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Abstract”
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services. By eliminating exchange rate risks, the euro enhances the incen-
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effects on the risk taking of banks.

(98 words)

Keywords: capital mobility, European financia integration,
banking, asymmetric information, portfolio choice

JEL-classification: D82, F36, G21

Mailing address.

The Kid Ingtitute of World Economics
Dusternbrooker Weg 120

24105 Kid

Phone: *49-431-8814-332

Fax: *49-431-85853

E-Mail: cbuch@ifw.uni-ki€l.de

*

Part of this paper has been written while the author has been on aresearch visit at the
University of Michigan, Ann Arbor, in September 1998. The hospitality of the Uni-
versity of Michigan is gratefully acknowledged. The author would like to thank Ste-
fan M. Golder, Ralph P. Heinrich, and Jorn Kleinert for most helpful comments on an
earlier draft. Remaining errors and inaccuracies are solely in my own responsibility.



Contents
Y 0] 1V U L] o ISR PPPR 4
2 SEYNIZEA FACTS ...oeiiiciie e 6
3 A Portfolio Model of Cross-Border Banking............ccccoovvvveiivenennnnen. 11
3.1 Financial Market Integration and Capital Mobility...........cccccccveennee. 11
3.2 The BanKing SECLON.........cuveiiiiie et et 13
4 1MPAact OF the EUKO.......coooiiii e 18
4.1 Portfolio Decisions and the EUro ............cooveee e 18
4.2 Home Bias versus CUrrenCy BiaS ........ccccevceeeiiiiiiecciiee e 21
4.3 MONItOrNNG ACHVITIES ......eeee et 22
4.4 Balance of Payments EffectS........ccccevceeiviiie e 23
5 Market Integration and Risk TaKing..........cccccocveiiiiieiiiine e, 24
B SUMMIAIY ...ttt e e e e e e e e e aaseenes 30

P R ] (=] =] (O TR TR RORRTRUPPPRTRI 32



1 Motivation

The introduction of the euro at the beginning of 1999 has been the single
most important change affecting European financial markets for the years to
come. Financia markets in Europe have aready undergone profound
changes in the past two decades. Capital controls within Europe and vis-a
vis the rest of the world have been lifted; the Second Banking Directive has
leveled the playing field for banks in Europe. The advent of the euro com-
pletes these processes and, at the same time, may serve as a catalyst of fu-
ture institutional change within Europe's financial markets. The euro is
likely to affect the way in which financial markets operate and to impact
upon capital mobility.* The magnitude of these effects, in turn, will have im-
portant implications for other policy areas such as the effectiveness of fiscal
policy and the conduct of monetary policy (see e.g. Dornbusch et al. 1998).

This paper provides a framework in which the implications of the euro on
capital mobility within Europe can be analyzed. Costs of cross-border
transactions and asymmetries in information between domestic and foreign
investors are introduced into a standard mean-variance framework in which
banks can hold both assets and liabilities at home and abroad. Although the
focus of the analysis is on the portfolio choices of commercial banks, it is
not limited to this class of investors.

The impact of informational asymmetries on cross-border capital flows has
been shown aready before. Montgomery (1990), for instance, considers a
two-country model, in which one intermediary is present in each country.
Intermediaries have paid a sunk cost which gives them access to funds be-
low the risk-free rate. All international capital flows are effected through
these intermediaries which compete across borders by granting loans to each
other but not to foreign residents. Returns on domestic loans inter alia de-
pend on the monitoring effort exerted by domestic intermediaries. Due to
asymmetries in information, intermediaries cannot observe each other's
monitoring efforts. Hence, compared to a full-information framework, under-

1 SeeBegg et al. (1999), or Dermine and Hillion (1999).
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Investment occurs because the intermediary which has access to a greater
(exogenous) supply of funds is less willing to lend cross-border. As a resullt,
the country with lower initial savings is confined to lower investment, which
can explain the empirical observation made by Feldstein and Horioka (1980)
and confirmed by many subsequent studies that domestic savings and in-
vestment are highly correlated.

Gordon and Bovenberg (1996) likewise show the impact of asymmetries
in information for the efficiency of the international alocation of capital.
They assume that foreigners can either make greenfield investments in the
domestic economy or purchase shares in existing domestic firms from resi-
dents. Foreigners differ from residents in that they cannot observe the
(stochastic) component of project returns when bidding for shares and that
they are less efficient than domestic owners in running firms themselves.
These asymmetries in information and skills implies that residents can
overcharge foreigners when selling shares and that greenfield investment
occurs despite the lower productivity of firms run by foreigners. Although
Gordon and Bovenberg look mainly at foreign direct investment decisions,
their results could easily be re-interpreted in terms of other forms of capital
flows. In a smilar vein, Gehrig (1993) argues that asymmetries in infor-
mation can be one explanation for the home bias typically observed in in-
ternational asset portfolios (Tesar and Werner 1992). In his model, investors
receive noise signals about returns on assets at home and abroad, and the
average precision is higher for domestic than for foreign signals.

The following analysis will extend these ideas in four regards. First, rather
than explicitly modeling the principal-agent relationship between domestic
and foreign banks as in Montgomery (1990), cross-border activities of banks
will be analyzed in a portfolio framework. The advantage of this approach is
that it allows for greater flexibility in modeling asset and liability choices of
banks. Second, exchange rate effects will be taken into account explicitly.
Third, in addition to the informational role of banks, their risk pooling func-
tions will be considered. Fourth the model will be used to derive implica-
tions of the euro for cross-border banking activities, capital mobility, and
banking risks. The baseline portfolio model is presented in Section 3. The
model will be used to show the impact of exchange rate risks and of costs of
obtaining information on the cross-border activities of banks in Section 4.
Section 5 concludes and summarizes the main findings. We start with a brief
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summary of stylized facts on the cross-border activities of commercia
banks.

