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Abstract

Multinational banks are a distinctive feature of today’s globalized economy, with some
institutions now operating in more than 100 countries. Despite the thorough analyses of bank
internationalization over the last decades, the literature has failed to provide clear evidence that cross-
border expansion is a profitable process from a firm’s perspective. Following the long tradition of the
analyses of the costs and benefits of focusing or diversifying the activities of a firm, in this paper we
provide an answer to the question of whether bank cross-border diversification is value enhancing,
comparing the value of internationally diversified commercial banks with that of more domestically
focused intermediaries. Adapting the methodology of Laeven and Levine (2007), we measure a bank’s
excess value as the difference between its Tobin’s q and the benchmark of multinational banks, and
relate it to the degree of international diversification of its activities. In a large sample of more than
500 banks from 56 countries between 2001 and 2007, we find evidence of a statistically and
economically significant diversification premium, that is robust to the use of different definitions of
diversification, to the possible effects of outliers, and to controlling for potential endogeneity problems.
Our results shown that the benefits of scale and scope economies generated by multinational banks
more than offset the typical agency costs of managing larger and more complex companies, thus
providing a strong rationale for the rapid growth in banks’ international activities during the last
couple of decades.
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1. Introduction

Multinational banks are a distinctive feature of today’s globalized economy. In the years before
the 2007-2008 financial crisis, global players such as Citigroup (a group with 300,000 employees,
about 16,000 offices and over 200 million customers in 140 different countries) or HSBC
(330,000 employees, 8,500 offices, 128 million customers in 86 countries) were among the
trademarks of the worldwide integration of financial markets, powerful and profitable companies
with growing influence in nearly every corner of the world. The recent financial crisis has put
many global banks in the verge of collapse. Massive liquidity problems and substantial losses
suggested that they were much weaker players than they pretended to be. Were all these just
castles built on sand?

Quite surprisingly, a large number of studies of the rapid growth in multinational banking
in the last decades have been unable to provide clear evidence proving that this process was
profitable from a company’s perspective. Domestic and cross-border expansions of financial
intermediaries have been shown to be beneficial for the real economy (Jayaratne and Strahan,
1996, and Hauswald and Bruno, 2009), but most analyses have found very weak evidence of
economies of scale or scope, efficiency improvements and, more in general, of an increase in
shareholder value around diversifying M&A announcements (DeLong, 2001, and Cornett et al.,
2003). Whether geographic diversification and cross-border expansion increase shareholder
value is a question still lacking a neat answer.

The debate on the costs and the benefits of focusing or diversifying the activities of firms
has a long tradition in the economic and business literatures. From a theoretical point of view, it
has been argued that diversification can augment firm value increasing its market power and
using more efficiently physical and human resources, but it can also diminish it as a result of
stronger agency problems (Montgomery, 1994, and Martin and Sayrak, 2003). At the same time,
the empirical literature has been unable to draw conclusive evidence of what forces prevail,
although it mostly points towards a diversification discount, driven by powerful agency problems.

In the case of financial intermediaries, the causes and the consequences of product and
geographic diversification can be rather different from those of manufacturing firms, because of
the overwhelming role of regulation, the importance of intangible assets such as soft information

and reputation, and the necessity of a physical presence for selling retail financial services. For



all these reasons, some recent studies have watched more specifically at financial companies:
Laeven and Levine (2007) and Schmidt and Walter (2009) find a significant diversification
discount for banking activities, while Deng and Elyasiani (2008) find a diversification premium
in the case of domestic geographic diversification. To the best of our knowledge, a study of the
effect of international diversification on shareholder value is still missing.

In this paper we fill this gap, comparing the value of internationally diversified commercial
banks with that of more domestically focused intermediaries. Our methodology follows Laeven
and Levine (2007) in constructing a measure of each bank’s excess value, and relates it to
different indices of the international diversification of its activities. Studying a large sample of
more than 500 large banks from 56 countries between 2001 and 2007, we find robust evidence of
a statistically and economically significant diversification premium. Well diversified
international banks can have an excess Tobin’s  that is nearly twice as big as that of more
domestically focused intermediaries. Our findings are consistent with the results of Deng and
Elyasiani (2008) for geographic diversification within the U.S., and suggest that the benefits of
scale and scope economies generated by multinational banks more than offset the agency costs,
thus providing a strong rationale for the rapid growth in banks’ international activities during the
last couple of decades.

The rest of the paper is organized as follows. Section 2 relates our research to the previous
literature on firm diversification and multinational banking. Section 3 presents our data sources
and describes the measures of firm value and geographic diversification used in the empirical
analyses. Results are presented in Section 4. The final section concludes and discusses some

open issues.

2. Related Literature

Our paper relates to the general literature on the costs and benefits of focusing versus
diversifying firms’ activities, and more specifically to the recent analyses watching at financial
intermediaries. At the same time, it is also linked to the literature on multinational banking.

The debate on focus versus diversification has a very long tradition, shared by both the
economic and the management literature. From a theoretical point of view, a large number of
motivations have been put forward both in favor and against diversification. Most of them can be

applied also to the case of financial intermediaries, although with some important qualifications.



The arguments in favor of diversification can be broadly grouped into three categories:
increased market power, better resource management, and reduction of agency problems.
According to the market power view (Edwards, 1955), firms’ incentives to diversify their lines
of business come from the possibility of extending their market power from one sector to another,
through predatory pricing in other sectors, collusion with other large and diversified companies,
and the exclusion of smaller size competitors (Montgomery, 1994; Villalonga, 2004a and 2004b).
Clearly, this analysis applies also to the case of financial intermediaries. Sharpe (1990) and
Rajan (1992), in particular, show how lending relationships give banks a monopoly on
information about their borrowers, that can be exploited to gain monopoly power (e.g., Petersen
and Rajan, 1994).

The resource management argument hinges essentially on the presence of economies of
scope, and suggests that firms can profitably readdress their unused resources to business
activities that are somehow linked to those of their core business. Clearly, also this argument
applies to banks expanding their activities, for example cross-selling financial products
(Saunders, 1994) or following their clients abroad (Focarelli and Pozzolo, 2005). A parallel
justification, hinging more on the financial aspects of firm management, is that diversification
reduces the effect of idiosyncratic shocks on cash flow variance, therefore increasing the stock
market value (Lewellen, 1971).

A more recent strand of literature has analyzed the problem of corporate diversification
applying the tools of agency theory to the analysis of the functioning of firms’ internal capital
markets (Houston et al., 1997). The key insight of this line of research is that a firm’s internal
cash flows are a less expensive source of funds than external capital. Better informed internal
managers can therefore increase firm value by selecting the most remunerative projects, instead
of paying out dividends that would be invested elsewhere by less informed externals (Stein,
1997).

This positive view of firm diversification is opposed by an equally large amount of
arguments against it. From a general perspective, the increase in firm value due to stronger
market power comes at the customers’ expense, and therefore it is not socially optimal. From a
firm specific perspective, it has been forcefully argued that agency problems can have a huge
negative impact on the allocation of resources with respect to what is optimal for shareholders.

Most problems come from the well known conflict of interest between insiders (managers) and



outsiders (shareholders), that exacerbate the well known problem of overinvestment. Building on
the seminal contribution of Jensen and Meckling (1976), this literature has stressed that
diversification can have a negative impact on firm value if this is the result of managers’ desire
to: a) increase their compensation (Jensen and Murphy, 1990) and make their human capital
more essential to the firm (Shleifer and Vishny, 1990a and 1990b); b) increase their personal
perquisites (Jensen, 1986); ¢) make their result based compensation more stable by reducing the
company’s cash flow volatility (Amihud and Lev, 1981). In addition to the motivations based on
the conflict of interests between managers and shareholders, diversification may also negatively
affect the value of a firm by reducing its efficiency, for example introducing expensive
additional layers of administrative and corporate control and allocating resources inefficiently
across different activities. Clearly, all these problems are even more relevant in the case of
financial intermediaries, whose activities are typically less based in hard information, and more
opaque and difficult to monitor by external investors (Morgan, 2002).*

Since the theoretical literature has provided a large number of explanations of why
diversification can either increase or decrease the value of a firm, only the empirical analysis
should be able to provide the ultimate answer on its actual effects. Unfortunately, also the
empirical literature provides a rather mixed picture. The typical exercise compares the value of a
conglomerate (e.g., the Tobin’s q or its stock price) with the value imputed considering each
segment of its activities as a stand-alone firm. Martin and Sayrak (2003) identify three rounds of
results. A first group of papers shows that corporate diversification destroys value, reducing
Tobin’s q (Berger and Ofek, 1995; Rajan et al., 2000; Lamont, 1997), productivity (Maksimovic
and Phillips, 2001), and stock market prices around M&A announcements (Bradley et al., 1988).
A second round of literature questions the previous findings, showing that the estimated discount
is explained by other firm characteristics that are themselves associated with a higher probability
that a firm diversifies its activities. In other words, previous analyses were biased by endogeneity
problems. Indeed, Lang and Stulz (1994) and Campa and Kedia (2002) show that diversified
firms were poor performers also before diversification. While later analyses carefully controlling
for endogeneity still found a diversification discount (Lamont and Polk, 2002), the issue is not

yet settled. Finally, a third round of literature has argued that the previous findings were flawed

! See, for example, the literature on the negative effects of functional distance in bank lending (Alessandrini et al.,
2009).



by data problem, because firms erroneously self-report their segments of economic activities.
Indeed, using more reliable census information, Villalonga (2004a and 2004b) finds that
diversified firms trade at a significant premium, not at a discount.

In the case of financial companies, the empirical literature has taken a more diverse
approach, often studying very specific issues, such as the pros and cons of narrow versus
universal banking. Indeed, in most cases the objective was more to understand the effects of
bank diversification on risk taking or lending activities, rather than the consequences for
shareholder value. For example, in the thriving strand of literature that has originated from the
repeal of the Glass-Steagall Act in the U.S. in 1999, the maintained assumption is that
commercial banks diversify their activities into investment banking because they find it
profitable, while the focus is in ascertaining the presence of conflicts of interest coming from the
coexistence of investment and commercial banking activities within the same company
(Kroszner and Rajan, 1994; Puri, 1996; Focarelli et al., 2010).

