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ABSTRACT

The current research examines foreign bank ownership’s impact on the financial
soundness and benefits observable within-host banking markets and banks’ risk-taking
behaviour in the BRICS. Also, this research examines the effects of foreign ownership on
both fiscal and monetary policies’ transmission via the bank lending channel. Thus, the
rationale to focus on the impact of foreign ownership on BRICS member countries’
banking markets is because post-global financial crisis, these economies stimulated their
economy via banking. Moreover, the effects of the global financial crisis of 2008 did not
lead to deglobalisation in their banking markets because, generally, the BRICS bloc is
found to have recovered quickly from the situation without their banks changing their
privatisation strategy concerning foreign ownership. The CAMELS rating analysis, two-
stage least square and two-way random effect panel models are the primary study tools

in the current research, and the biasness testing was incorporated as a robustness check.

The results show that the foreign-owned banks contribute procyclically to the bloc's
financial soundness, indicating that their presence introduces some asymmetries into
their banking systems. Furthermore, foreign banks in BRICS lead to benefits that
outweigh risks. However, some risk elements need to be minimised to insulate the bloc
from a future globally induced crisis. These risks include systemic risk of foreign-owned
banks, lowering tier Il capital as required by Basel Il for all banks, the ineffectiveness of
fiscal and monetary policy in regulating lending risk, and excessive leveraging of domestic
banks. Despite the risks associated with foreign banks' presence in BRICS, foreign bank
ownership increases the performance and efficiency of all banks, with domestic banks
becoming risk-averse, which may explain the quick recovery of the BRICS banking sector
post-2008 global financial crisis. The policy implications from the results highlight the
need for local policymakers to strategies on ways to encourage banks to lend in domestic
currency to regain control over lending risks post-acquisition of their host banks by global
investors. Also, host regulators need to closely monitor the extent of systemic risk from

foreign-owned banks to limit the chance of a banking crisis in the future.
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Chapter |

1.1 Introduction

This chapter introduces the thesis and highlights the research objectives and the
rationale for studying the economic, financial, and regulatory impact of foreign bank
ownership in the BRICS economic bloc’s banking system. The remaining sections in the
chapter consist of nine sections: section 1.2 presents the study’s background; sections
1.3 discusses research problems; section 1.4 outlines research objectives; section 1.5
briefly describes the research design, including test-statistics, that need to be considered
per model design; section 1.6 summarises the main results of the thesis; section 1.7
discusses the theoretical and empirical contribution of the thesis; section 1.8 outlines the
benefits of the research, while Section 1.9 outlines the policy implications derivable from
attained results. Section 1.10 provides a brief structure of the thesis. The summary
chapter concludes this chapter.

1.2 Background of the study

Marques et al. (2017) document a risk shift in the global economy because the
economic power moves from developed to emerging market economies (EMES),
especially post-last 1980s, as these economies implemented deregulatory reforms to
revive their ineffective banking systems. Moreover, as a result, it has led to the global
wealth management industry like banking and financial power shifting from G7 developed
countries® to the BRICS and next-11 emerging countries?. Based on economic theory,
given that the 2008 global financial crisis (GFC) affected critical financial markets in the
global economy, the expectation was that BRICS’ banking system, given its ranking, was
supposed to be among those financial systems that took a long to recover from the

economic consequences of GFC.

1 G-7 bloc include developed countries such as Canada, France, Germany, Italy, Japan, the United Kingdom, the United States, and
the European Union.

2 Next-11 emerging bloc constitutes of Bangladesh, Egypt, Indonesia, Iran, Mexico, Nigeria, Pakistan, the Philippines, Turkey, South
Korea, and Vietnam.



On the contrary, the empirical evidence from Zhang et al., (2013) counter-argued
this view since their paper show that BRIC (i.e., excluding South Africa) recovery was
speedily post-2008 GFC episode, but there were inefficiencies observed, for example,
the quiet life hypothesis holds for BRIC banks. Thus, this quiet life hypothesis implies that
BRIC banks prioritise efficiency over long-run profitability, which in theory means that
these financial institutions have limited insulation against unexpected financial losses.
Zhang et al., (2013) continue by further emphasising that it is pertinent to investigate
banking systems from the BRICS bloc because little information about this system is
minimal despite its importance on the aggregated global economic ecosystem. Therefore,
in theory, such an enquiry would be beneficial not only to its financial institutions’
management but academics and policymakers if a depth-fundamental review is done on
the bloc’s banking system. Thus, this enquiry intends to understand it further given that
when this paper was published, limited or close to zero remains known about the BRICS
banking system.

Zhang et al., (2013) highlight the importance of understanding their banking
systems may indicate that the bank market development in the region explains why the
BRICS bloc’s rankability in the global economy is at the level it is. Allen & Gale (2000)
and Levine (2005) further emphasise that the development of a sound banking system is
critical to an economy’s stability and long-term growth, thus explaining why Zhang et al.,
(2013) stated that given the BRICS bloc's importance in the global economy to
understand the economic dynamics begin with understanding their banking systems.
Empirical literature (e.g., Havrylchyk & Jurzyk, 2011%; Bonin & Louie, 20174) found to
argue that the EMEs (Emerging Market Economies) developed their banking systems
through merging with other financial institutions outside the border (foreign bank entry) or
allowing established banks with head offices outside the host country (referred to as
greenfield investment). The EMES’ regulators post-1982 debt crisis realised that

3 Havrylchyk & Jurzyk (2011) found that in the case of the Central and Eastern European (CEE) countries, they developed their
banking markets by allowing foreign banks to acquire their host banks and as result the foreign banks in sample constitute well over
50% of all banks.

