
the market share of foreign banks, Only that part of growth
differences unexplained by economic and competitive factors can

be attributed to dﬁferenma[l regulation,

In order to express the propositions in a form suntabﬂe for
empirical testitg, we have selected several proxies for the variables
of interest. For Canadian banks in the U.S.A., we use the ratio
of total Canadian to domestic bank assets (CAU/UAU), and the
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ratio' of total commercial and industrial loans of Canadian and
domestic banks, tespectively (CLU/ULU). Similar ratios are de-
fined for U.S, banks in- Canada; however, because data on U.S.
banks’ Canadian assets are not available, we use figutes for all
foreign banking institutions in Canada. Two thirds of these are
Ametican, and it seems reasonable to assume that the total responds
to roughly the same influences as does the U.S. portion. The ratios
are defined as FAC/CAC and FLC/CLC. As measures of inter-
national trade we use exports plus imports of goods and services
divided by GNP (for Canada, UTC/YC; for the U.S.A., CTU/YU).
Direct investmoent is measured by total inward direct investment as
a proportion of GNP: TDC/YC and. TDU/YU for Canada and
the U.S.A. respectively, For domestic bank lending rates we use
the prime rate ™ (PC and PU) and as a proxy for the competi-

tive rate we use the commencial paper rate (CC and CU). The -

relationships tested were thus the following:
Canadian Banks in the US.A.:
(1) CAU/UAU = £, (CTU/YU, TDU/YU, PU-CU)
(2) CLU/ULU = £.(CTU/YU, TDU/YU, PU-CU}
U.S. Banks in Canada: o

(3) FAC/CAC = £ (UTC/YC, TDC/YC, PC-CC)
(4) FLC/CLC = fi (UTC/YC, TDC/YC, PG-CC)

QOur interpretation of the role of the domestic lending spreads,
PU-CU and PCCC, warrants a brief elaboration. Assume one ob-

serves a decline in this spread, which we may call AR. The change

in foreign banks’ market share that is associated with this reduction
depends on the source of the reduction. If the spread falls because
of a lightened burden of regulation on foreign banks, their share
will dncrease; but if it results from more competition, foreign banks’
share will decrease. To see why this is so, we refer the reader to
Figures 1 and 2.

Figure 1 depicts the supply of commercial loans by domestic
(Sp) and foreign {Sr) banks as a function of the domestic lending

spread, AR. The total supply fundtion is Sx and the demand function

10 For Canada, we also use the © average rate on new loans” reported by
the Bank of Canada. :
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D. Foreign banks are assumed to-have a disadvantage, partly regu-
latoty in nature, but their supply function exhibits greater price
clasticity because they have more altetnatives and vie for resoutces
in more competitive markets. If theit regulatory burden is eased,
their supply function drops to S» and the total supply to S'r.
The market lending spread falls to AR’. Because total quantity
increases (to Q'x), and domestic banks’ supply drops (to Q'n), the
foreign banks must supply more and so their share increases.

In contrast, when the reduction in the lending spread results
from the reduced bank loan demand that accompanies a more com-
petitive financial system, the foreign banks’ greater supply elasticity
causes their quantity to fall by more than does the domestic banks’
quantity. In Figure 2, demand has dropped to D', reducing the
lending spread to AR’ and total quantity to Qz. Because Sp is
steeper than Sy, Qo-Q’ is less than Qr-Q'w: foreign banks’ share
drops.

TFigure 1

EFFECT ON FOREIGN BANKS' MARKET SHARE OF
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In summary, if competitive rather than regulatory factors do-
minate foreign banks’ share, then their shate should be positively
related to changes in the domestic lending spread.

Our empirical examination of Canadian banks in the U.S.A.
can be taken a step further. We observed catlier that Canadian
agencies funded themselves largely from funds provided by their

FioUre 2

EFFECT ON FOREIGN BANKS' MARKEYT SHARE OF DOWNWARD
SHIFT IN DEMAND FOR BANK LOANS
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patent banks in Canada. The parent banks in turn gather the re-
quisite U.S. dollars by fssuing Eurodollar deposits in Canada. As
has been shown by Giddy and Schadler (1980), Canadians’ de-
mand for U.S. dollar deposits in Canada is strongly influenced by
the differential between the Canadian and U.S. dollar interest rates.
The greater the interest rate on Canadian doflar deposits, relative
to US. dollar rates, the smaller is the quantity of Canadian funds
placed in US. dollar-denominated deposits in chartered banks.
- Interest wate parity ensures that the forward premium on the U.S.
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dollar equals the intetest rate differential between Canadian doMar
deposits and U.S. dollar deposits. Equations (1) and (2) may there-
fore be augmented by the indlusion of the Canadian dollar-United
States dollar forward premium as an argument:

(5) CAU/UAU = & (CTU/YU, TDU/YU, PU-CC, FU)
(6) CLU/ULU = £ (CTU/YU, TDU/YU, PU-CC, FU)

where FU = forward exchange premium, Canadian dollars per United
States dollar.