More interesting results for the debate on focus versus diversification come from the rich
strand of empirical literature that has studied the effects of bank M&As, mostly pointing towards
a significant diversification discount. Product and geographically focused mergers increase
overall efficiency (Cornett et al., 2006; Altunbas and Marqués-lbanez, 2008) while diversifying
deals often have a negative impact. The literature on optimal bank size also found results
consistent with this view, with very weak evidence of economies of scale (Amel et al., 2004).’
Studies of the stock market reactions of M&A announcements give more mixed results. DeLong
(2001 and 2003) and Cornett et al. (2003) find a diversification discount for the U.S., while
Cybo-Ottone and Murgia (2000) find positive abnormal returns for the combined performance of
M&A bidders and targets, driven by domestic bank to bank deals and by diversification of banks
into insurance businesses.

Only recently, a few papers have studied the link between diversification and the value of
firms in the financial sector using the methodology followed by the literature on manufacturing
firms. Again, most of the results point towards a discount. Laeven and Levine (2007), using a
large set of banks from over 40 countries, find that financial conglomerates engaging in multiple

activities have a significantly smaller Tobin’s g than less diversified institutions. Schmid and

2 For a recent survey of this literature, see Drucker and Puri (2006).
% A noticeable exception to these results is VVander Vennet (2002), who finds that European conglomerates are more
cost efficient than specialized banks.



Walter (2009) confirm this result for a large sample of U.S. financial corporations, with the only
noticeable exception of investment banks.

Results focusing on European financial markets are more mixed. Baele et al. (2007) find a
positive and strong relationship between banks’ Tobin’s ¢ and measures of income or balance
sheet diversification between lending and non-lending activities, and a non-linear relationship
between diversification and bank-specific risk, measured by banks’ stock market excess returns.
Further, studying a sample of European financial corporations, van Lelyveld and Knot (2009)
find no evidence of a structural diversification discount, although they present some evidence
that the largest conglomerates have more opportunities for inefficient cross-subsidization across
different business lines.

A parallel important dimension is geographical diversification. The literature on the effects
of plant and cross-border expansion of manufacturing firms is huge, and it has analyzed nearly
all possible dimensions of firm’s performance. In the recent past a thriving literature has
emerged studying these issues within the framework of the incomplete contract theory, providing
a sound theoretical background for the empirical analysis.*

On the specific issue of firm value, a seminal paper by Morck and Yeung (1991) shows
that multinationality has no direct significant impact on a firm’s Tobin’s g, although it may
enhance the positive impact of investment in intangible assets on firm’s value. Denis et al. (2002)
provide further evidence of a weak effect of internationalization, documenting that globally
diversified firms are traded at a discount. Similarly, Moeller and Schlingemann (2005) find
worse stock market reactions to M&A announcements of cross-border deals than of domestic
acquisitions.

In the case of financial intermediaries, geographical diversification can have rather
different motivations than for manufacturing firms. In particular, analyzing the benefits of
internalizing existing and new bank-customer relationships (Buckley and Casson, 1976,
Williams, 1997) is rather complex, due to the confusing effects of regulation, to the value of
intangible assets such as reputation, and to the importance of a physical presence for developing
the personal relationships that are essential to supply most retail financial services (Rajan, 1998).

Bank geographic diversification has been analyzed thoroughly also for its effects on real

economic growth, especially after the passing in 1994 of the Riegle-Neal Interstate Banking and

* For recent surveys see Caves (1996), Markusen (2004), Barba Navaretti and Venables (2004), and Helpman (2006).



Branching Efficiency Act in the U.S. allowed nationwide banking. In particular, two seminal
papers by Jayaratne and Strahan (1996) and Morgan and Strahan (2004) show convincingly that
the increase in competition induced by the entry of new players boosted economic growth and
reduced output volatility.

The evidence of effects on firms’ value seems instead much less conclusive. Rose (1996)
and Hughes et al. (1996 and 1999) show that geographic expansion has mixed effects on risk and
efficiency of U.S. banks. Zhang (1995) finds that geographical diversification leads to lower risk
through a reduction in income variability, but Morgan and Samolyk (2005) find a U-shaped
relationship between geographic diversification and risk-adjusted returns. Moreover, Deng et al.
(2007) show that domestically diversified banks both on the assets and on the liabilities side pay
lower bond spreads, and Deng and Elyasiani (2008), in a paper more closely related to ours,
provide evidence that geographically diversified banks have a higher Tobin’s g and a lower stock
price variability, but at the same time an increase in distance between the holding company and
its branches has instead a negative effect on company’s value.

Finally, an important dimension of bank geographical diversification is the international
arena. Financial companies have expanded their cross-border activities tremendously in recent
years, favored by deregulation in the U.S. and in Europe and, more in general, as part of the
widespread process of economic globalization. The empirical literature in this context has
studied thoroughly this phenomenon, analyzing the determinants of foreign expansion (Buch,
2003; Focarelli and Pozzolo, 2001), the patterns of internationalization (Buch and Delong,
2004; Berger et al., 2003 and 2004; Focarelli and Pozzolo, 2005; Claessens and Van Horen,
2007), the specific characteristics of the bidders in international M&As (Caiazza et al., 2009;
Correia, 2009) and those of the targets (Caiazza et al., 2010). However, with the exception of
few studies finding a negative or null effects of M&A announcements on stock market prices
(Amihud et al., 2002, Cybo-Ottone and Murgia, 2000, and Campa and Hernando, 2006) the
effects of international diversification on firm value have not been analyzed in detail.” In the

following, we will begin filling this gap in the literature.

> Amihud et al. (2002) also find no effects of cross-border M&As on bidders’ systematic risk, but Focarelli et al.
(2008) question this result showing instead that bidders experience a reduction in their beta (the correlation of their
returns with stock market returns).



3. Data and sources

3.1. Sources and definitions of variables

We collected bank level data from Bankscope (Fitch Ratings, Bureau van Dijk), considered the
most comprehensive database for bank cross-country analyses (see, among others, Claessens et
al., 2001; Barros et al., 2007; Laeven and Levine, 2007).

We focus on a particular type of financial institution, commercial banks, that have been
found to have compelling reasons to internalize banking activity across borders (Focarelli and
Pozzolo, 2005). To assemble our data, we first extracted yearly account and market data for the
2001-2007 period on all listed commercial banks available on Bankscope with total assets in
excess of US$ 100 million. We excluded smaller banks to avoid introducing noise in the sample,
as they may face additional challenges in diversifying across borders when compared to large
banks. We also excluded banks headquartered in off-shore financial centers such as Bermuda,
Gibraltar, the Virgin Islands or the Cayman lIslands, as this would hinder comparability across
countries. We then populated the missing values from Worldscope and bank websites. We went
through a painstaking effort to clean and complement the information downloaded from
Bankscope, to avoid incongruent and missing data on crucial account and market variables. Our
data assembling exercise yielded a sample of 577 commercial banks and 4,039 bank-year
observations. In matching our initial 577 publicly traded banks with yearly data on bank
subsidiaries, we ended up with 384 banks headquartered in 56 countries for which time-varying
data on subsidiaries is available.® The countries with the larger relative number of banks in our
sample are the U.S. and Japan with 9.4% and 17.0%, respectively.

In constructing our measures of the dependent and independent variables, including
corporate diversification measures, bank- and country-specific controls, we followed the extant
literature on diversification and bank internationalization (see, among others, Berger and Ofek,
1995, Rajan et al., 2000, Campa and Kedia, 2002, Lamont and Polk, 2002, Villalonga, 2004a and
2004b, Laeven and Levine, 2007,and Focarelli and Pozzolo, 2005).

® The 56 countries in our sample are: Australia, Bangladesh, Belgium, Brazil, Canada, China, Colombia, Croatia,
Czech Republic, Denmark, Egypt, Estonia, Finland, France, Germany, Greece, Hong Kong, India, Indonesia, Ireland,
Israel, Italy, Japan, Jordan, Kenya, Rep. of Korea, Kuwait, Lebanon, Lithuania, Malaysia, Netherlands, Oman,
Pakistan, Peru, Philippines, Poland, Portugal, Qatar, Romania, Saudi Arabia, Singapore, Slovakia, Slovenia, South
Africa, Spain, Sri Lanka, Sweden, Switzerland, Taiwan, Thailand, Tunisia, Turkey, United Arab Emirates, United
Kingdom, United States, Venezuela.



Key independent variable: Geographical diversification. The variables used in conventional
empirical studies to measure geographic diversification, for example the number of subsidiaries,
or the number of locations or binary variables indicating cross-border presence, fail to capture
the level and the intensity of banks’ diversification in terms of the geographic dimension (Deng
and Elyasiani, 2008). For this reason, we construct three different measures of geographic
diversification, each one allowing to position banks over a continuum, with the lower bound
corresponding to purely non-diversified (domestic) banks and the upper bound to the most
geographically diversified banks (similar to the approach used by Laeven and Levine, 2007, for
corporate diversification).

Our first measure of geographic diversity gauges the geographic presence of each bank
across countries in each year: we measure in how many countries a specific bank has subsidiaries
in relation to the most diversified bank of the sample in the same year. We label this as

geographical reach. Formally, it is given by:

Njt

1)

MNimax t

where n;; is the number of foreign countries where the bank j has a subsidiary in year t, and Nmax;
is the maximum number of foreign countries where the most diversified bank has subsidiaries, in
year t. Geographic diversity is a stock variable, continuous, and bounded between 0 and 1. Purely
domestic banks take the value O (i.e., no geographical diversification); values close to 1 indicate
more geographically dispersed banks. An advantage of this index is that it normalizes the
measure of geographic diversification by accounting for the yearly variation of the most
diversified banks.