4 Bonin & Louie (2017) found that the allowance of greenfield investments in emerging markets stabilised lending particularly post-
host economic crisis because these foreign financial institutions have different business models to their indigenous host banks.
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restricting bank ownership to locally owned investors increased inefficiency, particularly
in the dispersing of financial resources that are needed by its economies with intentions
to minimise these inequalities (Kaminsky & Pereira, 1996; Gormley, 2010; Pomfret, 2010;
Bonin & Louie, 2017). As a result, the number of foreign-owned banks as a ratio of total
banks operating in EMESs’ banking systems increased substantially. For example, in Latin
America and sub-Saharan Africa found dominated by foreign-owned banks, while in
Central and Eastern European (CEE) countries, these foreign banks constituted well over
50% of the total banks operating in the region (Havrylchyk & Jurzyk, 2011). However,
interestingly during the 2008-global financial crisis, the number of foreign-owned banks
operating within certain host economies increased while in other it reduced, mainly where
foreign bank ownership degree was previously high before the crisis. For example, the
Latin American bloc reduced from 43% in 2000 to 38% in 2014, while in the Asian bloc,
the statistic was 12% in 2000 to 24% in 2014 (Wu et al., 2017). Despite these fluctuations,
recent literature (e.g., Chen et al., 2017; Wu et al., 2017; Natsir et al., 2019) still shows
that foreign bank ownership in EMEs plays a significant role in their banking systems
development and performance. In sharp contrast, when using foreign bank ownership
stats reported by Chen et al., (2017), the number of foreign banks over the number of
total banks in BRICS member countries is invariably low. Moreover, the results reported
by Zhang et al., (2013) suggest that the rankability of this bloc’s banking systems to the
global economy is relatively high compared to others, raising an essential economic

paradox not presently researched in the context of BRICS.

This economic paradox is how the BRICS bloc’s banking system amplify position
in the global economy with a low foreign bank acquisition rate when measured as the
number of foreign-owned banks over total banks? This question involves investigating the
impact of foreign bank ownership on overall financial stability (soundness), balance
sheets’ parameter movements in terms of efficiency, profitability and risk measures and
effect on fiscal and monetary policy transmissions because despite numerous empirical

studies done in this area, still, scholars fail to reach consensus.
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First, concerning the empirical studies examining the impact of foreign bank
ownership on the overall host banking system’s financial soundness, the statistical
instrument of choice used was the CAMEL analysis which extrapolates the contribution
of foreign-owned banks versus domestic counterparts on host financial soundness using
various financial ratios evaluating capital adequacy, asset quality, managerial efficiency,
earnings and liquidity in a mean-difference hypothesis testing model design (Roman &
Sargu, 2013). The first strand of the empirical studies under the CAMEL analysis argued
that foreign-owned banks in host EMES’ banking systems are significant contributors to
Latin American and CEE banking systems’ financial soundness. Unlike their domestic
counterparts, they have risk-robust loan portfolios throughout their business cycle.
Moreover, these foreign-owned banks indirectly promote financial stability because host
regulatory stability increases (see Crystal et al., 2002; Dash & Das, 2013; Dolgikh & Aijo,
2013). Theoretically, the efficient hypothesis developed by Demsetz (1973) explains the
rationale as to why foreign-owned banks are significant contributors to the host banking
system’s financial soundness. Thus, the cause that acted as an incentive for these
financial institutions to be present in the bloc because their presence meant that these
banks could operate in multiple cross-border banking markets tends to enable them to
earn higher profit margin than their peers to counteract the effect of competition
(Havrylchyk & Jurzyk, 2011). This literature strand's importance is that it supports the
narration that cross-border banking operations benefit foreign banks and the host
countries’ financial systems, thus explaining why evidence of bank deregulatory reforms

increased.

On the other hand, the second strand of the CAMEL empirical studies argue that
in the case of Indian and Turkish banking systems, foreign-owned banks were the minor
contributor to their host banking systems’ financial soundness. Moreover, in these
regions, these financial institutions introduced instability, with their government-owned
banks being the counter-hedger against risks taken by these banks. The adverse
selection, financial fragility crowding-out and lack of loyalty hypotheses developed by
studies from Stiglitz & Weiss (1981), Diamond & Rajan (2000) and Weill (2003),
respectively based on this second strand allude that foreign-owned banks in India and
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Turkey take risks and are inefficient than domestic counterparts. Based on these
hypotheses, the foreign-owned banks in India and Turkey are the minor contributors to
these host banking systems’ financial soundness because operational difficulties faced
by these foreign-owned banks tend to charge high lending rates in the host. In theory,
charging relatively higher lending rates than domestic banks as per the adverse selection
hypothesis tends to attract risky customers into their balance sheets, increasing their
credit risks, thus explaining why these financial institutions contribute to hosting banking

systems’ economic instability.

Second, other inconsistencies are the impact of foreign bank ownership on host
banking systems’ internal management practise. Some of the empirical studies on the
subject found that the rise in foreign bank ownership for certain emerging market blocs
tend to improve host banking systems’ efficiency because newly acquired foreign-owned
banks enhance the acquired banks’ financial positions by cutting non-essential costs
(Claessens et al., 2001; Clarke et al., 2006; Havrylchyk & Jurzyk, 2011). Furthermore, the
gained efficiency of the acquired banks tends to induce their domestic counterparts to
reduce their short-term profitability to match the cross-border financial institutions
(Claessens et al., 2001; Clarke et al., 2006; Havrylchyk & Jurzyk, 2011). At the same
time, other empirical studies found that foreign bank ownership not only benefits host
banking systems by increasing efficiency; however, bank-specific competition increases,
which catalyse regional firms' ability to attain credit from banks (Lee et al., 2016; Chen &
Zhu, 2019; Léon & Zins, 2020). Under this strand of the empirical literature (e.g.,
Claessens et al., 2001; Clarke et al., 2006; Havrylchyk & Jurzyk, 2011; Lee et al., 2016;
Chen & Zhu, 2019; Léon & Zins, 2020), the presence of foreign bank ownership within

the host EMESs’ banking systems increase risk-averse behaviour in those regions.

From a theoretical perspective, the presence of foreign bank ownership within-host
EMEs’ banking systems promotion of risk-averse behaviour in those regions is
explainable using the comparative-advantage theory of competition introduced by
Dickson (1996) and the trade-off hypothesis by Matutes & Vives (2000). Thus, according

to the trade-off hypothesis, foreign bank ownership in host EMEs’ banking systems
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encourages risk-neutrality operations among banks in the host economies. However, the
comparative advantage theory of competition suggests that implementing deregulatory
reforms in host EMES’ banking systems promote a heterogeneity competition behaviour
counteracting existing inefficiencies in the region. These foreign-controlled banks tend to
have better economies of scale due to, among other things, cherry-picking, compared to
their domestic bank counterparts. Moreover, this type of bank competition between
foreign and host markets increased EME banks’ intermediation role stimulating economic
growth and banking stability during boom periods. However, during the externally induced
crisis, the incremental increase in bank competition from foreign banks turned into risk.
This happened because foreign banks’ presence in host emerging economies led to the
dollarisation of their banking sectors’ balance sheets, which subjected their financial
positions to a currency mismatch. This, in turn, leads to currency crises and subsequent
host-banking meltdowns (Eichengreen & Hausmann, 1999; Calvo, 2002; Choi & Cook,
2004; Bordo et al., 2010; Ahrend & Goujard, 2013; Mora et al., 2013).

