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Abstract

This study estimates the effects of legal and institutional barriers to foreign bank
establishment in China. Provincial corruption data is compiled from official Chinese
procuratorial work reports and analyzed together with economic indicators and measures of
legislative liberalization in a multiple regression analysis. The analysis uses panel data for 18
Chinese cities in 11 provinces over 8 years (1998-2005). While there are certain indications
that provinces with fewer corruption cases attract more foreign banks, no robust statistically
significant effect of corruption on foreign bank establishment is found. Legal restrictions on
local currency are shown to have a considerable impact on the establishment of foreign banks.
Cities where such legislation was liberalized in early stages are found to attract more foreign
branch offices. Lastly, a strong link is found suggesting that foreign banks have been prone to

follow vertical investment strategies in China caused by oligopolistic reactions.
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1. Introduction

China is in transition. In 1978, two years after the death of Mao Zedong, Deng Xiaoping
initiated the immense economic policy package to reform and open the Chinese economy that
would be dubbed “Gdigé kaifang” — literally “Reform and Opening”. Since then, China has
undergone profound structural changes and opened up to the rest of the world. The country’s
economy has grown to become the second largest in the world after the United States. A vast
number of foreign firms have been integrated in the Chinese economy as it has developed into

one of the most interconnected and powerful economies of the 21* century.

China’s economic growth as well as its increasing interconnectivity has made it a prime
destination for multinational banks (MNBs). Foreign banking in China, which was
nonexistent pre-reform, consisted of over 500 banking institutions in 2006. Domestic policies
as well as WTO (World Trade Organization) commitments have made the market more
accessible. Foreign banks play an important role in China as they provide international
banking services needed to facilitate international trade and foreign direct investment (FDI) in
one of the fastest growing economies in the world. Nevertheless, the banking sector is one of
the most regulated parts of the Chinese economy. This holds especially true for foreign banks.
In addition to being subject to discriminatory regulation on capital sufficiency ratios and asset
holdings, foreign banks have been geographically restricted. They have also regulated by the

Chinese government’s legislative stronghold on local currency business.

The Chinese banking sector is dominated by the power of the “Big Four” state-owned banks.
This group controls over half of all banking assets in China but are troubled by the legacy of
an old monopolistic system. In addition to owning an unwieldy volume of nonperforming
loans, domestic banks are burdened by their political subordination to government officials.
Informal insider networks play an enormous role in a financial sector that is beset by

corruption. Foreign banks are naturally confronted by this sector characteristic as well.

Therefore, foreign banks entering the Chinese market have had to deal with legal barriers
along with institutional barriers such as corruption. The question of how Chinese corruption
affects foreign bank establishment is not only of domestic policy interest. It is also of great

concern to the international financial community and consequently to foreign policymakers.



U.S. foreign policy argumentation by observers such as Pei (2007, pp. 6-7) is a case in point.
Given the trade opportunities associated with an advanced integrated international banking
system, the issue is important to address. Economic theory suggests that investors are
expected to shy away from corruption. However, the empirical research on how foreign banks

respond to corruption in China is limited.

The contribution of this study is twofold. Firstly, while the link between corruption and FDI
in China has been studied before, this is the first study to focus on foreign bank establishment.
Secondly, this study explores differences on regional levels in China while many previous
studies on FDI flows tend to focus on country-level differences. I have been able to compile
provincial data on corruption cases for the years 1998-2005. This data has, to the best of my
knowledge, not been used in any other existing research. I will use the new data together with
economic indicators and measures of regional legislative liberalization to carry out the main
objective of this thesis, which is to investigate how corruption levels and legal restrictions

have influenced the establishment of foreign banks in China.

This introduction is the first of the study’s five chapters. A background of economic theory on
FDI, corruption and legal barriers is presented in chapter 2. Chapter 3 outlines the current
Chinese context regarding banking, relevant legislation and corruption. All empirical testing
is included in chapter 4, where I also discuss the reliability of data. Chapter 5 contains a

summary and conclusions drawn from the analysis.



2. Theory

2.1 The Eclectic Paradigm

There are several costs associated with establishing a firm in a foreign market. Firstly, all
multinational corporations (MNCs) face fixed costs in the form of establishing new business
facilities and overcoming barriers of regulatory nature. Additional costs are often associated
with asymmetric information of less tangible form given that firms enter unknown business
environments. MNCs will face institutional, linguistic and cultural differences when engaging
in cross-border activities. Firms may have to relocate managers and engineers, which will
induce higher wage costs. The process of overcoming these barriers often bears a high price
and is time consuming. Domestic firms are at advantage contra foreign firms since they do
not face these entry costs. Given this predicament, foreign firms must be able to utilize some
competitive factor not available to their domestic counterparts in order to successfully

compete on their market.

Economic theory suggests that MNCs will invest in a foreign market if they own certain
advantages over domestic firms. The eclectic paradigm (Dunning, 1979, 1980, 1981, 2001)
explains FDI by using a combination of three sources of advantages: ownership advantages,
location advantages and internalization advantages. An MNC will invest in a foreign market
if it owns a combination of ownership advantages, location advantages and internalization
advantages such that it can overcome the costs of operating in a new market. This approach is
commonly referred to as the OLI framework and was introduced by the British economist
John H. Dunning (1980). The OLI framework focuses on the incentives facing individual
firms. This is a key characteristic of the framework and differentiates it from e.g. the
Heckscher-Ohlin way of thinking about FDI as return-seeking international movement of
physical capital. The eclectic paradigm has proved to be a useful framework to think about
FDI. Gray and Gray (1981) were among the first to apply the OLI framework to international
banking. Their original study, and a large amount of following empirical research, has
reached a number of conclusions regarding determinants of MNB locations that will be
discussed in the following sections. The OLI model and the framework provided by the
eclectic paradigm will be used throughout this thesis to explain the driving forces behind FDI

and foreign bank establishment.



2.1.1 Ownership and Internalization Advantages

In the eclectic paradigm, ownership advantages constitute the first source of factors
explaining the existence of MNCs. Ownership advantages are internal firm-specific factors
that allow foreign firms to compete with domestic firms in host countries. It is argued that
firm-specific advantages of this nature give MNCs a competitive edge that is key, or even a
prerequisite, in being able to outperform indigenous firms on their own turf. Common
ownership advantages of MNCs include technical knowledge, financing, advanced research
and development, managerial skills or economies of scale (Gray and Gray, 1981). Ownership
advantages can also stem from owning an internationally established reputable brand (Chung,

1997, p. 167).

Applying this framework onto MNBs, specifically, ownership advantages may include
specialized banking services, creditworthiness, managerial skills, and so on (Miller and
Parkhe, 1998). In addition, if a bank already engages in multinational activities, it will have
the ability to reap potential gains from international differences in factor markets. These
differences in factor markets can consist of accessibility of information or capital, for
example. Furthermore, the more international experience a bank has the more likely it is to be
successful in new international endeavors. Large international banks are expected to have
much greater overall commercial knowledge than their geographically confined counterparts
(Gray and Gray, 1981). They will therefore, rather exclusively, be able to provide various
services that banks with less international scope cannot offer. It has also been indicated that
the established code of conduct and corporate culture could be part of ownership advantages

of MNBs in host countries (He and Yeung, 2010).

Economies of scale, which have been shown to influence FDI positively in general, appear to
be maximized at relatively small firm sizes in the banking sector (Gray and Gray, 1981).
Achieving economies of scale is therefore assumed not to be a significant ownership
advantage to financial multinational corporations. It is assumed that all MNBs have reached
the critical size. However, significant ownership advantages (e.g. creditworthiness and
managerial skills) are a prerequisite to compete on foreign markets for the reasons discussed
above. Advantages of that nature are therefore assumed to exist for any bank with

international activities.



Internalization advantages are factors that make MNCs conduct transactions within their own
organizations rather than on the free market. For this to happen, the transaction costs on the
free market must be higher than the internal transaction cost (Dunning, 1979, 1981, 2001). If
this were not the case, it would make more sense for firms to export or license their brand
rather than make a direct investment. In the case of foreign banks, the main motivation to

internalize activities stems from cognitive imperfections.

Over time, banks will derive substantial knowledge about their clients by working in close
corporate-client relationships. Banks will be able to use this detailed knowledge to customize
their services to meet their clients’ specific needs. When clients relocate or expand abroad, the
quality of required banking services and product knowledge might not be available from
domestic banks. In this sense, foreign banks have an ownership advantage through the
asymmetric ownership of information. This can be referred to as a ‘cognitive imperfection’,
which can be viewed as an imperfection in factor markets so far as information can be viewed
as a factor of production in the financial sector. In the likely case that domestic banks in the
host market are relatively unfamiliar with problems facing a newly established MNC, banks

will have to acquire information in a costly process to meet the needs of the foreign firm.

Meanwhile, domestic banks have an information advantage in the familiarity of their own
market. The competing values of market-specific information and firm-specific information
can therefore be a highly determinant factor of the success of an MNB over its domestic
competitors on a foreign market. Given that MNBs can utilize their knowledge-specific
advantage to outperform domestic banks’ market-specific knowledge, MNBs will be able to
supply financial services that are of higher quality or of lower cost and thereby have an
incentive to ‘follow the customer’ and compete successfully in a market (Gray and Gray,
1981). For foreign banks, it would be costly to supply such services at an arm’s length (on the
free market) since it would increase transaction costs in a sector characterized by the
importance of close monitoring and face-to-face interactions. This constitutes a reason for

banks to internalize their expansions (Miller and Parkhe, 1998; Yannopoulos, 1983).