Our second measure proxies geographic diversification through the share of assets on a
country by country basis, taking therefore into consideration the asset dispersion across

subsidiaries (similar to Buch and Lipponer, 2007). Formally, this is computed as:

)

1- totalsubsisiaries assets - foreign subsidiaries assets
totalsubsidiaries assets

and it is therefore bounded between 0 and 1, with values close to 0 indicating low geographic

diversification and values close to 1 indicating high geographic diversification.
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Our third measure proxies geographic diversification through a transformed Hirsch-
Herfindhal Index (Mercieca et al., 2007) computed for each bank and on a country by country

basis.” Formally, the index is:

nj subsidiary. assets
ez

1=\ totalsubsidiaries assets

This measure is again bounded between 0 and 1, with values close 0 indicating low
geographic diversification and values close to 1 indicating geographically dispersed banks. We
consider a geographically diversified (global) bank as one for which geographic diversity takes
values above a given threshold. In our baseline specification a geographically diversified bank is
one for which geographic diversity (¢, = N ) takes values above 0.7. We test for robustness by

max,t

specifying alternative thresholds in latter sections of this paper.

Dependent variable: Excess value. For each bank j, excess value equals its Tobin’s g minus its
imputed or adjusted g. To compute g we use the ratio of the sum of market value of common
stocks, book value of preferential shares and minority interests, and book value of debt, to the
book value of total assets (see for example Linderberg and Ross (1981)). Modifying the
methodology of Laeven and Levine (2007) to study geographic diversification, adjusted q is
defined as:

4q+(1-a)q; @)

where q; is the average of the gs above the threshold (geographically diversified banks) and g, is

the average of the gs of banks lying at or below the threshold. For each bank j, o;is the index of

foreign geographical dispersion: a; = N . Wwe average the values across years to avoid the
n

max,

preponderance of a specific year. Unlike plain Tobin’s g, this measure built as a deviation from
the benchmark of multinational banks (defined as those having a diversity measure above the
aforementioned 70% threshold) permits a better identification of the effects of geographical
diversification.

Bank controls. We include a set of bank-specific and country-specific controls. First, we
consider two measures related to bank size: the logarithm of total assets (log assets) and that of

total operating income (log income). Larger banks are typically more diversified than smaller

” Similar concentration measures can be found in the work of Acharya et al. (2006) and Stiroh and Rumble (2006).
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institutions, and this has an impact on their value independent of their geographic reach.
Moreover, as shown during the recent crisis, size is also a good proxy of the value of the implicit
insurance guarantee granted to “too-big-to-fail” institutions, that also has an impact on company
value. Moreover, although the value of total assets is the standard measure of size in banking, we
also consider total income because it is better suited to capture also the weight of off-balance
sheet activities.

Besides size, access to funding can limit geographic diversification. We proxy access to
funding with the ratio of deposits to liabilities, since this ratio affects the cost of funding which
in turn impacts geographic diversification. In addition, stock market capitalization and
profitability could also influence geographic diversification: more capitalized banks are more
probable candidates for diversifying across borders; profitable banks seek opportunities abroad
to benefit from non-tradable, proprietary knowledge. In addition to these two effects, we also
control for how easily banks can access stock market funding, including two dummy variables
for companies included in the S&P financial listings and for those listed at the New York Stock
Exchange.

Country controls. Previous studies have found that the characteristics of the country of origin
significantly influence a bank’s ability to expand cross-border (Focarelli and Pozzolo, 2001, and
Buch, 2003). Following this literature, we include among our controls GDP per capita and the
rate of inflation of the home country, using information from the World Bank databases. In
addition, as a proxy of all the unobservable characteristics that might affect the ability of the
banks in a given country to expand abroad, we include the share of diversified banks in the home
country. We use the data from the 577 sampled banks with a known value for geographic
diversification and then compute the percentage of banks with foreign subsidiaries in each
country of origin, on a yearly basis.

Corporate diversification. Finally, to account for the recent findings of the literature on corporate
diversification, following Laeven and Levine (2007) and Schmid and Walter (2009), we
construct four corporate diversification measures, which stem from the broad taxonomy in which
commercial banks’ activities are classified between traditional (taking deposits and making loans)
and non-traditional (e.g., security and foreign exchange trading and provision of fee-based

services). First, we consider income diversity, computed as:
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net interest income - other operating income |

1 — (%)
total operating income |

where other operating income is the sum of investment income, foreign exchange income, gain
(or loss) on sale of securities, trading account income and commissions and fees. This index
takes values between 0 and 1. Second, as a control for the previous measure, we consider the
ratio of net interest income to total operating income, gauging the mixture of income generating
activities carried on by each bank.

Third, we estimate asset diversity, a stock variable measuring diversification across
different types of bank assets, computed as:

1 | net loans - other earning assets
| totalearning assets

(6)

and also taking values between 0 and 1. Finally, as a control for the previous stock measure, we

consider the ratio of loans to total earning assets.

3.2.  Summary statistics

Summary statistics are presented in Table 1. Our baseline dependent variable, excess value
evaluated at the 0.7 (and at the 0.9 thresholds), and the independent variable of interest,
geographic diversity, are presented along with various variables that we introduce as controls for
country and bank traits in the different econometric specifications presented below. These
measures along with the bank and country-specific controls yield high variability for the 4,039
bank-year observations, resulting from the combination of the 577 sampled banks for the seven
year period (2001-2007).

Excess value, our dependent variable is smaller than what found in other industries,
because in banking the book value of total assets is relatively high when compared to Tobin’s ¢
numerator. Nevertheless, our measure exhibits high variability and our data on excess value for
the 0.7 and 0.9 thresholds yield a range from —0.75 do +1.89, with a marginally positive mean
which represents a heterogeneous difference of bank Tobin’s g to the imputed g.

The more geographically diversified commercial banks in our sample, with geographic
diversity in excess of 0.75, are for example ABN Amro (Netherlands), BNP Paribas and Société
Genérale (France), Citibank (U.S.) and the HSBC (U.K.). Our sample also includes pure

domestic banks, for which geographic diversity is 0, as for example 1st Source Bank, Citizens
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Bank and City National Bank (U.S.), Banca Italalease (Italy), Canadian Western Bank (Canada),
and Howa Bank and Daishi Bank (Japan). When measuring geographic diversification in terms
of asset dispersion across subsidiaries, the most geographically dispersed banks are found to be
Deutsche Bank (Germany), Unicredit (Italy) and Royal Bank of Scotland (U.K.), while using
the modified Hirsch-Hirfindhal Index, the largest values are for BBVA (Spain), ING
(Netherlands) and the National Bank (Greece). BNP Paribas, Deutsche Bank, HSBC, ING,
Santander (Spain) and UBS (Switzerland) are the largest sampled banks in terms of total assets;
on the opposite side of the range lay small banks such as Citizens Bank, Sunwest Bank and First
California Bank (U.S.) and Howa Bank (Japan). Using other measures, for example the ratio of
deposits to total liabilities, Banca Carige (Italy), BNP Paribas, Deutsche Bank and HSBC,
exhibit high values, which correspond to high levels of funding originating from deposit-taking
activities. As for corporate diversification, the more diversified banks are Howa Bank and
Mittsubishi UJF (Japan) and BNP Paribas in terms of income sources; and HSBC, Royal Bank of
Canada (Canada) and Commerzbank AG (Germany) in terms of assets. Country controls also
exhibit high cross-country dispersion.

Table 2 presents the mean and median differences of the excess values of geographically
diversified banks. In the first row of Table 2 the t-statistic of 0.33 and its large p-value of 0.74
do not allow to reject the null hypothesis that the mean excess value for diversified and non-
diversified banks is the same, at the 5% level of confidence. As the distribution of excess value is
skewed to the right, we present in the second row the results of a non-parametric test for
differences in medians, showing that the median excess values for diversified and non-
diversified banks are significantly different, at the 1% level. However, sample statistics are not
fully informative on the relationship between firm value and diversification, as they could simply
reflect spurious correlations. In the following section, we therefore estimate a multivariate

empirical model.
4, Empirical findings
4.1.  Baseline specification

In our baseline specification we analyze geographical diversification estimating robust
regressions (Li, 1985) with excess value as the dependent variable and geographic diversity as

the explanatory variable of interest, including country fixed effects to account for differences in
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the economic environment where banks operate, and year dummies. We use a robust regression
technique because we are interested in keeping all the sampled values but we do not want our
results to be driven by extreme values.?

The results of Table 3 reveal a geographic diversification premium, both economically and
statistically significant, suggesting that the benefits of geographic diversification, such as
economies of scale and scope, outweigh the costs, such as organizational complexity and agency
problems. The coefficient of our preferred measure of geographic diversification is positive and
significantly different from zero in all our specifications. In Panel 1, where we control for size
(log assets), returns on assets, and leverage, the coefficient of diversification is 0.027 and
significantly different from zero at the 1% level.® In Panel 2, where we also control for total
income, as an additional measure of size which also captures off-balance sheet activities, the
coefficient is 0.025 and it is significantly different from zero at the 5% level. In Panel 3, where
we further control for the ratio of deposits to total liabilities, a proxy of the funding structure, the
coefficient is 0.060 and also significantly different from zero at the 1% level. The magnitude of
the coefficients suggest that an increase of one standard deviation in geographic diversity leads
to an increase of 0.004 to 0.010 in excess value, more than duplicating its sample mean value of
0.004, therefore suggesting an economically relevant impact.*

Among our additional controls, size measured by total assets has an insignificant effect on
excess value. This is not entirely surprising, since our measure of excess value is a deviation
from a benchmark, and therefore already accounts for the fact that multinational banks are larger
than domestic institutions. Total income has instead a positive and significant effect on excess
value, consistent with the role of off-balance sheet activities. However, its inclusion turns the
sign of the coefficient of total assets negative and statistically significant. In both cases, the
effects on our variable of interest are substantially unchanged. As expected, more profitable
banks tend to be more valued by the market, as shown by the positive and statistically significant
of ROA, consistently estimated in all our specifications. The coefficient of equity to total assets
is instead weakly significant and its sign is inconsistent across the different specifications,
suggesting a weak link between banks capitalization and their market value, possibly because of

the confounding effects of regulation. Finally, access to funding, proxied by the ratio of bank

® In unreported OLS regressions we found qualitatively similar results.
% All specifications also include country and year dummies.
19 Results are obtained multiplying the coefficients to the sample standard deviation of excess value.
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deposits to total liabilities, has a positive and statistically significant coefficient in all our
specifications, consistent with the hypothesis that the market attributes a premium to banks with

a large internal funding base.