Ordinary least squares linear regression was used to fit these
equations to quanterly data for the period 1972-IV to 1980-I for
the U.S.A., and 1974-11 to 1980-I for Canada. As the initial results
indicated presence of serial cotrelation in the residuals, the data were
transformed using the Cochrane-Orcutt procedure and the equations
were reestimabed. The results for foreign banks in Canada, and for
Canadian banks in the US.A., are shown in Tables 3 and 4,
respectively. . :

For the influences on foreign banks’ share of the Canadian bank-
ing market, tegtessions 1 and 3 in Table 3 are of interest. To
judge by the F-statistics the economic variables provide a remark-
ably good explanation of changes in foreign banks’ market share.
The trade ratio and lending spread both have estimated coefficients
that are significant at the 1 per cent confidence level, as shown by
the t-statistic probabilities in parentheses below each coefficient.
The direot investment variable, on the other hand, bears the wrong
sign; there is no obvious explanation for this, When the inde-
pendent variable is changed to the ratio of business loans rather
than total assets, the coefficients are even mote strongly significant
but again with the direct investment measure carrying the wrong
sign. Results 2 and 4 represent regression estimates with the direct
investment variable omitted, on the grounds that quarterly balance
of payments figures may be too inadequate a measure of this form
of loan demand. As may be seen in Table 3, the estimated coeffi-
clents and their significance levels wete little changed by this omis-
sion. The regressions were also run using the average rate on new
commercial loans in place of the prime rate: this provided a slightly
poorer fit but otherwise similar results. Those results are not re-
ported here. : ' .

Table 4 contains the results of regressions fitted to the data
for Canadian banks in the U.S.A. The Cochrane-Orcutt tegressions
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Tapre 3
REGRESSION RESULTS: FOREIGN BANKS IN CANADA, 1974:11 to 1980:1
Ratlo of
Ratlo of inward | Domestic
i Trade with ’ — B.
of v | o PR BB v i o
to GNP
1. | Foreign Banks’ Assets/
Canadian Banks’ Assets | —0.0081 | 0.3010 {-—0.1998 | 0.0012 092 735
(0.85) | (1.00) (095) |[(0.99)
2, ” —0,0064 | 0.2768 0.0011 0951 7.70
(0.73) | (1.00) {0.98)
3. | Foreign Banks’ Business
Loans/Canadian Banks’
Business Loans —~0.0937 { 14314 | —1.2533 | 0.0057 0921199
(0.99) | (1.00) (1.00) | (1.00)
4, " —0.0858 | 1.2842 0,0051 0.88) 834
(0.97) | (1.00) (0.99)

Note: t-statistic probabilitles are shown in parentheses beneath each estimated coefficlent.

Sources of dafa: See Appendix,

again display good fits with significant F-statistics in all cases.
Results 1 and 5 show that the trade and inward investment vania-
bles and the lending spread all display the predicted positive effects
on the Canadian banks’ market share, The primaty influence, judg-
ing by the tstatistics, was the lending spread, as measured by the
difference between the prime tate and the commercial paper rate.
International - trade was significant at the 5 -per cent significance
level. Again, omitting the direct investment variable does not alter
the condlusions to be detived from these results.

When the forward exchange premium is included as an in-

dependent vaniable as a measure of the attractiveness to Canadians

of U.S. doMar-denominated deposits in Canada, the tesults change
slightly. For the total asset share regression (No. 3), the forwand
premijum is significant at the 3 per cent level, while the lending
spread moves to thitd place in significance. In contrast, as may
be seen in repression No. 7, the Canadian banks’ share of com-
mercial loans remains strongly influenced by the lending spread
while the forward premium coefficient is not significant. Appar-
ently, Canadian banks’ total assets are influenced by the availability
of funds, while their business loan share is largely a function of
conditions in the loan market.