Moreover, if an MNB does not follow their clients abroad, it may impede their ability to
monitor the full scope of their clients’ business activities. This may lead to a loss of cognitive

advantage on all markets, including the home market, and thereby constitutes an additional



incentive for banks to strategize by ‘following the customer’ in order to internalize their

knowledge-specific advantage, something they would not be able to do at an arm’s length.

2.1.2 Location Advantages

Dunning (2001) defines location-specific advantages as non-transferable characteristics of a
host economy. This category of FDI determinants stresses, for example, the importance of
transportation costs and other barriers to trade. It also points to the influence of familiarity of
foreign cultures and knowledge of business standards in foreign markets. Using the eclectic
paradigm to think about MNCs in general, the most apparent location-specific advantages are
caused by differences in immobile factors of production. Combining a mobile ownership
advantage (e.g. superior technology) with an immobile factor of production (e.g. cheap labor)
can heavily improve efficiency and lower overall production costs and thus be a driving force
of the cross-border activities of an MNC. FDI that primarily seeks lower production costs in a
host country, and is not necessarily concerned with sales in the foreign market, is commonly
referred to as vertical FDI. Horizontal FDI, on the other hand, is driven by improved access to
consumers in a foreign market. Horizontal FDI is driven by demand factors such as potential
consumption growth in a specific region or market rather than lowering production costs. In
other words, vertical FDI can be explained by supply side factors while horizontal FDI is

driven by demand side determinants.

2.1.2.1 Horizontal Location Strategies

The market size for international banking is quite simply measured by the demand for
international banking services and products in a region. This demand can come from a
number of different sources. One of the factors to take into account when measuring demand
is the level of economic development. Countries and regions with large-scale development
programs demand higher levels of sophisticated loan packages and thus raise the demand for
the services and products of MNBs (Weller and Scher, 2001). The fact that more
industrialized regions can be expected to have higher demand for international banking
services should therefore provide an incentive for market entry for MNBs. Local demand for
international banking products has also been found to increase with real economic growth
(Sabi, 1988). In other words, economic development and real economic growth can be

expected to indicate market potential for market-seeking FDI from MNBs.



In addition, regional trade volumes and FDI inflows are expected to be two of the most
significant economic indicators of market potential from a multinational banking perspective.
Regions with higher levels of FDI inflows are expected to attract more MNBs since these
markets will have a higher demand of financial services that require international knowledge
and know-how. This hypothesis has been tested repeatedly in a number of studies and has

been confirmed empirically.

In a study of US foreign banking activity, Goldberg and Johnson (1990) found that positive
economic determinants of US foreign banking location patterns included foreign trade levels.
Brealey and Kaplanis (1996) have analyzed the location of nearly 2000 overseas bank offices
from 82 host countries across 37 parent countries. Their study finds that there is a significant
relationship between the pattern of bank location, trade and FDI. Goldberg and Grosse (1994)
found similar results when examining the entry of foreign banks in the United States during
the 1980s and reached the conclusion that the amount of FDI in a state was significant for

attracting foreign bank assets.

These location strategies are horizontal since they are driven by demand side determinants, in

contrast to vertical supply-driven strategies.

2.1.2.2 Vertical Location Strategies

Vertical supply-driven FDI flows can, in international banking particularly, be explained by
the existence of oligopolistic reactions. MNCs have been found to match each other’s
investment decisions and can be predicted to imitate each other’s behavior to a certain extent
(Knickerbocker, 1973). The level of FDI in a country is a good indicator of how likely more
FDI is to follow. There is ample evidence that this imitative behavior applies to the location
patterns of MNBs as well. A study of the internationalization efforts of Swedish banks found
a strong tendency to concentrate on important financial centers when expanding
internationally. Banks were found to establish themselves in regions where many MNBs were
already present and had created intensive financial activity (Engwall and Wallenstél, 1998). In

their study, the authors even found that competitors often chose the same mode of entry.

This ‘tit-for-tat’ pattern can largely be attributed to positive effects of economies of

agglomeration in the financial sector. Production of various financial services is facilitated in



clusters — international financial centers (IFCs) — where it benefits from various spillover
effects and capital is relatively accessible. Furthermore, close contacts reduce information
costs and encourage external economies. Firms are able to draw benefits from labor market
pooling, input sharing, and knowledge spillovers. Bourgain and Pieretti (2006), for example,
have tested this hypothesis empirically to conclude that there are endogenous forces that
trigger the growth of financial centers. This leads to the expectation that the extent of existing
financial activity in a region will be a positive determinant of attracting MNBs. This supply-
side explanation of location patterns of foreign banks contrasts with the demand-driven

‘follow the customer’ strategy described above.

Lastly, locations with high levels of human capital are expected to attract FDI. Accessibility
to human capital can ease the production of technologically advanced products. MNBs can be
expected to seek high levels of human capital in their labor force as product quality and
reliability is often a crucial competitive advantage. If human capital is not readily available it
will induce high costs for firms. A large base of accessible human capital is expected to lower

transaction costs, improve efficiency and facilitate vertical expansion of financial firms.

2.1.2.3 Legal Environment and Corruption

A location factor that is being increasingly explored as an investment determinant is
corruption. The effects of corruption levels and legal environments on FDI inflows have been
subject to investigation in a number of research papers in recent years. There are various ways
to define corruption. First of all, corruption can be of public as well as of private form. Private
corruption usually refers to illegal activities practiced by organized crime. This analysis,

however, will exclusively address public corruption as practiced by government officials.

In general, public corruption refers to illegal acts of officeholders in direct relation to their
official duties. There are many ways government officials can put their powers into misuse. It
is of importance, however, to remember that certain usages of power may differ in legality
vis-a-vis national legal systems and definitions. A discussion on legal norms, and how
corruption is defined in Chinese law specifically, will therefore follow in chapter 3. For the
time being, and for the sake of laying out a theoretical economic framework on corruption, it

seems useful to employ the definition of corruption used by Transparency International
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(2010). Transparency International defines corruption as the abuse of entrusted power for

private gain. Abusive activities may include embezzlement, bribery and extortion.

The payments of bribes in order to seek permits, licenses, police protection and so on
constitute additional costs of doing business. These costs may come in different forms and be
fixed or variable. Corruption costs can be particularly high in regard to new market entries
given the susceptibility of licensing and similar processes to illicit rent-seeking. In that regard,
corruption should be viewed as a fixed cost and thus constitutes a market entry barrier
(Campos et al, 2010). Corrupt activities may also be regarded as non-fixed costs to firms. A
good example of such a cost is extortion, which may progress over longer periods of time.
Such a cost should be viewed as a tax on profits from a theoretical perspective. Indeed, that is
generally how corruption is treated in an economic framework (Al-Sadig, 2009, p. 269). For
these reasons, avoiding high corruption levels should be of great significance to any investor

regardless of whether a vertical or horizontal strategy is implemented.

However, it should be mentioned that the corruption-as-taxation view has been criticized by a
number of economists. The major point that this group makes is that corruption can improve
welfare by letting market participants avoid overly complicated regulations (Ades and Di
Tella, 1997, p. 500). By this rationale, corruption could function as a stimulant in economies
characterized by high levels of red tape. Some would also argue that corruption fosters
development by functioning as substitute compensation for underpaid officeholders (Leff,
1964). The consensus in modern economic theory, however, is that corruption generally has

negative effects on inward FDI (Al-Sadig, 2007, p. 267; Mauro, 1997, pp. 3-4).

In addition to the direct costs of corruption described in the preceding paragraph, it is often
associated with various types of risk and uncertainty. Given its malicious and illicit nature,
corrupt activities require secrecy and informal agreements. This introduces various types of
insecurity into contracts through asymmetry of information. A principal-agent problem arises
where public officials are to be regarded as agents of the state serving private enterprise
principals. Laws and regulations are adopted to manage this relationship but may be
inefficient due to lack of enforcement or abuse of trust, sometimes from the same agents who

promulgated regulations in the first place.
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If abuse of power is widespread and informal contracts are common, principals may be forced
to interact with the government by resorting to illicit measures or through prohibited
channels, consequently putting the legal control system of contracts out of place. Operating
without a functioning legal system, or outside of a legal system altogether, greatly increases a
principal’s uncertainty whether or not an agent will fulfill his undertakings due to the lack of
a system to manage their relationship. In other words, corruption increases uncertainty in

contracts and thereby diminishes the principal’s incentives to invest (Mauro, 1997, p. 6).

Corruption is implicitly linked to political instability since it undermines the political system
by circumventing conventional channels. There are empirical studies available that clarify the
relationship between these two factors further (Mauro, 1998, p. 13). FDI integrates a firm
relatively deep into a foreign market and requires a high degree of commitment from a firm in
terms of abiding to laws, standards and politics of the host country. Once a firm has invested
in a market, it cannot prevent the host government from changing the environment in which
the investment was made. There are certain risks involved in making such commitments

depending on uncertainty of political developments.

Political instability generally indicates high rates of expropriation (Azzimonte and Sartre,
2007, pp. 287-315). Direct expropriation refers to the risks of nationalization of foreign-
owned firms, where the capital stock of a foreign firm is taken over by the host government.
Indirect expropriation, on the other hand, refers to excessive taxation, capital controls, and
bribes and permits demanded by government officials. Dunning (2002) stresses the
importance of efficient institutions in attracting FDI. If the regulatory environment is
unstable, ill functioning or characterized by corruption it can be expected to destabilize the

political system and scare off risk-averse investors.