4.2. Robustness checks

Table 4 presents the results of five robustness tests: a) using the alternative measures of
geographical diversification described above (each bank’s share of foreign assets and the
transformed Hirsch-Herfindhal Index calculated for each bank using the country specific share of
foreign participations); b) adopting alternative thresholds to build the diversification benchmark
(0.9, 0.7, and 0.5); c) excluding influential countries (U.S. and Japan); d) controlling for M&A,; e)
controlling for corporate diversification (income and asset). The results of these additional
specifications confirm and strengthen our previous findings.

Panels 1 to 4 present the results using two alternative measures of geographic
diversification: the share of assets deployed in foreign subsidiaries relative to the total assets of
the bank (share) and the concentration of foreign subsidiaries assets proxied by a modified
Hirsch—-Herfindhal Index. For each measure, we estimate two alternative specifications,
including a different set of controls. The results confirm a significant diversification premium,
with estimates ranging from 0.010 to 0.030, all statistically significant at the 1% level of
confidence.

Panels 5 and 6 present the results using the baseline measure of geographical
diversification, but calculated at different thresholds: Panel 5 presents the results using a more
demanding 0.9 threshold; Panel 6 those using a lower value of 0.5. We still find a highly
statistically significant diversification premium using both alternative thresholds, with estimates
of 0.047 and 0.065, respectively.

In Panels 7 and 8 we exclude alternatively U.S. and Japan from the sample, as they
represent respectively 9.4% and 17.0% of the sampled banks, and maintaining the global
benchmark. The results suggest that these countries are not driving our findings. Also in this case
geographic diversity is associated with a premium, with estimated coefficients of 0.076 and
0.041, both statistically significant at the 1% level. Further, in Panel 9 we show that the results

hold also when excluding both U.S. and Japan at the same time, with coefficient of 0.058,
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statistically significant at 1% level, despite the smaller sample size available to estimate this
specification.

Next, we control for major changes in banks’ total assets, since these are typically the
results of corporate operations, typically M&A that could introduce confounding effects, biasing
our results. We therefore computed the rate of change of total assets between years t-1 and t, and
excluded observations for which the rate of growth exceeds 30%. The results reported in Panel
10 confirm the diversification premium, with a coefficient of 0.076, significant at 1% level.**

Finally, in Panels 11-14 we present the results controlling for income and asset
diversification using the indices developed by Laeven and Levine (2007) and described in more
detail in Section 3. Reassuringly, in all four regressions we find a statistically and economically
significant premium for geographic diversity, with coefficients ranging from 0.021 to 0.062. The
estimates of the measures of asset and income diversification give instead more mixed results,
with a discount for the former but a premium for the latter. Since in a number of unreported
regressions,™® where we used the measures of excess value adopted by Laeven and Levine (2007),
we also found a statistically significant discount for asset and income diversification, we believe
that the differences with respect to their results depend on the different benchmark that we adopt

to calculate excess value, since we focus on geographical rather than functional diversification.™
4.3.  Non linearity

Since the link between market value and the degree of geographic diversification of banks might
not be fully captured by looking just at the conditional mean, we extend the classical OLS
estimation by using quantile regression (QR), developed by Koenker and Basset (1978). QR is a
non-parametric technique that is more robust to outliers and that provides more accurate
information on geographic diversity not only around the mean, but also in other parts of the
distribution (Cameron and Trivedi, 2009, p. 205-220).

' In unreported regressions we verified that our results are confirmed excluding observations with a rate of growth
of total assets of 40% and 25%.

12 Available from the authors upon request.

3 In unreported regressions we also used an alternative measure of bank size that is less sensitive to the skewness of
the distribution of (log) total assets (Dastidar, 2009). We therefore computed a measure of relative size, bounded
between 0 and 1, as a ratio of each bank’s total assets to those of the largest bank in the sample, on a year-by-year
basis (for similar approaches, see Bodnar et al., 1997; Denis et al., 2002; Fauver et al., 2004). Also in this case, we
find a diversification premium, with a coefficient of 0.095, significant at the 1% level.
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In Panel 1 of Table 5 we present the results of the estimates using 6 quantiles (Geonl to
Geon6). The results clearly show an inverse U-shaped pattern, with the strongest effect of
diversification occurring for the medium ranges. In Panel 2 we aggregate quantiles delivering
similar diversification premia, i.e., quantiles 2 and 3 and 4 and 5. In both cases we verify that the
linear restriction cannot be rejected at the traditional significance levels. The inverse U-shaped
pattern is still confirmed.**

These results suggest that the market attributes greater costs to geographic diversity above
a certain level, which can be attributed to larger perceived complexity and agency costs that
require additional layers of corporate control, thereby reducing firm efficiency, and its value.
Over-diversifying does not pay as costs grow steadier than benefits do. These results accord with
the lower excess values observed for more geographically diversified sampled banks as Deutsche
Bank, BNP Paribas and Société Générale as compared to less diversified banks, as Cofitem-

Cofimur in France or DAB Bank in Germany.

4.4. Endogeneneity

As argued in the most recent literature on corporate diversification, the factors underpinning the
decision to diversify across-borders can be the same that cause the change in the market value of
the bank (Lang and Stulz, 1994, Campa and Kedia, 2002, Deng et al., 2007, Laeven and Levine,
2007). Finding that more diversified banks are more valued by the market than less diversified or
domestic banks does not constitute sufficient proof per se of the causality effect, as
overvaluation could precede diversification (Goddard et al., 2008). In other words, geographic
diversification itself may be an endogenous choice, since commercial banks that are more valued
by the market, correspondingly with a Tobin’s q larger than the benchmark, may be more likely
to diversify their activities entering foreign countries. For instance ABN Amro, BBVA, BNP
Paribas, CIT Group Inc, Goldman Sachs, and UBS, all exhibit positive excess values and are
present in more than 40% of the sampled countries.

To address this endogeneity issue, we re-estimated our baseline specification using the
instrumental variables (V) method. As instruments for our key dependent variable we use two
measures: regulatory quality and economic freedom. Regulatory quality is a dimension of

governance, broadly defined as the process by which authority in a country is exercised, and it

 The graph of the coefficient of geographic diversity for the rolling quantiles confirms that the effect is larger for
medium degrees of diversification. The outputs are available from the authors upon request.
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captures governmental policies and regulations underpinning private sector development
(Kaufman et al., 2009)." For instance, Luxembourg, Singapore, Finland, Hong Kong, Denmark,
and U.K. get higher scores of regulatory quality. As expected, our unreported first stage
regressions show a positive and statistically significant relationship between regulatory quality
and geographical diversification.'® Economic freedom is proxied by the annual score based on 10
measures of economic openness, regulatory efficiency, the rule of law, and competitiveness.®’
The basic principles of economic freedom emphasized in the score are individual empowerment,
equitable treatment, and the promotion of competition. A higher score represents countries with
higher economic freedom, where government intervention in the labor, capital and goods market
iIs more limited, as in Hong Kong, Singapore, Ireland, U.S., U.K., Australia, Switzerland, and
Luxembourg. Panels 1 to 3 of Table 6 present the results of different specifications obtained
using regulatory quality as an instrument (and including as additional controls in the first stage
regression, all other variables in the second stage specification). Panels 4 to 6 present the results
using instead economic freedom. In all cases our baseline results are confirmed, if not reinforced,
showing a significant diversification premium.

Finally, we considered an alternative way to address the problem of non-random or self
selection of banks into diversification, using a Heckman two-step selection model, as in Campa
and Kedia (2002), Laeven and Levine (2007) and Dastidar (2009). In the first step of the
Heckman procedure we estimate the probability that a bank is diversified, according to our
baseline threshold, using a probit specification. We then calculate the inverse Mill’s ratio and
include it in our baseline specification estimating the effect of geographic diversification on
bank’s excess value. In the selection model we include as controls the log of assets, returns on

assets, leverage, a S&P dummy coded one if the commercial bank is included in the S&P

% Regulatory quality is from the World Bank data base (Worldwide Governance Indicators, available at
www.worldbank.org/wbi/governance), as in Kaufman et al. (2009) and is averaged from 2002 to 2006 to avoid year
specific events. It ranges from -1.094 (Venezuela) to 1.906 (Luxembourg) with a mean of 0.745. Higher values
pertain to better governance outcomes.

16 Available from the authors upon request.

" The source is the Heritage Foundation (http://www.heritage.org/Index/). Economic freedom is an average of the
scores of ten country indicators: Business Freedom, Trade Freedom, Fiscal Freedom, Government Spending,
Monetary Freedom, Investment Freedom, Financial Freedom, Property rights, Freedom from Corruption, Labor
Freedom. They are scaled from 0 to 100, where 100 represent the maximum freedom. The sampled values range
from 49.77 (Venezuela) to 89.58 (Hong Kong). Again we take the averaged value from 2002 to 2006 to smoothen
the effect of year specific events (e.g. Slovakia has experienced significant yearly changes).
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financial index, and, in an additional specification, the share of diversified banks in the country
and the index of regulatory quality.

