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a b s t r a c t

A new wave of bank privatizations in the past decade has significantly changed the ownership structure
of banking systems around the world. This paper explores how these changes affect the allocation of cap-
ital within countries. Increases in domestic blockholder ownership of banks adversely affect the alloca-
tion of capital through increased lending activity to less productive industries and to those with less
dependence on external finance. This result is more pronounced in countries with higher levels of corrup-
tion. I find some evidence that foreign presence improves capital allocation efficiency by increasing lend-
ing to more productive industries, primarily in common law countries.

� 2011 Elsevier B.V. All rights reserved.

1. Introduction

The current global financial crisis has led to the partial nation-
alization of banks in many developed markets, which reverses a
pattern of consistent declines in government ownership of banks
throughout the world since 1970. La Porta et al. (2002) document
that government ownership of banks was still prevalent around
the world in 1995. Since then, the average government ownership
of banks (GB) has declined significantly, dropping to 21% as of
2005. Bank privatizations in the former socialist countries, includ-
ing Romania, Bulgaria, and Hungary, have led the way in the latest
wave of bank privatizations around the world. While privatizations
in these countries have led to an increase in foreign ownership of
banks (FB), other countries such as Belgium, Colombia, and Ger-
many have experienced significant increases in domestic block-
holder ownership of banks (DB). Although the impact of
privatization on bank performance has received a lot of attention
recently,1 the consequences of the resulting changes in bank owner-
ship structure on capital allocation in the corporate sector have yet
to be adequately explored. Specifically, few studies have examined
whether there is a link between a country’s banking sector owner-

ship structure and capital allocation efficiency.2 In addition, the role
of large domestic blockholders has been ignored in most studies of
bank ownership (Demirgüç-Kunt and Huizinga, 1999; Claessens
et al., 2001; Micco and Panizza, 2006).3

Allocating capital efficiently has been cited as a reason why
financial development is associated with economic growth (Beck
et al., 2000b). Banks play an important role in the allocation of cap-
ital, or more specifically, in the way credit is distributed. Compa-
nies in many countries – particularly those with less developed
equity markets and weak shareholder protection – continue to rely
on bank lending for financing (Booth et al., 2001; Giannetti, 2003).
The current credit crunch associated with the financial crisis
underscores the importance of bank lending. With this in mind,
this paper contributes to the existing literature by examining
how the vast declines in government ownership of banks around
the world affect how credit is allocated.4 I will argue that if credit
is allocated efficiently, more credit should be provided to industries
that contribute more to GDP (generate more value added). In some
robustness tests, I also use Wurgler’s (2000) definition of capital
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1 Clarke et al. (2005) provide good summaries of the existing literature on the
effects of bank privatization on bank performance.

2 Beck and Levine (2002) explore whether having a bank or market-based system
matters for capital allocation efficiency. They do not find any evidence that this
matters. In addition, more recently, Morck et al. (forthcoming) find evidence of poor
capital allocation, slower economic growth and productivity in countries where
tycoons and families control the banking sector.

3 Caprio et al. (2007) study the link between governance and bank valuation, and
find that larger cash flow rights by the controlling owners boost valuation.

4 Bank ownership has been shown to be an important determinant of the
composition of banks’ loan portfolios (De Haas et al., 2010).
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allocation efficiency as the extent to which investment increases in
growing industries and decreases in declining industries.5

Government ownership of banks has been associated with sub-
par bank performance (Mian, 2003; Micco et al., 2007), in line with
the political view, which argues that government control of finan-
cial institutions politicizes resource allocation for the sake of
advancing certain political agendas (e.g. obtaining votes, bribing
office holders), and, by pursuing such objectives, economic effi-
ciency is hampered (Shleifer and Vishny, 1994). Such behavior by
government-owned banks should, in turn, hurt capital allocation,
particularly in countries with a large government presence in the
banking sector; yet, this has not been explored in the literature
thus far.6 I find a negative (positive) impact on capital allocation
when declines in GB lead to increases in domestic (foreign) block-
holder presence in the banking sector.

Increases in DB are associated with increased lending to less
productive economic sectors and to industries that are not depen-
dent on external finance, suggesting a misallocation of funds by
banks controlled by domestic blockholders. An analysis of bank-le-
vel lending activity for a subset of countries in my sample corrob-
orates this finding; I document that banks controlled by domestic
blockholders allocate a higher proportion of their loan portfolio
to poor (i.e. low quality) industries. These findings are consistent
with the looting view, a pessimistic assessment of related lending
practices by banks (La Porta et al., 2003). Large domestic block-
holders of banks (e.g. local companies, wealthy individuals) typi-
cally have substantial interests in nonfinancial firms as well;
banks controlled by these domestic blockholders usually direct a
significant portion of their lending activities to related parties
(e.g. firms controlled by relatives), even when these firms are inef-
ficient.7 This behavior, observed primarily in developing countries
with poor governance (Laeven, 2001; La Porta et al., 2003), could
adversely affect capital allocation efficiency.