Corruption can also be expected to affect domestic savings and investment negatively. People
will be discouraged from placing assets in an environment where there is a perceived risk of
inefficiency caused by illicit behavior since it will lead to redundant risk and inferior returns.
Moreover, as corruption tends to weaken the domestic banking system, it also tends to
stimulate capital flight (Wolf and Giirgen, 2000). This would have a negative effect on banks
since it would diminish the demand for their services. In the case of foreign banks, which may
not be corrupt per se, the mere perception of a corrupt banking system intertwined with an

inefficient government could be enough to eradicate demand for their services.
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Swedish Nobel laureate Gunnar Myrdal once called corruption “almost taboo as a research
topic” (Myrdal, 1970). Fortunately, economic research on corruption has taken a turn for the
better and arguably been more deeply explored since Myrdal commented on the state of
affairs in 1970. Specifically, a number of empirical studies on corruption and international
investment are of particular interest as a background to analyzing corruption and the

investment climate in China.

Quantifying political factors and corruption can be difficult, but a number of empirical studies
have been able to show a strong link between corruption and FDI flows. Habib and Zurawicki
(2002) found that the level of corruption in a host country is negatively related to the level of
FDI. In their study, the authors examine the absolute difference in the corruption level in
seven source countries and 89 host countries. They found that MNCs tend to avoid countries
where corruption is visible because it is considered immoral and causes operational
inefficiencies. Further empirical studies have shown a negative effect of corruption on FDI
inflow in both transition economies (Smarzynska and Wei, 2002) and developing countries
(Brunetti et al., 1997). Wei (2000) uses a double-log linear model to examine the causality
between corruption and FDI. By combining different corruption indexes she found a strong
negative impact of corruption on FDI flows between 12 source countries and 45 host

countries.

Meanwhile, several studied have failed to find any significant relationship between corruption
and FDI inflows. Akcay (2001), for example, failed to find such a relationship in her analysis
of FDI in 52 developing countries. Another example is Abed and Davoodi (2000) who found
that corruption was insignificant to FDI when controlling for structural reform factors in their

study of transition economies.

It can be concluded that, while the consensus in economic theory is that a high level of
corruption is expected to influence inward FDI negatively, the empirical evidence is

somewhat ambiguous as to how strong this effect might be.

2.1.2.4 FDI Policy and Discriminatory Regulation

Governments can use various policies and laws to promote and restrict FDI. It is not

uncommon that certain business regulations discriminate against foreign firms to protect
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domestic markets or facilitate foreign business activity in a host economy. Discriminatory
regulations in regard to foreign firms may occur in terms of specific sector restrictions, capital
restrictions, nationality requirements of senior management, equity ownership restrictions,
and so on. Some of these regulations may be extremely blunt — some may not allow foreign
firms in a market at all. Other policies may allow access but still complicate establishment.
Furthermore, foreign firms may be subject to review and approval procedures before they can
enter a market. This may force foreign firms to engage in lengthy administrative procedures

that delay the realization of FDI.

There is ample evidence that the extent of FDI liberalization in a country affects the inflow of
FDI. Sin and Leung (2010, pp. 253-256) employ panel data analysis to show that developing
economies with more liberal FDI policies are more successful in attracting foreign capital
inflows. More liberalized approval procedures and lighter mode of entry requirements have
also been shown to facilitate the inflow of FDI (Agosin and Machado, 2007). It is also
interesting to note that, in its 2010 report Investing Across Borders, The World Bank Group
(2010) observes that countries that have more liberal restrictions on foreign participation in a

wide range of sectors are likely to attract higher levels of FDI.

FDI liberalization commitments may be more or less credible. This credibility problem is
similar to the principal-agent problem discussed in the previous section. A firm’s investment
is subject to how FDI policies might develop in the future. If there is a perceived risk that
liberalization commitment is low the firm is likely to refrain from investing (Bond et al.,
1995). It is likely that the ‘true colors’ of liberalization commitment becomes clearer the
longer a certain policy has been in effect since this provides a track record for evaluation of
the true preferences of governments. From this viewpoint, the more recently a region has been

liberalized the more difficult it would be to assess its commitment to liberalization.

2.1.3 Summary of the OLI Framework

To conclude the OLI framework, a firm will invest directly in a market if it owns all three
types of advantages described above. If it does not, it can engage in a foreign market through
less cost-intensive activities such as licensing or exports. If a firm lacks both internalization
and location advantages, it will be best off by utilizing licensing to conduct business at arms-

length in a foreign market. Likewise, if there are internalization advantages but no location
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advantages, the firm can be expected to export its goods. My main proposition is that the
regulatory environment and the level of corruption in a region should belong to the most
important determinants of FDI flows in the financial sector. Favorable regulatory
environments and low corruption levels should constitute strong location advantages in the

OLI framework regardless of whether horizontal or vertical strategies are applied.
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3. The Chinese Context

3.1 Banking Reform in China

One of the most important characteristics of the Chinese banking sector is that it has been,
and still is, heavily dominated by state-owned banks. Four large state-owned banks make up
the largest financial group in the sector in terms of assets. These banks — the “Big Four” — are
the Industrial Bank of China (ICBC), the Agricultural Bank of China (ABC), the China
Construction Bank (CCB) and the Bank of China (BOC). All four banks were broken out
from the People’s Bank of China in the 1980s. The People’s Bank of China was a monobank
that had a virtual monopoly on all financial activity in China. It acted as a central bank while
simultaneously performing commercial banking services. When the monobank was broken
up, a central bank was established along with the “Big Four” state-owned banks. Other
financial institutions were established shortly after as well. These included trust and
investment companies, local investment banks, and even experimental private banks (Keidel,
2009). However, the lasting dominance of the state-owned banks could hardly be overstated.

In 2005, they owned 52.5% of all banking assets in China (Naughton, 2007).

Even though the “Big Four” dominate the banking sector, they are heavily burdened by the
legacies of the old system. They are to a large extent characterized by overstaffing, lack of
skills, and absence of business orientation (Ibid). In other words, they are highly inefficient in
a wide range of aspects. Most importantly, the state-owned banks have been burdened by their
political subordination to government officials. Given the history of the banking sector and
the political climate in China, it became common practice for Chinese financial institutions to
provide credit on demand to government officials and state-owned enterprises in the 1980s.
This development led to an enormous accumulation of nonperforming loans. The large stock
of nonperforming loans has been a huge burden for the state-owned banks and various
strategies have been sought to cope with the problem. Chinese policy makers have initiated
massive efforts of recapitalization and established asset-management companies to deal with
the stock problem. Meanwhile, poor lending decisions are still made and the system is
regarded to be ineffective in channeling funds to high-return projects (Ibid). Policy efforts to

improve the flow of new lending have had mixed results.
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To conclude, the large Chinese state-owned banks generally face a series of disadvantages in

comparison with foreign banking institutions. These include diversification of income

sources, internal oversight, incentive systems, and skills in business appraisal. These are

expected to be the main sources of ownership advantages in favor of foreign banks in China.

3.1.1 Legislative Restrictions on Foreign Banking in China

The banking sector has been one of the most protected industries in transitional China. For a

very long time it has been overregulated and protected from international firms. The banking

market is still regulated relatively heavily and largely inefficient. Nevertheless, the number of

foreign banks in China has soared over the past decades. In 2005 there was a total of 464

foreign bank offices operational in mainland China (Almanac of China’s Finance and

Banking, 2007). Figure 1 shows the location of foreign bank offices in 2005.

Figure 1

N

Location of Foreign Bank Offices (2005)

1. Beijing (*)

2. Tianjin (*)

3. Dalian (Liaoning)

4. Shenyang (Liaoning)
5.
6
7
8
9

Qingdao (Liaoning)

. Shanghai (*)

. Nanjing (Jiangsu)

. Suzhou (Jiangsu)

. Hangzhou (Zhejiang)

Il > 90 foreign bank offices
@ 10 - 31 foreign bank offices
o 1 -10 foreign bank offices

City (Province)

10. Fuzhou (Fujian)

11. Xiamen (Fujian)

12. Dongguan (Guangdong)
13. Guangzhou (Guangdong)
14. Shenzhen (Guangdong)
15. Zhuhai (Guangdong)

16. Chonggqing (*)

17. Chengdu (Sichuan)

18. Xi'an (Shaanxi)

(*) = Under direct control of the central government.

Data: Almanac of China’s Finance and Banking (2007)

4.0
3.
5.
8'e 7.0
9.
10.
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The Chinese banking sector opened up to foreign participation in connection with the
economy-wide reforms in 1978. Since then, the banking sector’s liberalization of foreign
participation can be divided into three separate stages of reform. Details about historical

liberalization have been collected from the China Banking Regulatory Commission (2007).

The main objective of allowing foreign participation in the first stage of liberalization (1980-
1993) was to facilitate better financial services to foreign corporations in China. The presence
of foreign banks was first allowed in the coastal cities and major cities in the previously
opened Special Economic Zones (SEZs). A total of 76 foreign-owned banking entities were
operational in China as of year-end 1993. The scope of their business covered foreign

exchange services to foreign corporations and private persons.

Both the number of foreign banks and the scope of their business activities increased during
the second stage of reform (1993-2001). Foreign direct investment was encouraged in a range
of sectors through various policies from the central government. This spurred the demand for
foreign banking services. The most important change to the financial environment was
arguably the first comprehensive law governing the nation-wide activities of foreign-funded
banks in China - Regulations of the PRC on the Administration of Foreign-funded Financial
Institutions. This new piece of legislation, which was promulgated in 1994, provided
legislative guidance while eliminating geographical restrictions on foreign banking. Business
in local currency (RMB) was still limited on a national scale but permitted on a local trial-

basis level in the Pudong Area of Shanghai.