The results reported in Table 7 show that, for both our specifications — including or
excluding the share of diversified banks in the country and the index of regulatory quality in the
first stage regression (Panels 1 and 2, respectively) — the selection parameter lambda is negative,
implying that commercial banks’ traits linked with geographical diversification are associated
with lower excess value.'® However, the selection effect is not statistically significant, suggesting
that it is not driving our results. Indeed, the coefficient of geographic diversification is also in

this case positive and statistically significant at the 5% level.

5. Conclusions

The recent financial crisis has cast massive doubts on the role of large multinational banks,
suggesting that they are too risky, too interconnected, and that they pose gigantic moral hazard
problems. In other words they are too big. While a mounting political consensus is building
around this view (but see Dermine and Schoenmaker, 2010, for an influential opposite
perspective), even before the crisis the economic literature had not analyzed the pros and cons of
international bank diversification from the shareholders’ point of view. In this paper we have
filled this gap providing robust evidence that multinational banks create economic value.
Contrary to the recent findings that asset-and income-diversified financial intermediaries trade at
a discount with respect to their more focused peers (Laeven and Levine, 2007, and Schmid and
Walter, 2009), we show that internationally diversified banks trade at a premium, similar to the
domestically diversified banks in the U.S. (Deng and Elyasiani, 2008). Our estimates of the
impact of international diversification on banks’ excess value are both economically and
statistically significant, and they are robust to the use of different definitions of diversification, to
the possible effects of outliers, and to controlling for potential endogeneity problems.

Our findings provide a sound rationale for the momentous process of bank
internationalization of the last decades. However, while we show that these operations were
value enhancing for the shareholders, we have not the pretence of arguing that this was without
consequences. As the recent financial crisis is suggesting, the benefits of geographic

diversification might have come from easier access to risk taking activities that have not been

8 This result is also consistent with the previous findings using instrumental variables, showing a larger
diversification premium than that estimated with robust regressions.
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properly appraised by external investors. The links between bank value, geographic
diversification and risk taking seems a promising field for future research.

21



References

Acharya, Viral V., Iftekhar Hasan, and Anthony Saunders, 2006, Should banks be diversified?
Evidence from individual bank loan portfolios, Journal of Business 79(3), 1355-1412.

Alessandrini, Piero, Andrea F. Presbitero, and Alberto Zazzaro, 2009, Banks, distances and firms’
financing constraints, Review of Finance 13(2), 261-307.

Altunbas Yener, and David Marqués-lbanez, 2008, Mergers and acquisitions and bank
performance in Europe. The role of strategic similarities, Journal of Economic Business
60(3) 204-222.

Amel, Dean, Colleen Barnes, Fabio Panetta, and Carmelo Salleo, 2004, Consolidation and
efficiency in the financial sector: A review of the international evidence, Journal of
Banking and Finance 28(10), 2493-2519.

Amihud, Yakov, and Baruch Lev, 1981, Risk reduction as a managerial motive for conglomerate
mergers, The Rand Journal of Economics 12(2), 605-617.

Amihud, Yakov, Gayle DeLong, and Anthony Saunders, 2002, The effects of cross-border bank
mergers on bank risk and value, Journal of International Money and Finance 21(6), 857—
877.

Baele, Lieven, Olivier De Jonghe, and Rudi Vander Vennet, 2007, Does the stock market value
bank diversification? Journal of Banking and Finance 31(7), 1999-2023.

Barba Navaretti, Giorgio, and Anthony Venables, 2004, Multinational Firms in the World
Economy (Princeton University Press).

Barros, Carlos P., Candida Ferreira, and Jonathan Williams, 2007, Analyzing the determinants of
performance of best and worst European banks: A mixed logit approach, Journal of
Banking and Finance 31(7), 2189-2203.

Berger, Philip, and Eli Ofek, 1995, Diversification’s effect on firm value, Journal of Financial
Economics 37(1), 39-65.

Berger, Allen N., Qinglei Dai, Steven Ongena, and David C. Smith, 2003, To what extent will the
banking industry be globalized? A study of bank nationality and reach in 20 European
nations, Journal of Banking and Finance 27(3) 383-415.

Berger, Allen N., Claudia Buch, Gayle DeLong, and Robert DeYoung, 2004, Exporting financial
institutions management via foreign direct investment mergers and acquisitions, Journal of
International Money and Finance 23(3), 333-366.

Bodnar, Gordon M., Charles Tang, and Joseph Weintrop, 1997, Both sides of corporate
diversification: The value impacts of geo-graphic and industrial diversification, NBER
Working paper no. 6224.

Bradley, Michael, Anand Desai, and Han Kim, 1988, Synergistic gains from corporate
acquisitions and their division between target and acquiring firms, Journal of Financial
Economics 21(1), 3-40.

Buch, Claudia M., 2003, Information or regulation: What drives the international activities of
commercial banks? Journal of Money Credit and Banking 35(6), 851-869.

22



Buch, Claudia M., and Gayle DeLong, 2004, Cross-border bank mergers: What lures the rare
animal? Journal of Banking and Finance 28(9), 2077-2102.

Buch, Claudia, and Alexander Lipponer, 2007, FDI versus exports: Evidence from German banks,
Journal of Banking and Finance 31(3), 805-826.

Buckley, Peter J., and Mark C. Casson, 1976, The future of the multinational enterprise (Homes
& Meier, London).

Caiazza, Stefano, Alberto F. Pozzolo, and Giovanni Trovato, 2009, Are domestic and cross-
border M&As different? Cross-Country evidence from the banking sector, available at
SSRN: http://ssrn.com/abstract=1443919.

Caiazza, Stefano, Andrew Clare, and Alberto F. Pozzolo, 2010, What do foreigners want?
Evidence from targets in bank cross-border M&As, Unpublished manuscript, Universita del
Molise.

Cameron, Adrian C., and Pravin K. Trivedi, 2009, Microeconomics using Stata (Stata Press
books).

Campa Jose M., and Simi Kedia, 2002, Explaining the diversification discount, Journal of
Finance 57(4), 1731-1762.

Campa Jose M., and Ignacio Hernando, 2006, M&As performance in the European financial
industry, Journal of Banking and Finance 30(12), 3367—3392.

Caves, Richard E., 1996, Multinational enterprise and economic analysis (Cambridge University
Press).

Claessens, Stijn, Asli Demirgiic-Kunt, and Harry Huizinga, 2001, How does foreign entry affect
domestic banking markets? Journal of Banking and Finance 25(5), 891-911.

Claessens, Stijn, and Neeltje Van Horen, 2007, Location decisions of foreign banks and
competitive advantages, World Bank Working paper no. 4113.

Cornett, Marcia M, Gayane Hovakimian, Darius Palia, and Hassan Tehranian, 2003, The impact
of the manager—shareholder conflict on acquiring bank returns, Journal of Banking and
Finance 27(1), 103-131.

Cornett, Marcia M, Jamie J. McNutt, and Hassan Tehranian, 2006, Performance changes around
bank mergers: Revenue enhancements versus cost reductions, Journal of Money, Credit
and Banking 38(4), 1013-1050.

Correia, Ricardo, 2009, Cross-border bank acquisitions: is there a performance effect? Journal of
Financial Services Research 36(2), 169-197.

Cybo-Ottone, Alberto, and Maurizio Murgia, 2000, Mergers and shareholder wealth in European
banking, Journal of Banking and Finance 24(6), 831-859.

Dastidar, Protiti, 2009, International corporate diversification and performance: Does firm self-
selection matter? Journal of International Business Studies 40(1), 71-85.

DeLong, Gayle L., 2001, Stockholder Gains from Focusing Versus Diversifying Bank Mergers,
Journal of Financial Economics 59(2), 221-252.

23



DeLong, Gayle L, 2003, Does long-term performance of mergers match market expectations?
Evidence from the U.S. banking industry, Financial Management 32(2), 5-25.

Deng, Saying, Elyas Elyasiani, and Connie Mao, 2007, Diversification and the cost of debt of
bank holding companies, Journal of Banking and Finance 31(12), 2453-2473.

Deng, Saying, and Elyas Elyasiani, 2008, Geographic diversification, bank holding company
value, and risk, Journal of Money, Credit and Banking 40(6), 1217-1238.

Denis, David J., Diane K. Denis, and Keven Yost, 2002, Global diversification, industrial
diversification, and firm value, Journal of Finance 57(5), 1951-1979.

Dermine, Jean, and Dirk Schoenmaker, 2010, In banking, is small beautiful? (New York
University Salomon Center and Wiley Periodicals, Inc.).

Drucker, Steven D. and Manju Puri, 2006, Banks in capital markets, in B. Espen Eckbo ed.:
Handbook of corporate finance: empirical corporate finance (North Holland, Amsterdam).

Edwards, Corwin D., 1955, Conglomerate bigness as a source of power, in G. Stigler ed.:
Business Concentration and Price Policy, 331-352 (Princeton University Press, New
Jersey).

Fauver, Larry, Joel F. Houston, and Andy Naranjo, 2004, Cross-country evidence on the value of
corporate industrial and international diversification, Journal of Corporate Finance 10(5),
729-752.

Focarelli, Dario, and Alberto F. Pozzolo, 2001, The patterns of cross-border bank mergers and
shareholdings in OECD countries, Journal of Banking and Finance 25(12), 2305-2337.

Focarelli, Dario, and Alberto F. Pozzolo, 2005, Where do banks expand abroad? An empirical
analysis, Journal of Business 78(6), 2435-2463.

Focarelli, Dario, and Alberto F. Pozzolo, 2008, Cross-border M&As in the financial sector: Is
banking different from insurance? Journal of Banking and Finance 32(1), 15-29.

Focarelli, Dario, David Marques-lbanez, and Alberto F. Pozzolo, 2010, Are universal banks
better underwriters? Evidence from the last days of the Glass-Steagall Act, Unpublished
manuscript, ECB.

Goddard, John, Donald McK:illop, and John S. Wilson, 2008, The diversification and financial
performance of US credit unions, Journal of Banking and Finance 32(10), 1836-1849.

Hauswald, Robert, H., and Valentina G. Bruno, 2009, The Real Effect of Foreign Banks, Paolo
Baffi Centre Research paper no. 2009-50.