In contrast to the adverse impact of increased domestic block-
holder ownership of banks, increased foreign presence in the bank-
ing sector appears to improve capital allocation primarily in
common law countries. Countries experiencing increases in FB in-
crease lending to more productive industries. This new result adds
support to the findings of Giannetti and Ongena (2009) who docu-
ment that in Eastern European countries, foreign banks improve
capital allocation by mitigating the related lending problems. For-
eign banks, which have been shown to outperform local banks, pri-
marily in developing countries (Demirgüç-Kunt and Huizinga,
1999; Claessens et al., 2001), are more likely to pursue profit max-
imizing opportunities than government or domestic blockholder-
controlled banks, which may have ulterior motives. These foreign
banks will thus be more likely to direct investment to those firms
or industries with better prospects. This finding is also consistent
with the interest group theory of financial development (Rajan
and Zingales, 2003). Foreign bank presence is indicative of a more
open financial system in which there is greater competition. With
increased competition, banks that rely on relationship-based lend-
ing (incumbent financiers) will have less flexibility to pursue det-
rimental activities (e.g. lending to inefficient, but related firms).
This will in turn improve capital allocation efficiency.

The rest of this paper is organized as follows. Section 2 expands
on the discussion on the existing literature on bank ownership. In
Section 3 I present the data and methodology used in the study. In

Section 4 I describe the current state of bank ownership structure
around the world and explore the characteristics of countries that
have experienced the most drastic changes in bank ownership
structure. In Section 5 I analyze how bank ownership structure af-
fects the allocation of credit. In Section 6 I examine the impact of
changes in bank ownership structure on alternate measures of cap-
ital allocation efficiency, and I conclude in Section 7.

2. Literature review

2.1. Empirical evidence on government ownership of banks

The existing literature on government ownership of banks has
documented that this form of ownership was pervasive around
the world as of 1995, is more prevalent in poorer countries (Barth
et al., 2001a), and in countries with more interventionist and less
efficient governments and less secure property rights (La Porta
et al., 2002). The bulk of the evidence on government ownership
of banks suggests that it is associated with poor bank performance
(Berger et al., 2005; Micco et al., 2007; Lin and Zhang, 2009) and
with negative economic outcomes (La Porta et al., 2002; Barth
et al., 2004), supporting the political view.8 La Porta et al. (2002)
show that higher government ownership of banks in 1970 is associ-
ated with slower subsequent financial development and lower eco-
nomic growth. Barth et al. (2004) examine the relationship
between state ownership and banking sector development mea-
sures. They find that government ownership of banks is negatively
related to favorable banking outcomes, and positively related with
corruption. Firth et al. (2009), Micco and Panizza (2006), Sapienza
(2004), and Dinç (2005) provide further support for the political
view. Firth et al. (2009) find evidence that political connections play
a role in gaining access to bank finance in China. Micco and Panizza
(2006) find that the difference in public and private banks’ perfor-
mance widens during election years, supporting the hypothesis that
political considerations drive these results. Sapienza (2004) finds
that lending behavior of state-owned banks in Italy is affected by
electoral results of the party affiliated with the bank. In addition,
Dinç (2005) shows that government-owned banks in emerging mar-
kets significantly increase their lending in election years relative to
private banks. The author interprets this as evidence that politicians
can reward their allies and punish their opponents through their
influence on government-owned banks.

The evidence supporting the political motivations behind gov-
ernment-owned bank lending activities would support the argu-
ment that government presence in the banking sector hinders
capital allocation efficiency.9 With this in mind, this paper will test
whether the vast declines in government ownership of banks lead to
improvements in the way in which capital is allocated.

2.2. Empirical evidence on foreign ownership of banks

While government ownership of banks is associated with poor
bank performance, the bulk of the literature documents a positive
impact of foreign ownership on bank performance. Foreign-owned
banks tend to outperform their domestic peers in terms of profit-
ability and cost efficiency, primarily in emerging markets
(Claessens et al., 2001; Bonin et al., 2005; Micco et al., 2007). In
addition, several studies document the impact of foreign bank en-
try on domestic banks. Micco et al. (2007) find that foreign bank
presence is associated with increased competitiveness of the

5 Providing support for this view, Pang and Wu (2009) find that more developed
countries invest more in growing industries and less in declining ones.

6 Wurgler (2000) documents that capital allocation efficiency is negatively
correlated with the extent of government presence in the economy. He does not
look at government presence in the banking industry, however.

7 Haw et al. (2010) provide some support for this and show that banks with
concentrated ownership exhibit poor performance.

8 This view argues that government-owned institutions pursue politically moti-
vated objectives.

9 Wurgler (2000) provides indirect support for this, documenting that capital
allocation efficiency is negatively correlated with the extent of government presence
in the economy.
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