At the beginning of 1998, where the formal analysis of this study takes its start, the number of
foreign-owned banks in China was 175 (China Society for Finance & Banking, 2007). In the
following years, as a consequence of the Asian financial crisis, the Chinese government
adopted a series of policies to attract hesitant European and North American banks. One of
these policies was to expand the trial of RMB business to Shenzhen. Foreign banks based in
Shanghai were allowed to provide RMB business in Jiangsu and Zhejiang. Foreign-owned
banks were also allowed to join the inter-bank market for funds denominated in local

currency.

One of the most important new pieces of legislation in the third period of reform (2002-2006)

was “Regulation Governing Foreign-funded Financial Institutions of the People’s Republic
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of China”, which was promulgated in December 2001 and effective as of February 2002. The
new law included a set of various new regulations on the establishment and operation of
foreign banks in China. Without becoming too detailed or technical, a general oversight of

relevant restrictions included therein is useful as a background to further analysis.

Foreign banks were still obliged to meet relatively strict regulations regarding capital
requirements and permission to conduct business in local currency. Article 7 of the law states
that foreign banks must have had a representative office in China for more than two years,
have total assets of at least 20 billion USD and a capital sufficiency rate of 8% to establish a
new branch office. Moreover, a foreign bank branch must have working capital of at least 100
million RMB yuan (Article 5). Foreign-funded financial institutions applying for RMB
business must have operated in mainland China for more than three years, been profitable in
the two consecutive years prior to their application and satisfy any other prudential conditions

specified by the People’s Bank of China (Article 20).

The third period of reform was largely characterized by fulfillment of WTO commitments in
accordance with the WTO General Agreement on Trade in Services (GATS). Geographic
restrictions on business in local currency were gradually phased out as China committed itself
to abstain from any such restrictions before December 2006. Specifically, commitments were
made to drop restrictions on the supply of local currency products to 1) Chinese enterprises
within two years of accession and ii) Chinese nationals within five years of accession. All
non-prudential restrictions regarding ownership, operation and establishment of foreign banks
were to be eliminated within five years of accession in accordance with the national treatment

rule of GATS Article XVII (Bhattasali, 2004, p. 186).

In order to reflect regulatory changes and liberalization commitments in the formal analysis of
this paper, I will take into account both the number of years foreign banks have had the legal
right to do business in a city as well as the number of years they have been allowed to conduct
business in local currency. These two legislative restrictions have arguably been two of the

most important legal barriers to foreign banks in China.
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Figure 2
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Data: China Banking Regulatory Commission (2007)

Figure 2 maps different stages of liberalization to provide a general idea of how liberal
legislation has been for foreign banks in the 18 cities were foreign bank offices were
established 1998-2005. Cities where foreign banks were allowed to do business before 1993
and were permitted to conduct business in local currency before 2002 are included in the
group “Early liberalization”. Cities in the group “Late liberalization” did not allow foreign
banks before the “Regulations of the PRC on the Administration of Foreign-funded Financial
Institutions” law was promulgated in 1994 and permitted access to local currency no earlier

than upon the deadline of key WTO commitments in 2006.

3.2 Corruption in Transitional China

1978 is widely seen as a major turning point in Chinese society. Two years after the death of

Mao Zedong, Deng Xiaoping started to open up the country to foreign investment and created
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the special economic zones along the east coast that quickly became important engines of
growth for the Chinese economy. These policy changes and the new stance toward the rest of
the world brought about a wide number of implications for China. While the reforms
facilitated economic growth and ignited vast possibilities, corruption has actually worsened in
the post-reform era. Many observers attribute this development to the rapid pace at which
reform has taken place (Pei, 2007; White, 1996). The broad extent of corruption throughout
the country is rooted in the traditional power of government officials combined with the

enormous increase in private sector opportunities.

Figure 3

Corruption Perception Index (China, 1980-2010)

XX
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Year ‘80 ‘82 ‘84 ‘88 ‘90 ‘92 ‘96 ‘98 ‘00 ‘02 ‘04 ‘06 ‘08 ‘10
Score 513 513 513 473 473 473 243 3.5 3.1 3.5 34 33 36 35
Rank N/A N/A N/A N/A N/A N/A 50 52 63 59 al 70 72 78

Surveys N/A N/A N/A N/A N/A N/A 9 10 1" 1" 16 9 9 N/A
Countries N/A N/A N/A N/A N/A N/A 54 85 90 102 146 163 180 178

[[] Average CPI Score Pre 1992 Source: Transparency International
Lower Score = More Corruption
[ Annual CPI Score Post 1992 Scale: 1-10

Figure 3 shows the development of corruption in China 1985-2010 using the Corruption
Perceptions Index (CPI) from Transparency International (various years). The index is on a
scale from 1-10 and higher scores indicate lower levels of perceived corruption. Only
averages are available for the periods 1980-1985 and 1988-1992 (marked in light grey) and no
international rankings are available. These years are included in the figure to give a general
idea of trends in the 1980s. For the years following 1992, however, specific annual scores and

rankings relative to other countries are available.
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Corruption has become a major social and political issue in China post 1978. While
corruption existed in Mao’s government as well, it became much more widespread after the
economic reforms of 1978. Figure 3 shows that the level of perceived corruption has
improved after a low point in the mid-90s. This improvement can feasibly be attributed to the
intensification of anti-corruption efforts by the government. It could be argued that China
shows a lower level of individual corruption than would be expected given its per capita
income at $4,393 (The World Bank, 2011). Nevertheless, at a score of 3.5 out of 10.0 in 2010,

corruption in China is still widespread and remains a serious threat to the country’s economy.

Some observers argue that civil outrage over corruption was a crucial trigger of the 1989
Tiananmen Square event (He, 2000). China entered the 21% century with corruption seen as
the second greatest public concern after unemployment (Ibid). Not only has it been of civil
concern, but also of serious concern to government leaders. This was exemplified, for
example, by the uncommon 40% vote against General Procurators Zhang Siqing’s annual
work report at the 1997 National People’s Congress. Anti-corruption efforts have been
declared a priority of the Chinese government by the president of China, Hu Jintao and many
Chinese citizens still view corruption within the party and government institutions as one of

the greatest challenges to stability in the country (Cole et al., 2009).

He (2000) explores the characteristics of corruption in China. While corruption can take many
forms and characteristics, the core element in Chinese terminology is the “use of public
authority and public resources for private interests”. It is interesting to note the strictness of
this definition. As opposed to limiting the definition to “abuse” or “misuse” of public powers,
it counts any kind of use of public power for private interests as corruption. Ibid (2000, pp.
244-245) makes a clear distinction between three different classes of corruption. “Black
corruption” involves clearly illegal economic crimes such as tax evasion, bribery, fraud, etc.
“Grey corruption” refers to leaders of public institutions using their institutional power to
increase the revenue of their institutions and improve the welfare of their staffs through
various legal, semi-legal, and illegal ways. “White corruption”, finally, is a sort of “common
practice” of social life. This mainly refers to preferential treatment of members of special

networks.

Corporate governance is deeply impacted by corruption in China. Out of the three types of

corruption discussed above, “white corruption” seems to have the largest impact on the
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corporate climate overall. Some argue that the real danger to the Chinese business climate
seems to be coming less from individual corruption and more from large and interconnected
groups of insiders with the power to divert resources from the broader public interest to their

own collective and institutional interests (Naughton, 2007).

China’s financial sector has not been spared from corruption. According to Pei (2007),
kickbacks for loan approval, insider theft, and fraud are all common in Chinese financial
institutions. On average, borrowers pay bribes that equal 9% of the loan amount. The
existence of a large network of corrupt government officials, bank insiders and criminal
businesses pose a serious problem to the Chinese financial sector (Cheng and Ma, 2009). For
example, private entrepreneurs who are members of the Communist Party of China have
better access to loans from domestic banks and other state institutions than non-members (Li
et al., 2008). There is arguably convincing evidence that “white corruption” has a heavy

influence on the financial sector.

In regard to corruption, Chinese law makes a clear distinction between economic crimes
(jingji zuixing) and disciplinary crimes (faji zuixing) (Wedeman, 2004, p. 898). Economic
crimes include — for example — bribery, extortion and embezzlement. Disciplinary crimes, on
the other hand, are wrongdoings of the negligent kind and include criminal negligence and
dereliction of duty. In this paper I will use data on registered direct investigations of public
officials from the China Superior People’s Procuratorate (CSPP). Cases under investigation
include both economic crimes and disciplinary crimes. The definition of corruption in the
remainder of this text will therefore be activities that would be registered by the CSPP as
corruption cases. These activities include bribery, graft, misappropriation of public funds,
collective illegal possession of public funds, unstated source of large property, abuse of

power, dereliction of duty and fraudulent practices (Cole et al., 2009, p. 7).

3.2.1 Anti-Corruption Policies in China

The Central Commission for Discipline Inspection, established in 1978, is the government
body responsible for fighting corruption within the CPC. Since its establishment, corruption
has become more and more of a concern to Chinese policy makers. In 1989, four months after
the Tiananmen Square event, the government’s determination to severely punish corrupt

officials was stated in a joint government circular by China’s Supreme People’s Court and
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China’s Supreme People’s Procuratorate (CSPP). An anti-corruption general bureau was
established shortly thereafter, followed by anti-corruption units at three other levels of
procuratorates: the provincial people’s procuratorates, municipal people’s procuratorates and
county people’s procuratorates. These offices are responsible for investigating and leading

preliminary hearings of cases involving corruption, bribery, misappropriation, etc.

Naturally, promulgating laws and setting up government bodies have little significance if anti-
corruption policies are not enforced in practice. Since the establishment of the Central
Commision for Discipline Inspection there have been four major anti-corruption campaigns in
China (He, 2000, pp. 267-268). The campaigns have targeted different types of corruption —
economic crimes, CCP discipline violations, self-regulating senior officials, etc — including
both white, grey and black corruption activities. Campaigns have been relatively successful in

prosecuting corrupt officials but the situation remains serious with widespread illicit behavior.

