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Key points

¢ Globalization of financial institutions appears to have generally improved
financial stability from the perspective of individual institutions and in the
face of relatively small shocks.

e Butincreased international linkages within and across large institutions may
make severe crises more broad-ranging and complicated to deal with.

e Policy makers need to make sure that ongoing oversight of internationalized
financial institutions is effectively coordinated cross-border, and that crisis
management arrangements are sound.

The trend toward greater globalization of financial institutions is closely intertwined
with other structural changes in the financial sector, including the growth of
conglomerates combining a range of different financial sector activities; the large number
of mergers and acquisitions; ongoing securitization and the expansion of derivatives; and
improved risk management capacities
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Of all types of financial institutions, banks have been the most active in pursuing an
international presence. The increase in foreign ownership has been particularly rapid in
Eastern Europe and in Latin America.



For individual institutions, cross-border diversification appears to yield benefits in
terms of profitability and market valuation, and in terms of soundness indicators. But it
remains a question whether cross-border diversification has led to a decline in the
systemic risk of these institutions as a group, especially in the face of severe adverse
events. When banks as a group diversify internationally, systems may become more
vulnerable to large common shocks and to spillover effects. For example, trading and
other linkages between large globalized institutions appear to have increased. And major
local and international banking markets are more concentrated, with a relatively small
number of large international institutions having a central role in a number of them. Such
effects may raise potential systemic risks in financial systems and internationally.

For host countries, the presence of strong foreign banks seems to have made their
banking systems more resistant to traditional domestic banking crises. However,
foreign-owned banks may have also become channels through which other vulnerabilities
could build up. Financial systems with substantial foreign bank presence are more
vulnerable to foreign shocks that affect the parent banks, for example. Those shocks may,
in some cases, be larger and more difficult for the local authorities to deal with, or to
even see coming.

To maximize the benefits of financial globalization while containing the potential
risks, policy makers need to ensure effectively coordinated oversight of
internationalized financial institutions to help prevent crises. They also need to put in
place cross-border crisis management and resolution arrangements that are sufficiently
robust to handle a severe shock and minimize spillovers. Progress is being made in these
areas, but more needs to be done, in a wider range of countries.





