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Chapter 4
Financial Performance: 

Foreign Banks in European transition countries *

4.1 Introduction
Chapters 4-6 in Part II examine the effect of  foreign ownership on bank performance. 
Existing literature on the relationship between foreign ownership and bank 
performance consists of  two strands. One strand connects ownership to financial 
indicators such as profit, overhead costs, net interest income, return on assets (ROA) 
or return on equity (ROE). Chapter 4 and 5 will follow this strand and analyse the 
effect of  foreign ownership on three financial indicators (i) net interest revenues, (ii) 
overhead costs (iii) profit before taxes. Chapter 4 focuses on the performance of  foreign 
banks in Central and Eastern Europe. Chapter 5 extends the analysis by examining 
the performance of  foreign banks worldwide. A second strand in the performance 
literature researches determinants of  bank efficiency. Chapter 6 adds to this literature 
by examining the effect of  foreign ownership on bank efficiency with a specific focus 
on the role of  the institutional context. 

 
Berger et al. (2000) have formulated three hypotheses on the different impact of  
ownership on bank performance.1 First, the home field advantage hypothesis predicts that 
domestic owned banks are more profitable due to the absence of  the structural agency 
costs that foreign owned banks are confronted with. Distance between the principal 
(the parent bank in the home country) and the agent (the subsidiary or branch in 
the host country), creates a cost for the foreign bank from operating or monitoring 
the subsidiary or branch from a distance. Other factors leading to a comparative 
advantage for domestic banks are differences in language, culture, and regulatory 
and supervisory structures between the home and the host country of  the foreign 
bank. The general global advantage hypothesis predicts foreign owned banks to be more 
profitable due to some comparative advantages that domestic owned banks lack. 
These advantages stem from advanced technologies, more efficient organisations 
due to stiff  competition in the home market, a more active market for corporate 
control and better access to an educated labour force with the ability to adapt to new 
technologies. The limited form of  the global advantage hypothesis states that domestic banks 
are more efficient than foreign banks in most foreign countries, that domestic banks 

*  Based on Naaborg, I.J. and B.W. Lensink, Banking in transition economies: a study into foreign 
ownership and performance, an article forthcoming in European Journal of  Finance.

1 Berger et al. (2000) have formulated their hypotheses in terms of  the efficiency of  banks. In this 
chapter and the next, I test the hypotheses for alternative performance indicators such as profi-
tability.
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may be equally efficient as foreign banks from some countries, but that domestic 
banks may be less efficient than foreign banks from one of  the foreign countries, i.e. 
the United States (Berger et al. 2000). 

 Demirgüç-Kunt and Huizinga (2000) find foreign ownership of  banks to 
have a significant impact on banks’ spreads and profitability. In their sample of  
banks worldwide, foreign owned banks realise higher interest revenues and higher 
profitability than domestic banks in developing countries. This finding may reflect 
the technology of  foreign owned banks in developing countries is relatively strong; 
possibly strong enough to overcome any informational disadvantage. The high net 
interest revenues also indicate that the banking system in developing countries is 
relatively inefficient. However, foreign owned banks in developed countries are shown 
to be less profitable. Micco et al. (2006) also find higher profitability of  foreign banks in 
developing countries but no significant difference in developed countries. In addition, 
the authors do not find significantly different net interest revenues of  foreign and 
domestic banks.

 Evidence on foreign bank performance in transition economies is scarce. Fries, 
Neven and Seabright (2002) examine the performance of  banks in 16 transition 
economies for the period 1994-99. Their study suggests that bank performance 
differs significantly depending on the competitive conditions as well as on the reform 
environment in which banks operate. However, the authors do not focus on differences 
in ownership. Bonin, Hasan and Wachtel (2005) focus on 1996-2000 in estimating 
determinants of  performance and efficiency of  banks in 11 transition economies. 
They use ROA as the dependent variable measuring bank performance. The authors 
do not find significant results for foreign banks being more profitable than other 
banks.2 Mian (2003) finds that for a set of  100 developing countries domestic banks 
are more profitable than foreign banks on the loan side for the period 1992-1999. 
However, private domestic banks have higher interest expense on deposits and lower 
revenue from the sale of  banking services. The author concludes that there is no 
significant difference in the average profitability of  private domestic and foreign 
banks in emerging countries.

A descriptive study of  Crystel, Dages and Goldberg (2002) shows lower ROA 
for foreign banks in Argentina, Chile and Colombia. The authors point at higher 
provisioning of  foreign banks as an explanation. 