2 Stylized Facts

Despite the widely discussed globalization of financial markets, foreign as-
sets and liabilities of commercial banks account for less than 20 percent of
the balance sheet total in most industrialized countries (Graph 1). Exceptions
are countries that host financial centers such as the United Kingdom where
foreign business constitutes almost two-thirds of all activities. For the EU
countries, French commercial banks aso have a relatively large exposure
towards foreign countries whereas the balance sheet shares for German or
Italian banks are in a range of 15-20 percent. The United States are at the
lower end of the spectrum as foreign activities of commercia banks account
for less than 10 percent of the balance sheet total.

Judged on the basis of total foreign activities, the EU’s Single Market
Program of 1992 seems to have enforced an already existing trend for an
expansion of foreign assets in countries such as France, Italy, or Germany.
Since 1995, a similar trend could be observed for the United States. As re-
gards the importance of foreign liabilities, in contrast, only German and
French banks have increased foreign activities after 1992 while Italian banks
have reduced their reliance on foreign funds.

For al countries, the figures presented in Graph 1 include not only loans
and deposits granted to and raised from abroad, but also securitized assets
and liabilities. Hence, the data give the upper bound for the share of cross-
border lending and borrowing in the retail market. For the countries of the
European Union (EU), calculations of the Bank for International Settlements
show a share of foreign lending in total lending to non-banks of less than 10
percent (Table 1).
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Graph 1 —Foreign Assets and Liabilities (in % of End-Year Balance
Sheet Total) 1970-1998
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Table 1 — Cross-Border Activities of European Banks 1996

Cross-border loans to
non-banks/ domestic

Cross-border liabilities
to non-banks/ domestic

credit (%) money (%)
Austria 2.3 3.0
Belgium 9.8 12.7
France 34 2.7
Germany 2.5 6.8
Italy 3.6 1.8
Netherlands 6.1 9.6
Spain 1.6 3.2
Switzerland 4.9 19.1
United Kingdom 9.9 10.5

Source: White (1998: 25).
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For Germany, Graph 2 shows the share of cross-border claims and li-
abilities of banks disaggregated by countries. Since the late 1970s, claims
and liabilities of German banks towards EU countries have expanded rap-
idly. By the end of 1998, liabilities vis-a-vis EU countries accounted for
about 70 percent of the total; claims for about 60 percent. Hence, a strong
regional , bias* in German banks' foreign activities is thus visible. Activities
in the US are much less important but still account for 6-10 percent of the
total. Interestingly, it does not seem asif the Single Market Program of 1992
has had an impact on the overall trend to expand European operations.

Finally, it has been argued that financia liberalization and integration of
financial markets could lower the screening activities of commercial banks
(Aizenman 1998). This might show up in an increased need to provision for
loans losses. Table 2 presents selected data from the income statements of
commercia banks. It shows that real returns on equity (ROE) for commer-
cial banksin Europe have on average been lower during the period between
1980 and 1995 than for banks in the United States. Over time, the profit-
ability of banks has developed quite differently. After a substantial decline in
the ROE between 1986 and 1990, US banks have improved their perform-
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ance in the subsequent five-year period. Mainly, this improvement was
achieved through an increase in the profit margin, i.e. through cutting costs.
Provision expenses declined for US commercia banks in the early 1990s as
compared to the late 1980s but tended to rise for the European banks. This
evidence could be interpreted in two ways. Either, external conditions could
be the same for the two banking systems but US banks have superior risk
management systems. Alternatively, banks in Europe may be under greater
competitive pressure and would thus have faced different external conditions
than banksin the US.

Table 2 —Income Satement Analysis for Commercial Banks 1980-1995

1980-1985 | 1986-1990 | 1991-1995 | 1980-19951
Germany
ROE 6.5 7.0 5.8 6.3
Rea ROE 2.3 5.6 2.2 31
Provisions/ gross income 16.3 131 18.2 15.9
France
ROE -0.8 1.6
Rea ROE -3.0 -8.6
Provisions/ gross income . . 23.8 19.2
ltaly2
ROE 7.1 2.4 4.3
Rea ROE 14 2.5 —6.8
Provisions/ gross income . 14.4 18.6 16.5
Sain
ROE 6.2 10.0 54 6.8
Rea ROE -5.9 3.3 0.3 -15
Provisions/ gross income 19.8 14.2 20.7 184
United Sates
ROE 11.8 7.5 134 11.2
Rea ROE 4.6 3.4 10.0 6.1
Provisions/ gross income 10.1 18.7 9.9 12.7
ROE = return on equity (net after tax income/ equity). — 1France 1988-1995, Italy and
UK 1984-1995. — 2All banks.

Source: OECD (1997)

In the following, we will present aforma model which helps to determine
the factors which decide over foreign activities of commercial banks. In
addition, links between market integration and risk taking of commercia
banks will be analyzed.
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3 A Portfolio Model of Cross-Border Banking

This section presents a simple portfolio model of cross-border banking in
which domestic and foreign banks compete both for loans and deposits at
home and abroad. The model allows us to gauge the impact of a reduction in
exchange rate risk as well as informational asymmetries on the behavior of
commercia banks (and thus on capital flows). The main focus of the analy-
sis are retail banking activities of banks but an extension to the wholesale
market and/or investment banking would be straightforward.

3.1 Financial Market Integration and Capital Mobility

Before starting with the more formal analysis, it is useful to clarify some
concepts related to the integration of international financial markets which
can essentially take three forms:

Cross-border capital flows If domestic savings are exported to finance
investment abroad, a cross-border capital flow is registered in the financia
account of the balance of payments. Cross border capital flows have an
Impact on the domestic banking system because they affect the supply and
demand functions for loans and deposits. Increased capital flows and easier
access to foreign markets imply that households and firms get access to a
wider choice of financial assets and may thus react more quickly to changes
in domestic interest rates.