To measure corruption quantitatively is difficult but not impossible. The most common
indices of corruption use cross-country surveys measuring perceptions of corruption. One of
the most commonly used indices is the Corruption Perceptions Index (CPI) by Transparency
International referred to above. The CPI offers a good measure of corruption for the purposes
of comparing countries and analyzing historical corruption developments on an individual-
country level. None of the indices available offer corruption data on a regional level for
China. However, statistics over corruption investigations and prosecutions are reported
annually in provincial work reports in the China Procuratorial Yearbook (Zhongguo jiancha

nianjian) by the CSPP.

Figure 4 (p. 25) maps the number of government officials under direct investigation for
corruption per 100 000 inhabitants in the 11 Chinese provinces where foreign banks were
established 1998-2005. This gives a good indication of how provinces differ in corruption
levels. Roughly one third of the included provinces stand out in terms of corruption levels.
These regions (Tianjin, Liaoning, Fujian and Shaanxi) had above-median corruption cases in
at least half of the years surveyed. Corruption is expected to have seriously negative effects
for foreign banks for the reasons discussed in the previous chapter. Chinese provinces with
lower corruption levels are therefore expected to attract more foreign banks because they

offer a healthier institutional environment and more leveled competition from domestic firms.
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Figure 4
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4. Empirical Testing

4.1 Variables and Data

I will use data from China Society for Finance & Banking (2007) to calculate foreign bank
entries in 18 Chinese cities in 11 provinces during 1998-2005. 132 separate banking entities
were established in 18 cities during the given time period. This data will be used for the
dependent variables in two separate regressions where 1 will distinguish between two types of
entry - establishment of foreign representative offices and of foreign branch offices.
Representative offices mainly engage in monitoring markets, looking for business
opportunities and advisory activities. They do not, in contrast to branches and sub-branches,
engage in local and foreign currency business and should therefore be expected to make entry
decisions based on different factors. I will use data from the same source to calculate existing
foreign banking activity in any given year by summing historic entries from 1978 onwards.
This measure is included in the regression to account for oligopolistic reactions and circular

causation of agglomerated financial centers.

Data from the National Bureau of Statistics of China is used to measure regional FDI inflows.
FDI inflows are measured by registered capital invested by foreign partners in foreign-funded
enterprises. Foreign-funded enterprises include all Sino-foreign joint ventures, Sino-foreign
cooperative enterprises, ventures with exclusively foreign investment, Sino-foreign share-
holding companies, foreign enterprises and enterprises of Hong Kong, Macao and Taiwan
engaged in commercial activities and branch offices of foreign companies, which have
received state approval and registration to set up in the People’s Republic of China. This
provides a good measure of how FDI volumes are distributed across regions. It should
therefore indicate how deeply integrated foreign banks’ existing customers are in a region and

how much market potential there is for international banking.

GDP data is collected from the National Bureau of Statistics of China and scaled over
population to calculate economic development on regional levels, which is expected to
indicate how large domestic demand is for foreign banking services. GDP per capita is

adjusted for inflation so that all values reflect the 1997 local currency (RMB) value.
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Human capital levels are measured by the total ratio of a province’s population that has
completed college education in any given year. This data is also collected from the National
Bureau of Statistics of China and is taken to measure the availability of human capital across

regions.

Further, the regressions take into account legislative restrictions on foreign banks’ market
access and access to local currency. The independent market access variable (ACCESS)
calculates the number of years foreign banks have been allowed market access in a Chinese
city in any given year. By using this measure, the model can account for first-mover cities and
regions where the central government has implemented policies so to as explicitly facilitate
foreign banking activity in early stages of the reform process. As previously discussed,
foreign banks have been heavily restricted to conduct business in local currency in China.
This is accounted for by the variable (RMB) that measures how many years foreign banks
have been legally able to conduct business in local currency in a city. By using these
measures the model can account for the two major regulations that have affected foreign
banks in transitional China. All legislative data is collected from the China Banking

Regulatory Commission (2007).

Since there is no provincial corruption index available for China I will use data from Chinese
regional procuratorial work reports. The procurator’s offices report the number of public
officials under direct investigation in annual work reports in the China Procuratorial
Yearbook (Zhongguo jiancha nianjian). The number of registered cases gathers, for example,
those charged with corruption, bribery, misappropriation of public funds, collective illegal
possession of public funds, unstated source of large property, abuse of power, dereliction of

duty and fraudulent practices. I will scale these values over provincial populations.

I will use the data compiled by Cole, et al. (2009) for the years available (1998-2003). For the
remaining years, however, I have compiled data on my own from official provincial work
reports. This new data has, to my best knowledge, never been used for research before. The
CSPP reported that some 500 000 corruption cases were investigated during 1998-2005.
Approximately half of these cases went to court. Ni and Wang (2003) estimate that only 10%
of corruption cases are investigated which would mean that the actual level of corruption is

substantially higher than what is published by the government. Nevertheless, the number of
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investigated government officials scaled by population is a good proxy for measuring

provincial differences in corruption levels.

Table 1

Variable Abbreviation Data source Expected sign
New  foreign  bank | NEW REP China  Society for | Dependent variables
offices per  year | NEW _BRANCH Finance & Banking
Historical entries | OLD_TOT China  Society  for +
(Sum of foreign offices Finance & Banking
established in a city)
FDI FDI National Bureau of +
(Log of registered Statistics of China
capital in USD 10 000)
GDP  per capita | GDPPC National Bureau of +
(100 million yuan, over Statistics of China
provincial population)
Access to RMB | RMB China Banking +
(Years since RMB Regulatory
became accessible) Commission
Market access | ACCESS China Banking +
(Years since city’s Regulatory
market opening) Commission
Corruption CORRUPTION Procuratorial Yearbook -
(Public officials under of China Editorial
direct investigation for Board
corruption per 100 000
persons)
Education EDU National Bureau of +
(Log percentage of Statistics of China
population who have
graduated college)

4.1.1 Reliability of Data

All the data used in this thesis are from official Chinese sources. Following the ongoing
debate on the reliability of Chinese official statistics, it is appropriate to comment on the
choice of data sources. The Chinese National Bureau of Statistics (NBS) has published the
China Statistical Yearbook annually since 1981. The NBS staff is required by law to provide
accurate statistics. Assuming that its staff is law-abiding the yearbook should provide reliable
data. Nevertheless, the yearbook, and other official Chinese sources have been criticized for
inaccuracy stemming from incentives to report overly positive developments. The critique

often centers on the proposition that, given the current political climate in China, the NBS is
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under political pressure from the central government to overstate certain figures. The idea that
local officials have incentives to inflate or distort statistics is addressed, for example, by

Naughton (2007).

It is difficult to argue that such incentives do not exist in China. However, is stands clear that
most economist believe that the reliability of official Chinese data is good enough to draw
conclusions about the Chinese economy from. This is asserted by the large number of
scholars using official data in econometric analyses subject to peer review in professional
journals. This is one of the main arguments used by Chow (2006) in favor of considering
official data accurate. Moreover, Chow argues that since Chinese official statistics would be
hard to manipulate because discrepancies would become instantly apparent to the numerous
observers and economists analyzing Chinese data. Lastly, it is worth remembering that what
Chinese official sources report is what is used at the People’s Congress in policy-making and
economic planning. If the data were skewed the central government would be forced to
knowingly make economic decisions based on false information. The debate over reliability
of official Chinese data is important and it is unlikely to end soon. However, the data sources
used in this thesis are the best available and should be considered reliable for the purposes of

the analysis.

4.2 Method

I have been able to compile data on corruption investigations for the years 1998-2005. This
therefore defines the time period for which it is possible to analyze the effect of corruption
levels on foreign bank establishment. 132 foreign bank offices were established in 18 Chinese
cities in the eight years that corruption data is available. I will use the data to construct a
model for multiple regression analysis. The final panel contains 8 time periods and 18 cross-

sections (cities).

There are a number of advantages to draw from using panel data analysis. As opposed to
using either a cross-sectional or a time series analysis exclusively, panel data combines the
two in a two-dimensional structure. This means that it can deal with heterogeneity in cross-
sections. In any given city there will be a large number of unmeasured explanatory variables
affecting the decisions of foreign banks. One of the main attributes of panel data is that it can

deal with this omitted variable bias. This is not an uncommon problem when fitting one-
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dimensional cross-sectional data sets. Moreover, panel data increases the degrees of freedom
and thereby potentially alleviates multicollinearity problems. The gap between the
information given by data and the information requirements of a model can thereby be

reduced (Hsiao, 2003, p. 312).

Panel data can be described as being either balanced or unbalanced depending on the level of
observations for which data is included. The data set used in my analysis is balanced as it

includes an observation for every unit of observation for every year included in the study.

Given the differences between representative and branch offices discussed above, 1 will
construct two separate regressions to examine whether foreign banks react to a given

investment environment differently depending on the organizational form of the entity to be

established.

The initial regression equations are:

NEW _REP, = B, + BOLD _TOT, + B,FDI, + B,GDPPC, + 3,RMB, + B;ACCESS, + B,CORRUPTION,,
+B,EDU,, +¢,

NEW _BRANCH, = f3,+ BOLD_TOT, + B,FDI, + B,GDPPC, + ,RMB, + B, ACCESS, + B,CORRUPTION
+B,EDU, +¢,

Where NEW _REP, and NEW _BRANCH, are the dependent variables and f, is the
intercept. 3 - B, are coefficients for the independent variables and ¢, is a stochastic error
term. Cities are denoted by the index i, where i=/,...,18. Years are denoted by the index ¢,

where t=1998,...,2005. 1 have conducted all regressions and statistical tests in the statistical

software STATA.

