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Abstract

:

This unique study examines the interactive role of bank competition and foreign bank entry in explaining the risk-taking of banks over the globe. We used cross-country data for the banking sector from 2000 to 2016. Using the pooled regression model and Two-stage Least Squares model (2SLS with Generalized Method of Moments GMM), we document that foreign bank entry decreases the risk-taking behavior of the banks to a certain level and exhibits an inverted U-shaped relation with financial stability. Furthermore, the joint effect of bank competition and foreign bank entry brings financial fragility because host banks tend to make risky investments due to undue competition induced by foreign bank entry. We support the competition–fragility hypothesis when foreign bank entry goes beyond a certain threshold. Our results also suggest that restrictions on bank activities and capital regulation stringency reduce the level of the risk factor. We also applied various robustness tests, which further confirm our mainstream results. Our findings have policy implications for foreign investors and regulatory authorities.
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1. Introduction


International banks operate in foreign economies through local conglomerates and cross-border lending. They offer opportunities to stimulate economic growth as they bring in capital, proficiency, liquidity, and new innovative technologies, which can encourage higher competition and improved distribution of resources (Fischer 2015). International banks also have a role of risk sharing, which suggests that they help host economies stabilize their credit supply through an economic slump and that they shift funds back to the home economy when the circumstances gets worse. The role of risk sharing can also render domestic economies to greater instability from time to time, and as a result of the global financial crisis (GFC), researchers and policymakers have articulated concerns that credit policies pursued by lending economies can have adverse spillovers on emerging economies’ position of financial stability (Rey 2013). With the formulation and implementation of financial liberalization and deregulation policies, different emerging economies have undergone substantial reforms in their banking sector since the 1990s, considered by the higher existence of foreign banks.



The transfer of bank capital across the border raises interesting questions about the central role played by foreign banks; particularly, permitting participation would introduce higher financial stability into the domestic banking market. The answer to this vital question is not only crucial for policymakers to better understand the benefits of financial globalization but also ensures better policy implications for regulatory authorities to maximize their rewards from the opening of their banking sector (Wu et al. 2017). Nowadays, the leading holding companies are organizations whose operations are distributed across the globe. Generally, such types of banks are headquartered in one of the leading developed economies, but they have extensive networks of branches by which they work abroad. The accomplishments of cross-border banking groups can generate trade-offs between benefits, with greater efficiency by better diversification and costs connected with financial instability. International diversification is also an indication of country-wise risks in a bank’s portfolio (Fang et al. 2014).



The existence of foreign banks might be beneficial for the host countries’ financial market in different ways. Firstly, foreign banks’ entry tends to lessen the cost of financial intermediation and enhance its quality. Secondly, it enhances access to different financial services for firms and households. Thirdly, it increases the economic and financial performance of borrowers. All of these benefits result from an increase in the competition, technology, product innovation, and speeding up of internal restructuring (Kraft 2004). Foreign banks might have greater access to capital from abroad; they have more stable funding sources and patterns of lending than other banks. They also hold a geographically differentiated credit portfolio and would not be as affected during periods of pressure in domestic financial markets. Additionally, the international banks that are differentiated might easily captivate shocks occurring in domestic banking markets and might have a more stable source of funds. The extent of these benefits, therefore, depends on the features of the domestic market and the foreign banks themselves. In some situations, the benefits are enormous, whereas, in others, there are only marginal benefits (Polovina and Peasnell 2015).



The globalization in the banking industry has brought an incredible increase in foreign investment, generally due to a reduction in entry barriers and the lesser cost of financial intermediation. The positive effects of foreign investment include human resource development through improved higher education (Baskaran and Muchie 2008; East Asian Bureau of Economic Research and China Center for International Economic Exchanges 2016), higher remunerations in the industry (Vijaya and Kaltani 2015), and stronger corporate governance practices accruing to better performance and financial stability (Spong and Sullivan 2007; Kim et al. 2010; Peng 2017). Foreign banks’ entry in the banking industry across the globe is usually related to better performance and financial stability in the banking industry. The foreign banks’ existence is supposed to increase the relative cost benefit in terms of production and the processing of information (Okuda and Rungsomboon 2006; Saif-Alyousfi et al. 2017). The positive association between financial stability and the existence of foreign banks in the banking industry is observed from more or less the level of the competitive environment (Yeyati and Micco 2007; Jeon et al. 2011). The banking sector serves as the primary channel by which financial fragility might be transferred to the other sectors in the economy by distracting the interbank lending market, by decreasing the credit availability, and by providing a better payment mechanism. The fear is that an increased level of bank competition might add to the financial system’s fragility, which may cause regulators to concentrate on the strategic policies that preserve financial stability in the financial sector. Foreign banks’ entry also brings advantage at the macro-economic level, particularly in enhancing profitability and also financial stability. Moreover, the existence of foreign banks heightens the growth rate and also the GDP of the host economies due to the new innovative plans and proficient distribution of resources (Shen et al. 2009; Wu et al. 2012; Ukaegbu and Oino 2014).