Trade in financial services If information and transaction costs were neg-
ligible, financia intermediaries would not exist. In reality, however, only a
fraction of financial contracts is concluded directly between the ultimate
suppliers and users of funds. This holds in particular in an international
context where savers and investors are locationally separated. Hence, finan-
cia intermediaries are involved. These intermediaries earn interest rate
spreads and other fees on cross-border capital flows which are registered in
the balance of services of the current account. Trade in financial services
can but need not be linked to cross-border capital flows. It is conceivable
that a capital flow is registered between country A and B but that this dedl is
arranged by a financial intermediary located in country C. Even though a
foreign intermediary may not be present physicaly in the home country, its
presence abroad would thus have a competitive impact on domestic banks.



12

Market presence of foreign banks: In some market segments, physical
presence in the market is needed to service domestic clients. Highly infor-
mation-sensitive relationship loans, for example, are rarely arranged through
off-shore intermediaries but rather through intermediaries which hold close,
personal contacts to their clients. A smple application of the traditional
foreign trade theory to the banking industry, which would imply that prices
for financial services can be equalized ether through trade in banking
services or through foreign direct investment in the financia sector, is thus
not possible. Instead of being substitutes, trade in financial services and
foreign direct investment (FDI) in banking must be viewed as
complementary to the extent that the provision of financial services requires
the physical presence in the market (Walter 1988). An alternative view
would be that if foreign banks are present in a given country, i.e. if they have
incurred the sunk cost associated with market entry, they are likely to focus
both the asset and liability activities on the market of that country. Cross-
border capital flows and/or financial services may vanish. Ultimately, the
guestion whether FDI in banking and cross-border capital flows are
complements or substitutes is thus an empirical one.

These considerations imply that the degree of cross-border competition in
banking is closely related to the degree of capital mobility but that the two
are not necessarily the same. Rather, market integration is a broader concept
than capital mobility. Hence, an assessment of the degree of market
integration must take into account al three channels described above.
Looking at interest parity conditions or net capital flows alone would give an
incomplete picture of the degree of integration.

In Europe, market integration has taken all three forms. Cross-border
capital flows have become fully liberalized with the successive abolition of
capital controls in the early 1990s. Trade in financial services has been de-
regulated by applying the home country principle, which is enshrined in the
Second Banking Directive, to the financial services industry. In addition,
low entry barriers for outside financia institutions make European financial
markets highly contestable. Still, it is commonly asserted that the full
competitive impact of the creation of a single market for capital lags behind
expectations as market shares of foreign banks are low and as inefficiencies
in some segments of European banking prevail (Prati and Schinas 1997,
McCauley and White 1997).
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In the following, we present a smple model of cross-border banking
which shows that even though capital flows have in principle been liberal-
ized, the presence of transactions costs induces a home bias in banks' port-
folios. The baseline model assumes that trade in financial services (interest
payments) and capital flows (changes in loans and deposits abroad) can
move freely between two countries. Clients abroad can be serviced from the
domestic bank’s homebase, but we assume higher transaction costs of cross-
border lending and borrowing which captures the fact that costs are lower if
customers are close to the banks.

3.2 The Banking Sector

Two countries with a fixed number of banks (n and n* wherei=1,..., n,
and j=1,..., n*) operating in each are considered. Each bank gives out
loans (L) and raises deposits (D) on its home market as well as on the for-
eign market. Yet, they maintain a presence only in their domestic market,
I.e. there is no FDI in banking. In addition to deposits and loans, banks can
invest into a riskless security but cannot borrow at the riskless rate.2

Arbitrage between the home and the foreign market is exerted through
banks only. This is equivalent to assuming that households and firms face
higher transaction costs than banks. This assumption on market access
squares with the observation that, despite the creation of a Single Market for
capital in Europe, retail markets reman largely segmented (European
Commission 1997: 4). Because borrowers and lenders do not interact di-
rectly, deposit and lending rates are not identical, the spread between the
two reflecting the costs of financia intermediation. These costs are moti-
vated by the presence of asymmetries in information and by a superior a-
location of risks, which make trading through intermediaries less costly than
direct trades (Allen and Santomero 1997).

In principle, there are four different ways in which capital can flow inter-
nationally in order to arbitrage between markets. Domestic banks can raise
deposits at home or abroad and invest into foreign and domestic loans. The
same options are available for foreign banks. To analyze the resulting port-

2 |n order to focus on exchange rate effects, markets for the riskless assets are assumed
to be segmented.
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folio choices of banks, we assume that all contracts are denominated in local
currency. When calculating returns on activities abroad, exchange rate risks
have thus to be taken into account. Furthermore, we consider only one pe-
riod. At the beginning of the period, the bank chooses its optimal portfolio
structure. Hereby, it must observe its balance sheet restriction which is given
by bank i’s loans on the domestic and on the foreign market and the riskless
asset (R):

(1) W+Di+D =L +1i +R

where W = initial wealth, D(L) = domestic deposits (loans), and D*(L*) =
foreign deposits (loans) in domestic currency terms. At the end of the pe-
riod, returns are realized. The expected profit of a representative domestic
bank i isthus given by:

2 E[P i]t :(rL - Ci,L)Li +(r: - Ci*,L +é) L +reR - (rD +Ci,D)Di' (r[*) +Ci*,D - e)D: - K(m)

where ¢ = expected rate of change in the exchange rate (price of foreign
currency in domestic currency terms), r,,r,= expected interest rates on loans
and deposits, r. = interest rate on the risk-free asset, ¢ = variable costs of
making loans and raising deposits3 and K(m) = monitoring costs with
K'(m)>0,K"(m)<0. Since we assume that banks bear the exchange rate risk,
a depreciation of the domestic currency (e>0) raises both the return on
loans abroad and the costs of deposits abroad. Exchange rate changes are
stochastic with a standard deviation s, >0, and are taken as exogenous by
the banks. A similar profit function can be derived for the foreign bank.
Upon substituting the balance sheet restriction (1) into (2), one obtains:

E[P i] :rFW+(rL -G rF)Li +(r: -G te- rF)L*L - (rD *Cp- rF) D,

o
) -(r5+c;D-e- rF)DE- K(m)

Raising deposits and granting loans is costly for banks because it requires,
for instance, the maintenance of a branch network. Variable costs are as-
sumed to be higher in an international context than domestically as these
comprise the costs of cross-border financia transactions (¢ p<c¢p and
G.L <d,.). The reverse relationship holds for foreign banks: c;p >cjp and

3 Note that these variable costs add to the interest cost of deposits while they lower the
interest rate earned on loans.
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cj,L >cj,L. Domestic (foreign) banks are assumed to have a comparative ad-
vantage in the provision of domestic (foreign) financia services, i.e.
o <cp and ¢ p>cjp. A smilar condition applies to the loan market.