Despite numerous empirical works of literature advocating that deregulation in host
EMESs’ banking sectors might encourage risk-averse behaviour, however, the increase in
emerging market-specific crises as a result of their integration with the global economy
sparked the interest in policymakers, banks, regulators, and academics, among others to
investigate the dark side of foreign bank ownership. The impact of foreign banks’
presence on risk is also widely documented. Serrano (2016) and Wu et al. (2017)
document that the entry of foreign banks into host emerging economies increases the
risk-taking behaviours of domestic banks, which, in turn, increases earnings and non-
performing loan risks in those economies. Furthermore, foreign banks take more risks in
host emerging economies where the information asymmetry problem is excessive (Chen
et al., 2017). Their increased risk-taking tends to have the same effect as Serrano (2016)
and Wu et al. (2017) in domestic banks. Also, foreign banks’ presence pre-exposes host
emerging markets foreign-owned banks to their parents’ balance sheets (Anginer et al.,
2017). Besides, foreign ownership of host banking markets increased the rate of systemic

bank crises in emerging markets (see, Laeven & Valencia, 2018).
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Numerous hypotheses explain the financial risks brought by foreign banks’
presence in emerging markets. The dark side of foreign bank ownership in host EMESs’
banking systems is explainable through these hypotheses’ lens, namely, adverse
selection, lack of loyalty, liquidity spiral hypotheses and the agency theory. First, from an
adverse selection hypothesis perspective, as defined by Stiglitz and Weiss (1981), foreign
banks’ presence increases the booking of risky borrowers within-host banking sectors,
which, at an aggregated level, expose these financial systems to high levels of non-
performing loans. Second, concerning the lack of a loyalty hypothesis (Weill, 2003), the
presence of foreign-controlled banks on host banking markets exposes these economies
to divestment risks because these financial institutions tend to serve their interests,
especially during global crises, which may not be in the interest of host markets. Third,
the agency theory argues that foreign ownership in host markets fosters EMEs’ banks to
take more risks while host regulators attempt to reduce risks using bank regulations
(Lassoued et al., 2016). The push-pull scenario between EMES’ banks and host
regulators generates conflict in the banking systems, leading to inefficiencies. Fourth,
according to the liquidity spiral hypothesis defined by Chen et al., (2015), the risks due to
the presence of foreign banks in host markets come from the fact that their existence
fuelled bank competition in those economies, which in turn raises excessive lending
because costs associated with raising capital used for lending are substantially low post-
deregulation. However, this scenario is not sustainable in the long run as it is subjected
to external economic shocks, which result in the none-prioritisation of holding excessive
liquidity by banks. This explains why, during and after the global financial crisis, emerging
economies with excessive foreign bank presence experienced a banking crisis resulting

from globally induced liquidity (Cao et al., 2018).

The results from empirical studies investigating the impact of foreign ownership in
host EMEs’ banking systems as outlined above raise essential questions to policymakers
on the effectiveness of the fiscal and monetary policy transmission via bank lending
channel when considering foreign ownership and banking sector competition as factors
in the empirical analysis? Wu et al., (2011) and Joen & Wu (2014) conducted an empirical

study on the Asian banking system to answer the question above, and their findings state
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that foreign bank ownership weakened the policy transmission via the bank lending
channel. The reason for the weakened lending channel is that foreign banks’ presence
lowers the cost of market-based funding, which reduces the ability of monetary policy to
regulate bank lending by hiking interest rates. This is counter-intuitive to the bank lending
theory described by Bernanke & Blinder (1988). Furthermore, foreign banks’ presence in
the host market-led these economies to gravitate towards more market-determined
exchange rate regimes (Gopalan & Rajan, 2017), which led to banks' pro-cyclical

compliance to host’s monetary policy.

The introduction of the Basel Il accord in 2010 indicates that the predecessor
accord was not adequate. Moreover, the presence of foreign banks provides liquidity and
risk-sharing opportunities to the host markets (Cetorelli & Goldberg, 2009), which results
in foreign and domestic banks’ balance sheets becoming interlinked, increasing
compliance risks to adopted Basel accord. This implies that the Basel Il accord may not
limit the risks taken by these banks after new liquidity was gained (King, 2013; Figuet et
al., 2015). Moreover, host emerging market regulators could not gain insights into these
banks’ risk-taking behaviours through risks reported by their regulatory capital models
(Danielsson et al., 2016). In general, it could be argued that globalising EMES' banking
systems weakened the bank regulation channel for their central banks to limit risks from

foreign banks’ presence effectively.

It should be noted that the presence of foreign banks increased agency problems
between foreign banks and host regulators (Lassoued et al., 2016). This is because when
Basel Il was enforced, the risk from bank activities in the short-term funding markets could
not be picked up by most regulators, especially before the default of Lehman’s Brothers
in 2008. The regulatory uncertainties due to foreign banks’ presence sparked interest in
research that re-examined the nexus between regulation and foreign banks (e.g., Figuet
et al., 2015). However, little is known about the impact of foreign ownership on host fiscal
policy except for that when bank regulation and monetary policy within-host emerging

markets are unable to reduce risk; the economic growth is negatively affected, leading to
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the adoption of expansionary fiscal policy within those countries (Reinhart & Rogoff, 2013;
Pastor & Wise, 2015).