We used a balanced panel of 95 cross countries (developed and developing) over the period from 2000 to 2016 to examine the interactive role of bank competition and foreign banks entry on the risk-taking behavior across countries (Appendix B). We used different indicators to measure the risk-taking behavior (Z-score and non-performing loans to gross loans (NPG) ratio) and also the role of bank competition measured by H-statistics, which is a nonstructural element derived from the model (Bikker et al. 2012). Applying the pooled regression and two-stage least squares (2SLS) with generalized methods of moments (GMM) and using property rights and financial freedom as the instrumental variables, this study reveals that foreign banks’ entry mitigates risk-taking behavior to a certain level and exhibits a bell-shaped relation with financial stability. The results also indicates that the interactive effect of the level of competition and foreign banks’ entry deteriorates the financial stability of the banking sector across the globe. Our robustness tests further confirms these findings. Our results also suggest that some measures of bank regulations, such as restriction on bank activities and capital regulation stringency, reduces the level of the risk factor and enhances financial stability.



This study adds to the existing literature from different perspectives. Firstly, this is one of only a few cross-country studies that emphasizes banking sectors, in which the banking industries serve as the vital source of lending due to undeveloped financial markets. Secondly, to the best of our knowledge, this is the first study that investigates not only the interactive role of foreign bank entry and competition but also analyzes the inverted U-shaped effect of foreign banks’ entry on risk-taking behavior. Thirdly, the sample of this study covers a period that comprehends the game-changing experience of the 2008 to 2009 global financial recession. Whereas the previous empirical studies have recognized the lending behavior of multinational financial institutions during the financial crisis, the existing literature emphasizes the effect of foreign banks’ entry on domestic banks’ performance and cost efficiency (De Haas and Van Lelyveld 2014; Dekle and Lee 2015). However, our research accounts for risk-taking behavior (Z-score), which is the inverse proxy for a banks’ probability of failure. The higher value of the Z-score implies the lower level of risk and greater financial stability across the globe. Fourthly, we also included the NPG ratio as an alternative measure of financial stability and to check the robustness of results. By emphasizing the different behavior of banking sectors under different economic situations, we provide new evidence on the ongoing discussions concerning the risk-taking aspects of globalization of the bank industry. This study provides valuable insight into the ambiguous relationship between foreign banks’ entry and risk-taking behavior by considering the interactive effect with bank competition, which has not been taken into account in previous studies. Finally, our analysis advances the empirical literature by applying the pooled regression model and dynamic panel estimation method to a wide range of economies as well as 2SLS with GMM estimations, which gives more rigorous handling for potential endogeneity problems.



The remainder of this paper is organized as follows: Section 2 explains the literature review related to bank completion, foreign banks’ entry, and risk-taking behavior. Section 3 explains the data set, model specification, and econometric strategy. Section 4 describes the pooled regression, 2SLS estimation results, and robustness results, and Section 5 gives the conclusion and policy recommendations.




2. Literature Review


It is well recognized that foreign investors are inclined to be dynamically involved in monitoring and disciplining imbedded managers in emerging financial markets to overcome their informational disadvantage. Some studies propose a positive association between foreign ownership and domestic banks’ operational efficiency. Levine (1997) summarized the advantage of the existence of foreign banks, including stimulation of the progress of a bank supervisory and legal structure, increased country’s access to the international capital, adoption of new banking skills and technologies, and upgrading of the quality and availability of financial services. They also found that foreign banks’ entry is beneficial to the operations of domestic banks (Claessens et al. 2001; Unite and Sullivan 2003; Ukaegbu and Oino 2014). Choi and Hasan (2005) also explained that the level of foreign banks’ entry has a positive influence on the bank’s risk and return.



Most empirical work has focused on aspects, such as the bank’s operational cost, spread of net interest, level of the bank’s profit, and credit growth (Claessens et al. 2001; Haber 2004; Gormley 2010; Claessens and Van Horen 2011, 2015). Claessens and Van Horen (2011) found that increased foreign banks’ entry is related to the lesser profitability and higher overhead costs of the domestic banks. Gormley (2010) revealed the market-wide increase in the volume of bank loans of the host banks after the entry of foreign banks. Therefore, the extent and nature of the foreign banks’ entry influence the other bank’s risk-taking behavior, but the moderating role of bank competition has not been examined. Some empirical studies suggest that foreign banks’ entry might reduce the local banks’ risk factor and enhance financial stability by stimulating a spillover of new innovative ideas and better expertise from foreign banks to local banks, encouraging local banks to invest in new technology as well as human capital and enhance their proficiency in the long run (Edison et al. 2002; Lensink and Hermes 2004; Hassan et al. 2012; Kouretas and Tsoumas 2016).