In addition to the expected profits of their activities, banks also care about
the risk of their portfolio:

4 4

2423 & X % COVo,

(3) S 2(F) i) = é. X'Z S i,m”Ni,n

i,m> m
m=1 m=l n=1
mtn

10 el 6

¢,7 Sp ?

where x; denote portfolio shares with x:g);'z} (;L*I ~, and COV = co-
i3 |_
gXi,4I.Z€ SD*H.Z‘

variances of returns.

The objective function of the representative bank isincreasing in expected
profits and decreasing in the variance of the portfolio:4

(4) U, :Ui[E(Pi),sz(Pi)] ﬂg(L;;i)>o,ﬂs1LL(JFi)i)<o

This risk aversion of banks could be endogenized by assuming that banks
face a positive probability of insolvency, and that insolvencies are costly.
Baltensperger and Milde (1987), for example, argue that in the case of bank-
ruptcy banks have to cover costs of reorganization and administration. The
same qualitative results are obtained if banks have to meet an equity re-
qguirement (Helbling 1992). If, due to an unexpectedly low return on assets,
this equity requirement is violated, banks are charged with a penalty propor-

4 |ze and Levy-Yeyati (1998) use a similar mean-variance approach to determine the
impact of macroeconomic risks on the degree of dollarization. In contrast to our ap-
proach which focuses on the portfolio choices of commercia banks, they model di-
rectly the behavior of households and firms while assuming banks as relatively passive
intermediaries between the two groups of market participants. For earlier applications
of portfolio models to the management of country specific risk and to the assessment
of the foreign exchange risk incurred by US banks see Walter (1981) and Gram-
matikos et a. (1986).
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tional to the amount by which equity falls short of the threshold.5 Interna-
tionally accepted banking standards require banks to hold equity to cover
open foreign exchange positions as, in 1995, the Bade Committee on
Banking Supervision has introduced a specia capital charges applying to
banks foreign currency risks (BIS 1996).

Before analyzing optimal portfolio choices of banks, it is useful to distin-
guish the risks that banks are exposed to. On a genera level, interest rate
and exchange rate risks can be distinguished. Interest rate risks arise be-
cause the return on lending activities is assumed to be stochastic. For sm-
plicity, we ignore uncertainty about the magnitude of deposit rates. Banks
are assumed to be able to reduce their exposure to lending risks by investing
Into screening activities which allow them to better classify prospective bor-
rowers. Following Baltensperger and Milde (1987: 169n), we assume that
screening of loan applicants helps banks to reduce the standard deviation of
returns from lending athough not alowing them to fully eiminate lending
risks: s (m)si.(m)<oand s"; (m)s" (m)>0 wheres, (s; ) = standard
deviation of loan returns for domestic bank when lending to domestic
(foreign) clients, s, (s’,) = Standard deviation of loan returns for foreign
bank when lending to domestic (foreign) clients, and m(m,) = monitoring
activities of domestic (foreign) banks. Domestic banks are assumed to have
a comparative advantage in classifying domestic borrowers (and vice versa):

(5) |S L (m )| >‘S i (m )‘ and |S i (m )| > ‘S L (mj )‘ .

Whereas the volatility of domestic returns depends on characteristics of
the borrower population only, foreign activities also expose the bank to an
exchange rate risk. The standard deviations of foreign lending and deposit
rates are thus given by:

. . 2 y2
(6) S(rL)o S3:[Si,L +Se2+2COVLe

s(r[’;):se

5 The key assumption is that banks hold equity by the amount needed to cover the ex-
pected insolvency cost. Hence, in the case of insolvency, equity is zero. In the present
setting, this special role of equity has not been taken into account explicitly.
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with cov,, =cov(r,e)=r s ., = covariances of foreign lending rate and
exchange rate changes (r ., = coefficient of correlation). The standard de-
viation of domestic currency returns of foreign lending is therefore below the
sum of lending and exchange rate risk (Elton and Gruber 1995: 266). If cor-
relations between foreign interest rates and exchange rate changes are suffi-
ciently small in absolute terms, the risk of foreign lending increases if ex-
change rate volatility goes up:
ss_Se*rie
s, S,

S
L >0.

The bank’s optima demand for asset m is given by maximizing (4) with
respect to loans and deposits. The first order conditions are thus given by:

@ W EP), 5P
™x TE(P,) T  1s%(P,) X

and, by denoting the degree of the bank’ s relative risk aversion with

_ 1 9y, Ts’(Py)
() Ii__EﬂE(Pi) U,

optimal portfolio shares can be obtained from:
(8) X =1 iV-lri

and V' isthe inverse of the variance-covariance matrix of excess returns
r. We assume that there is no uncertainty with regard to the magnitude of

variable costs, and that V is distributed normally. The vector of excess re-
turnsis given by:

adi L0 @& n-GL-rr 0
Qﬁ,D: ¢ lb-GptIF i
ﬁ:gﬁ +:gr* " ' -
iL - L-G*e-Tr
iob &1 G- evies

Exchange rate changes are assumed to be reatively smal, i.e

rri,L’F-i’L >O; rri,D’F-i’D <0.
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Thus knowing the bank’s relative risk aversion, the expected excess re-
turns, and the covariances between risky assets, its optimal demand for each
of the assets in terms of mean-variance-efficiency can be determined.