Two country studies provide evidence for the global advantage theory. Majnoni, 
Shankar and Várhegi (2003) conclude that during 1994-2000 foreign banks in 
Hungary were able to achieve a consistently higher profitability than domestic banks. 
The authors argue that this higher profitability is related to the duration of  a foreign 
banks’ presence in the country and to the nature of  the initial investment. In addition, 

2 However, they do find that banks in which international institutional investors have a stake are 
relatively more profitable. The authors conclude that, since international investors do seem to 
be able to choose banks with higher financial returns and more profit efficiency, the evidence is 
more supportive of  the cherry-picking hypothesis than for the technology-transfer hypothesis.
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the authors find greenfield investments outperforming other forms of  entry of  foreign 
banks. Sabi (1996) also concludes that foreign banks in Hungary are more profitable 
than domestic banks.
Based on data from CEE central banks for the period 1995-2000, chapter 1 suggested 
that foreign banks are more profitable in terms of  return on equity (ROE) and return 
on assets (ROA) than domestic banks. For the same period, foreign bank operations 
resulted in lower net interest revenues than those of  domestic banks. Overhead costs of  
foreign and domestic banks were not much different. In this chapter, we extent the 
empirical literature by testing the relationship between foreign ownership and bank 
performance in 22 transition countries empirically.3 First, it investigates whether an 
increase in the level of  foreign ownership influences bank performance. This type of  
research is new. We identify exact foreign ownership of  each bank, thereby obtaining 
a continuous variable. We use the exact shares of  foreign ownership, as we assume 
that foreign investors are able to influence strategic decisions even without owning 
the majority of  the assets. Secondly, we compare performance of  domestic and foreign 
majority owned banks, defining a bank as foreign if  foreign investors own more than 
50 percent of  the shares.4 A dummy variable is used to represent foreign majority 
owned banks. Both methods are inquiring different issues although they are related. 

A second major novelty is that the sample consists of  banks from an extensive set 
of  22 European transition countries. We follow the approach of  Demirgüç-Kunt and 
Huizinga (1998). They specify and estimate determinants of  net interest revenues 
and bank profitability using balance sheet data of  banks in 80 countries, of  which 
seven are transition countries, in the period 1988-1995. As Lensink and Hermes 
(2004) find that economic development influences the impact of  foreign bank entry 
on the performance of  domestic banks, we test whether the level of  GDP per capita 
influences the results found. Claessens et al. (2001) suggest that the number of  foreign 
banks rather than their size is associated with competitive conditions in national 
banking markets. Therefore, we also test whether the two measures of  foreign 
bank penetration influences the result found. Finally, we analyse whether the level 
of  bank concentration affects the relationship between foreign ownership and bank 

3 In this study we differentiate between domestic ownership of  bank shares by residents and own-
ership of  bank shares by non-residents. We consider the origin of  holders of  publicly traded 
shares of  banks in CEE less relevant. First, stock markets in the region are small. Second, al-
though in Poland authorities push foreign owners of  local banks to have a minimal percentage 
of  total shares traded on the stock exchange, many banks in the region have been delisted. For 
example, Swedish SEB delisted Estonian Eesti Ühispank in 2001, in the Czech Republic Aus-
trian Erste Bank delisted Česka Spořitelna in 2002 and Italian Unicredito delisted Zívnostenska 
Banka in 2003. Swedbank delisted Estonia’s biggest bank Hansabank in 2005. 

4 We assume that if  an investor has more than 50 per cent of  the shares, he/she has the majority 
of  voting rights and the dummy variable takes a value of  1. In the literature, a dummy variable 
measuring foreign ownerhsip is usually based on a threshold of  50 per cent ownership of  shares. 
However, in a study of  Grigorian and Manole (2002) on bank efficiency, a bank is regarded as 
foreign on the basis of  a minimum of  30 per cent non-domestic shareholders.  
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performance.5  
 The remainder of  this chapter is organised as follows. Section 4.2 presents the 
methodology and the data. Empirical results will be shown in section 4.3. Conclusions 
are in section 4.4.

4.2 Data and methodology
4.2.1	Data
In line with Demirgüç-Kunt and Huizinga (1998), we estimate determinants of  bank 
performance. BankScope provides ownership data only for the last year. As we do not 
want to assume ownership constant over time, especially in transition economies, we 
chose to perform a cross-country analysis rather than a panel analysis. We present 
data on ownership and performance indicators of  244 banks in European transition 
countries in 2001, as available from the November 2002 BankScope data provided 
by Bureau Van Dijk.6 Banks included in BankScope roughly account for 90 per cent 
of  the assets of  all banks. Appendix 5 shows the origin and the nature of  the banks 
in the sample. Descriptive statistics are in Table 4.1 and involve the entire sample of  
banks. Regression results are presented for the entire sample as well as for the subset 
of  commercial banks only. 

For each bank we identify to what extent bank shares are owned by foreign investors 
and by domestic investors in order to construct a continuous foreign ownership 
variable. If  more than 40 per cent of  a banks ownership data was unavailable, the bank 
was not included in the sample. If  0-40 per cent of  share ownership was unavailable 
we included the bank and categorized this part as unknown. Table 4.1 shows the 
levels of  foreign ownership for the whole sample. Only a third of  all banks are fully 
domestically owned. Most have banks are, fractionally or fully, foreign owned.