The traditional theory reveals that the entry of foreign bank strengthens the level of competition in the banking industry, which enhances the allocative and productive proficiency of the hosts’ banking industry (Vives 2011). There are also various challenging forces that might offset the beneficial influence of foreign banks’ entry and expand the risk-taking behavior of local banks to disturb financial stability. Local banks might be undesirably affected by the shift of clients after the foreign banks’ entry. On the one side, the entry of foreign banks might concentrate their credit and other services on well-informed customers, depriving the domestic banks of this market position and leaving only opaque organizations (Sengupta 2007; Ukaegbu and Oino 2014). Beck et al. (2018) argued that foreign banks’ entry affects the availability of credit for small or opaque organizations. They suggest that larger firms may get benefits from the existence of a foreign bank(s), but small firms are not affected. On the other side, investors might transfer their savings out of domestic banks into foreign banks due to the better service quality and international status, causing the domestic banks to incur more costs to attract more traditional investors or alternative investors with different sources of funding. The consistently higher overheads of liabilities may lead the domestic banks to raise their lending costs, which might cause an adverse selection problem (Kleymenova et al. 2016). Therefore, domestic banks’ fragility might escalate with the presence of foreign banks. This effect is perhaps more insightful in less developed economies, due to the limited flexibility of the domestic banks to amend their portfolio and diversify the risk factor, than banks in developed economies (Saleh 2015).



Competition might increase as foreign banks establish their business in domestic banking markets. The traditional theory reveals that a higher value of the franchise would limit the incentive to take undue risk (Claessens and Laeven 2004; Jeon et al. 2011). Therefore, if the entry of a foreign bank is related to higher competition levels, it can raise the franchise value due to the lower profitability, thus reducing the banking risk (Jiménez et al. 2013; Claessens and Van Horen 2014). Thus, the relationship between the franchise value and banks’ risk-taking behavior needs to be further examined. The high franchise value permits banks to borrow more, and then higher leverage might offset the lesser incentive of risk-taking. The competition–stability view proposes that the level of competition might strengthen financial stability since more penetrating competition would lower the interest rate and lessen the borrower’s default probability. If this effect offsets the competition–fragility influence, ceteris paribus, then domestic banks are expected to be related to greater financial stability when there is an increase in foreign bank(s) entry (Boyd and De Nicolo 2005). Claessens and Laeven (2004) applied the H-statistics model of banking sectors, based on the reduced-form revenue equation, and reported that entry is more competitive in banking sectors with a more significant presence of foreign bank(s). However, they explain that the lesser limitations on foreign bank(s) entry and fewer constraints on banking activities enhanced the level of competition. However, Yeyati and Micco (2007) proposed that the entry of a foreign bank would decrease the level of banking competition, along with a positive relationship between the foreign bank(s) entry and financial stability.



The competition–fragility hypothesis explains that higher level of competition between banks leads to an increased fragility. This point of view is also known as the ‘charter value’ view of the financial market, theoretically modelled by (Marcus 1984; Chan et al. 1986; Keeley 1990; Beck 2008). They comprehend banks when managing the risk of a portfolio. Beck (2008) revealed that banks have more incentives to take excessive risks in a more competitive environment, where there is more pressure on profits. Hence, the result is more fragile.



Furthermore, banks receive less information from their borrowers in a higher competitive environment, which decreases their incentives to monitor the borrowers. Vives (2011) explained that higher competition decreases financial stability through intensification of the coordination problem of investors and raising the incentives to take more risk and raise failure probabilities. In order to recover from financial fatalities, financial firms are more likely to finance riskier projects. Therefore, risk-taking behavior will weaken the financial stability of financial firms (Keeley 1990; Allen and Gale 2005).