Helpman, Elhanan, 2006, Trade, FDI, and the organization of firms, Harvard Institute of
Economic Research Working paper no. 2118.

Houston, Joel F., Christopher James, and David Marcus, 1997, Capital market frictions and the
role of internal capital markets in banking, Journal of Financial Economics 46(2) 135-164.

Hughes, Joseph P., William W. Lang, Loretta J. Mester, and Choon-Geol Moon, 1996, Efficient
banking under interstate branching, Journal of Money, Credit, and Banking 28(4), 1045-
1071.

24



Hughes, Joseph P., William W. Lang, Loretta J. Mester, and Choon-Geol Moon, 1999, The dollar
and sense of bank consolidation, Journal of Banking and Finance 23(2), 291-324.

Jayaratne, Jith, and Phil Strahan, 1996, The finance-growth nexus: Evidence from bank branch
deregulation, Quarterly Journal of Economics 101(3), 639-670.

Jensen, Michael C., 1986, Agency costs of free cash flow, corporate finance, and takeovers,
American Economic Review Papers and Proceedings 76(2), 323-329.

Jensen, Michael C., and William H. Meckling, 1976, Theory of the firm: managerial behavior,
agency costs, and ownership structure, Journal of Financial Economics 3(4), 305-360.

Jensen Michael C., and Kevin J. Murphy, 1990, performance pay and top management incentives,
Journal of Political Economy 98(2), 225-264.

Kaufman, Daniel, Aart Kraay, and Massimo Mastryzzi, 2009, Governance matters VIII:
Aggregate and individual governance indicators 1996-2008, World Bank Working paper
no. 4978.

Koenker, Roger W., and Gilbert Basset Jr., 1978, Regression quantiles, Econometrica 46(1), 33-
50.

Kroszner, Randall S., and Raghuram Rajan, 1994, Is the Glass—Steagall act justified? A study of
the US experience with universal banking before 1933, American Economic Review 84(4),
810-832.

Laeven, Luc, and Ross Levine, 2007, Is there a diversification discount in financial
conglomerates? Journal of Financial Economics 85(2), 331-367.

Lamont, Owen, 1997, Cash flow and investment: Evidence from internal capital markets, Journal
of Finance 52(1), 83-110.

Lamont, Owen, and Christopher A. Polk, 2002, Does diversification destroy value? Evidence
from the industry shocks, Journal of Financial Economics 63(1), 51-77.

Lang, Larry, and René M. Stulz, 1994, Tobin’s q, corporate diversification, and firm performance,
Journal of Political Economy 102(6), 1248-1280.

Lelyveld, Iman van, and Klaas Knot, 2009, Do financial conglomerates create or destroy value?
Evidence for the EU, Journal of Banking and Finance 33(12), 2312-2321.

Lewellen, Wilbur G., 1971, A pure financial rationale for the conglomerate merger, Journal of
Finance 26(2) 521-537.

Li, Guoying, 1985, Robust regression, in Shapes, D., C. Hoaglin, F. Mosteller, and J.W. Tukey
eds.: Exploring Data Tables, Trends (Wiley, New York).

Lindberg, Eric B., and Stephen A. Ross, 1981, Tobin's g ratio and industrial organization,
Journal of Business 54(1), 1-32.

Maksimovic, Vojislav, and Gordon M. Phillips, 2001, The market for corporate assets: who
engages in mergers and asset sales and are there efficiency gains? Journal of Finance 57(6),
2019-2065.

Markusen, James R., 2004, Multinational firms and the theory of international trade (MIT Press).

25



Martin, John D., and Akin Sayrak, 2003, Corporate Diversification and shareholder value: A
survey of recent literature, Journal of Corporate Finance 9(1), 37-57.

Mercieca, Steve, Klaus Schaek, and Simon Wolfe, 2007, Small European banks: Benefits from
diversification? Journal of Banking and Finance 31(7), 1975-1998.

Moeller, Sara B., and Frederik P. Schlingemann, 2005, Global diversification and bidder gains: A
comparison between cross-border and domestic acquisitions, Journal of Banking and
Finance 29(3), 533-564.

Montgomery, Cynthia A., 1994, Corporate Diversification, Journal of Economic Perspectives
8(3), 163-178.

Morck, Randall, and Bernard Yeung, 1991, Why investors value multinationality, Journal of
Business 64(2), 165-187.

Morgan, Donald P., 2002, Rating banks: Risk and uncertainty in an opaque industry, American
Economic Review 92(4), 874-888.

Morgan, Donald P., and Philip E. Strahan, 2004, Foreign bank entry and business volatility:
Evidence from U.S. States and other countries, in Ahumada, L.A., and J.R. Fuentes eds.:
Banking Market Structure and Monetary Policy (Central Bank of Chile, Santiago, Chile).

Morgan, Donald P., and Katherine Samolyk, 2005, Bigger and Wider. The (neglected) benefits of
geographic diversification in banking, Unpublished manuscript, Federal Reserve Bank of
New York.

Petersen, Mitchel A., and Raghuram Rajan, 1994, The benefits of lending relationships: Evidence
from small business data, Journal of Finance 49(1), 3-37.

Puri, Manju, 1996, Commercial banks in investment banking: conflicts of interest or certification
role, Journal of Financial Economics 40(3), 373-401.

Rajan, Raghuram G., 1992, Insiders and outsiders: the choice between relationship and arms
length debt, Journal of Finance 47(4), 1367-1400.

Rajan, Raghuram G., 1998, The past and future of commercial banking viewed through an
incomplete contract lens, Journal of Money Credit and Banking 30, 524(3)-550.

Rajan, Raghuram, Henri Servaes, and Luigi Zingales, 2000, The cost of diversity: The
diversification discount and inefficient investment, Journal of Finance 55(1), 35-80.

Rose, Peter S., 1996, The diversification and cost effects of interstate banking, Financial Review
31(2), 431-452.

Saunders, Anthony, 1994, Banking and commerce: An overview of the public policy issues,
Journal of Banking and Finance 18(2), 231-254.

Schmid, Markus M., and Ingo Walter, 2009, Do financial conglomerates create of destroy
economic value? Journal of Financial Intermediation 18(2), 193-216.

Sharpe, Steven A., 1990, Asymmetric Information, bank lending and implicit contracts: A
stylized model of customer relationships, Journal of Finance 45(4), 1069-87.

26


http://www.sciencedirect.com/science?_ob=ArticleURL&_udi=B6VCY-4WH8C76-1&_user=2460015&_coverDate=12%2F31%2F2009&_rdoc=1&_fmt=high&_orig=search&_sort=d&_docanchor=&view=c&_searchStrId=1203908482&_rerunOrigin=google&_acct=C000057399&_version=1&_urlVersion=0&_userid=2460015&md5=3bd9b1ca51d5293dc850f1c17046f982#bbib28

Shleifer, Andrei, and Robert W. Vishny, 1990a, The new theory of the firm. Equilibrium short
horizons of investors and firms. American Economic Review Papers and Proceedings 80(2),
148-153.

Shleifer, Andrei, and Robert W. Vishny, 1990b, The takeover wave of the 1980s, Science
249(4970), 745-749.

Stein, Jeremy C., 1997, Internal capital markets and the competition for corporate resources,
Journal of Finance 52(1), 111-133.

Stiroh, Kevin J, and Adrienne Rumble, 2006, The dark side of diversification: The case of US
financial holding companies, Journal of Banking and Finance 30(8), 2131-2161.

Vander Vennet, Rudi, 2002, Cost and profit efficiency of financial conglomerates and universal
banks in Europe, Journal of Money, Credit and Banking 34(1), 254-282.

Villalonga, Belen, 2004a, Diversification discount or premium? New evidence from the business
information tracking series, Journal of Finance 59(2), 479-506.

Villalonga, Belen, 2004b, Does diversification cause the diversification discount? Financial
Management 33(2), 5-27.

Williams, Barry, 1997, Positive theories of multinational banking: Eclectic theory versus
internalisation theory, Journal of Economic Surveys 11(1), 71-100.

Zhang, Hao, 1995, Wealth effects of U.S. bank takeovers, Applied Financial Economics 5(5), 29-
36.

27



Table 1
Summary statistics

We use excess value as the dependent to proxy for market value and for bank j it equals its Tobin’s g minus its adjusted q.
Adjusted gj = oj 01 + (1 - &) 0p, Where q; is the average of the gs of above the threshold (highly) geographically diversified
multinational commercial banks and g, represents the average gs for banks equal or below the threshold (we present statistics for
0.7 and 0.9 thresholds). For bank j a is the index of foreign geographical dispersion, where aj = nj / Npay , N; is the number of
foreign countries where the bank j has a subsidiary, and ny, is the maximum number of foreign countries where the most
diversified bank has subsidiaries. Geographic diversity is the ratio ratio of nj; to Npa , where nj; is the number of foreign
countries where the bank j has a subsidiary in year t, and npay: is the maximum number of foreign countries where the most
diversified bank has subsidiaries, in a year t. Two controls for geographic diversification are: (i) the subsidiaries concentration,
proxied by a transformed Hirsch-Herfindhal index (HHI): 1 — Yj(subsidiary; assets/total subsidiaries assets)? ; (ii) the geographic
dispersion of subsidiaries (geographic share): 1 — [(total subsidiaries assets — foreign subsidiaries assets) / (total subsidiaries
assets)]. Bank controls: (i) the logarithm of total assets (log assets); (ii) the logarithm of total operating income (log income); (iii)
access to funding is proxied by deposits to liabilities; (iv) capitalization is proxied by equity to assets; (v) ROA as a proxy for
profitability; (vi) a dummy variable for whether the bank is in the S&P financial listings; (vii) a dummy variable for whether the
bank in listed in the New York Stock Exchange. Home country controls: (i) size proxied by gross national income per capita; (ii)
annual inflation; (iii) share of diversified banks, for which we use the data from the 577 sampled banks with a known value for
geographic diversification and then compute the percentage of banks with known foreign subsidiaries in each country of origin,
on a yearly basis. We plug-in additional variables to proxy for bank asset and income diversification: (i) asset diversity: 1- |(net
loans — other earning assets)/ total earning assets| @; (ii) loans to total earning assets (loans to assets); (iii) income diversity: 1-
|(net interest income — other operating income) / total operating income|®; (iv) net interest income to total operating income.