In addition, we investigate whether countries’ GDP per capita, concentration within 
the banking sector and foreign bank penetration influences the relationship between 
foreign ownership and banks’ net interest revenues, costs and profitability. Presence 
of  foreign banks is measured in two ways. First, we use the relative number of  foreign 
banks present as a ratio of  a country’s total number of  banks. For this ratio, a foreign 
bank is defined as a bank of  which more than 50 per cent of  the shares are in foreign 
hands. Secondly, we use the relative amount of  the foreign banks’ assets as a ratio of  
a country’s total bank assets. For the denominator of  this ratio, we sum the values of  
the per bank value of  foreign share ownership times bank assets. Bank concentration 
is defined as the ratio of  the total assets of  the three largest banks to total bank assets. 

5 See Mamatzakis et al. (2005) for details on bank concentration in seven South Eastern European 
economies. The authors conclude that the banking industry in this region operates under mo-
nopolistic competition.

6 Our definition of  owner is the direct owner. Sometimes the direct owner is the ultimate owner. 
In case the direct owner is not the ultimate owner we assume the ultimate owner usually is also 
a foreign investor.
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Table 4.2 shows average foreign bank penetration and average concentration of  
the banking sector in the 11 CEE and in the other transition economies. The two 
groups differ in four respects. First, foreign bank penetration is more substantial in the 
CEE group than in the rest of  the transition economies. Second, the group of  CEE 
countries is more homogeneous with respect to foreign bank penetration than the 
group of  the other transition economies. Third, foreign banks in the CEE countries 
appear to be bigger than those in the SEE/CIS countries. Finally, concentration of  
the banking sector in the other European transition economies is more substantial 
than in the CEE countries.

Table 4.1 Descriptive statistics

Obs. FOR NFB FBA NIR OHC PROF LOANS NII LLR G INT GDPPC CONC

Albania 3 0.67 0.67 0.21 2.5 2.3 2.3 0.4 0.7 0.0 7.8 7.7 1,389 1.00

Armenia 1 1.00 1.00 1.00 4.6 4.3 2.4 4.7 2.1 0.0 6.0 19.9 796 1.00

Azerbaijan 2 0.13 0.00 0.00 4.7 3.8 2.5 50.0 4.1 2.5 11.1 16.5 789 0.95

Belarus 1 0.00 0.00 0.00 2.5 5.4 2.7 n.a. 6.2 0.5 5.8 61.0 1,242 1.00

Bosnia-H.na 6 0.99 0.33 0.54 3.8 6.7 0.9 41.0 4.6 1.4 5.9 - 1,213 0.58

Bulgaria 18 0.92 0.60 0.72 4.4 5.0 1.1 33.6 2.5 0.5 5.8 4.6 1,835 0.56

Croatia 22 0.74 0.35 0.82 3.6 4.1 1.5 52.8 1.9 0.3 3.7 4.3 5,155 0.58

Czech Rep. 21 0.85 0.59 0.85 2.0 2.2 0.6 31.7 1.1 0.0 2.9 5.1 6,204 0.70

Estonia 3 0.99 0.75 0.99 3.5 3.4 0.9 56.7 2.2 0.9 6.9 4.0 4,292 0.99

Hungary 19 0.98 0.58 0.53 3.9 4.3 1.7 55.4 1.9 0.0 5.2 10.8 5,805 0.49

Kazakhstan 4 0.00 0.08 0.04 5.5 6.3 1.1 64.8 4.8 1.1 9.6 5.3 1,706 0.70

Latvia 9 0.99 0.43 0.49 3.0 3.9 1.0 51.7 2.7 0.1 6.6 5.1 3,683 0.58

Lithuania 5 0.88 0.71 0.96 3.3 5.4 0.6 51.6 2.4 0.3 3.9 3.0 3,683 0.87

Macedonia 4 0.73 0.43 0.55 4.7 3.7 2.0 18.8 4.2 3.2 4.6 11.0 1,970 0.84

Poland 26 0.87 0.70 0.68 2.6 3.6 0.8 45.0 2.7 0.8 4.0 12.0 5,275 0.31

Romania 17 0.85 0.52 0.37 6.0 7.5 2.4 35.2 2.8 0.6 1.8 42.2 1,976 0.41

Russia 25 0.00 0.12 0.12 4.1 6.2 3.6 43.4 2.3 0.2 8.3 12.5 2,422 0.53

Slovak Rep. 15 0.93 0.80 0.95 2.6 3.1 1.3 40.6 1.6 0.1 2.2 7.8 4,158 0.23

Slovenia 13 0.00 0.31 0.21 2.2 3.4 0.9 54.1 2.2 1.0 4.6 10.9 10,673 0.62

Ukraine 5 0.50 0.11 0.11 4.8 6.6 0.8 64.3 2.1 1.2 5.9 17.1 885 0.49

Uzbekistan 1 0.00 0.00 0.00 1.9 1.2 0.6 58.5 0.4 0.6 4.0 34.5 269 1.00

Yugoslavia 4 0.50 0.18 0.07 1.2 2.4 -0.6 n.a. 0.8 0.3 5.0 80.1 1,394 0.71

Macro economic variables include the 2000 GDP growth rate (G), the interest rate (interest) and 
gross domestic product per capita, in € (GDPPC). Financial sector variables include bank concen-
tration (CONC), the ratio of  the number of  foreign banks over total banks (NFB), and the ratio 
of  foreign banks’ assets over total bank assets (FBA). GDP growth and GDP per capita data are 
from EBRD. Treasury bill 3-months interest rate data are from IFS and EBRD. Bank concentra-
tion and foreign bank presence are from own sample. Bank indicators include net interest revenues 
(NIR), non-interest income (NII), overhead costs (OHC), loan loss provisions (LLR), profit before tax 
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(PROF), net loans (LOANS) and foreign ownership (FOR). Statistics on equity, non-earning assets 
and customer and ST funding are available on request. Source: BankScope, November 2002. Data 
are 2001 median values, all scaled to bank assets.