Domestic banks might follow their foreign competitors in offering new innovative ideas and services to protect their market shares, which might enhance their overhead expenses and lead to higher risks if foreign banks own advantages on all of these services. Foreign banks’ entry might constrain domestic banks to raise investment in high-end technologies and also employee training. Therefore, increased expenditure is transferred to higher overheads expenses, but the benefits take some time to emerge. Subsequent losses are likely to occur, at least in the short run. Although, the supply of new services, together with the training of employees and investment on new technology, might raise a domestic bank’s efficiency and support their financial stability in the long run (Sufian and Habibullah 2010; Xu 2011). The existing empirical literature gives very limited empirical results on the interactive role of bank competition and foreign banks’ entry on risk-taking behavior across the globe. Unite and Sullivan (2003) and Modén et al. (2008) found that the increase of foreign bank entries leads to an increase in the loan loss provision by domestic banks, whereas this relationship has not been observed in another study (Claessens et al. 2001). Degryse et al. (2012) observed that the entry of foreign banks undermines the trustworthiness of domestic banks. Therefore, Agoraki et al. (2011) and Bessler and Kurmann (2014) explained the mixed results, stating that the increased foreign bank presence is related with either a low or high risk factor, which ultimately influences the financial stability across the banking sector. However, the limited evidence has motivated this research to fill the gap in the empirical literature by examining the interactive role of bank competition and foreign bank entry on risk-taking behavior across the globe.




3. Data and Methodology


The objective of our research was to examine the effect of foreign bank entry on risk-taking behavior with the moderating role of bank competition across countries. The research sample was the banking industry in a cross-country analysis of 95 countries (developed and developing) from 2000 to 2016. To classify the countries, we used the categories of the World Bank classification. Data about the risk-taking indicators, foreign bank entry, bank-specific variables, industry-specific variables, and macro-economic variables were taken from the Global Financial Development Database, International Monetary fund, World Development Indicators, and Bank Focus. Finally, the period of the analysis, 2000–2016, revealed the data availability of some of the explanatory variables. Appendix A explains all the names of the countries that were used in this research.



The number of foreign bank assets has increased over time, which is also shown in Figure 1. All of these movements exhibit that the relative importance of foreign banks has increased extensively, from an average of 30.62% in 2000 to 40.69% in 2016. Figure 2 shows the indicators of financial stability; the first one is the Z-score and the other one is the NPG ratio. A higher value of the Z-score indicates a lower level of risk and improved financial stability. Both of the graphs show that the global financial crisis (GFC) episode played a crucial role in financial stability across the globe.



3.1. Explanation of Variables


3.1.1. Measuring Foreign Bank Entry


We have measured foreign bank entry in two different ways. The first measure of foreign bank entry was related to the number of banks. For each host country, we determined the number of foreign-owned banks and divided this by the total number of banks in a particular country. The second measure of foreign bank entry was based on the bank’s assets. For each host country, we determined the sum of foreign assets of foreign-owned banks and divided this by the total amount of bank assets in a country. These two measures are usually acknowledged as useful measures of foreign bank entry (Jeon et al. 2011; Molyneux et al. 2013; Yin et al. 2015).




3.1.2. Measuring Risk-Taking Behavior


We employed two different proxies to measure the risk-taking behavior across countries. These measures also indicates the stability position of the banks. The first one was the Z-score, which revealed the probability of banks’ insolvency risk based on the amount of cushion the bank has to guard against the shocks to earnings. This Z-score was calculated as Z = ((ROA + E/A)/σ (ROA)), where the ROA is the return on the assets, E/A is the equity to asset ratio, and σ (ROA) is a measure of the standard deviation of the rate of return. A higher score indicates that the banks incur less risk and are more stable due to its inverse relationship with the probability of a bank’s insolvency [48]. The second proxy was the NPL ratio (the ratio of non-performing loans to gross loans) to measure the banking risk. This risk is banking risk, and it results in an increased proportion of non-performing loans in the portfolio of the bank loan. The higher ratio shows a bank’s greater inclination to keep a riskier loan portfolio, which also affects the bank’s financial position (Allen et al. 2014; Luo et al. 2016; Baselga-Pascual et al. 2018).




3.1.3. Measuring the Bank Competition


To measure the bank competition, we used the H-statistics model, which is based on the econometric methodology of (Panzar and Rosse 1987). The Panzar and Rosse model is the first method issued on the new theory of industrial organization applied to the banks. This model attained the measurements of market power, as well the different competition conditions in the financial sector, by reviewing the influence of variations in the production elements prices over the revenues. This approach is based on the fact that the different banks employ different strategies based upon the prices, in response to variations in the input price of the market structure in which they function. This technique examines the transmission of changes in the input prices to bank revenue. It is generally used as a measure of competition, which is based on the new industrial organization empirical literature and based on the available bank-level data designating the level of bank competition. Additionally, it offers a quantitative assessment of the competitive condition of the market under market equilibrium and this technique has been applied by a number of empirical studies (Claessens and Laeven 2004; Yeyati and Micco 2007; Bikker et al. 2012; Apergis et al. 2016). The explanation of this model (H-statistics) is also very clear, which takes a value from −∞ to +1, where a higher value of this model indicates greater competition in the financial market and vice versa. The method of Moch (2013) was followed in measuring the Panzar–Rosse H-statistics for each year, by the following reduced-form revenue equation, as indicated in Equation (1):


  L n T R  E i  =  α 0  +  β 1  L n  P  1 i   +    β 2  L n  P  2 i   +  β 3  L n  P  3 i   +  δ 1  L n Y  1 i  +  δ 2  L n Y  2 i  +  δ 3  L n Y  3 i  +  ε i  .  