Under the assumption that excess returns on loans (deposits) are positive
(negative) and that al elements in the variance-covariance matrix are posi-
tive, one obtains negative portfolio shares for deposits and positive portfolio
shares for loans. An increase in the excess return of an individual security
increases the share of this security in the portfolio (and reduces the absolute
value if the security is a liability). An increase in the variance of a security
reduces its portfolio share. These results are hardly surprising and follow the
standard literature (Freixas and Rochet 1998, Hart and Jaffee 1974).

Y et, the first important result from equation (8) is that unless their vectors
of excess returns are identical, domestic and foreign banks will hold differ-
ent portfolios. For all practical purposes, this will be the case. This result
will also hold for different types of domestic banks to the extent that they
have different cost structures. Hence, the separation theorem, which says
that all banks should hold the same co-linear portfolio irrespective of their
degree of risk aversion (Hart and Jaffee 1974), does apply only within sub-
groups of homogeneous banks but not between them.6 Under certain pa-
rameter constellations, some assets may not even be traded (Stulz 1981).

4 Impact of the Euro

4.1 Portfolio Decisions and the Euro

The above framework can be used to analyze the reaction of banks to
changing market opportunities such as the introduction of the euro. For this
purpose, note that the first order conditions for domestic and foreign loans
are given by:

U, U U . .
(99) % = ﬂ:TE[P ] (rL "G rF)+2Li ﬂsﬂz—[P'][LiSf-'— LiCOVys - D COV,,| =0

6 This result is identical to that of Stulz (1981) who assumes that domestic investors
have to pay atax proportional to their holdings of foreign assets. In our framework,
this tax corresponds to the variable costs of cross-border transactions. Likewise, Ge-
hrig (1993) concludes that a market portfolio ceases to exist when asymmetries in
information are allowed for.
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U _ U (. . .U g . _
(9b) ﬂ_L’;'ﬂE[P](rL -C, - rF)+2LiﬂSZ—[Pi][LiS§+LiCOV13- D/COV,,|=0

The most important change that the euro precipitates is that it eliminates
exchange rate risks in Europe. The response of domestic loans to a decline
in exchange rate risk, in turn, is given by :TTSLi - ﬂugﬂse. Becauseu”< 0
holds in the optimum, the sign of the numerator of this term on the RHS de-

termines the sign of the LHS:

(10a)
é u 2 2
nu —2L| ﬂU é r1353 D,r14s 4U+2 1°U Ts rLiS%‘FL?COVB- Di*COV14]
fse _ fs?g e EREEATS,
—_ ﬂS
<0 >0 >0
'ﬂxl
(10b)

1 e l:l
T o Y ors st Dir s, u+2&'ﬂS eLs +1,COV,, - D'COV,,U
s, ' Ts g g Ts s 9s 20

>0 <0 _—/%f—le 20 u

<0 >0 >0

where the prime denotes the first derivative with respect to the standard
deviation of the exchange rate. Without additional assumptions, the effects
of a change in exchange rate risk on the demand for |oans are undetermined.

Assuming that the indirect effects ssemming from the elimination of the
exchange rate risk on the second derivative of the utility function are small,
only the sign of the first terms on the RHS in (10a) and (10b) matters. If the
bank holds no foreign deposits (D =0) and if loan returns are positively
correlated (r,;>0), both domestic and foreign lending rise if exchange rate
risks fall. The effect on foreign lending is larger because it works directly via
the reduction of the exchange rate risk whereas the effect on domestic lend-
ing arises only viathe correlation of loans returns. Notice that the reverse re-
sult may be obtained if foreign deposits are large and if loan and deposit re-
turns are positively correlated (r 14 >0). In this case, exchange rate risks in
lending decisions would serve as a hedge against deposit rate risks. With the
elimination of exchange rate risks, the need to hedge exchange rate risks
would diminish, however, and demand for loans would be affected nega-
tively.
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An extension of the above framework would be to allow for short-sae
constraints of banks to be binding. We have so far assumed that excess re-
turns on loans are positive such that banks offer a positive amount of loans
in equilibrium. It is conceivable, however, that the costs of offering loans to
foreign customers are prohibitively expensive and that the net yield from
going abroad turns negative. In this case, a short-sale constraint would be-
come binding and L =0. Hence, even though the elimination of exchange
rate risks may tend to increase the incentives to go abroad, this parameter
change might not be sufficient to induce activities in the foreign market.”

An assessment of the impact of the euro on the market opportunities of
banks going beyond the exchange rate effect is to a large extent speculative.
One effect could be that the operating costs of holding foreign assets and li-
abilities may fall as the costs of cross-border transactions decline, thus in-
creasing the net return from going abroad. This would increase banks' in-
centives to offer both deposits and |oans abroad.

In the medium- to long-run, however, the expansionary effect of the euro
Is not that clear-cut. If the introduction of a common currency fosters the
integration of both real and financial markets, it may actually raise the corre-
lation between rates of return on assets in the euro-zone. Higher covariances
of domestic and foreign assets would then lower the incentives to expand
across borders as European securities would provide a poorer hedge against
idiosyncratic (country-specific) risks.

An dternative scenario would be that industries become more concen-
trated across Europe which would imply a decrease in return correlations
across countries. Cross-border banking activities would thus become rela-
tively more attractive. Notice, however, that banks may also reap the bene-
fits of diversification by investing into foreign securities. Even if correlations
between returns fall, cross-border banking activities may not increase if, at
the same time, securitized assets become more readily available. Overall, we
have thus two effects (reduced risks and higher net returns) which would
cause an expansion of activities within Euroland and one effect (higher cor-
relations) which may work into the opposite direction. The interesting point
Isthat if the euro precipitates a greater convergence of markets in Europe, it

7 A similar reasoning would apply to foreign direct investments of banks. See Buch and
Lapp (1998) for details.
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may actually provide incentives for banks to expand out- rather than inside
Europe.