Furthermore, another concern is on the expansionary fiscal policy mandate,
especially after major financial crises, is that it can contribute to deficit bias and build-up
in fiscal imbalances within the economy (Tagkalakis, 2013). The previous literature (e.g.,
Reinhart & Rogoff, 2013; Tagkalakis, 2013; Pastor & Wise, 2015) suggests that globally
integrating financial markets are responsible for fiscal imbalances within economies;
however, it is still unclear whether foreign banks exacerbate this problem. Fiscal
imbalances within an economy are critical, and if not managed efficiently, they can
adversely affect the institutional quality and result in political unrest. The political turmoil
arises from fiscal burdens suffered by the government transfers to citizens through rising
taxes as observed in PIIGS member countries during the European Debt crisis post-2010,
which weakened their countries’ solvency and induced banking crises as well (Grupple &
Lange, 2014; Moro, 2014).

Therefore, emerging markets as the BRICS bloc as per theoretical definition are
defined as a dynamic set of countries grouped based on their shared characteristics of
rapid economic growth and liberalisation, comparatively high levels of uncertainty and
volatility, weak formal institutions, and a reliance on informal institutions. Emerging
markets often exhibit differing values profiles from developed markets, emphasising
hierarchy, social relationships, and uncertainty avoidance (Corner et al., 2013). Also,
since the empirical results from Zhang et al., (2013) highlighted that the BRICS bloc has
become a significant contributor to the global economy post-bank deregulation may imply
that the global economy is in danger of market volatility from BRICS. While from the
BRICS perspective, their dependency on the cross-border capital markets via the foreign
bank ownership channels may introduce conflicting elements to the effect of financial
policy transmission designated to regulating macroeconomic and financial stability.
Therefore, the overarching purpose of this research is to examine the impact of foreign
bank ownership on EMEs, specifically on BRICS’ banking system in terms of financial

soundness, benefits, risks, monetary- and- fiscal-policy transmissions.
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BRICS is a natural laboratory for this research because it plays a crucial role in
the world economy, contributing about 20% of the world’s GDP with foreign reserves
circulating within member countries estimated at being over US$ five trillion (Nasir et al.,
2018). About 46% of the world’s population resides within this bloc (Nasir et al., 2018).
Moreover, as a collective, the BRICS economic bloc was identified as the most advanced
emerging bloc in economic growth and stock market development in recent decades
(Chkili & Nguyen, 2014). It is, therefore, interesting to assess the role of foreign banks in
this achievement. What is even more captivating is the fact that BRIC member countries
suffered minimally from the global financial crisis in 2007-2009 as there were few bank
failures and their banking systems appeared to recover quickly from this aftermath (Zhang
et al., 2013), but to date, little is known about the banking systems from BRICS as a

collective (Zhang et al., 2013) especially the impact from foreign bank ownership.

Empirical studies (e.g., Chen et al., 2017; Wu et al., 2017) reported that in some
BRICS member countries, including Brazil, India, and China, the ratio of foreign banks
over total banks is approximately below 30% on average from 2000 to 2012 which is way
lower than in other emerging markets such as CEE and East Asia. However, it is still not
apparent how this low percentage of foreign-owned banks impact these countries. In
these uncertain times, it is critical to understand foreign ownership's impact on the
country’s macroeconomic stability because post-deregulation has become difficult to

maintain financial stability in the long run.

1.3 Research problems

The objective of deregulation in host EMEs’ banking markets is to minimise
operational costs’ inefficiencies and optimise internal risk management of their banks
without rendering control to international capital markets, especially post-1982 debt crisis
where risks are concentrated in banks. However, deregulation leads to competition
between domestic banks and the existing and newly formed foreign-controlled, and
domestic banks compete effectively; they turn to dollarise their balance sheet. The costs
of dollarisation of bank balance sheets weakened their resilience against external,
especially global-related shocks (Bordo et al. 2010; Ahrend & Goujard 2013).
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Banks, especially in EMESs’ banking markets, play an instrumental and oversized
role within these economies because their capital markets are underdeveloped with
numerous unlisted firms (Gwatidzo & Ojah, 2014). The banks’ functions include providing
liquidity by financing long-term but illiquid assets with short-dated liquid liabilities from
mainly deposit and short-term funding markets (Lei & Song, 2013). Second, banks
increase market efficiency, which helps lower the economy's cost of debt and stimulates
economic growth (Fase & Abma, 2003). Third, foreign banks’ presence fast-tracked
banks' intermediation function within their respective economies (e.g., Albertazzi &
Boterro 2014).

The general sentiment in the literature (e.g., Dash & Das, 2013; Dolgikh & Aijo,
2013) is that foreign-controlled banks are an essential puzzle to the financial soundness
within-host EMESs’ banking markets, especially in CEE countries and India. However, this
aspect remains untested (to the best of our knowledge) for BRICS banking markets. The
prioritisation to comprehend the BRICS banking markets is that these financial markets
are critical to the global economy (see Nasir et al., 2018) despite a low percentage of
foreign ownership in those banking markets than other emerging markets. Furthermore,
given that these banks play a pivotal role in the economy, it is pertinent to establish how
foreign-owned banks impact them in terms of stability, risk, and benefits.

Furthermore, given the sluggish global economic growth due to the 2008 global
financial crisis and empirical literature (e.g., Cull & Peria, 2013) showing a marginal
decline in the bank lending of host banking sectors in the CEE bloc as compared to the
Latin American bloc when including foreign bank ownership as part of the empirical
modelling. In theory, host fiscal- or- monetary policy transmissions must limit their cross-
border risks arising from foreign bank ownership. The expected outcome is that the host
EMEs’ monetary policy transmissions need to regulate the risk by adjusting the money
supply curve in those economies. In contrast, from the fiscal policy’s perspective, they
achieve this by discouraging consumption and investments through adjusting the
government expenditures and tax levers. In their seminal paper, Bernanke & Blinder

(1988) argued that monetary policy transmission’s effect from an empirical perspective
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could be witnessed through banks’ loan market supply adjustment. Thus, according to
this bank lending theory, monetary policy transmission, depending on whether the
adjustment is positive or negative, influences their real loan rate, which would foster
banks to either increase (decrease) their lending capacity or increase (decrease) lending
risks in the economy. Furthermore, Joen & Wu (2014) applied the bank lending theory
developed by Bernanke & Blinder (1988) in testing whether in the Asian banking system
did foreign bank ownership negate the effect of their monetary policy via the bank lending
channel. Their verdict was that foreign bank ownership hampers the impact of Asian
monetary policy transmission via the lending port, which explains why there was a delay
in neutralising the adverse effects from the 1998 Asian crisis and why an external stimulus

was required.