(1)







The dependent variable (TRE) is the total revenue over the total assets. According to the intermediation approach, we assumed that the banks use three different inputs, which are (I) deposits, (II) labor, and (III) capital. LnP1 is the average cost of funds, LnP2 is the average cost of labor, and LnP3 is the average cost of capital. All of these input prices are followed by the explanatory variables, which reveal differences in the structure of cost, size, and risk. In the above equation, the right-hand side is a set of bank-specific variables that replicate differences in capitalization (Y1), liquidity (Y2), and product mix (Y3), and were used to allow for bank heterogeneity. All of these variables are the ratio of equity to total assets, the ratio of loans to total assets, and the ratio of other income to total assets, respectively, and these ratios are also expected to affect the bank revenue function form. The Panzar–Rosse H-statistics model is based on the reduced form revenue equation, by available bank-level data, variables to examine the market power for the product of price setting. The H-statistics is measured as a sum of the elasticity’s of a bank’s total revenue and input prices (intermediation approach), measured as HSC = β1 + β2 + β3. A higher value shows that changes in inputs’ prices increase revenue and market competition. In the situation of perfect competition, this value is equal to one; that is, the proportionate increase in the input price and total revenue is the same. In the monopoly condition, this value is zero or negative, which shows that an increase in input prices lowers the total bank revenue. In the monopolistic competition environment, the value of H-statistics is between zero and one. The following regression equation was used to examine whether the Panzar–Rose H statistics fulfilled the long-term equilibrium condition, as the presence of a disequilibrium condition might undermine the value of the H-statistic (Bikker and Haaf 2002; Moch 2013):


  L n ( 1 + R O  A i  ) =  α 0  +  β 1  L n  P  1 i   +  β 2  L n  P  2 i   +  β 3  L n  P  3 i   +  δ 1  L n Y  1 i  +  δ 2  L n Y  2 i  +  δ 3  L n Y  3 i  +  ε i  ,  



(2)




where ROA is the bank’s return on assets, in the condition of long-term equilibrium, β1 + β2+ β3 = 0; it implies that input prices do not influence the banks’ return on assets.




3.1.4. Control Variable


This study also employed different control variables that we drew from the empirical literature on bank competition, foreign bank entry, and the behavior of risk-taking (Beck et al. 2006; Agoraki et al. 2011; Karolyi and Taboada 2015). These control variables consisted of bank-specific variables, industry-specific variables, and macroeconomic variables. This study also considered country level governance and development, which have been shown to influence the risk-taking position across the globe. In terms of the bank-specific control variables, we used the five-bank concentration level (BC5) as a proxy for the big five banks in terms of the total assets and bank deposit to GDP ratio (BDG) to capture the effect of deposits and return on assets to capture the profitability of the banks (Houston et al. 2012; Karolyi and Taboada 2015).



In terms of the country level controls, we employed both industry level and macro-economic variables. The governance index is the average of six governance elements: Control of corruption, political stability, regulatory quality, voice and accountability, government effectiveness, and the rule of law. The value ranges from −2.5 to +2.5, with a higher value showing a greater governance index of a particular country, which also influences the financial stability. Additionally, to capture the extent of financial intermediation and stock market development, we employed the ratio of claims on the private sector to GDP for financial development (PCD) and the ratio of stock market capitalization to the GDP. Furthermore, to capture the effect of the stock market return, we employed the annual growth rate of the stock market index. As for macroeconomic variables, we employed the GDP growth rate as a proxy for deviations in economic activity and the inflation rate (INF) as a proxy for monetary instability, as inflation could influence risk-taking behavior. We also employed the current account and savings account to GDP (%) to examine the overall financial position of a particular county (Beck et al. 2006; Agoraki et al. 2011; Karolyi and Taboada 2015).



Moreover, there are other regulation factors in the regulatory and supervisory environments in each country that may affect risk-taking behavior. We used four banking regulation indices from the World Bank Database on “Bank Regulation and Supervision” (Barth et al. 2001, 2013). These bank regulations are explained in Appendix A. Restrictions on bank activities explain the extent to which banks face regulatory limitations on their activities. A higher score suggests that more regulations are placed on the scope of a banks’ business operations; the index of capital regulatory stringency indicates more stringent regulation on banks of overall capital; the supervisory power index reveals the extent to which the country’s supervisory agency has the influential authority to undertake actions and enhance the stability position; and the private monitoring index shows the degree to which banks are mandatorily required to release authentic information to the public (Karolyi and Taboada 2015).