2001 2002 2003 2004 2005 2006 2007 2001-2007

Variable Mean Mean Mean Mean Mean Mean Mean Mean Min. Max

St. Dev St.Dev St.Dev St.Dev St.Dev St.Dev St.Dev St Dev ’ ’

Excess value 07 -0.02 0,04  -0.02 0.00 0.03 0.02 0.00 0.004 -0.75 1.89
0.19 0.15 0.16 0.17 0.21 0.13 0.12 0.16

Excess value 09 -0.02 0,04  -0.02 0.00 0.03 0.02 0.00 0.004 -0.75 1.89
1.94 0.15 0.16 0.17 0.21 0.13 0.12 0.16

Geographic diversity (n / Nya) 0.10 0.09 0.11 0.11 0.06 0.06 0.04 0.070  0.00 1.00
0.19 0.17 0.19 0.19 0.14 0.16 0.10 0.16

Hirsch-Herfindhal Index (HHI) 0.16 0.16 0.17 0.16 0.18 0.17 0.17 0.17 0.00 0.88
0.25 0.23 0.25 0.24 0.26 0.26 0.24 0.25

Geographic diversification (share) 0.17 0.18 0.17 0.17 0.18 0.16 0.18 0.17  0.00 1.00
0.32 0.31 0.30 0.32 0.32 0.30 0.32 0.31

Log assets 6,73 6,77 6,84 6,90 6,94 7,03 7,13 691 3,89 9,45
0,89 0,88 0,88 0,87 0,85 0,83 0,82 0,87

Log income 4,88 4,95 5,02 5,14 5,22 5,27 5,35 514 1,63 7,56
0,87 0,88 0,86 0,85 0,81 0,82 0,83 0,86

Deposits to liabilities 0,90 0,90 0,90 0,88 0,88 0,87 0,86 0,88 0,00 5,74
0,15 0,14 0,25 0,14 0,14 0,15 0,15 0,16

Equity to assets 0,08 0,08 0,08 0,09 0,09 0,09 0,09 0,09 -0,31 0,77
0,07 0,06 0,06 0,06 0,07 0,07 0,06 0,06

ROA 0,53 0,41 0,38 0,36 0,34 0,30 0,16 0,36 -1,34 150
0,50 0,49 0,49 0,48 0,47 0,46 0,37 0,48

Dummy (S&P listed) 0,69 0,75 1,06 1,09 1,26 1,26 1,12 1,04 0,00 1,00
1,56 1,63 1,39 1,18 1,31 1,50 1,29 1,42

Dummy (NYSE listed) 0,07 0,10 0,10 0,10 0,10 0,10 0,10 0,10 0,00 1,00
0,30 0,30 0,30 0,30 0,30 0,30 0,30 0,30
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Table 1 Continued

2001 2002 2003 2004 2005 2006 2007 2001-2007

Variable Mean Mean Mean Mean Mean Mean Mean Mean Min. Max

St. Dev  St.Dev St.Dev St.Dev St.Dev St.Dev St.Dev St Dev ’ ’

Per capita GNI growth -0,01 0,09 0,16 0,13 0,08 0,08 0,09 0,09 -0,42 042
0,06 0,07 0,07 0,06 0,07 0,08 0,07 0,08

Inflation 2,89 3,26 3,12 4,02 4,31 4,06 3,36 3,58 -8,00 53,00
6,73 6,11 5,36 4,93 6,01 4,56 3,91 5,48

Share of diversified banks 0.07 0,07 0,07 0,07 0,07 0,07 0,07 0,07 0,00 1,00
0,25 0,25 0,25 0,25 0,25 0,25 0,25 0,25

Income diversity 0.58 0.59 0.61 0.65 0.66 0.67 0.66 0.63 0.00 1.00
0.28 0.28 0.26 0.25 0.24 0.24 0.24 0.26

Net interest income to 0.70 0.47 0.64 0.66 0.56 0.55 0.63 0.60 -9.70 9.49

total operating income 2.35 2.28 2.15 1.78 1.77 1.71 1.76 1.96

Asset diversity 0.58 0.60 0.61 0.61 0.60 0.59 0.58 0.60 0.00 1.00
0.28 0.28 0.28 0.27 0.25 0.25 0.25 0.26

Loans to assets 0.65 0.64 0.64 0.64 0.64 0.66 0.67 0.65 0.00 1.00
0.21 0.20 0.20 0,19 0.19 0.18 0.18 0.19

@ Other earning assets include securities and investments.
® QOther operating income includes investment income, foreign exchange income, gain (loss) on sale of securities, trading account income,

commissions and fees.
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Table 2

Excess value differences for diversified and non-diversified commercial banks
In our base case a geographically diversified bank is one for which n;; t0 Npa; is above 0.7, where n;; is the number of foreign
countries where the bank j has a subsidiary in year t, and npay is the maximum number of foreign countries where the most
diversified bank has subsidiaries, in year t. We use excess value as the dependent to proxy for market value and for bank j it
equals its Tobin’s g minus its adjusted g. Adjusted q; = o q; + (1 - ;) g, Where q; is the average of the gs of above the 0.7
threshold (highly) geographically diversified multinational commercial banks and g, represents the average gs for banks equal or
below the 0.7 threshold. For bank j « is the index of foreign geographical dispersion, where oj = nj / Npe , 0y is the number of
foreign countries where the bank j has a subsidiary, and ny, is the maximum number of foreign countries where the most
diversified bank has subsidiaries. To compute q we use the ratio of the sum of market value of common stock, book value of
preference shares and minority interests, and book value of debt, to the book value of total assets. Significance at the 1 % level

is denoted by ***,

Variable Test for differences
Mean excess value 07 (t-statistic for mean differences) Diversified banks Mean  -0.005 0.0093
Non-diversified Mean 0.005 (0.33)
banks
Median excess value 07 (p-value for signed-rank test) Diversified banks Median  -0.340 4 825***
Non-diversified  \;odian 0,023 (0.000)
banks
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Table 3
Baseline specification for geographic diversity with country and year fixed effects — robust regressions

We estimate robust regressions with country and year fixed effects for listed commercial banks around the globe for
2001-2007. We use excess value as the dependent to proxy for market value and for bank j it equals its Tobin’s ¢
minus its adjusted g. Adjusted 0; = «; ; + (1 - ;) 02, where g is the average of the gs of above the 0.7 threshold
(highly) geographically diversified multinational commercial banks and g, represents the average gs for banks equal
or below the 0.7 threshold. For bank j a is the index of foreign geographical dispersion, where oj = nj/ Npay , N is the
number of foreign countries where the bank j has a subsidiary, and nn, is the maximum number of foreign countries
where the most diversified bank has subsidiaries.Geographic diversity is the ratio ratio of nj; to Npay; , Where nj; is
the number of foreign countries where the bank j has a subsidiary in year t, and Npax is the maximum number of
foreign countries where the most diversified bank has subsidiaries, in a year t. We plug-in control variables some to
proxy for bank characteristics: (i) size: log assets, the logarithm of total assets; (ii) profitability: ROA; (iii)
capitalization, proxied by equity to assets (iv) access to funding: deposits to liabilities. The p-values are in
parentheses. Significance at the 1%, 5%, and 10% level is denoted by ***, ** and *, respectively.

dependent: excess value

(1) (2) (3)
Geographic diversity 0.027 *** 0.025 ** 0.060 ***
(0.010) (0.019) (0.000)
Log assets 0.002 -0.016 *** -0.016 ***
(0.384) (0,000) (0.000)
Log income 0.015 *** 0.014 ***
(0.000) (0.000)
ROA 0.012 *** 0.018 *** 0.014 ***
(0.000) (0.000) (0.000)
Equity to assets 0.067 * -0.075 * 0.007
(0.087) (0.097) (0.870)
Deposits to liabilities 0.064 ***
(0.000)
Constant -0.001 0.119 ** -0.014
(0.975) (0.013) (0.768)
Country effects Yes Yes Yes
Year effects Yes Yes Yes
Number of observations 1,522 1,414 1,409
Adjusted R? 0.79 0.79 0.79
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Table 4
Robustness tests for geographic diversity

We estimate robust regressions with country and year fixed effects, for the period 2001-2007 and listed commercial banks around the globe. We use excess value
as the dependent to proxy for market value and for bank j it equals its Tobin’s g minus its adjusted g. We use excess value as the dependent to proxy for market
value and for bank j it equals its Tobin’s g minus its adjusted g. Adjusted g; = a; q1 + (1 - a;) g2 , Where g is the average of the gs of above the threshold (highly)
geographically diversified multinational commercial banks and g, represents the average gs for banks equal or below the threshold (in Panels 1-4 and 8-14 we use
the 0.7 threshold; in Panel 5 we use the 0.9 threshold; and in Panel 6 the 0.5 threshold). For bank j a is the index of foreign geographical dispersion, where aj = n;
I Nmax, Njis the number of foreign countries where the bank j has a subsidiary, and npa is the maximum number of foreign countries where the most diversified
bank has subsidiaries. Geographic diversity is the ratio ratio of n;; to nna , where ny; is the number of foreign countries where the bank j has a subsidiary in year
t, and Npaxt IS the maximum number of foreign countries where the most diversified bank has subsidiaries, in a year t. We use two alternative measures:
geographic share and a modified Hirsch-Herfindhal index (geo_HHI). We plug-in control variables some to proxy for bank characteristics: (i) size: log assets, the
logarithm of total assets; (ii) profitability: ROA, (iii) capitalization, proxied by equity to assets; and (iv) access to funding: deposits to liabilities. Columns 11-14
include other corporate diversity controls: (i) income diversity a proxy for diversification of income-based activities is computed as 1- |(net interest income —
other operating income (investment income, foreign exchange income, gain (loss) on sale of securities, trading account income, commissions and fees)/total
operating income|; (ii) net interest income to total operating income is used as a control variable for diversification of income-based activities; (iii) asset diversity
a proxy for diversification of asset-based activities is computed as 1- |(net loans — other earning assets)/ total earning assets; loans to total earning assets; (iv)
(loans to assets) is an activity measure is used as a control variable for diversification of asset-based activities. The p-values are in parentheses. Significance at
the 1%, 5%, and 10% level is denoted by ***, ** and *, respectively.