4.2 Home Bias versus Currency Bias

Empirical evidence shows that international investment portfolios exhibit a
strong bias towards assets issued by home-country borrowers in the cur-
rency of the home country. In order to isolate the effect of the euro on port-
folio decisions, it is important to discern whether this asset allocation is the
result of a home or of a currency bias of investment portfolios (Buch and
Lapp 1998). While the home bias towards assets issued by home-country
borrowers will remain even after the euro has been introduced, the currency
bias within Euroland will disappear.

Within the framework of this model, the home bias in investment portfo-
lios is captured through the costs of cross-border transactions which can be
defined in a broad sense as comprising information costs, differences in in-
stitutions, and more technical , transportation® costs. The currency bias in
contrast, is reflected by the fact that foreign transactions expose domestic
banks to additional (exchange rate) risks, in particular if liabilities are de-
nominated in the home currency.

To see how the home and the currency bias are affected by the euro, a
dightly modified model which comprises three regions (domestic economy,
Euroland E, the rest of the world R) instead of two could be considered.
Costs of international transactions would exceed those in Euroland
(¢, <cf <ct) because of a greater ,institutional” proximity of European

markets, which comes, not least, as a result of the integration process.

Obvioudly, the main implication of the euro is that it eliminates the cur-
rency bias within Euroland. In terms of exchange rate risks, Euroland assets
become perfect substitutes for domestic assets. This should promote the ex-
pansion of banks within Euroland. At the same time, the potentia for di-
versification within Euroland is reduced. This potential countervailing effect
would induce banks to expand outside rather than inside Europe. In addition,
the home bias within Euroland remains to the extent that transaction costs,
institutional structures, and asymmetries in information adjust only gradu-
aly.
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4.3 Monitoring Activities

Apart from choosing optimal amounts of loans and deposits, the bank has to
decide on the optimal amount of monitoring which can be derived from:

1U_ U TEP]  qU ﬂsz[P]
(1) fm  TE[P] fm ﬂsZ[P] m

This equation essentially implies that the marginal costs of monitoring
must equal the marginal revenue in terms of areduction in lending risk:

(12)
1 — ﬂU 1 2 * * f pid * * *
K (@—-ZF[S 1(|—i51+|—i|—ir1353' LiDir14S4)+S 3(Li Sg+Lilirgs,- LiDir3454)]

where the prime denotes the first derivative of the standard deviation with
respect to monitoring, i.e. s',s',<0. Hence, the response of the optimal

amount of monitoring with respect to a change in exchange rate risk is given
by:

1m_ TU/fs,
s, u"
(13) e & I 6U
e ¢ = . -
=- i Uéslgl—.l—.rlsﬂss L|D|r14ﬂs ~+S 39'—2118 LuDir34ﬂS4_U
_UTs s axe Ts. Se+ e Tse s .+
>0 <0 é e >0 <0 (4] e >0 <0 gg
where_T83_ = o has been assumed.

e

With u"< 0, monitoring activities and exchange rate risks are positively
related if the term in squared brackets is negative. Again, no definite state-
ment is possible because there are two positive and two negative terms. As-
suming that cross-border competition is confined to the loan market
(D =0), a decline in exchange rate risk reduces screening activities. The
intuition behind this result is that if exchange rate risks decline, the same
level of risk can be obtained at alower cost.
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4.4 Baance of Payments Effects

The above results can be used to assess the impact of a reduction (or eimi-
nation) of exchange rate risk on the balance of payments. The current ac-
count balance (CUR) is given by the trade balance (TB) plus the balance of
services (SB), i.e. net interest payments on cross-border capital flows:

(14) CUR=TB(e)+B

where TB' >0 (e = exchange rate). The capital account is given by the
changein net foreign liabilities of domestic residents:

(15) CAP =DNFL =DFL- DFA

where CAP > 0 represent a net capital inflow, (N)FL = (net) foreign li-
abilities, FA = foreign assets of the domestic economy, and D= change in
stocks during the period. Note that banks affect cross-border capital flows
through their headquarters. Hence, if a foreign bank raises deposits on the
domestic market, these deposits are placed in the foreign bank. Net foreign
assets of the domestic economy are then given by the loans granted by do-
mestic banks abroad plus deposits raised by foreign banks on the home mar-
ket. Net foreign liabilities equal loans granted by foreign banks on the do-
mestic market plus deposits raised by domestic banks abroad. Under the as-
sumption that all domestic (foreign) banks are identical, the capital account
of the balance of payments thus reads:

(15') CAP = DNFL =- DNFA= - D[(nL’; +n'D))- ('L, +an)]

Net interest receipts in the service account are:

(16) B =n(i{L - ipDf)+n(ipD;j - iLLj)

Assuming flexible exchange rates, central bank’s net foreign assets do not
change. The balance of paymentsis thus defined as:

(177 BOP° CUR+CAP =0

The adjustment in the balance of payments induced by an elimination of
exchange rate risksis thus given by



(18) %TS—CQZ) =n(D; -

where the prime denotes the first derivative with respect to exchange rate
risk. Hence, the capital account effect is undetermined a priori. It depends
on the relative degree of risk aversion of domestic and foreign banks, on
thelr cost structures, and on the size of domestic and foreign markets (n and
nv).

Moreover, the impact of an elimination of the exchange rate risk on capital
mobility depends on the way the latter is defined. Measuring capital mobility
in terms of either the volume of gross capital flows or the degree of compe-
tition in banking, capital mobility increases. Measuring it in terms of net
capital flows, capital mobility may increase or decrease, depending on the
strength of the exchange rate effect on the various capital account items.

L’;')+n*(Lj'- Dj‘)

5 Market Integration and Risk Taking

As European financial markets are becoming increasingly integrated, the
guestion arises whether integration has an effect on the propensity of banks
to take risks. As the previous discussion has shown, a decline in exchange
rate risks may reduce monitoring activities of banks. This section discusses
recent contributions which suggest that monitoring and market integration
may in fact be inversely related. Hence, integration would increase risk tak-
ing and may undermine the stability of the banking system. These papers are
reviewed in the present section, and the conditions under which the negative
welfare effects of integration are obtained are analyzed.