3.2. Empirical Methodology


To examine the relationship between bank competition, foreign bank entry, and banking risk behavior across countries, two main concerns were considered before selecting a suitable econometric strategy. The first was the probable persistence of risk-taking behavior (Agoraki et al. 2011). The second as the potential endogeneity of risk-taking behavior (stability position) with foreign banks’ entry and bank-specific and other variables (Delis et al. 2012). Therefore, because of these two reasons, we employed pooled regression models and dynamic panel models using the 2SLS approach with robust standard errors. Generally, we provided estimations of the general dynamic regression model:


  R i s  k  i j t   =  α 0  +  α 1  F O R  E  i t   +  α 2  C O M  P  i t   +  α 3  B A N  K  i t   +  α 4  B R E  G  i t   +  α 5  I N D U S T R  Y  i t   +  α 6  M A C R  O  i t   +  v  i t   +  u  i t   .  



(3)







In the above equation, RISK denotes the risk-taking behavior for bank i, in the j country at time t. It measures the Z-score and also checks the robustness of the alternative proxy, which is the NPL (ratio of non-performing loans to total loans). FORE denotes the foreign bank entry, which measures the two different proxies (foreign bank assets to total assets and the number of foreign banks to the total banks in a particular country). COMP shows the level of bank competition. It measures the Panzar–Rosse H-statistics model. The BREG shows different bank regulations, which also influences risk-taking behavior and enhances the stability position across the globe. BANK, INDUSTRY, and MACRO show the vectors of bank-specific (bank concentration, bank deposits, and return on assets), industry-specific (financial development, stock market development, governance index, stock market return), and macro-specific control variables (GDP growth, inflation, current and saving account to GDP%). The level of bank competition might also influence risk-taking behavior in the increased number of foreign banks over the period (Simpasa 2013; Wu et al. 2017). Therefore, we extended our dynamic model by including an interactive term of the foreign bank entry and level of competition using the above equation. This allowed us to examine the role of the level of competition in influencing the financial stability in the presence of foreign banks’ entry for a cross country environment:


  R I S  K  i j t   =  α 0  +  α 1  F O R  E  i t   +  α 2  C O M  P  i t   +  α 3  C O M  P  i t   ∗ F O R  E  i t   +  α 3  B A N  K  i t   +  α 4  B R E  G  i t   +  α 4  I N D U S T R  Y  i t   +  α 5  M A C R  O  i t   +  v  i t   +  u  i t   .  



(4)







In the above model, the dependent and independent variables are the same as those used for Equation (3), except the interaction term of competition and foreign bank entry (  C O M  P  i t   ∗ F O R  E  i t   )  , and were used to examine the interactive role of competition and foreign bank entry on risk-taking behavior across the globe.




3.3. Empirical Results and Discussion


The objective of this study was to understand the influence of foreign bank entry on banking risk behavior and also the moderating effect of bank competition across the globe. Table 1 shows the results of the descriptive statistics of the variables, which shows the level of bank competition, foreign bank entry, and country-specific data to understand the situation of bank characteristics and macro-economic conditions across the globe. Generally, the Z-score shows a bank’s distance from insolvency. It means that a higher value of the Z-score implies greater financial stability. The average Z-score of all the banks was 12.67, and the standard deviation was 7.93. The Z-scores ranged between 1.11 and 39.34. These values show that the banks are, on average, financially stable. The average value of the non-performing loans to the gross loans was 6.37, with a standard deviation of 6.28. Berger et al. (2009) revealed that high capitalization might be used as a risk management plan to reduce credit risk and insolvency risk. Concerning foreign bank entry in terms of a total bank’s assets, the average value of FBA was 32.47, and its standard deviation as 32.04, explaining a substantial heterogeneity for the existence of foreign banks across the globe. Regarding the number of foreign banks, FBT was found to be comparatively less diverse; the mean value was 37.53 and the standard deviation was 26.43. The average value of foreign bank entry in our sample was mainly influenced by some countries that own a large number of local banks but have a comparatively modest existence of foreign contestants. Concerning the competition level as measured by the Panzar–Rosse H-statistics (HSC), the average value was 0.5126, and its standards deviation was 0.2241, which ranged from 0.0200 to 0.9700. It explains the average monopolistic competition in the banking market across the countries.