Table 4.2 Level of  foreign ownership in CEE banks, 2001 

Foreign ownership (%) No. of  
banks

Share (%) Cumulative
percent

0 - 20 70 31.25 31.25

20 - 40 11 4.91 36.16

40 - 60 15 6.70 42.86

60 - 80 18 8.04 50.89

80 - 100 61 27.23 78.12

100 49 21.88 100.00

Total 224 100.00 100.00

Level of  foreign ownership is the percentage of  bank shares owned by foreign investors. The 
table shows the absolute number of  banks and the relative number of  banks in the sample 
for each level of  ownership. The sample includes banks from Albania, Armenia, Azerbaijan, 
Belarus, Bosnia-Herzegovina, Bulgaria, Croatia, Czech Rep., Estonia, Hungary, Kazakhstan, 
Latvia, Lithuania, Macedonia, Poland, Romania, Russia, Slovak Rep., Slovenia, Ukraine, Uz-
bekistan, and Yugoslavia. Source: November 2002 issue of  Bureau van Dijk’s BankScope da-
tabase (For sample details see Appendix 5).

4.2.2	Methodology
This chapter measures financial performance with three variables from the following 
accounting rule: profit before taxes is the sum of  net interest income and non-interest 
income minus the sum of  overhead costs and loan loss provisions. Profit before tax is 
the main dependent variable. The other two dependent variables we test for are net 
interest revenues, the main source of  profit, and overhead costs. Non-interest income 
indicates the non-lending activities of  a bank, and loan loss provisioning measures 
provisioning for bad debts. 

To examine whether foreign ownership makes a difference in banks’ performance 
the three dependent variables are regressed on two separate foreign ownership 
variables, on balance sheet and income statement data and on macro economic data. 
We estimate the following basic equation:

    Iij = a FORij +b Bij + g Cj + d CDj + e          (4.1)

Iij is a vector of  performance measures that includes net interest revenues, overhead 
costs and profit before taxes of  bank i in country j. FORij indicates the fraction of  
shares of  bank i in country j in foreign hands. In a second estimation set FORij is a 
dummy variable taking the value of  1 if  foreign investors own more than 50 percent 
of  the shares. Vector B consists of  bank specific variables for bank i in country j. These 
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variables include loan loss provisions, equity (a proxy for bank size), non-earning 
assets, customer and short term funding and loans (a proxy for risk). Table 4.1 shows 
the descriptive statistics of  bank specific variables per country. All bank variables are 
scaled to total assets. Vector C consists of  the control variables GDP growth, the 
interest rate and GDP per capita. Descriptive statistics of  the country specific variables 
are also shown in Table 4.1 CD is a country dummy variable. Several specifications of  
(4.1) are estimated. For each specification we present the results of  the whole sample 
as well as for the subset of  commercial banks only. 

We have estimated the three equations for the net interest revenues, profit before 
taxes and the overhead costs as a system, using Zellners’ seemingly unrelated regression 
method. We estimated for the entire sample as well as for the subset of  commercial 
banks. We have used this method to account for the possible cross-equation correlation 
among the errors. Zellners’ SUR method involves generalized least-squares estimation 
and achieves an improvement in efficiency by taking into account the fact that cross-
equation error correlations may not be zero. SUR gives the same outcome as OLS 
if  the cross-equation covariance equals zero, and if  the explanatory variables in 
the different equations are identical. The possible list of  explanatory variables in 
all equations is the same. However, we drop highly insignificant variables from the 
different equations, so that the explanatory variables differ per equation, and thus 
SUR will give other results than OLS. Significant intercept dummies are taken into 
account as well as a constant term.

4.3 Empirical results
Table 4.3a shows the results of  the estimates using the continuous foreign ownership 
variable. The level of  foreign ownership has a significantly negative impact on all 
three bank performance indicators. Banks with higher foreign ownership generate 
lower net interest revenues. Although overhead costs also decrease with a high level of  
foreign ownership, banks with higher foreign ownership have lower profitability. The 
level of  loan loss provisions has a significantly positive relationship with net interest 
revenues. This relationship is robust and found in all estimations presented in Tables 
4.3-4.7 Loan loss provisions negatively influence profitability. The latter finding follows 
from the accounting definition. Larger banks measured by equity (EQ) generate more 
net interest revenues and are more profitable, although the level of  significance is 
higher for the set of  all banks than for the sub sample of  commercial banks only. 
These results are robust throughout the estimations presented in Tables 4.3-4.7. The 
level of  non-earning assets (NEA) is positively related to net interest revenues and costs 
and negatively related to overhead costs. Non-earning assets lowers bank profitability 
significantly. The findings are consistent throughout the different specifications in 
Tables 4.3-4.7. The level of  customer and short term funding (CSTF) and loans (Loans) 
do not affect profitability, but Growth in gross domestic product (G) does. The level of  
interest (INT) does not affect profitability. The results show that gross domestic product per 
capita (GDPPC) does not influence bank profitability. In more developed countries 
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banks seem to be more efficient as the level of  overhead costs diminishes. At the same 
time, the level of  net interest revenues drops. The signs and significance of  the macro 
economic correlates are similar in all estimations presented in Tables 4.3-4.7.  