However, the inferable outcome in the BRICS bloc, given that empirical evidence
alluded that this bloc was not affected by the 2008 global financial crisis, may indicate
that foreign bank ownership did not impair the effectiveness of their domestic monetary
policy transmission via this channel despite effects from deregulation. Understanding the
impact of monetary policy via the lending channel is crucial from an academic perspective
because it aid to comprehend the effect or transmission of cross-border lending risks in
host economies. While from policymakers’ viewpoint, this inquiry enables them to
understand the regulatory power of local monetarists post-foreign bank entry, which may
advise the global policymakers’ community on the extent of cross-border lending risks
and the effectiveness of their cross-border currency’s levels as a hedging mechanism in
influencing the cross-border money supply. Finally, from a global investors’ perspective,
such testing may enable them to gauge the policy risks post-deregulation, thus enabling
them to decide whether equity investments within-host banks in EMEs should be short-
run/ long-run? Or should their business model enforce on the host banks promote or
discourage risk-aversion behaviour in the host economy? The empirical paradox is that
studies investigating this economic question are thinly researched with visible outcomes
focusing on the Asian banking markets. It is important to note that the empirical studies
revealed that the emerging Asia approach to global financial risks was fundamentally
different to that of the BRIC bloc. Thus, Fidrmuc & Korhonen (2010) argued that the
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emerging Asia markets were riding on the 2008 subprime Crisis' financial bubble because
the current financial crisis had a significant effect on economic developments in emerging
Asian economies. Zhang et al. (2013) found the opposite, implying that foreign bank
ownership impacts domestic monetary policy transmission via this lending channel (Joen
& Wu, 2014). However, emerging Asia is fundamentally different from the BRIC bloc due
to the global risk appetite of foreign-owned banks in the host economy. Therefore, this
research will augment existing empirical literature by testing the impact of foreign bank

ownership on BRICS’ monetary policy transmission via the bank lending channel.

Also, recent literature on monetary policy transmission, mainly posts the 2008
global financial crisis, began to investigate the relationship between banking sector-
specific competition and monetary policy transmission through the bank lending channel,
however for the ASEAN bloc® (See Khan et al., 2016). Thus, Khan et al., (2016) argued
that the literature on market structure-monetary policy transmission is limited in research
scope and context due to: (i) there is a lack of consensus among researchers concerning
competition measures; (i) the evidence on the weakening/strengthening role of the
banking structure in monetary policy transmission is inconclusive. Furthermore, the
empirical findings from Khan et al. (2016) imply that a lower level of competition in the
banking industry undermines monetary policy transmission through banks’ credit
channels. Given that is the aspect concerning the application of bank lending theory
remains thinly researched. To our knowledge, the impact of foreign bank ownership on
the relationship between the banking sector-specific competition and monetary policy
transmission through the bank lending channel is not researched. The rationale for testing
this problem in the current study is that empirical evidence (e.g., Kraft, 2004; Schmidt,
2008; Gormley, 2010; Lee et al., 2016; Chen & Zhu, 2019) shows that banking sector-
specific competition became a vital model lever to consider because of the presence of
foreign bank ownership within-host EMESs’ banking systems. Thus, despite most empirical

literature (Lee et al., 2019) promoting bank competition, these studies are empirically

5 In Khan et al., (2016), the ASEAN countries included are namely Malaysia, Indonesia, Singapore, Philippines & Thailand.
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failing to reach a consensus on whether the change in banking sector-specific competition
reduces or increases stability.

Thus, the empirical literature (e.g., Kraft, 2004; Schmidt, 2008; Gormley, 2010; Lee
et al., 2016; Chen & Zhu, 2019) did not reach a consensus on the impact of foreign
ownership in host EMES’ banking systems on efficiency, profitability and risks when
including competition make it challenging to infer whether competition due to foreign bank
ownership would influence monetary policy transmission via the lending channel. This
situation is critical to examine because, with the ongoing COVID-19 pandemic and
economic lockdowns pushing for regulation regime across significant economies,
including the BRICS bloc as supposed to the deregulatory reforms applied previously,
such inquiries will provide insights on whether the trajectory signalled by major global
stakeholders is valid. As a supplementary problem, this current research examines the
impact of foreign bank ownership and banking sector-specific competition on the effect of
BRICS’ monetary policy transmission via the bank lending channel. Unpacking this
practical problem will benefit policymakers to gauge whether competition controls need
to be fostered in the development plan of EMES’ banking systems when foreign-owned

banks are present.

Interestingly, empirical historical economic studies (e.g., Sabaté et al., 2006)
argued that in the case of the Spanish’s budget deficits between 1874 and 1935, it was
found that the dominance of their fiscal policy for the period and, therefore, provide
empirical support to the idea that the problems of the Treasury were behind Spain’s
renouncement of gold. This finding implies that fiscal policy influences the monetary policy
in the case of Spain. Given that this current research examines the impact of foreign bank
ownership on domestic monetary policy in host economies and the empirical evidence of
Sabaté et al., (2006), it would be beneficial to test the channels mentioned above under
the fiscal policy transmission’s perspective. Yang & Shao (2016) further found that in the
case of the Chinese banking sector is that as this sector becomes more competitive and
globalised, their government played an important through using the fiscal policy

instruments as an alternative to manage risks arising from their business cycle interacting
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with cross-border capital markets. China is one of the countries included in the current
research sample, so it makes theoretical sense to test the fiscal policy transmission via

the examined channels.

Another pertinent issue to investigate the fiscal policy transmission is that with the
prominence of deregulatory reforms among EMEs’ banking systems is that empirical
studies (e.g., Gavin et al., 1996; Kaminsky et al., 2005; Talvi & Végh, 2005; Kraay &
Servén, 2008; Boiciuc, 2015) are revealing an essential concern of their fiscal policy
transmission or its effectiveness instead being procyclical. However, because of
deregulation over the last three decades, it remains unclear whether the experienced
challenges from the pro-cyclical fiscal policy in EMESs are due to foreign ownership. There
is a need to understand the implications of foreign bank ownership on fiscal policy
transmission because post-2008 global financial crisis, most emerging market blocs
operating in the cross-border capital markets suffered but with the BRIC bloc being the
exception (see Zhang et al., 2013). Therefore, such inquiries will enable scholars,
policymakers and other stakeholders operating in the emerging market bloc to understand
whether did their fiscal policy played an essential role in insulating the BRICS banking
systems from the negative consequences of the 2008 global financial crisis. Therefore,
to resolve these gaps, the current study investigates the impact of foreign bank ownership

on BRICS’ fiscal policy transmission via the bank lending channel.