Aizenman (1998) argues that the integration of financia markets might
lead to a decline in economic welfare as it reduces the incentives of banks to
screen borrowers.8 In what follows, we extend his model to take the effects
of financia market integration on portfolio risks and on the foreign banking
market into account.

A simple asymmetric information framework is used. Firms can invest an
amount L into a project which is successful with probability p and yields a

8 A related argument has been made by Gehrig (1998).
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return X and which is a failure and yields a zero return with probability 1-p.
Assuming that projects with alow probability of successyield alower return
If successful as compared to projects with a high probability of success, X
can be written as a function of p: X = X(p) with X'(p) <0. The probability of
success and the return in the good state of the world are thus inversely re-
lated. Information about the actual probability of success is private informa-
tion to entrepreneurs. Outside investors such as banks can observe only the
expected value of the pay-off.

Consider the firm’s profits under self-financing as a benchmark. Normaliz-
ing the return on alternative investment opportunities to zero, the firm’'s
profit is given by:

(19) PF=px(p).
Assuming that the entrepreneur can choose among projects which differ in
their probability of success, the first order condition for a profit maximum is:

PF
fip

(19') L X+pX'=0.

Hence, the optimal probability of success under self-financing is given by:

@) v 5

If the firm has no funds to finance investment from internal sources, it has
the option to obtain a bank loan at a real interest rate r, . Assuming limited
liability of firms, entrepreneurs service their loans only in the good state of
the world. Hence, net profits under bank finance are given by:

(21) PF= p[X(p)- r L]

>0

In this case, firms chose projects with a probability of success:

. _r.L-X(p)
(22)  ps "X

which islower than that under sdlf-finance:

(23) P p=t s
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This is a standard result of the asymmetric information literature: limited
liability implies that the entrepreneur has a preference for risky projects, and
overinvestment occurs.

As before, the bank can invest into a screening technology. In contrast to
the previous analysis, we assume that screening () not only reduces the
variance of project returns but also increases the probability of success, i.e.
s, =s,m and p=pm with s '<0 and p>0.9

Moreover, we now assume that screening takes place on a project-by-
project basis such that total screening costs are obtained by multiplying vari-
able screening costs k(m) by the number of loans granted. The efficiency of
banks is captured through a shift parameter h, i.e. the higher h, the less ef-
ficient the bank is in using the screening technology. We assume that there
are n identica banks present in the domestic market. Industry supply of
loans and industry demand for deposits are thus given by: L=n_, and
D =nD, . Under autarky, profits of arepresentative bank are:

(24)  Py=p(mr.L - hk(mL; - rpL,

where r,= domestic deposit rate and L =D, is the balance sheet restric-
tion. In contrast to Aizenman, we assume that banks not only care about ex-
pected profits but also about the riskiness of their activities. s , =s . Hence,
the bank’s utility isgiven by: U =u(P 5.s3)

The bank has two choice parameters. Assuming imperfectly competitive
markets, it optimizes on the scale of its activities (L) by taking the responses
of the other competitors in the market as given (Cournot-competition). We
thus depart from the analysis of Aizenman who assumes perfectly competi-
tive markets which, in the presence of restrictions on the free flow of capital,
seems an unrealistic assumption. In addition, the bank chooses the optimal
amount of screening. The first condition for a profit maximum is thus given

by:

(25) E=ﬂépr + ﬂL&L.-r -ﬂﬁﬂBL,_hk%z flu ﬂSZB:
L ﬂPBg ] TLIL " ° IDD L H Ts2 TL

9 Note that these conditions do not hold simultaneoudly in the general case but rather
depend on the strength of adjustment of p and X with respect to m
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where it

L

10
D.

: =1 which can be transformed into:
dL;=0,jti i

dD;=0,jt i

y TU_fué @ 1 6 @ 1 0 U qUfs;
25 —= é, pcl+ +- ryCl+ +- hkg+2 B -0
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where e(L,r) = 1111_Lr_t <0 isthe eadticity of demand for domestic loans and

.

=E%D>o Is the elasticity of supply for domestic deposits. In the

)

e(D,1p)

optimum, 1+nie>o must hold. Equation (25’) can be used to derive the re-

sponse of the optimal volume of lending (L) to changes in lending and de-
posit rates as well as to changes in the efficiency of screening:10
U e 1 90

P L.r)g
(268) 1G- Vi  TPoé rellro g
I

(o0) 16 Vu. TPeé melDro)o
firp Uy Uy
k 1y
A' U =
(26c) 1w TPe g
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because U, <0 in the profit maximum. Hence, the scale of activities in-

creases in the lending rate and declines in the deposit rate and in the degree
of inefficiency of the banking system.

In addition to choosing the scale of its activities, the representative bank
maximizes profits by choosing screening according to:

10 | addition, indirect effects which result from the second derivative of the utility
T°U 1P,
P2 fn
count. If we assume that the direct effects always dominate these indirect effects, we
can drop the latter in order to simplify the exposition.

function with respect to profits, e.g. , would have to be taken into ac-
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where the prime denotes the first derivative with respect to m Equation
(27) can be used to derive the response of banks optimal screening activi-
ties m to changesin efficiency and in interest rates:

u é L
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where U, is the second derivative of the utility function with respect to
monitoring and U,,, <0 in the optimum. A priori, the signs of the expressions

are undetermined. In (274d), screening always increases in the lending rate if
the first, direct effect dominates the second, indirect effect. This is because
the term in round brackets may become negative. Monitoring declines if the
deposit rate declines if the absolute value of the second and the third term in
the brackets exceed the first term in (27b) because of (26b). Finally, the im-
pact of an increase in the inefficiency of banks (higher h) on screening is
negative if the direct effect dominates. These latter two results conform to
Aizenman who finds that lower deposit rates and less efficient banks in-
crease the riskiness of projects.