Table 4.3a Foreign ownership and performance

Net interest revenues Overhead costs Profit before taxes

(1) (2) (3) (4) (5) (6)

Sample All Commercial All Commercial All Commercial

FOREIGN 
(continuous)

-9.37E-05***
(-4.14)

-7.88E-05***
(-3.31)

-7.63E-05**
(-2.13)

-7.20-05*
(-1.87)

-0.00012***
(-3.34)

-9.94E-05***
(-2.71)

LLP 0.248***
(3.56)

0.200***
(2.84)

-0.776***
(-11.17)

-0.804***
(-11.45)

-0.157
(-1.47)

-0.227**
(-2.06)

EQUITY 0.059***
(4.75)

0.069***
(5.45)

0.030**
(2.20)

0.024*
(1.72)

0.056***
(2.92)

0.061***
(3.11)

NEA 0.030**
(2.06)

0.029**
(2.03)

-0.052***
(-2.67)

-0.044**
(-2.15)

0.116***
(5.25)

0.107***
(4.88)

CSTF 0.010
(1.24)

0.015*
(1.65)

0.029**
(2.16)

0.026**
(1.82)

LOANS 0.0003***
(4.61)

0.0003***
(4.51)

0.0003***
(3.88)

0.0004***
(4.33)

GROWTH 0.0035***
(4.61)

0.0035***
(4.32)

INTEREST -0.0005**
(-2.08)

-0.0004
(-1.62)

-0.00097***
(-2.59)

-0.0008**
(-2.05)

GDPPC -2.20E-06***
(-5.02)

-1.94E-06***
(-4.17)

-6.15E-07
(-0.88)

-3.23E-07
(-0.43)

-1.57E-06**
(-2.31)

-1.73E-06**
(-2.38)

Adj. R2 0.46 0.48 0.38 0.40 0.35 0.39

No. obs. 199 176 216 191 199 176

Note: t-values between parentheses. In the equation for net interest revenues three significant 
country dummies (Croatia, Hungary and Romania) are added; in the equation for profit sig-
nificant country dummies for Macedonia and Poland are added; for overhead costs country 
dummies for Romania and the Russian Federation are added. *, ** and *** indicate signifi-
cance levels of  10, 5 and 1 percent respectively.

Table 4.3b presents the coefficients of  similar model specifications, estimated with a 
foreign ownership dummy variable. The correct interpretation of  these results would 
be that foreign majority owned banks generate lower net interest revenues, overhead 
costs and profits than domestic majority owned banks. Admittedly, it is not to our 
surprise that similar results are obtained since Table 4.3b showed that the continuous 
variable seems to behave to a large extent as a dummy variable. For this very reason, 
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the rest of  this section presents the estimation results based on the continuous foreign 
ownership variable only. 

Table 4.3b Foreign majority ownership and performance  

Net interest revenues Overhead costs Profit before taxes

(1) (2) (3) 4) (5) (6)

Sample All Commercial All Commercial All Commercial

FOREIGN 
(dummy)

-0.0085***
(-4.32)

-0.0069***
(-3.30)

-0.0069**
(-2.21)

-0.0068**
(-2.02)

-0.011***
(-3.70)

-0.0085***
(-2.58)

LLP 0.243***
(3.50)

0.199***
(2.81)

-0.779***
(-11.23)

-0.806***
(-11.50)

-0.164
(-1.54)

-0.229**
(-2.07)

EQUITY 0.059***
(4.77)

0.069***
(5.46)

0.029**
(2.16)

0.0233
(1.64)

0.057***
(2.96)

0.062***
(3.14)

NEA 0.032**
(2.22)

0.031**
(2.16)

-0.050**
(-2.55)

-0.041**
(-2.02)

0.119***
(5.40)

0.109***
(4.96)

CSTF 0.012
(1.35)

0.016*
(1.74)

0.030**
(2.30)

0.027*
(1.92)

LOANS 0.00026***
(4.71)

0.00026***
(4.56)

0.00034***
(4.01)

0.00039***
(4.39)

GROWTH 0.0035***
(4.61)

0.0034***
(4.30)

INTEREST -0.0005**
(-2.13)

-0.0004*
(-1.65)

-0.001***
(-2.71)

-0.0008**
(-2.12)

GDPPC -2.17E-06***
(-4.98)

-1.92E-06***
(-4.11)

-5.87E-07
(-0.85)

-3.10E-07
(-0.42)

-1.55E-06**
(-2.29)

-1.71E –06**
(-2.34)

Adj. R2 0.47 0.48 0.38 0.41 0.36 0.39

No. obs. 199 176 216 191 199 176

Note: t-values between parentheses. In the equation for net interest revenues three significant 
country dummies (Croatia, Hungary and Romania) are added; in the equation for profit sig-
nificant country dummies for Macedonia and Poland are added; for overhead costs country 
dummies for Romania and the Russian Federation are added. *, ** and *** indicate signifi-
cance levels of  10, 5 and 1 percent respectively.