1.4 Research objectives

The current study examines the impact of foreign bank ownership in BRICS

banking markets. The objectives of this study are stated as follows:

e To determine the differential influence of foreign-owned and domestic banks
on the BRICS banking systems' financial soundness at both aggregated and
economic cycle-partitioned periods using the CAMELS rating framework.

e Investigate using risk and benefit financial factors to understand whether
BRICS financial markets' pliability against external economic shocks due to

foreign bank ownership.
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e Examine the impact of foreign bank ownership on domestic fiscal and monetary
policy transmission via the bank lending channel.

e Investigate the impact of foreign bank ownership and banking sector-specific
competition on domestic monetary policy transmission through the bank
lending channel since data used for the fiscal policy was insufficient to compute

the residual in the modelling process.

1.5 Overview of research design

The current research adopted a descriptive-explanatory mixed-method approach.
The first step in the research design uses CAMELS analytic framework to determine
BRICS banking systems’ soundness in the presence of foreign-controlled banks. The t-
test is used to assess the mean difference between domestic and foreign banks. The
second part of the research design uses 2SLS and two-way random-effect panel models
to investigate foreign banks' impact on benefits and risks and monetary- and- fiscal-policy
transmissions. Hausmann and Wald chi-squared test-statistics were used for 2SLS
random effect panel model designs, Hausmann and Wald chi-squared test-statistics,
including the R-squared, to test the hypotheses. In most of these 2SLS random effect
panel model designs, the current study adds an extra layer of validity by including and
excluding omitted variables and, after that, computing a biasness t-statistic as developed
by Clogg et al. (1995). Further, the two-way random-effect model design, unlike the 2SLS
approach, uses R-squared and the Wald test-statistic as principal diagnostic measures

to assess model fit.

1.6 Main findings from the implemented research design

The results regarding the impact of foreign ownership on BRICS banking markets’
financial soundness using CAMELS analysis show that foreign banks’ presence promotes
financial stability in a pro-cyclical manner. During the economic boom, these institutions
took excessive risks compared to their domestic counterparts. However, given that their

balance sheet is sensitive to market and liquidity risk, post-global financial crisis, this risk-
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taking level could not be sustained, which reduced their contribution to financial
soundness in host banking markets. This finding’s theoretical implications are that
foreign-controlled banks' behaviour in BRICS banking markets supports the lack of

loyalty, trade-off, and quiet-life hypotheses.

The risk-benefit analysis adds to the findings of CAMELS analysis by showing that
foreign ownership increases tier-l capital levels of acquired BRICS banks without
dampening their efficiency and performance compared to their domestic counterparts,
supporting the efficient structure hypothesis and eclectic theory. Furthermore, BRICS
countries derive benefits (increase in bank’s competition as measured by Lerner’s index
and financial stability as measured by Z-score). However, these benefits come with an
increase in risk, including increasing non-performing loans and earnings risks. The
benefits and dangers observed tend to be in all banks (foreign and domestic). The

simultaneous increase in benefits and risks supports the trade-off hypothesis.

Further, the policy analysis shows that foreign bank ownership deteriorates the
effectiveness of fiscal and monetary policy transmission via the bank lending channel,
which supports earlier findings from the risk-benefit research, which reveals that foreign
bank ownership improves credit intermediation for all BRICS banks. Other results show
that banking sector competition remains an essential lever behind the deterioration of
monetary policy transmission’s effectiveness via the bank lending channel despite foreign

bank ownership.

1.7 Contribution of the study
1.7.1 The theoretical contribution of the study

Various theories and hypotheses underpin the current research. Agency theory is
the most widely contested literature and is very important in a recent study. Galias &
Masulis (1976) and Jensen & Meckling (1976) found that bank shareholders with a
diversified portfolio take more risks, while bank managers in the same circumstance due
to higher expected profit tend to be risk-averse, thus, creating the agency problem. Other

empirical literature (e.g., Lassoued et al., 2016) shows that agency problems arise in host
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EMESs’ banking systems with concentrated bank ownership because the host regulator
aims to reduce systemic risk while shareholders prefer the increase in systemic risk. The
current study extends agency theory by assessing the host regulator’s ability to manage
systemic risk when foreign banks are present, and banks in the host emerging markets

are listed and therefore subjected to market discipline, such as in the case of BRICS.

Bank lending theory states that bank lending rates impact the deposit held by
banks either positively or negatively, affecting their lending capacity (Bernanke & Blinder,
1988). Furthermore, after the 2008 global financial crisis, there have been numerous
attempts to understand bank-lending theory in the context of new changes observed in
emerging markets, especially after deregulation. On the one hand, Wu et al. (2011) and
Joen & Wu (2014) find that the presence of foreign banks in host EMESs’ banking systems
dampens the effectiveness of the bank-lending channel as a monetary policy
transmission, which implies that deregulation has encouraged banks to use foreign
market-based funding to finance their balance sheets’ lending activities. On the other
hand, Lee et al., 2016; Chen & Zhu, 2019 posit that foreign banks’ presence increases
competition in host EMESs’ banking systems. However, the literature does not explain the
policy lever responsible for ineffective bank lending channel. Thus, is the competition
brought by foreign banks a reason for weak bank lending channel?

The previous literature shows that there is an interlink between monetary and fiscal
policies through non-distortionary fiscal instruments (e.qg., level of tax distortions) which
result in inconsistency of optimal monetary policy (Alesina & Tabellini, 1987) and through
output shocks in an economy that synchronise the fiscal and monetary policies (Muscatelli
et al., 2004). The synchronisation between fiscal and monetary policies is crucial, and

adverse financial shocks require mixed policy actions to stabilise the economy (Cui 2016).

