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ABSTRACT

A Model of Take-overs of Foreign Banks*

This Paper investigates the determinants of the take-over of a foreign bank by
a domestic bank whereby the former becomes a branch of the latter. Each
bank is initially supervised by a national agency that cares about closure costs
and deposit insurance pay-outs, and may decide the early closure of the bank
on the basis of supervisory information. Under the principle of home-country
control, the take-over moves responsibility for both the supervision of the
foreign bank and the insurance of the foreign deposits to the domestic agency.
It is shown that the take-over is more likely to happen if the foreign bank is
small (relative to the foreign banking market) and its investments are risky
(relative to those of the domestic bank). Moreover, the take-over is in general
welfare-improving for both countries.
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NON-TECHNICAL SUMMARY

During the 1990s a very large process of banking consolidation has taken
place around the world. For example, in the EU the number of banks fell by
24% between 1985 and 1997, while in the US the number of banks fell by
30% between 1988 and 1997. Although most of the action so far has occurred
within the domestic markets, there have been a significant number of cross-
border mergers and this process is expected to accelerate in the near future.

This Paper presents a theoretical model that tries to shed light on the
determinants of international take-overs in banking. The model focuses on the
diversification motive of mergers, and takes explicitly into consideration the
regulatory and supervisory framework that characterizes the activity of banks.
In particular, we assume that banks are initially supervised by a national
agency that cares about the closure costs and the deposit insurance pay-outs
incurred in case of insolvency. Supervisory information provides a signal of
the future return of the banks’ assets and this signal may used to withdraw the
banks’ license. In deciding whether to close a bank, the supervisor compares
the current costs of closing the bank with the conditional expectation of the
future costs of failure.

International banks have two modes of operation in host countries. They can
operate via branches (which form a legally dependent part of the home
institution) or via subsidiaries (which are separate foreign banks owned by the
home institution). According to the Basle’s Core Principles for Effective
Banking Supervision, the home supervisor should be in charge of the
consolidated supervision of their international banks, including overseas
branches and subsidiaries. However, the host supervisor is also involved in
the case of subsidiaries, since a subsidiary is a registered bank in the host
country.

When the international bank owns a subsidiary in a host country, its deposits
in this country are insured according to the host country regulation. The
situation with regard to deposit insurance is less clear when the international
bank opens a branch in a host country, although usually host authorities
require the international bank’s deposits in the host country to be covered by
the same guarantees as the deposits of domestic banks. For example, this is
what the 1994 European Directive on deposit-guarantee schemes establishes.

In this Paper we restrict attention to take-overs of a foreign bank by a
domestic bank in which the former becomes a branch of the latter. Under the
principle of home-country control, the take-over moves responsibility for
supervision of the foreign branch to the domestic supervisor. Moreover, we
assume that the foreign deposits are insured (like in the European context) by
the domestic deposit insurance agency.



In the absence of regulatory constraints, the take-over will take place if the
market value of the international bank is greater that the sum of the market
values of the domestic and the foreign bank.

Assuming that (i) the domestic supervisor does not get any supervisory
information on the foreign branch of the domestic bank, (ii) the domestic
supervisor does not care about foreign closure costs, and (iii) the returns of
domestic and foreign assets are independent, we first show that the domestic
supervisor will be softer with the international bank than with the original
domestic bank. Using this result we then show that the take-over is more likely
to happen if the foreign bank is a small bank relative to the foreign banking
market (so it is not ‘too big to fail’), and/or its investments are risky relative to
those of the domestic bank (so the take-over effectively increases the
probability that these risky returns will be realized). Also, it is more likely if
deposit insurance premia are lower in the domestic country.

The Paper also addresses the welfare effects of the take-over. Assuming that
the domestic (foreign) bank is fully owned by domestic (foreign) residents, and
that depositors are fully insured, it follows that domestic (foreign) social
welfare prior to the take-over is simply the sum of the market value of the
domestic (foreign) bank and the expected utility of the domestic (foreign)
supervisor. Since the owners of the foreign bank are compensated by the
owners of the domestic bank (otherwise they would not be willing to sell), it
follows that a sufficient condition for the take-over to be welfare-improving for
the foreign country is that it increases the expected utility of the foreign
supervisor. As for the domestic country, it is also the case that a sufficient
condition for a welfare gain is that it increases the expected utility of the
domestic supervisor. We show that if the foreign bank is not too large relative
to the domestic bank, both countries are likely to be better off.

This result is somewhat puzzling, since it implies that the loss of supervisory
information on the foreign bank can be welfare-improving. To explain this
puzzle, it is important to recall that in our model bank supervisors do not
maximize social welfare, because they do not take into consideration the utility
of the bank owners. This distorted objective function makes them excessively
tough, closing the banks in states where it would be optimal to keep them
open. Now since the take-over of the foreign bank by the domestic bank
makes the domestic supervisor softer, it follows that the reason why the loss
of supervisory information may increase social welfare is that it serves to
compensate the bias in the closure policy of the domestic supervisor.