The purpose of the multiple regression analysis is to estimate how the independent factors
affect the dependent variable. It shows how strong the relationship is and whether or not it is
statistically significant. First of all, the coefficient values reflect how strongly an independent
factor affects the number of newly established bank offices in any given region any given
year. The p-value denotes whether or not a result is statistically significant. A p-value below

0.1, 0.05 or 0.01 reflects if a result is significant to a 90%, 95% or 99% degree, respectively.
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By using this method it is possible to consider the effect and importance of the various

investment determinants included in the model on the establishment of foreign bank offices.

The coefficient of determination, R*, measures how much of the variability in the data set is
accounted for by the model. In other words, its value measures how likely the model is to
predict future outcomes and gives some information about the goodness of fit of a model. Its
value spans from 0 — 1.0, where an R” value of 1.0 means that the estimated regression line
fits the data set perfectly and a value of 0 means that none of the dependent variables can be
used to explain the variability in the data set. Meanwhile, the adjusted R* value is a
modification of the R* value that accounts for the number of explanatory variables included
in the regression. It attempts to give a more “honest” measure and alleviates R’

improvements that are simply due to chance.

4.3 Results and Analysis

4.3.1 Correlation and Multicollinearity

Table 2
| new_rep new_br~h old_tot gdppc fdi rmb  Qccess corrup~n edu
new_rep | 1.6008
new_branch | 8.7648 1.0008
old_tot | ©.7983 ©8.6792 1.0060
gdppc | @.6742 0.6226 0.72186 1.8660
fdi | ©.1712 8.1957 @0.1762 0.5249 1.6600
b | -B8.8266 0.2007 0.6132 ©.2398 0.2802 1.66600
access | @.1258 ©.2568 @.1588 ©.3505 ©.5286 0.6287 1.00600
corruption | -8.1943 -A.1573 -0.1206 -0.8613 -8.1687 0.1713 -0.6A066 1.6660
|

edu -0.53256 -B.4514 -0.7867 -0.7421 -0.1854 -0.1822 -0.0992 -0.1665 1.0000

Table 2 shows the correlation matrix of the variables included in the regression. All the
correlation coefficients are < 80%. The most notable levels of correlation between
independent  variables  are observed in  Corr(GDPPC;EDU) = -7421,
Corr(OLD_TOT;GDPPC) =.7210 and Corr(EDU;OLD_TOT) = -.7067. These values can be
regarded as fairly high and indicate that cautiousness for signs of multicollinearity is
warranted in the rest of the analysis. However, they are not substantial enough to prompt the
formalization of a special relationship among the regressors, dropping a variable or otherwise

altering the regression to deal with multicollinearity.
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4.3.2 Heteroskedasticity

Heteroskedasticity arises when there are sub-populations in a dataset that display non-
constant variance. One of the assumptions of ordinary least squares (OLS) is
homoskedasticity (constant variance). Violating this assumption does not cause bias in OLS

coefficient estimates but may produce biased standard errors.

Graphs 1 and 2 show the residuals for representative offices and foreign branch offices in
China. These graphs indicate that the residuals vary significantly between different cities in
both regressions. The residuals for cities like Shenyang (no. 4) and Qingdao (no. 5) are fairly
concentrated around zero, while cities like Beijing (no. 1) and Shanghai (no. 6) display
residual intervals on a much larger scale. There is reason to believe that the dataset is

heteroskedastic.

Graph 1 - Representative Offices Graph 2 - Branch Offices
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I will perform a White test to obtain more formal results on the residual variance in the
dataset. It uses the Breusch-Pagan test to examine whether any of the regressors, their squares
or their cross products affect the error variance. Table 3 shows the main results from the
White tests. The null-hypothesis in the test is that all error variances are equal while the
alternative hypothesis is that the error variances vary with the value of the dependent variable.
The tests return p-values of less than 0.001, which means that the null-hypothesis is rejected
at a 99% confidence level. I can therefore formally conclude that there is an absence of

homoskedasticity — or in other words, the estimates suffer from heteroskedasticity.
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Table 3 — White Tests

Representative Offices Branch Offices
White's test for Ho: homoskedasticity White's test for Ho: homoskedasticity
against Ha: unrestricted heteroskedasticity against Ha: unrestricted heteroskedasticity
chiz{35) = 138.72 chi2{35) = 117.82
Prob = chiz = a.6000 Prob = chiz = a.6000
Cameron & Trivedi's decomposition of IM-test Cameron & Trivedi's decomposition of IM-test
Source | chiz df p Source | chiz df p
Heteroskedasticity | 138.72 35 a.0080 Heteroskedasticity | 117.82 35 0.0000
Skewness | 40.56 7 0.6000 Skewness | 26.21 7 a.0885
Kurtosis | 1.65 1 0.1939 Kurtosis | 1.98 1 8.1595
Total | 172.93 43 0.6000 Total | 146.01 43 0.6000

STATA allows for the adjustment of heteroskedasticity by using an ordinary least squares
(OLS) model and applying the Huber-White sandwich estimates of variance. The variance
estimates are also robust to any type of correlation within the observations.

4.3.3 Regressions

Table 4 — Regression Results for Representative Offices (OLS, Huber-White)

Number of obs = 144
F( 7, 136) =  6.29
Prob = F = 0.0088
R-squared = B.6928
Adj. R.sq. = B.6762
Root MSE = 1.3896

[ Robust
new_rep | Coef. Std. Err. t  P=ltl [95% Conf. Interval]
old_tot | .B565651 8122648 4.61 @.088 8323187 .B3085194
gdppc | 1.461599 69508328 2.18 8.837 8871297 2.5836869
fdi | -.5792757 .3813782 -1.92 8.857 -1.175253 8167822
rmb | -.B8657489 8731862 -8.98 B8.378 -.218321 87688231
access | -.B@93795 .B244135 -8.38 8.761 -.B576587 .B388997
corruption | -.1435877 .B793515 -1.81 8.873 -.3885182 .B133348
edu | 1.926854 1.55431 1.24 8.219 -1.152889 4.994597
_cons | -.4469415 2.846311 -8.22 8.827 -4.494634 3.688751
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Table 5 — Regression Results for Branch Offices (OLS, Huber-White)

Number of obs = 144
F( 7, 136) = 5.81
Prob = F = B.06008
R-squared = B.5595
Adj. R.sq. = B.5369
Root MSE = 1.36853
| Robust
new_branch | Coef. Std. Err. t Pt [95% Conf. Interval]
old_tot | 8417913 .8118747 3.77 0.oo@ .0193904 .B636922
gdppc | 1.248956  .5468023 2.27 8.825 1612614 2.328789
fdi | -.5888049  .26811683 -2.28 ©.038 -1.119689 - .B536005
rmb | .23483681  .1165787 2.01 0.946 .BB42886 .4653716
access | -.08321  .0241162 -8.13 0.8% -.B588593 .0444694
corruption |  -.128279  .BB817227 -1.57 8.119 -.28989086 .A333326
edu | 2.187628 1.223@55 1.79 8.876 -.2318362 4.6686293
_cons | -.5462846  1.898559 -8.29 @8.773 -4.2849 3.192491

The adjusted R’ is higher for the representative office regression than for the branch office
regression. When taking into account the number of explanatory variables included, the model
explains 67% of the variance in the establishment of foreign representative offices and 53%
of the variance in the establishment of foreign branch offices. The difference of fit indicates
that the model used has a significantly better fit for foreign representative offices than for
foreign branch offices. In other words, it seems that foreign banks use different investment
strategies depending on the organizational form of the office being established and that the
variables used in my model replicate the investment strategy of a foreign representative office

slightly better.

The amount of existing foreign banking activity in a city, as measured by OLD_TOT,, has a
statistically significant positive effect for both representative and branch offices at a 99%
confidence level. This confirms the expectation that foreign banks locate in proximity of other
banks and financial centers to reap benefits from agglomeration economies and spillover
effects. The coefficient for representative offices (0.056) is somewhat larger than for branch
offices (0.041), which indicates that representative offices are more attracted to financial

centers than branch offices.

GDP per capita has an equivalent statistically significant positive effect at a 95% confidence

level for both representative offices and branch offices. While the coefficient is somewhat
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larger for representative offices (1.4161) than for branch offices (1.2409), the variable has a
higher statistical significance in the branch office regression (p=0.025) than in the
representative office regression (p=0.037). These results indicate, as expected, that economic
development is an important determinant of investment location for foreign banks in China
regardless of organizational form. However, the effect is slightly stronger when establishing
representative offices compared to branch offices. The differences in coefficient values could
perhaps convey something about the differences in activities conducted by representative
offices and branch offices as representative offices seem to prospect more economically

developed areas in comparison to branches.

The FDI variable turned out to have an unexpected negative coefficient with similar values
for both representative offices (-0.5792) and branch offices (-0.5888). These results are
statistically significant at a 90% confidence level for representative offices (p=0.057) and at a
95% confidence level for branch offices (p=0.030). These results are highly unexpected as the
level of FDI, as measured by registered foreign capital, was expected to be one of the most
important determinants of foreign banking demand for the reasons previously discussed. This
seemingly negative effect does not necessarily mean that foreign banks shy away from cities
with high levels of registered foreign capital. It is difficult to argue that Chinese cities could
attract more foreign banks by restricting inflows of foreign capital. The province that has the
highest levels of registered foreign capital in the data is Guangdong, which includes the four
cities Dongguan, Guangzhou, Shenzhen and Zhuhai. The data shows that Guanzhou and
Shenzhen were the third and fourth largest centers for foreign banking (after Shanghai and
Beijing) in 1998. Establishment of foreign banking entities then stagnated somewhat in the
two cities around 2000 and then took up speed again in 2004 and 2005. Meanwhile,
Dongguan and Zhuhai had fairly low levels of foreign banking initially and attracted few
banks during the whole period. It is possible that this provincial ambiguity has skewed the

regression results to make the FDI coefficient negative.