Table 2 exhibits the correlation matrix between the main variables. The correlation between the Z-score and foreign bank entry measures was negative and statistically significant. It shows that the financial position of the banks is more stable in the existence of foreign bank’s entry due to the risk factor being mitigated. The bank-specific variables and the other variables were not highly correlated with each other, showing that there is no problem of multicollinearity between the variables. Generally, foreign banks consider host countries’ economic conditions as options to seize more of the market share, by a different set of available opportunities; the correlation between the existence of foreign banks and the GDP growth rate was found to be negative (Althammer and Haselmann 2011).



Table 3 and Table 4 report the estimation results for different empirical models. Each model uses different dependent and independent variables, i.e., the NPG ratio and Z-score, respectively, and also different indicators of foreign bank entry, namely the FBA and FBT. A negative relationship was found between the foreign bank entry and the indicators of risk-taking in all the models. The first indicator of the foreign bank entry was the FBT; the results showed that a one unit increase in the entry of foreign banks decreases the risk factor by −0.0730 and −0.3010, and also enhances the stability position across the globe. The coefficient of HSC (bank competition) on the NPG ratio was negative and significant, and it was positive and significant on the Z-score. The result also denoted that the competition level (HSC) decreased bank risk in all models. It means that a higher level of bank competition means more lending opportunities, decreasing the profits, eroding the market power, and resulting in a deterioration of excessive bank risk-taking. These results are in line with the empirical work of previous studies (Berger et al. 2009; Rokhim and Susanto 2013). Therefore, a higher Z-score reflects the financial stability to a certain level and lesser risk-taking. It means that in general, the higher existence of foreign banks leads to the riskiness of domestic banks. The level of bank competition plays a vital role between the relation of foreign banks’ entry and financial stability. The entry of foreign banks enhances the financial stability position and mitigates the risk factor. These results propose that an increased level of bank competition is compassionate for the financial stability across the globe, which is also consistent with the work of Boyd and De Nicolo (2005).



Table 5 and Table 6 shows the result regarding the interactive role of bank competition and the foreign bank entry term, it had positive influence on financial stability; it means that this relationship enhances the risk factor and deteriorates the stability position. The results show that the level of competition is related to the riskier loans portfolios. The results are consistent across the different proxies of foreign bank entry and the interactive term for the foreign bank entry and level of competition (Wu et al. 2017). Our main argument is that even the market power in banking results in riskier loan portfolios. The Z-score is an inverse indicator for such overall risk. The higher value of the Z-score might come from either the higher earnings or more capital, and designates more financial stability, whereas higher inconsistency in earnings lowers the value of the Z-score and then increases the overall bank risk, which ultimately reduces the stability position across the globe. The results also lend support to the competition–fragility view that an increase in the level of competition is likely to reduce the franchise value of firms and encourage banks to increase their overall risk experience, which also influences the stability position. When financial institutions admire a higher franchise value that is derived from their level of competition, they are likely to command higher lending rates, thereby enhancing the riskiness of their loan portfolios (Boyd and De Nicolo 2005). Our results indicate that the interactive role of bank competition and foreign bank entry increases risk behavior and fragility. An excessive level of foreign bank entry in a less controlled environment brings more financial fragility to the local banking industry. Therefore, some researchers predict that a less competitive and more concentrated financial environment brings more stability because the higher level of profits provide a cushion against fragility and mitigate excessive risk taking behavior (Marcus 1984; Chan et al. 1986; Keeley 1990). On the other hand, when an excessive level of foreign bank entry stimulates the competitive environment of the banking industry, local banks are forced to take excessive risk and invest in risky asset portfolios due to the reduced level of profit and incentives (Beck 2008). Moreover, excessive competition induced by foreign bank entry pressures the local banks to reduce their incentives of proper loan screening, leading to a higher risk of fragility, as happened during the financial crisis of 2007 to 2008 (Šević 2002; Allen and Gale 2005; Boot and Greenbaum 2010). Thus, these models suggest that an excessive level of foreign bank entry, as occurred in the USA in the 1970s and 1980s and other developing countries, due to deregulation and a less restrictive environment may cause more fragility (Beck et al. 2005). The competition–fragility view is also further confirmed by our robustness tests, which identified an inverted U-shaped relation between foreign bank entry and financial stability. Our findings indicate that foreign bank entry initially improves the financial stability, but after a certain threshold, the entry induces fragility in the banking sector due to the excessive level of risk-taking behavior (Beck 2008).