dependent: excess value

Alternative measures of geographic without without US, excluding

diversification 0.9 threshold0.5 thresholdwithout US Japan Japan M&A with income diversity with asset diversity
(@) @ ®d) 4) ®) (6) @) ®) 9) (10) (11) (12) (13) (14)
Geographic diversity 0.047 *** 0.065 *** 0.076 *** 0.041 *** 0.058 *** 0.070 *** 0.062 *** 0.062 *** 0.040 *** 0.021 *
(0.000) (0.000) (0.000)  (0.007) (0.000) (0.000) (0.000) (0.000) (0.000) (0.067)
Geographic share 0.011 ** 0.010 *
(0.028) (0.053)
Geo_HHI 0.029 *** 0.030 ***
(0.000) (0.000)
Log assets 0.009 *** 0.005 *  0.010 *** 0.005 ***  0.002 0.002 0.000 0.001 0.002 0.003 0.001 -0.001 0.005 *  0.003
(0.000) (0.071)  (0.000)  (0.000) (0.429) (0.437) (0.945)  (0.827) (0.443) (0.223) (0.619) (0.579) (0.088) (0.217)
ROA 0.0013*** 0.011 *** 0.013 *** 0.011 ***  0.009 *** 0.009 *** 0.004 *** 0.014 *** 0.009 *** 0.017 *** 0.010 * 0.012 *** 0.011 *** 0.011 ***
(0.000)  (0.000)  (0.000)  (0.000) (0.000) (0.000) (0.005)  (0.000) (0.000) (0.000) (0.010) (0.000) (0.000) (0.000)
Equity to assets -0.092 -0.128*  -0.095 -0.132* 0.122 *** 0.122 *** 0.231 *** 0.093 0.119 *** -0.037 0.095 ** 0.053 0.080 * 0.038
(0.135)  (0.059)  (0.127)  (0.053) (0.002) (0.002) (0.000)  (0.102) (0.002) (0.323) (0.013) (0.167) (0.047) (0.359)
Deposits to liabilities 0.016 0.027 ** 0.063 *** 0.062 *** 0.055 *** 0.062 *** 0.062 *** 0.061 *** 0.050 *** 0.045 *** 0.045 *** 0.016
(0.120)  (0.014) (0.000) (0.000) (0.000)  (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.217)
Income diversity 0.007 0.011 **

(0.108)  (0.025)
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Table 4 Continued

dependent: excess value

Alternative measures of geographic without without US, excluding

diversification 0.9 threshold0.5 thresholdwithout US Japan Japan M&A with income diversity with asset diversity
) @ @) 4) ©) (6) ) ®) 9) (10) (11 (12) (13) (14)
Net interest income to -0.001 **
operating income (0.012)
Table 4 Continued
Asset diversity -0.017 *** -0.036 ***
(0.003) (0.000)
Loans to assets -0.053 ***
(0.000)
Constant 0.046 0.018 -0.130 *** -0.112 ** -0.052 -0.056 -0.038 -0.051 -0.054 -0.048 -0.045 -0.104 **  -0.050 0.035
(0.249) (0.673)  (0.002)  (0.014) (0.244) (0.214) (0.339)  (0.423) (0.232) (0.241) (0.306) (0.021) (0.269) (0.464)
Country effects Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
Year effects Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
Number of observations 899 806 895 801 1,516 1,506 1,355 1,160 1,516 1,186 1,500 1,462 1,428 1,428
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Table 5
Geographic diversity with country and year fixed effects, in quantiles

We estimate robust regressions with country and year fixed effects for listed commercial banks around the globe for
2001-2007. We use excess value as the dependent to proxy for market value and for bank j it equals its Tobin’s g minus
its adjusted g. We use excess value as the dependent to proxy for market value and for bank j it equals its Tobin’s q
minus its adjusted g. Adjusted ¢; = a; 0; + (1 - o) 02, Where g is the average of the gs of above the 0.7 threshold (highly)
geographically diversified multinational commercial banks and g, represents the average gs for banks equal or below
the 0.7 threshold. For bank j « is the index of foreign geographical dispersion, where aj = n; / Nmax, njis the number of
foreign countries where the bank j has a subsidiary, and nn,, is the maximum number of foreign countries where the
most diversified bank has subsidiaries. Geographic diversity is the ratio ratio of nj; to Npa , Where nj is the number of
foreign countries where the bank j has a subsidiary in year t, and npay: is the maximum number of foreign countries
where the most diversified bank has subsidiaries, in a year t. We compute six quantiles for geographic diversity. We
also include some control variables to proxy for bank characteristics: (i) size: log assets, the logarithm of total assets; (ii)
profitability: ROA,; and (iii) capitalization, proxied by equity to assets. The p-values are in parentheses. Significance at
the 1%, 5%, and 10% levels is denoted by ***, ** and *, respectively.

dependent: excess value

(1) (2)
Geonl Geonl
Geon2 0.313 Geon23 0.012
(0.185) (0.935)
Geon3 -0.091
(0.602)
Geon4 0.216 el Geon45 0.154 faleiad
(0.005) (0.000)
Geon5 0.162 Fkx
(0.000)
Geon6 0.038 el Geon6 0.034 faleiad
(0.001) (0.002)
Log assets -0.002 Log assets -0.001
(0.475) (0.650)
ROA 0.012 kel ROA 0.011 faleiad
(0.000) (0.000)
Equity to assets 0.059 Equity to assets 0.069 *
(0.132) (0.080)
Constant 0.023 Constant 0.019
(0.610) (0.678)
Country effects Yes Yes
Year effects Yes Yes
Number of observations 1,522 1,522
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Table 6
Geographic diversity — controlling for endogeneity with instrumental variables

We run instrumental variables regressions to control for the endogeneity of the diversification decision with year fixed
effects, for listed commercial banks around the globe for 2001-2007. We use excess value as the dependent to proxy for
market value and for bank j it equals its Tobin’s g minus its adjusted q. We use excess value as the dependent to proxy
for market value and for bank j it equals its Tobin’s g minus its adjusted g. Adjusted g; = «; 0 + (1 - o) 02, Where ¢ is
the average of the gs of above the 0.7 threshold (highly) geographically diversified multinational commercial banks and
g, represents the average gs for banks equal or below the 0.7 threshold. For bank j « is the index of foreign geographical
dispersion, where aj = nj / npay , N; is the number of foreign countries where the bank j has a subsidiary, and Ny, is the
maximum number of foreign countries where the most diversified bank has subsidiaries. Geographic diversity is the
ratio ratio of nj; to Npa; , Where ny; is the number of foreign countries where the bank j has a subsidiary in year t, and
Nmaxt 1S the maximum number of foreign countries where the most diversified bank has subsidiaries, in a year t. We use
regulatory quality as an instrument in columns 1-3 and economic freedom as an instrument in columns 4-6. Other
instruments comprise: (i) log of assets, the logarithm of total assets; (ii) ROA; and (iii) the share of diversified banks.
The p-values are in parentheses. Significance at the 1%, 5%, and 10% level is denoted by ***, ** and *, respectively.

dependent: excess value

(1) (2) 3) 4) (5) (6)
Geographic diversity 0.260 *** 0.409 *** (0.115 ** (0.653 *** 0.428 *** 0.076
(0.000) (0.000) (0.014) (0.000) (0.000) (0.105)

Country effects No No No No No No

Year effects Yes Yes Yes Yes Yes Yes
Number of observations 1,525 1,506 1,506 1,525 1,506 1,506
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Table 7

Geographic diversity — Heckman selection model
We run a two-part Heckman selection model to control for the self-selection, with country and year fixed effects for
listed commercial banks around the globe for 2001-2007. We use excess value as the dependent to proxy for market
value and for bank j it equals its Tobin’s g minus its adjusted g. We use excess value as the dependent to proxy for
market value and for bank j it equals its Tobin’s g minus its adjusted g. Adjusted g; = «; 0; + (1 - o) 02, Where g is the
average of the gs of above the 0.7 threshold (highly) geographically diversified multinational commercial banks and q,
represents the average gs for banks equal or below the 0.7 threshold. For bank j a is the index of foreign geographical
dispersion, where aj = n;/ npa , N; is the number of foreign countries where the bank j has a subsidiary, and npye is the
maximum number of foreign countries where the most diversified bank has subsidiaries. Geographic diversity is the
ratio ratio of nj; to Npa; , Where ny; is the number of foreign countries where the bank j has a subsidiary in year t, and
Nmaxt 1S the maximum number of foreign countries where the most diversified bank has subsidiaries, in a year t. We use
the following controls: log of assets, ROA, equity to assets, share of diversified banks (only in model 2), and a S&P
dummy coded one if the commercial bank is included in the S&P financial index. In model 2 we plug-in regulatory
quality as an additional regressor in the first stage probit regression, for robustness.The p-values are in parentheses.
Significance at the 1%, 5%, and 10% level is denoted by ***, ** and *, respectively.

dependent: excess value

1) (2)
Geographic diversity 0.047  *** 0.047  **
(0.005) (0.022)
Lambda (A) -0.007 -0.011
(0.475) (0.372)
Country effects Yes Yes
Year effects Yes Yes
Number of observations 3,779 3,616
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