TA;BLE 4,
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VIll. Interpretation

This paper has examined the regulatory framewotk in which
cross-border banking takes place between the United States and
Canada. We have highlighted the activities and soutces and uses
of funds of Canadian banks in the U.S.A. and U.S. banks in Ca-
nada. We have discussed the issue of reciprocity in regulatory treat-
ment and shown how previous regulatory discrimination has pre-
vented U.S, banks in Canada and Canadian banks in the US.A.

from tapping domestic funds as freely as they might wish. Observ-
ing the rapid growth of cross-border banking during the 1970s,
we wondered whether this growth could be attributed to changes
in the effective regulations govetning foreign and domestic banks.

The empirical results appear to refute this proposition. The
growth of cross-border banking in each country is largely attsibu-
table to exogenous economic factors — in particular, growing eco-
nomic integration through trade and loan matket conditions. The
most persistent result in all the reported tests is that when the
spread between the prime rate and the commercial or finance com-
pany paper rate increases, so does the share of foreign banks in
the commerctal loan market.

A plausible intetpretation is that foreign bank growth in the
United States and Canada is not attributable to favorable regulation
but to the elements of additional expertise and competitiveness that
accompantes cross-border banking, -

To see why the pesults support this conclusion, consider the
contrary argument that diminishing regulation, by allowing foreign
banks to offer more attractive rates, has been the cause of foreign
banks’ matket penetration. A reduced burden would impel foreign
banks to offer more loans at lower rates, reducing domestic banks’
incentive to lend and thus inoreasing foreign banks market share.
Hence, if regulation were a dominant influence, one would expect
that..as margins narrow, the foreign banks’ share would increase.
If, on the other hand, foreign banking growth is attributable to
competitive factors, foreign banks’ share should increase whenever
lending spreads widen, According to the tests reported here, the
latter is the case.
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In condlusion, therefore, we find that foreign bank growth is
largely predicted by economic and competitive factors. Our inter-
pretation is that altering the ostensible regulatoty environments
in the United States and Canada will change the legal form under
which foreign banks operate but it is unlikely to have a dramaric
effect on their market share,

Columbia Um'ver}z'ty

James W, Dean - Ian H. Gippy
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APPENDIX

Data Sources

Variable Designation Source

Canadian banks’ assets in US.A. CAU US. Federal Resetve Board data

bank
Canadian banks’ C and I loans CLU TU.S. Federal Reserve Board data
in U.S.A, bank

11.S. banks’ assets in U.S.A. UAU Federal Reserve Bulletin, Table
1.24, line 14

US. banks’ C and I loans in ULU Federal Reserve Bulletin, Table
US.A, 1.24, line 4

Canadian trade with US.A. CTU INTERNATIONAL MONETAR?E
seasonally adjusted Funp, Direction of Trade: bi-
lateral exports plus imports,

cif. .

Tnward direct investment in TDU INTERNATIONAL MONETARY
US.A., seasonally adjusted Funp, Balance of Payments
Yearbook and supplements

US. GNP, scasonally adjusted ~ YU INTERNATIONAL MONETARY
Funp, International Financial

Statistics
U.S. Prime Rate PU Federal Reserve Bulletin
Us. Commeréial Paper Rate CU  Federal Reserve Bulletin
Foreign banks’ assets in Canada FAC Bank of Canada Review, 'Ia‘bl_ev

47 :
Foreign banks’ business loans in  FLC Bank of Canada Review, Tabls
Canada 47, “ Loans and Receivables

Canadian banks’ assets in Canada CAC Bank of Canada Review, Table
o 7, Series B 672
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Variable Designation Source

Canadian banks’ business loans CLC Bawk of Canada Review, Table
in Canada 10, Series B 1401

US. trade with Canada, season. UTC INTERNATION;\L MoONETARY
ally adjusted Funp, Direction of Trade

Inward direct investment in Ca- TDC INTERNATIONAL MONETARY
nada, seasonally adjusted Funp, Balance of Payments
: Yearbook and supplements

Canadian GNP, seasonally adju- YC INTERNATIONAL MONETARY
sted Funn, International Financial
Statistics

PC  Bank of Canada Review, Table
20, Series 14020

Canadian prime rate

Average rate on new commetr- ARC Bank of Canada Review, Table
cial loans 20, Series B 14021

Canadian finance company papet CC Bank of Camnada Review, Table
rate 20, Series B 14017

Forward exchange premium, Ca- FU Bank of Canada Review, Table
nadian dollars per U.5. dollar 20, Series B 14017
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