Finally, it is worth noting some of the limitations of our analysis. First, we
restrict attention to take-overs in which the foreign bank becomes a branch
(not a subsidiary) of the domestic bank. Second, we assume that the foreign
bank is not too large relative to the domestic bank. Third, we ignore any moral
hazard considerations. Addressing these limitations constitutes an interesting
topic for further research.
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��	 ����	� ����	� �� ��	 ���	���� ��� ��	 ���	��� ����� /�	 ����	� ����������� ����

��	 ���	��������� ���� ���� �	���� ��	� ����	��	� ��	 ����	� ����	 �� ��	 ���	����

���� �� ��	 ���	��������� ���� $�	�����	 �� ��	 ����	� ����	 �� ��	 ���	���� ����'�

9��	�	�� ��	 �����	 �� ��	 ����	� ����	 �� ��	 ���	��� ���� �� ��	 ���	��������� ����

$�	�����	 �� ��	 ����	� ����	 �� ��	 ���	��� ����' ��� �� �� ��	 �������	 ���	������

/�	 �	� 	0	�� �� ���	 ���	�� �� �	 �������	 �� ��	 ���	��� ���� �� � ����� ���� �	�����	

�� ��	 ���	��� ������� ����	� $�� �� �� ��� (��� ��� �� ����,'� ���=�� ��� ���	���	���

��	 ����� �	�����	 �� ����	 �� ��	 ���	���� ���� $�� ��	 ���	��	� 	0	����	�� ����	��	�

&



��	 ����������� ���� ��	�	 ����� �	����� ���� �	 �	���6	�'� ����� �� �� ���	 ���	�� �� �	

�������	 �� ��	 ���	��	� �	���	� ��	 �	����� ��������	 ��	��� �� ��	 ���	��� �	�������

�������� ���� ��	 ���	���� $���	���' ���� �� ����� ��� �� ���	���� $���	���'

�	���	���� ��� ���� �	�������� ��	 ����� �����	�� �� ������� ���� ���	���� $���	���'

������ �	����	 ����� �� ��	 ���	��	� �� ������ ��	 ��� �� ��	 ����	� ����	 �� ��	

���	���� $���	���' ���� ��� ��	 	!�	��	� ������� �� ��	 ���	���� $���	���' ���	�������

3���	 ��	 ���	�� �� ��	 ���	��� ���� ��	 ����	����	� �� ��	 ���	�� �� ��	 ���	����

���� $���	����	 ��	� ����� ��� �	 ������� �� �	��'� �� ������� ���� � ��2��	�� ���������

��� ��	 ���	��	� �� �	 �	����	 ��������� ��� ��	 ���	��� ������� �� ���� �� ����	��	�

��	 	!�	��	� ������� �� ��	 ���	��� ���	������� /��� ���� ������ ��	�	�	� ��	 ���	���

�	����� ��������	 ��	���� �� �	��� ��� ���� �	�	� $�� ����������� ��� ����	 ���=�� �����

���	��� �����'� �� ��� ��	 ���	���� �������� �� �� ���� ��	 ���	 ���� � ��2��	��

��������� ��� � �	����	 ���� �� ���� �� ����	��	� ��	 	!�	��	� ������� �� ��	 ���	����

���	������� ����� ���� ��������� ����	� �� � �	���� �� ��	 ���	���-������ �� ��	 �	�����

�� ��	 �����

"� �� ���	�	����� �� ���	 ����� �� �������� ���� � ����	 ���� �� ��	 �	�	�� ��	��	�����

���	�����	 �� �������� ����� ��6��� ����	� $�� ���������� ������������� ���	����	�' ����

�� ���	 �� ��� ���	�� /� ��	 	!�	�� ���� ������������� �	5���	� �� ����	��	 �� ��	

����	� ����	 �� ��	 ������	� 	������ ��	�	 ���	����	� ��	 ���	�� �� �	 ��	������	��� ��

������ ��	� ���� ������� ��� �������� ����	��	 ��	 ���	������ ��� ��	 �	����	 �����

�� ���	��������� ���	��	���

/�	 �	�����	� �� ���� ���	� �� ������6	� �� �������� 3	����� % ��	�	��� ��	 ���	� ��

��	 ���	���� ��� ��	 ���	��� ���� ��� �������	��6	� ��	 ������	 ������	� �� ���	����

��� ��	 ���	��� ���	������� 3	����� & �����	� ���� ��	 ���	���� ���� ���� ��	

���	��� ����� ��� �������	��6	� ��	 ������	 ������ �� ��	 ���	���� ���	������ ����

�	���� �� ��	 ���	��������� ����� 3	����� < �������	� ��	 	0	��� �� ��	 ���	��	� ��

��	 ����������� �� ���� ������	�� 3	����� > �����6	� ���	� ���� ���������� ��	 ����	�

����	 �� ��	 ���	��������� ���� �� ��	��	� ���� ��	 ��� �� ��	 ����	� ����	� �� ��	

���	���� ��� ��	 ���	��� ����� 3	����� ? ����� �� ��	 �	����	 	0	��� �� ��	 ���	��	� ���

��	 ���	���� ��� ��	 ���	��� �������� ��� 3	����� 8 �0	�� ���	 ���������� �	������
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)�����	� � �����	�	 ���	� ��-���	 ����6�� ���	� �� � ���� ���� �	�	��	� ���� � ���	���

�	�� ��	��� � ���	��	 �� ��	���	 �� �� ������� ���	 � � �� /�	 ��	��� ���	����	� ��	

���� ��� ��� ��	 ��������� �� �������� ��	 ���	��	 ��� ����	 ��	 ���� �� ��� ���	�

/��� ���� ����	� ��	� 	���	� ��	 ���� �� �	�	��	� �� �	 ������	��� ���� �� ��	� ��	

����	 �� ��� ���	�� �� �����	� ���� ��	 ����	 �� ��� �	����� ���������	�� �� ��	� ��	 ��	���
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� ���	���

�� ��� ���	 � � �� �� �� ��� �� ����� �� �	����� ��	�� ��	 ���� ����	� � ���� ��
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��	�	 �� ��� � �� � �� /�	 ���	� ��� ���� �	 ��5�����	� �� ��	 ���	��	����	 ���	

�� �� ��	�	 � � ��� ��� /�	 ��5�������� ����	 �� ��	 ���	� �� 	 � ��� ���

�	������ ��� �� ���	�	�� ���	 ���� �� �������6	� �� 6	��� ��� ��	 ����� �����	� �� �

�	����� ��������	 ������������ /�	 ����������� �����	� � @������	 �	����� ��������	
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� /��� ��	���� �� ���� �� ���	 � �� ��	 ���	�� �� ��	 ����� /� ��������

��	 ��	�	�������� �	 �����	 ����� ����� ���� ���� ����	��� ��	 ���� ���	�� �� ���

���������	 ��� ���������� ������ �� ��	 ����
� ���	���	�� �� ��	 ����� ���	� �� 	5���
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���� A����	 ����

��� $%' �� �	 �������	�� ���� $
' �	 �	5���	 ����� � �
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��	 ���� �� �	��	 �� ��	��� :	 �����	 ���� ��	 ���	������ �� ���� �	����� ��� ���� �	�

��4	����	 �������� �������	� ���� ���� �� ��	 �	����� ��������	 ������������ ���	��

�� ������6	 	!�	��	� ����� ������� /�	�	 ����� �������	 ��	 ����	������� ���� ��

�	�������� �� �	�� �� � ������	 ���� � ���� ������	� ��	 �	�����	 	!�	�������	� ��������	�

���� � ���� ������	 $�� ����������� ��� ���	����� ��������� �� ���	� �����'�

��������� �� ����� �� ��	 ���� �� ����	� �� ���	 �� � ��	 ���	������ ������ � �����

���� ��	��� ��	�	 ��	 �� ��	 �	� ����	�� �� �	�������� $�	���� ���� ��	 ��5��������

����	 �� ��	 ���	� �� 	�� ��� � �� ��	 ������	 ����� 1� ��	 ���	� ����� �� ��	 ����

����� ��	� �� ���� ���� �� ���	 ��� ���� ����������� ���� �� ����� ���	 ��	 ���	������

������ � ����� ���� � � ��	 9	��	 ��	 ���	������
� ������ �� �� ����	 ��	 ���� ��

�� 	� � � ��� ���� � ���

3������ ��� � �� ���� 	!��	����� ���	� ��	 ��������� �	�����

����������� 	 ����� ������ � �������	 ��	��
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�� /��� �	��� ���� ��	 ���	������ �� ����	� ���� ����� ����� ���	 ���	� ��5��������
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��� �� �� ���� $>'

 ��� $<' ��� $>' �� ������� ���� ��	 ����������� ���� ��	 ���� ���� �	 ����	� �� ���	
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� �� ����

;���� ��	�	 	!��	������ �	 ��� ������	 ��	 	0	��� �� �� ����	��	 �� ��	 ��������

����	 �� ���� �������	��6	� ��	 ������	 ������ �� ��	 ���	������.
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9	��	 � �����	� ������	 ������ ����	��	� ��	 ����������� ���� ��	 ���� ���� �	 ����	�

�� ���	 � � �� ��� �	��	��	� ��	 ����������� ���� ��	 ���� ���� ���� �� ���	 � � ��

#��	��	�� ��	 -��� 	0	�� �� ����	� ���� ��	 �	����� �� ��	 ����������� �� ��� �� ����

��	 ���� ���	�� ���� �	�	��	 ��	 �	���� �� � �� ���	 �� � �� �	��	����� �� ���
;��	� ���� �	��������� ��� �������� � 6	�� �������� ���	� ��	 ����	� ����	 �� ��	

���� �� ��� ���	 � �� ����� �� �	����� ��	�� �	���	� �� �� �����-	� ��	 	5������

� � �
� ��� �� � ������ � � � ��

/�	 -��� �	�� �� ��	 ����� ���� ���	 �� ��	 �	����� ��������	 ��	���� ���� �� ��	

���� ���	�� �� ���	 �� ��� ��	 �	���� �	�� �� ��	�� 	!�	��	� �	���� �� ���	 ���. ����
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� �� ���� 	5������ ��	� ���	�
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