To examine whether the level of  economic development affects the negative 
relationship between foreign ownership and bank performance, we interacted foreign 
ownership with GDP per capita. Table 4.4 shows the results. The estimations with the 
interaction variable suggest that the level of  economic development does not alter the 
negative relationship between foreign ownership and bank performance. 
 Table 4.4 shows the results for the estimations when we control for the competitive 
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environment in the banking sector. Concentration in the banking sector seems to have 
little relevance for bank performance. This is in line with the findings of  Demirgüç-
Kunt et al. (2003), who find mixed evidence, and the conclusion of  the ECB indicating 
that concentration ratios do not necessarily reflect competitive conditions within the 
region (ECB, 2005). In addition, the estimates of  the interaction variable indicate no 
significant impact on the negative relationship between foreign ownership and bank 
performance. 

Table 4.4 Test 1: does economic development matter?  

Net interest revenues Overhead costs Profit before taxes

(1) (2) (3) (4) (5) (6)

Sample All Commercial All Commercial All Commercial

FOREIGN
(continuous)

-0.00013***
(-2.89)

-0.00012**
(-2.45)

-0.00012*
(-1.68)

-9.78E-05
(-1.32)

-0.0002***
(-2.83)

-0.00016**
(-2.10)

LLP 0.247***
(3.56)

0.202***
(2.86)

-0.773***
(-11.11)

-0.801***
(-11.37)

-0.161
(-1.51)

-0.226**
(-2.05)

EQUITY 0.059***
(4.80)

0.070***
(5.52)

0.030**
(2.21)

0.024*
(1.73)

0.059***
(3.04)

0.063***
(3.20)

NEA 0.030**
(2.09)

0.029**
(2.07)

-0.051***
(-2.65)

-0.044**
(-2.14)

0.117***
(5.32)

0.108***
(4.94)

CSTF 0.011
(1.25)

0.015*
(1.70)

0.029**
(2.18)

0.027*
(1.89)

LOANS 0.00025***
(4.56)

0.00025***
(4.43)

0.00033***
(3.81)

0.00037***
(4.23)

GROWTH 0.0035***
(4.52)

0.0034***
(4.27)

INTEREST -0.00054**
(-2.16)

-0.00045*
(-1.75)

-0.001***
(-2.71)

-0.0008**
(-2.18)

GDPPC -2.59E-06***
(-4.46)

-2.34E 
–06***
(-3.80)

-1.04E-06
(-1.09)

-6.01E –07
(-0.59)

-2.38E –06***
(-2.62)

-2.30E-06**
(-2.38)

GDPPC *  
FOREIGN

9.15E –09
(0.99)

9.71E –09
(0.97)

9.29E –09
(0.66)

6.29E-09
(0.41)

1.91E-08
(1.35)

1.38E-08
(0.90)

Adj. R2 0.46 0.48 0.38 0.40 0.36 0.39

No. obs. 199 176 216 191 199 176

Note: t-values between parentheses. In the equation for net interest revenues three significant 
country dummies (Croatia, Hungary and Romania) are added; in the equation for profit sig-
nificant country dummies for Macedonia and Poland are added; for overhead costs country 
dummies for Romania and the Russian Federation are added. *, ** and *** indicate signifi-
cance levels of  10, 5 and 1 percent respectively.
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Table 4.5 Test 2: does concentration matter?

Net interest revenues Overhead costs Profit before taxes

(1) (2) (3) (4) (5) (6)

Sample All Commercial All Commercial All Commercial

FOREIGN
(continuous)

-0.00024***
(-3.00)

-0.00022**
(-2.47)

-1.84E-05
(-0.15)

-2.63E-06
(-0.02)

-0.00026**
(-2.10)

-0.00029**
(-2.08)

LLP 0.2575***
(3.69)

0.210***
(2.94)

-0.774***
(-11.24)

-0.801***
(-11.47)

-0.125
(-1.17)

-0.1888*
(-1.71)

EQUITY 0.055***
(4.35)

0.065***
(5.01)

0.029**
(2.13)

0.024*
(1.72)

0.0463**
(2.36)

0.050**
(2.48)

NEA 0.026*
(1.81)

0.026*
(1.79)

-0.048**
(-2.48)

-0.0418**
(-2.05)

0.1195***
(5.36)

0.1106***
(5.01)

CSTF 0.0079
(0.90)

0.012
(1.31)

0.0213
(1.57)

0.017
(1.17)