As expected, liberalization of restrictions on local currency has a statistically significant (95%
confidence) positive effect on the establishment on branch offices. The p-value is 0.046 and
the coefficient is 0.2348. In practice this means that for every year a city has allowed foreign
bank branches to conduct business in RMB, the average number of new offices increases by
0.2348 at a 95% confidence level. This should be considered a strong effect and confirms the

hypothesis that foreign branches are more likely to invest in a city when they are provided a
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track record of commitments. There is no statistically significant effect on representative

offices, which is expected since they do not directly engage in currency business.

The variable ACCESS,,, which measures how many years a city has been open to foreign
banking, does not have a statistically significant effect for either representative offices or
branch offices (0.701 < p < 0.894). The last geographical restrictions on foreign banking in
China were removed in 1994; four years before the data in this analysis starts. The fact that
the number of years after such liberalization took place cannot be shown to have a significant
effect indicates that four years were enough to alleviate foreign banks of hesitation about

liberalization commitments.

The number of government officials investigated for corruption is measured by the variable
CORRUPTION,,. The regression results indicate that corruption levels have an overall
negative effect on foreign bank establishment. The coefficients are negative for both
representative offices (-0.1435) and branch offices (-0.1282). However, these results are only
statistically significant for representative offices. The confidence level for representative
offices is 90% (p=0.073) while the statistical significance for branch offices is just outside of
the 90% limit (p=1.119). It is still worth noting that the variable has a negative coefficient in
the branch regression as well, however the effect is not as strong as for representative offices.
These results are according to expectations and give some confirmation that foreign banks

tend to invest in regions characterized by lower corruption levels.

The last variable in the model, EDU,, measures the level of available human capital in
Chinese provinces. As expected, the regression shows that locations with higher levels of
human capital attract more foreign banks. The variable coefficient for branch offices has a
value of 2.1876 and 1is statistically significant at a 90% level. The coefficient for
representative offices is also positive yet slightly lower, however it is not statistically
significant (p=0.219). A reasonable explanation of this result is that branch offices are larger
investments than representative offices and generally employ more human and physical
capital. It is therefore not surprising that the amount of available human capital should matter

slightly more in the case of branch offices.
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There are a few more considerations to make in order to construct a slightly stricter model and
produce more robust results. It might be the case that there are time independent effects
present for each city that are correlated with the independent variables. This can be adjusted
for by using a fixed effects model. Furthermore, it seems appropriate to use a fixed effects
model over a random effects model since the data exhausts the population (every city where a
foreign bank office was established in the given time period is included in the panel data).
Formally, a Hausman test can be conducted to test whether a fixed or random effects model is

appropriate (Table 6 and Table 7).

The fixed effects model estimates a linear relationship between the establishment of new
foreign bank offices and the independent variables included in the regression. The model
functions like an Ordinary Least Squares (OLS) regression that takes into account time
independent effects for each city that might be correlated with the regressors. By including
dummy variables for each city, the model eliminates city-specific effects and controls for

effects of omitted variables on the estimated coefficients.

Table 6 (Hausman Test for Branch Offices)

-——- Coefficients ———-
| {b) {B) {b-B) sqrt{diag{¥_b-¥_B))
| FE RE Difference S.E.
old_tot | .1448824 .8429@51 .1819773 .B2495a7
gdppc | .285474 1.2785888 -.9854143 1.833385
fdi | 1.511532 -.6848718 2.115684 1.559683
rmb | .3185947 .2327301 .B781646 .08994152
access |  -.1986254 -.0886773 -.1979481 .14755683
corruption | -.3237518 -.15396859 -.1698459 .1595651
edu | -.9948321 2.211883 -3.286635 1.738731

b = consistent under Ho and Ha; obtained from xtreg
B = inconsistent under Ha, efficient under Ho; obtained from xtreg

Test: Ho: difference in coefficients not systematic
(b-B) ' [(¥_b-Y_B)*(-1)](b-B)
23.64

Prob=chiz 8.686813
{¥Y_b-¥_B is not positive definite)

chiz(7)
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Table 7 (Hausman Test for Representative Offices)

———- Coefficients ———-
| {b) {B) {b-B) sqrt{diag{V¥_b-V_B))
| FE RE Difference S.E.
old_tot | .1818889 .B623846 .1195843 .B28838
gdppe | 2.187662 1.736685 .458977 .858889
fdi | -.8994371 -.7216874 -.1777497 1.32619
rmb | 8825152 -.B8566513 .B381665 8688321
access | -.3543651 0834844 -.3578495 .1249812
corruption | .1869524 -.1142621 2212445 .1185828
edu | -2.381341 2.393115 -4.774456 1.375894

b = consistent under Ho and Ha; obtained from xtreg
B = inconsistent under Ha, efficient under Ho; obtained from xtreg

Test: Ho: difference in coefficients not systematic

chi2(7) = (b-B)'[(¥_b-Y_B)*(-1)](b-B)
- 62.37
ProbschiZ = 0.0000

{Y_b-V¥_B is not positive definite)

The Hausman tests show, as expected, that the random effects estimate is insignificantly
different from the unbiased fixed effects estimate and that a fixed effects model is appropriate
to analyze the dataset. With the background and adjustments discussed above, my final
regression will be a fixed effects feasible generalized least squares model (FGLS) applying

the Huber-White sandwich estimators.

The regression equations in this model are:

NEW _REP, = 3,+ BOLD_TOT, + 3,FDI, + B,GDPPC, + B,RMB, + B;ACCESS,, + BCORRUPTION,,
+B,EDU,, +v,D, +v,D, + ..+ y;Dyy + u,

NEW _BRANCH, = 3,+ BOLD_TOT, + B,FDI, + B,GDPPC, + 3,RMB, + B, ACCESS, + B, CORRUPTION,,
+B,EDU,, +v,D, +v,D, + ..+ yyDg + u,,

Where NEW _REP, and NEW _BRANCH,, are the dependent variables, f3, is the intercept
and f3- B, are coefficients of the independent variables. D, is a dummy (binary) variable for
each of the 18 cities (cross-sections) included in the panel data (k =1, 2, ..., 18) and v, is the
coefficient for the binary repressors. u, is the error term. The results from these regressions

are shown in Table 8 (foreign branch offices) and Table 9 (foreign representative offices).
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Table 8 - Branch offices (FGLS, Huber-White, fixed effects)

Fixed-effects (within) regression Mumber of obs = 144
Group variable: city Number of groups = 18
R-sq: within = 8.4319 Obs per group: min = g
between = B8.7337 avg = 5.8
overall = B8.4597 max = 8

Adj. R-sq = 0.4826
F(7,17) = 33.51
corr{u_i, ¥b) = -8.9567 Prob = F =  0.0000

{Std. Err. adjusted for 18 clusters in city)

| Robust
new_branch | Coef. Std. Err. t P=lt] [95% Conf. Interval]
old_tot | .1448824  .0B223655 6.45 0.008 .A976953 .19268694
gdppc | .285474  .9128823 8.31 8.758 -1.648476 2.211424
fdi | 1.511532 1.566003 8.97 0.348 -1.792445 4.8155608
rmb | .3188947  .1680593 1.85 ©.882 -.0436794 .6654689
access | -.1986254 1695887 -1.17 8.258 -.5664894 .1591586
corruption | -.3237518  .285@577 -1.58 8.133 -.7563856 .1885882
edu | -.9948321 1.867273 -A.93 B.364 -3.246591 1.256927
_cons | -7.5@8611  9.0886441 -0.83 0.420 -26.67633 11.6651
sigma_u | 3.1528654
signa_e | 1.1942402
rho | .87447245  (fraction of variance due to u_i)

Table 9 - Representative offices (FGLS, Huber-White, fixed effects)

Fixed-effects {within) regression Number of obs = 144
Group variable: city Number of groups = 18
R-sq: within = 8.5346 Obs per group: min = g
between = B8.8387 avg = .0
overall = 8.6878 max = g

Adj. R-sq = 8.5632
F{7,17) = 9.85
corr{u_i, ¥b) = -8.9711 Prob = F =  0.0061

{Std. Err. adjusted for 18 clusters in city)

| Robust
new_rep | Coef. Std. Err. t P=lt] [95% Conf. Interval]
old_tot | .1818889  .B652363 2.79  08.013 8442523 .3195255
gdppc | 2.187662 1.627254 1.34 8.1% -1.245543 5.620866
fdi | -.8994371  1.0030614 -8.98 B8.382 -3.815612 1.216737
rmb | .B025152  .1882822 8.83 8.930 -.20898618 2148921
access | -.3543651  .3028795 -1.17 8.258 -.9933851 .2846548
corruption | .1869524 .166345 8.64 8.529 -.2439749 .4579398
edu | -2.381341 2.596029 -8.92 8.372 -7.858482 3.8958601
_cons | 6.886846  9.871486 8.76 0.458 -12.25295 26.082504

sigma_u | 4.6477481
sigma_e | 1.8462641
rho | .95176855  (fraction of variance due to u_i)




As was the case in the initial regression, the adjusted R> is higher for representative offices
than for branch offices when using the fixed effects model. The model explains 40% of the
variance in the establishment of foreign branch offices when taking the number of
explanatory variables into account and adjusting for time independent effects correlated with

the independent variables. The adjusted R’ value for foreign representative offices in the

fixed effects model is 56%.