We also found some impressive results about the stability position (banking risk) for other control variables. The coefficient of the five-bank asset concentration was negative and significant, which means that the big five bank asset ratio is also helpful for the stability position. The bank deposit to GDP (%) was positively related to the financial stability of the banks, and the results were statistically significant when using the alternative proxy for the robustness. The country-level governance index measures also exert a negative and significant effect on (Z-score) financial stability. Financial institutions located in countries where the authorities are accountable to investors enjoy a more level stability and also a mitigated risk factor. The return on assets was found to have a positive and significant effect on the (Z-score) financial stability. It also implies that a more concentrated system also influences the risk level. It suggests that a more concentrated system is inappropriate for banking systems across the globe. This concentrated system means that the banking industry only relies on some large banks. If there is a default case in one of the central banks, the whole system would have substantial effects. Moreover, the coefficient of the GDP growth rate was positive and significant in all the models, suggesting that less risk is incurred by banks when the economy is booming, and also the relationship with inflation was significant but negative. The results show the risk-taking channel of monetary policy; banks undertake more risk when banks adopt an expansionary monetary policy. These findings are consistent with the previous work of Anginer and Demirguc-Kunt (2014) and Wu et al. (2017).





4. Robustness Checks


To ensure the accuracy of the pooled regression models and dynamic estimation models, and to validate the findings of the interactive role of competition and foreign bank entry on risk-taking behavior across the globe, Table 7 and Table 8 show some robustness checks on our main models. We ran our regressions using the alternative proxy of foreign bank entry with the other control variables. We also included the interactive dummy variable for developed countries to examine the effect of foreign bank entry on risk-taking behavior across countries. We also included the quadratic (squared) term in our regression models to examine the non-linear relationship between foreign bank entry and different indicators of risk-taking. The robustness checks confirmed the previous results. The robustness tests also confirmed that foreign bank entry decreases the level of risk and ultimately enhances financial stability to a certain level. The results also indicated that the interactive effect of the level of competition and foreign bank entry weakens the financial stability of the banking sector across countries. These results are more prevalent in emerging economies in which undeveloped financial systems depend heavily on banks to channel financial capitals into expansion projects, combined with the fact that the financial sector plays a vital role in boosting proficiency and economic development.




5. Conclusions


Foreign bank entry brings both benefits and challenges to host economies. The recent instability in financial markets might make policymakers hesitant to relax liberalization policies on the activities and entry of foreign banks across the globe. This study examined the role of foreign bank entry and competition in the risk-taking behavior of banks across the globe. Our sample consisted of commercial banks from 95 countries (developed and developing countries) over the period of 2000 to 2016. This study used different indicators to measure risk-taking behavior (Z-score and NPG ratio) and the role of bank competition as measured by H-statistics, which is a nonstructural model. After applying the pooled regression and 2SLS with GMM and using the property rights and financial freedom as the instrumental variables, our results showed that the entry of foreign banks enhances the financial stability position and mitigates the risk factor to a certain level and the level of bank competition plays an extensive role between foreign bank entry and risk-taking behavior. This study revealed that foreign banks have an inverted U-shaped relation with risk-taking behavior; this implies that foreign bank entry decreases the level of risk-taking behavior before to a certain extent and then brings financial fragility to the host country because of excessive competition, which may cause local banks to undertake risky investments. Thus, our findings support the competition–fragility hypothesis, which was also confirmed by the interactive role of the competition level and foreign bank entry. The findings of our study also suggest that some measures of bank regulation significantly reduce risk-taking behavior across countries. In particular, we found that restriction on bank activities and capital regulation stringency reduces the level of risk. This result was the same as those of the robustness tests.



The results of this research have important policy implications for bank managers, regulators, and policy-makers. There are both pessimistic and optimistic sides for the existence of foreign banks across countries. Despite providing a steady source of credit in host economies, the entry of foreign banks might lead to an enhancement of domestic banks’ risk, proposing a reasonable trade-off between the susceptibility of credit quality in domestic banks and the stability of credit quantity from foreign banks. Therefore, when planning optimal policies of financial liberalization, policymakers need to be attentive to the possible detrimental influence of foreign banks’ eminence on the financial stability in host countries. Moreover, financial authorities must also be conscious that the business expansion of local banks might enhance their risk, therefore influencing the stability of domestic banks disparagingly. After all, this research proposes that the adaptation of a Basel III framework by countries enhances the risk management capability and brings restraints to the market, and would be favorable for the region to enhance the financial stability.



In addition, this study reveals that the entry of foreign banks is an overall blessing in underdeveloped markets to a reasonable level, although it has the potential for risk. Given the probable harms brought by banking instability during the global financial crisis (GFC), the other direction for further study is to examine the foreign bank penetration on risk-taking behavior, bank efficiency, and, in particular, how to achieve the optimal level of performance when foreign ownership and different banking regulations are taken into consideration. All of these extensions will remain a priority for researchers in future.
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