Under autarky, similar conditions can be derived for the banking system in
the foreign country. Now, consider what happens in a two-country-model if
the countries moves from autarky to an integrated capital market. Aizenman
argues that financial liberalization (i.e. the abolition of capital controls) has
two effects. On the one hand, financial liberalization increases the level of
risk taking if, prior to the opening of the capital account, domestic deposit
rates were below the international interest rate level. On the other hand, fi-
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nancia liberalization by increasing the efficiency of financial intermediation
Increases the amount of monitoring.

These results are mainly due to the fact that the analysis has been re-
stricted to a single country. Hence, potential welfare implications for the
foreign country via changes in interest rates there have not be considered.
Taking these into account, however, the following welfare implications
arise:

- If countries are symmetric, the only effect of integration is that it in-
creases the degree of competition in domestic financial markets as the
number of competitors increase from n and n*, respectively, to n + n*.
Lending rates fall and deposit rates increase. Lower lending rates, in
turn, affect negatively banks propensity to screen borrowers. Higher
deposit rates, in contrast, would raise screening activities.

- If countries are asymmetric, integration not only affects the number of
competitors but also the relative supply of funds in each country. If, un-
der autarky, savings are relatively scarce in the domestic economy
while they are relatively abundant in the foreign economy, domestic in-
terest rates exceed foreign interest rates. After financia liberalization,
foreign capita thus flows into the domestic economy, and interest rates
converge to a common ,world“ level.11 Foreign lending rates increase
and domestic lending rates decline. This has positive effects on the
screening activities of foreign banks and negative effects on the
screening activities of domestic banks. The net effect is undetermined
and the depends on the relatively size of the economies.

- As in the Aizenman-model, increased efficiency of financia interme-
diation increased monitoring.

- Finaly, the possibility to lend abroad alows hedging of idiosyncratic
risks if the correlation of loan returns is below one. Ceteris paribus (i.e.
at the same level of activities), portfolio risks are thus lower than under
autarky.

In summary then, financial market integration has positive welfare impli-
cations because it enhances the efficiency of financial intermediation and
because it gives banks better diversification opportunities. These effects are

11 For simplicity, this argument ignores the spread between deposit and lending rates.
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mitigated by the negative effects that changes in interest rates have on the
propensity of banks to monitor their clients. The net effect depends on the
relative size of markets, on the competitive structure of markets, and on
relative demand and supply conditions. Overal, the preceding discussion
might therefore provide a rationale for the need to strengthen banking su-
pervision when alowing a greater integration of financial markets.

6 Summary

Despite the substantial efforts that have been made to level the playing field
for banks in Europe and to abolish barriers to the free flow of capital, cross-
border banking activities in Europe remain modest. The purpose of this pa-
per has been to provide a framework for analyzing the links between bank-
ing activities and capital mobility which can explain this dichotomy. Its main
argument has been that due to asymmetries in information and other costs of
cross-border banking activities, commercial banks asset portfolios can be
expected to exhibit a relatively strong home bias. These results have been
derived in a standard mean-variance framework. Although the focus has
been on cross-border portfolio choices of banks, an extension to other mar-
ket participants would be straightforward.

The insights of the paper have furthermore been used to derive implica
tions for Euroland. It has been argued that the euro affects capital flows be-
cause it eliminates exchange rate risks within Euroland. The persistence of
transaction costs of cross-border financial flows and of asymmetries in in-
formation, however, limits the impact of the euro. Three results are notewor-
thy:

First, the introduction of the euro will stimulate capital flows within
Europe as it eliminates exchange rate risks and thus increases the incentives
of (risk-averse) investors to go abroad. Instead of assuming risk aversion of
banks, the lack of risk neutrality on which these results are based could be
endogenized by assuming that banks have to meet capital-adequacy re-
guirements. The effect of the euro is strengthened if other costs of cross-
border transactions decline as well. Gross capital flows and competition in
financial markets unequivocally increase. The impact on net capital flowsis
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undetermined, in contrast, because changes in market opportunities affect
domestic and foreign investors alike.

Second, if in the medium- to long-run financial markets in Europe further
converge in terms of risks and return, incentives to hold more assets and li-
abilities outside the region are enhanced. To what extent the market oppor-
tunities that we can measure affect investors decisions to go abroad is un-
clear, however. For securities portfolios at least, we have evidence against
the usefulness of the standard mean-variance framework to explain actual
portfolio choices.12 Ultimately, it is thus an empirical question to what ex-
tent total bank portfolios exhibit a home bias just as their securities portfo-
lios do and to what extent market opportunities are captured accurately. The
route taken in this paper suggests that market opportunities can differ widely
among investors, and that a number of the relevant parameters are difficult
to observe. Among these, information costs feature prominently. Hence,
while the euro eliminates the currency bias within Europe, it does not affect
the home bias.

Third, the effects of financia market integration on the monitoring activi-
ties and thus on the propensity of banks to take risks has been discussed. It
has been argued that integration has positive implications for monitoring as
it increases the efficiency of financia intermediation. Negative effects may
arise via interest rate adjustments which affect the propensity of domestic
and foreign banks to screen borrowers. However, the magnitude of these
effects depends on a number of parameters which cannot be quantified a
priori.

An important impediment to an expansion into new markets, which has
not explicitly been addressed in this paper, are the fixed costs of entering
markets. These costs can be of atechnical nature such as the costs of setting
up new branch networks. More importantly, however, information asymme-
tries create an economic fixed cost by granting first-mover advantages to in-
cumbent investors. Only to the extent that the euro serves as a catalyst of
ingtitutional change in Europe, it may serve to reduce entry barriers and
would thus increase capital flows. Including fixed costs of market entry
would thus be a straightforward extension of the present paper. Additional
extensions could deal with the exposure of banks to macroeconomic

12 see Buch and Lapp (1998) and the references quoted therein.
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(idiosyncratic) shocks and with the effects of and on a common monetary
policy.
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