The 16 percentage point difference indicates that the model used has a significantly better fit
for foreign representative offices than for foreign branch offices. In other words, the notion
that foreign banks use different investment strategies depending on the organizational form of
the office being established is confirmed. My model seems to fit the investment strategies of
foreign representative offices slightly better. This confirms the results from the initial

regression at a more robust level.

For foreign representative offices, the only statistically significant variable in the fixed effects
model is OLD_TOT,, which measures the total amount of foreign banking activity
established in a city. The variable has a positive coefficient, as expected, and a p-value of
0.013. From these values it is possible to conclude that foreign representative offices are
drawn to financial centers and areas where there is a heavy presence of other foreign bank
offices. This is statistically significant at a 95% confidence level when taking time

independent effects into account.

As expected, there is a similar relation between existing foreign banking activity and
establishment of new foreign branch offices as well. The effect is somewhat smaller than for
representative offices as the coefficients for ACCESS, are smaller in all regressions.
However, the variable has a stronger statistical significance for branch offices (p<0.001) in
the fixed effects model than it has for representative offices (p=0.013). The coefficient value
is 0.1818 for representative offices and 0.1448 for branch offices. In practice this means that,
on average, for every bank office already established in a city, the average number of new

foreign offices increases by 0.1818 - 0.1448, depending on organizational form.

The economic development of a province, as measured by GDP per capita (GDPPC,,), turned

out to be statistically insignificant for both representative offices and branch offices in the
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fixed effects model. This result is somewhat surprising as it was expected to be one of the
fundamental indicators of demand. In the branch office model, GDP per capita has a relatively
small positive coefficient and a very low statistical significance (p=0.758). The statistical
significance of GDP per capita is considerably stronger in the representative office model, but
is still too low to enable any assertive conclusions about its affects (p=0.196). It is worth

noting, however, that the coefficient is also considerably larger (nearly 8 times).

The other purely economic indicator in my model, FDI inflows in terms of registered foreign
capital, gave somewhat ambiguous results. The size of FDI inflows does not display any
statistical significance in either of the fixed effects regressions. Furthermore, while keeping in
mind that it is pointless to draw any scientific conclusions due to the high p-values, it is worth
noting that the f,-coefficient for representative offices is negative, as is the case for both
representative offices and branch offices in the initial regressions ( 8, <0in both regressions).

Possible reasons for this effect are discussed above.

Moving on to legislative measures, the fixed effects regressions show that restrictions on
foreign banks to conduct business in local currency had a statistically significant impact (90%
confidence level) on the establishment of new foreign branch offices. The coefficient for
representative offices is also positive but its effect is less than 1% of the effect on branches
and has an extremely large p-value at 0.980. It can therefore not be attributed any significance

whatsoever.

The RMB-results are completely in line with expectations. It would have been surprising if
restrictions on local currency had a significant effect on the establishment of representative
offices since they do not engage in local currency business. The number of years foreign
banks have been able to conduct services in local currency has a positive effect on foreign
bank branches at a 90% confidence level (p=0.082) in the fixed effects model. These results
are also in line with expectations. The ability to serve clients in local currency broadens the
scope of business opportunities. From the robust regression results I can therefore assert that
liberalization of currency regulation has had a significant impact on the establishment of
foreign bank branches in China. The coefficient for RMB legislation in the fixed effects
branch office model is 0.3108. The interpretation of its value is that for every year foreign
banks have been allowed to conduct business in local currency in a city, the average number

of new branch offices increases by 0.3108.
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The number of years a Chinese city has been open to foreign banking (the variable ACCESS,)
cannot be shown to have any statistical significance on the establishment of either foreign
representative offices or branch offices. P=0.258 in both of the fixed effects regressions.
These results are rooted in the fact that the last geographical restrictions on foreign banking in
China were removed in 1994, four years prior to when my data starts. Drawing from the
regression results and the previous theoretical discussion on uncertainty about liberalization
commitments, the results signal that four years were sufficient to alleviate foreign banks from
uncertainty about liberalization commitments. In other words, it seems likely that a panel data
analysis of foreign bank establishment in an earlier time period might assign larger

significance to legislative liberalization of market access.

As shown above, corruption levels have a negative effect on the establishment of foreign
representative offices in the initial regression at a significance level of 90% (p=0.073) while
the significance level for branch offices is slightly too low to allow for any meaningful further
analysis (p=0.119). However, the significance for representative offices is lost when adjusting
for time independent factors (p=0.529) in the fixed effects model while the p-value for branch
offices remains relatively stable (p=0.133).

It 1s not possible to use the corruption coefficient to make any firm assertions due to its lack
of statistical significance in the final regression. The fact remains that the coefficient values
are negative in the most statistically significant regressions and that the variable is significant
at a 90% confidence level for representative offices in the initial regression. While these
results imply that foreign banks avoid provinces with higher corruption levels, it is not
possible to draw any confident conclusions from the most robust results in the final

regression.

The final variable included in the model ( EDU,,) attempts to measure the impact of human
capital on foreign bank establishment. The variable cannot be attributed any statistical
significance in the more robust fixed effects model. In this model, human capital levels as
measured by education seem to be irrelevant to foreign banks when investing in new offices.
One possible explanation is that personnel can be transferred rather easily from other
branches of a bank if a province is attractive but lacks human capital. Another feasible

interpretation is that foreign banks are able to train new personnel at low costs.
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The independent variables in the initial regression have fairly high significance. However,
most of this significance is lost when using the fixed effects model. While the most statistical
confident conclusions can be drawn from the fixed effects model, since it adjusts the
regression for time independent effects, the strictness of the model is fairly high considering
the number of observations available. The panel data has 144 observations with 18 groups
holding 8 observations each. It is likely that a larger data set with more time periods per group

would make the analysis of the strict model easier.
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5. Summary and Conclusions

In this study I have made an economic assessment of legal and institutional barriers to foreign
establishment in one of the most protected parts of the Chinese economy — the banking sector.
I have conducted a multiple regression analysis that examines the effects of seven separate
factors on the establishment of foreign bank offices in eighteen Chinese cities between 1998-
2005. The model includes four economic indicators to capture geographical economic
differences (registered foreign capital, GDP per capita, human capital and established foreign
banking activity). The remaining three variables measure legal barriers (legislative restrictions
on market access and legislative restrictions on access to local currency) and finally

corruption as an institutional barrier (provincial corruption levels).

It was apparent that the initial OLS regression needed to be adjusted for certain special
characteristics of the panel data. First of all, I had to adjust the model for heteroskedasticity.
Furthermore, the independent variables were likely to be correlated with time independent
effects in the panel groups. Therefore, a fixed effects model was constructed — an adjustment
that was somewhat difficult to impose due to the relatively small number of observations. The
final model, a feasible generalized square fixed effects model using the Huber-White
sandwich estimators to adjust for heteroskedasticity, should therefore be regarded as fairly

strict given the relatively narrow data.

The main objective of this thesis is to examine how corruption and legal restrictions have
influenced the establishment of foreign banks in China. As expected, the analysis shows that
foreign banks take different factors into account depending on the organizational form of the
entity being established. 1 have separated the effects to distinguish between foreign
representative offices and foreign branch offices. The most important difference between
representative offices and branch offices is the significance of legislation restricting foreign
banks’ access to local currency (RMB) in China. While liberalization of RMB restrictions is
highly significant to the establishment of foreign bank branches, it cannot be shown to affect
representative offices at all. The conclusion that branch offices, but not representative offices,
are attracted to regions where local currency is liberalized is in line with expectations since

branch offices are more engaged in activities where local currency plays a significant role.
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Out of the purely economic indicators, the amount of previously established foreign banks has
the largest influence on the establishment of foreign banks. There are some indications that
this effect is stronger for representative offices than branch offices. However, the branch
office effect is more statistically significant in the robust fixed effects model. It is possible to
conclude that foreign banks are generally prone to follow vertical investment strategies and
likely look for agglomeration advantages in financial centers when establishing new offices in
mainland China. While the market-seeking indicator GDP per capita has a significant positive
effect on establishment of foreign banks in the initial regression, the more robust results show
a positive effect with weak statistic significance. The statistical significance of registered
foreign capital and human capital in the robust results is also too low to allow for any

assertive conclusions about their effect on foreign bank establishment.

The last geographical restrictions on foreign banking in China were removed in 1994. My
analysis shows that, if uncertainty about commitments to market access liberalization ever
existed in China, four years were enough to alleviate any such hesitation for foreign banks. A
proposal for further research on this topic is to investigate how market access liberalization
affected foreign bank entry in earlier time periods. An analysis of the 1990s might assign
larger significance to such legislation. It seems that other entry barriers were more central

during the period of study herein, such as high corruption levels.

The main contribution of this study to the existing literature is the analysis of how provincial
corruption levels affect foreign bank establishment. This part of the study uses new data
derived from official Chinese procuratorial work reports. There are certain indications that
provinces with lower corruption levels attract a larger number of foreign bank offices. Indeed,
this is what was expected from the analysis due to transaction costs and uncertainty associated
with corruption. The corruption coefficient is negative in both of the initial regressions and
statistically significant for representative offices. This indicates some confirmation of the
hypothesis. However, after adjusting for time independent effects the statistical significance is
too low to enable any definite scientific conclusions about the effects of corruption on foreign
bank establishment. It should be noted again, however, that this model is fairly strict in regard
to the data. The corruption issue is a good candidate for further research where, ideally, a city-
level corruption index should be used over a longer time period to ease the implementation of

stricter econometric models.
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