LOANS 0.00024***
(4.21)

0.00024***
(4.26)

0.00030***
(3.44)

0.00035***
(4.00)

GROWTH 0.00414***
(5.07)

0.0040***
(4.69)

INTEREST -0.00041
(-1.56)

-0.00029
(-1.08)

-0.0010***
(-2.64)

-0.0008**
(-1.99)

GDPPC -2.24E-06***
(-5.16)

-1.94E-06***
(-4.16)

-3.47E-07
(-0.49)

-8.84E-08
(-0.12)

-1.68E-06***
(-2.48)

-1.86E-06**
(-2.57)

CONC -0.019*
(-1.78)

-0.018
(-1.47)

-0.010
(-0.63)

-0.0054
(-0.30)

-0.030*
(-1.79)

-0.036*
(-1.85)

CONC * 
FOREIGN 

0.00027*
(1.90)

0.00026
(1.64)

-0.0001
(-0.49)

-0.00012
(-0.53)

0.00025
(1.15)

0.00033
(1.35)

Adj. R2 0.47 0.48 0.38 0.41 0.36 0.40

No. obs. 199 176 216 191 199 176

*, ** and *** indicate significance levels of  10, 5 and 1 percent respectively

Tables 4.6 and 4.7 present estimation results of  two specifications of  the model that 
both controls for the competitive conditions of  foreign banks. Table 4.6 controls for 
foreign bank penetration measured by the share of  foreign banks’ assets as a ratio 
of  total banking assets. Results show that banks in countries with relatively many 
foreign assets were less profitable than in countries with less foreign assets. Similarly, 
Table 4.7 shows that the relative number of  foreign banks negatively influences bank 
profitability. However, foreign bank profitability is higher in countries in which foreign 
bank presence is more extensive, either measured by foreign banks’ assets or by the 
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number of  foreign banks. This contrasts with the findings of  Claessens, Demirgüç-
Kunt and Huizinga (2001) who argue that the number of  foreign banks rather than 
their size is associated with competitive conditions in national banking markets. 

Table 4.6 Test 3: does the relative number of  foreign banks matter?  

Net interest revenues Overhead costs Profit before taxes

(1) (2) (3) (4) (5) (6)

Sample All Commercial All Commercial All Commercial

FOREIGN 
(continuous)

-0.00015***
(-2.99)

-0.000147***
(-3.33)

-0.00010
(-1.38)

-0.000114
(-1.43)

-0.00024***
(-3.29)

-0.00019**
(-2.53)

LLP 0.240***
(3.50)

0.197***
(2.87)

-0.165
(-1.52)

-0.236**
(-2.14)

-0.784***
(-11.45)

-0.811***
(-11.68)

EQUITY 0.057***
(4.65)

0.066***
(5.35)

0.056***
(2.91)

0.0603***
(3.07)

0.0271**
(2.00)

0.0212
(1.51)

NEA 0.028*
(1.95)

0.025*
(1.82)

0.116***
(5.25)

0.1069***
(4.88)

-0.054***
(-2.81)

-0.048**
(-2.38)

CSTF 0.0096
(1.13)

0.013
(1.41)

0.028**
(2.09)

0.0238*
(1.68)

LOANS 0.00025***
(4.49)

0.00023***
(4.11)

0.00033***
(3.83)

0.00037***
(4.13)

GROWTH 0.0029***
(3.09)

0.0027***
(2.85)

INTEREST -0.00080***
(-2.73)

-0.0008***
(-2.72)

-0.0012***
(-2.78)

-0.0011**
(-2.53)

GDPPC -2.06E-06***
(-4.74)

-1.73E-06***
(-3.82)

-1.55E-06**
(-2.27)

-1.72E-06**
(-2.34)

-5.63E-07
(-0.82)

-1.82E-07
(-0.25)

REL. FOR.
ASSETS

-0.0149***
(-2.60)

-0.0220***
(-3.55)

-0.0046
(-0.49)

-0.0096
(-0.92)

-0.024***
(-2.64)

-0.025***
(-2.59)

REL. FOR.  
ASSETS * 
FOREIGN

0.00013
(1.63)

0.00021**
(2.52)

-1.10E-05
(-0.09)

4.40E-05
(0.34)

0.00033***
(2.76)

0.00028**
(2.15)

Adj. R2 0.48 0.51 0.35 0.39 0.40 0.42

No. obs. 199 176 199 176 216 191

*, ** and *** indicate significance levels of  10, 5 and 1 percent respectively.
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Table 4.7 Test 4: does the relative amount of  foreign banks’ assets matter? 