The extant literature also used various hypotheses to explain the behaviour of
foreign-controlled banks in host banking markets. One adverse selection hypothesis state
that information asymmetry creates an adverse selection issue in the loan markets
because high-interest rates attract risky borrowers (Stiglitz & Weiss, 1981). Therefore,

banks avoid increasing their lending rates and ration credit to circumvent loan defaults by
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riskier borrowers (Matemilola et al., 2015). In the context of foreign bank entry, recent
empirical literature (e.g., Chen et al., 2017) reveals that in host EMEs’ banking markets
with information asymmetry, foreign banks were found to comply with the adverse
selection hypothesis more than their domestic counterparts. The current study
investigates the adverse selection hypothesis in BRICS, a market characterised by low
foreign bank presence and a strong market discipline presence.

The financial fragility crowding-out hypothesis states an inverse relationship
between banks' regulatory capital and the risk to deposit runs and liquidity exist (Diamond
& Rajan, 2001; Gorton & Rajan, 2001). Previous literature (e.g., Lei & Song, 2013; Umar
& Sun, 2016; Umar et al., 2017; Umar et al., 2018) provide strong evidence that the
financial fragility crowding-out hypothesis holds in BRICS banking markets, meaning that
BRICS banks that are highly capitalised have a low probability of deposit runs and
liquidity. However, the aspect of bank ownership has not yet been investigated when
testing this hypothesis. The current study contributed to this hypothesis by testing whether
foreign ownership affects this theory. The quiet-life hypothesis (Hick, 1935) states that
monopolistic banks within banking markets experience inefficiencies. The current study

tests this hypothesis in BRICS when foreign ownership is present.

The efficient structure hypothesis argues that efficient firms within a specific
industry grow their financial position and market share to counteract the competition's
adverse effects, earning a higher profit margin than their peers (Demsetz, 1973).
Havrylchyk & Jurzyk (2011) established that acquisition of domestic banks by foreign
investors is strategic as it focuses on those banks with leading market power in host EMEs
banking markets because such actions tend to result in the newly established foreign-
owned banks having higher efficiencies compared to domestic counterparts. This study
contributes to this hypothesis by testing the extent to which foreign banks strategically
acquire banks in BRICS to increase their competitive strategy. This is important because
foreign banks' penetration is low in BRICS compared to other emerging markets like the
CEE.
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Last, the trade-off hypothesis (e.g., Matutes & Vives, 2000) argues that an increase
in bank competition leads to the erosion of financial stability. However, existing literature
does not investigate the pro-cyclicality and bank ownership effects on the decay of

financial stability due to increased bank competition due to foreign banks’ presence.

1.7.2 Empirical contribution of the study

The financial deregulation and liberalisation in emerging market economic blocs
have witnessed a significant restructuring in their banking sector over time, which led to
a considerably higher presence of foreign banks. In CEE (e.g., de Haas & van Lelyveld,
2006; Cull & Peria, 2013; Drakos et al., 2016), East Asia (e.g., Chen et al., 2017; Wu et
al., 2017), Latin America (e.g., Cull & Peria, 2013; Chen et al., 2017; Wu et al., 2017) and
MENA (e.g., Lassoued et al., 2016) a change in the ratio of foreign banks over total banks
it was found to be responsible for economic and financial changes observed. For
instance, as foreign banks increased in these economies, the host banking sector
became efficient and profitable due to improved risk management and reduced costs. On
the contrary, foreign banks are concentrated in these economies; foreign capital reversals
tend to undo previously derived benefits due to external economic shocks. The current
study contributes empirically by assessing whether foreign banks’ presence can explain
the change (e.g., competition and efficiencies) in BRICS countries characterised by a low

percentage of foreign banks.

Furthermore, in emerging market blocs (e.g., CEE and Latin America), banking
systems in which foreign banks are well over 50% of total banks show that foreign banks
are behind those blocs' improved financial soundness because of their risk-robust loan
portfolio (Crystal et al., 2002; Dolgikh & Aijo, 2013). Within emerging market blocs such
as BRICS, where foreign banks' level to total banks is low, additional research is required

to determine whether their low penetration influences their risk-aversion.

1.8 Benefits of the study

This study may benefit various parties in the financial sector within emerging

markets, especially in BRICS countries. First, the study shows that foreign banks'
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presence in the BRICS bloc introduces earnings risks and non-performing loans in foreign
and domestic banks. This implies that banks participating in interbank markets need to
be extra vigilant on earnings’ risks and non-performing loans before lending to other
banks to minimise the chances of systemic risk. Second, the presence of foreign banks
in BRICS’ banking sectors increases competition. Through this study, regulators will be
aware of the extent to which they need to monitor this competition so that it does not
negatively affect these banking sectors' overall soundness and the banking channel as

the transmission of monetary policy.

1.9 Policy implications of the research

This section briefly outlines the policy implication of the results summarised in
Section 1.6. First, foreign bank ownership in the BRICS banking system has favourable
and unfavourable consequences to its aggregated financial soundness. This implies a
positive correlation between banks' risk taking and foreign bank ownership. This means
that BRICS policymakers need to closely monitor this relationship to prevent excessive
regulatory, idiosyncratic, and systemic risks. Second, foreign bank ownership, especially
considering bank competition, accelerates the BRICS bank's lending portfolios to become
dollarised. The policy implication of this finding is that the national policymakers such as
central banks in BRICS should encourage their banks to lend in their currency primarily
to regain control in managing lending risk. Finally, foreign bank ownership encouraged
domestic banks to maintain their economic positions through leveraging. Investors in the
bloc's banking system need to be aware of the implication of leveraging on credit risk
repayments. BRICS policymakers need to control leveraging behaviour of domestic

banks.

1.10 Structure of the thesis

This thesis comprises eight chapters, including Chapter 1. The subsequent chapter
(Chapter 2) provides a theoretical research framework, including various theories and
hypotheses related to the current research. Chapter 3 (empirical literature) outlines
empirical findings from the previous literature and identifies the research gaps. Chapter

4 (research methodology) explains the data, methodology, and practical strategies
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utilised in this study. Chapter 5 (CAMEL/(s) analysis) presents the results of foreign
banks’ impact on host banking markets' soundness in BRICS countries. Chapter 6 (risk-
benefit analysis) shows the results on both risk and benefits derived from the presence
of foreign ownership in BRICS, and Chapter 7 (policy-based analysis) outline the results
on foreign banks’ implications on the policies (i.e., monetary & fiscal). Chapter 8

discusses the results and concludes this thesis.