Net interest revenues Overhead costs Profit before taxes

(1) (2) (3) (4) (5) (6)

Sample All Commercial All Commercial All Commercial

FOREIGN 
(continuous)

-9.55E-05*
(-1.72)

-0.00011*
(-1.95)

-0.00025***
(-3.16)

-0.00019**
(-2.20)

-6.86E-05
(-0.81)

-3.84E-05
(-0.42)

LLP 0.248***
(3.60)

0.203***
(2.92)

-0.777***
(-11.33)

-0.806***
(-11.53)

-0.153
(-1.41)

-0.220**
(-2.00)

EQUITY 0.058***
(4.68)

0.067***
(5.39)

0.026*
(1.90)

0.0218
(1.53)

0.0565***
(2.92)

0.0614***
(3.11)

NEA 0.028**
(1.98)

0.026*
(1.87)

-0.056***
(-2.92)

-0.049**
(-2.39)

0.1166***
(5.25)

0.1085***
(4.93) 

CSTF 0.0112
(1.31)

0.015
(1.62)

0.0290**
(2.17)

0.027*
(1.86)

LOANS 0.00025***
(4.56)

0.00025***
(4.37)

0.00033***
(3.83)

0.00039***
(4.31)

GROWTH 0.0031***
(3.31)

0.0030***
(3.06)

INTEREST -0.00061**
(-2.25)

-0.00061**
(-2.17)

-0.0010***
(-2.61)

-0.00079**
(-2.01)

GDPPC -2.12E—06***
(-4.80)

-1.73E-06***
(-3.68)

-5.54E-07
(-0.80)

-1.45E-07
(-0.19)

-1.57E-06**
(-2.29)

-1.77E-06**
(-2.40)

REL. NR. OF 
FOR BANKS

-0.0081
(-1.04)

-0.017**
(-2.00)

-0.029**
(-2.23)

-0.0288*
(-1.95)

0.0051
(0.40)

0.0074
(0.53)

REL. NR. OF 
FOR BANKS
* FOREIGN

2.98E-05
(0.27)

0.00012
(1.04)

0.00042***
(2.60)

0.00033*
(1.80)

-0.0001
(-0.62)

-0.00014
(-0.73)

Adj. R2 0.46 0.49 0.39 0.41 0.35 0.39

No. obs. 199 176 216 191 199 176

*, ** and *** indicate significance levels of  10, 5 and 1 percent respectively.

4.4 Conclusion
Chapter 4 examines whether the performance of  foreign owned banks in Central 
and Eastern Europe exceeds that of  domestic owned banks. The analysis is based 
on OLS regressions and focuses on bank performance of  244 commercial, savings 
and cooperative, and investment banks in 20 European transition countries in 2001. 
The analysis specifically concentrates on whether the level of  foreign ownership 
affects (i) net interest revenues, (ii) overhead costs, and (iii) profit before taxes. Next, 
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we examine whether the result are robust if  we use a dummy foreign ownership 
variable instead of  a continuous foreign ownership variable. Finally, we test whether 
the relationship between foreign ownership and bank performance is affected by (a) 
the level of  economic development of  the host country, (b) concentration within the 
banking sector, (c) the presence of  foreign banks measured by relative assets and (d) 
the presence of  foreign banks measured by the relative number of  banks.

 Results show that foreign ownership has a negative influence on the net interest 
revenues of  banks in transition countries. This could hint at an aggressive strategy of  
foreign banks in augmenting their market share as suggested by VanderVennet (1996) 
who argues that especially when a retail bank with a branch network is acquired by 
a foreign bank, the acquirer acts within a penetration strategy and often launches 
an intensive campaign to attract additional business. Another explanation could be 
that foreign banks face a structural disadvantage relative to their domestically owned 
competitors. A second conclusion is that in transition countries overhead costs are 
lower when banks have a higher share foreign ownership. This second result would 
back up the hypothesis that, at least in transition countries, foreign banks operate more 
efficiently than their competitors that lack the best-practice way of  banking common 
in more developed banking sectors, or that have not yet been able to implement this 
knowledge. Overall, the opposite effects of  foreign ownership on net interest revenues 
and overhead costs do not prevent foreign banks to be less profitable. The results are 
robust: for the subsample of  198 commercial banks the same results are found. 

 Furthermore, we find the following effects for the above-mentioned factors that 
may affect the relationship between foreign ownership and bank performance. First, 
the level of  economic development of  the host country does not affect the relationship 
found. However, banks in more developed transition countries (i) have less net interest 
revenues and (ii) have less overhead costs, than in less developed transition countries. 
An explanation could be found in the hypothesis that in more developed economies the 
banking sector is more competitive. Second, we find that the degree of  concentration 
within the banking market in transition economies does not affect the relationship 
between foreign ownership and bank performance. Moreover, concentration does not 
seem to have any important effect on bank profitability. Third, a stronger presence 
of  foreign banks, measured in relative assets, is positively related to foreign bank 
profitability and in countries where foreign banks have a less pronounced role in the 
financial sector, foreign banks have lower profitability. The cause for this seems to be 
the higher net interest revenues rather than lower overhead costs. Similarly, foreign 
banks are more profitably in countries with relatively more foreign banks than in 
countries with relatively few foreign banks. The cause for this finding is not traceable 
to higher interest revenues or lower overhead costs.

 The results found are the first prove for a so-called home advantage for domestic 
banks in European transition countries. To meet potential endogeneity problems 
between foreign ownership and bank performance, chapter 5 improves the estimation 
technique by applying the generalized method of  moments to a sample of  banks 
worldwide.