Chapter summary

This chapter provides a descriptive overview of the thesis, including the research
problem, research objectives, description of the methodology, and the study's
significance. The next chapter presents the theoretical literature underpinning this

research.
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Chapter Il — Theoretical literature
2.1 Introduction

The current chapter reviews and outlines the related hypotheses and theories in
the literature explaining foreign ownership’s impact within emerging markets banking
systems. The remaining sections in this chapter are arranged as follows: Section 2.2
discusses the inferences, including the adverse selection and efficient structure
hypotheses. Section 2.3 presents theories, including the agency and bank lending

theories. Chapter summary concludes the chapter.

2.2 Hypotheses drew from the literature

Extant literature tests and proves various hypotheses related to bank behaviour,
including foreign ownership impact on emerging markets’ banking systems. These

hypotheses are presented and discussed below.

2.2.1 Adverse selection hypothesis

The adverse selection hypothesis states that information asymmetry creates an
adverse selection problem in the loan markets because high-interest rates attract risky
borrowers (Stiglitz & Weiss, 1981). Therefore, banks avoid increasing their lending rates
and ration credit to circumvent loan default by riskier borrowers (Matemilola et al., 2015).
Dell'Ariccia et al., (1999) also indicate that the banks offering credit to borrowers face
uncertainty about their customers’ creditworthiness. If banks obtain information about
their borrowers after lending to them, they can reject riskier borrowers when refinancing.
Potential entrant banks face an adverse selection problem stemming from their inability

to distinguish new borrowers from old borrowers rejected by their previous banks.

In South Africa, Matemilola et al., (2015) observe that their commercial banks are
rigid to adjust their lending rates upward, supporting the adverse selection hypothesis.
Concerning foreign banks, Chen et al., (2017) argue that foreign banks' risk emanates
from informational disadvantages, among others, which may lead them to provide loans
to risky borrowers. Because of adverse selection through the information channel,

foreign-controlled banks in emerging markets appear to take more risks than their
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domestic counterparts. The current study investigates the adverse selection hypothesis
in BRICS - a market characterised by low foreign bank presence and strong market

discipline.

2.2.2 Efficient structure hypothesis

The efficient structure hypothesis argues that efficient firms within a specific
industry grow their financial position and market share, earning a higher profit margin than
their peers to counteract the competition’s effect (Demsetz, 1973). This study contributes
to this hypothesis by testing the extent to which foreign banks strategically acquire banks
in BRICS to increase their competitive strategy. Havrylchyk & Jurzyk (2011) find that
foreign banks prefer to acquire large banks in CEE countries because it is time-
consuming and expensive to gain market power through natural portfolio growth.
Moreover, acquired banks were less profitable but better capitalised than locally-owned
institutions. Karas et al., (2010) find that foreign-owned banks are more efficient than
domestic private-owned banks in Russia. However, domestic private banks are not
efficient as domestic public banks, implying that both foreign and government acquire
efficient banks. This is important because foreign banks’ penetration is lower in BRICS

than in other emerging markets like the CEE.

2.2.3 Financial fragility crowding out hypothesis

The ‘financial fragility crowding out’ hypothesis test the relationship between bank
capital and its ability to create liquidity (Umar & Sun, 2016). Diamond & Rajan (2000) and
Gorton & Winton (2017) show that two channels can describe this hypothesis. Diamond
& Rajan (2000) state that higher capital means less monitoring than low capital and less
liquidity creation. On the other hand, Gorton & Winton (2017) argue that a higher capital

ratio may crowd out deposits resulting in less liquidity creation.

Previous research (Lei & Song, 2013; Umar & Sun, 2016; Umar et al., 2017; Umar
et al., 2018) on the financial fragility crowding-out hypothesis in BRICS countries confirm
the existence of this hypothesis, implying that upward adjustments of bank capital

regulatory requirements tend to weaken the banks in BRICS’ ability to create liquidity
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which increases their probability to fail. However, these studies do not indicate the part
played by foreign-controlled banks in the financial fragility’s existence, crowding out a

hypothesis for BRICS’ banking systems.

2.2.4 Follower relationship hypothesis

The follower relationship hypothesis argues that banks follow their customers from
home countries as they are afraid of losing them once they have established relationships
with banks operating in foreign countries (Grubel, 1977). Empirical evidence from the
Italian banking system confirms that the follower relationship hypothesis holds (Magri et

al., 2005), highlighting the significance of comprehending local market opportunities.

2.2.5 Lack of loyalty hypothesis

The lack of loyalty hypothesis occurs when foreign-owned banks pull back on
lending during economic difficulties in host countries (Weill, 2003). Furthermore, foreign
banks might be less sensitive to the host country’s microenvironment as they benefit from
parental support, making their lending more stable over time (Haselmann, 2006). De
Haas & Van Lelyveld (2006) found that foreign bank behaviour is more pro-cyclical, in line
with the lack of loyalty hypothesis. Fungacova et al., (2013) also confirm Russia's lack of
loyalty hypothesis by indicating that foreign banks are prone to a more substantial lending

reduction than domestic banks during the crisis.

However, Peek & Rosengren (2000) and Dages et al., (2000) do not find evidence
of a lack of loyalty and argue that these financial institutions have similar lending
behaviour during the crisis period. Cull & Peria (2013) found that foreign bank total loan
growth in Eastern Europe fell more than domestic private bank credit growth during the
crisis because of reductions in corporate lending. Besides, government-owned banks’
lending growth in Eastern Europe did not differ significantly from domestic private banks,
as government banks could not mitigate the impact of the crisis on credit because their
actions were not countercyclical to the lending crisis. The opposite is true in Latin
America, where government-owned banks’ lending growth during crisis exceeded

domestic and foreign banks. However, these studies do not explain foreign banks' lending
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attrition in host EMESs’ banking markets where cross-border equity acquisition remains
low throughout the deregulation period, such as in BRICS.

2.2.6 Liquidity spiral hypothesis

The liquidity spiral hypothesis is defined as a situation where excessive bank
lending aggravates liquidity maturity mismatch. When a bank has many bad loans, its
cash inflow decreases, creating liquidity risk due to unfulfilled depositors’ demand (Chen
et al., 2015). Chen et al., (2015) find that the liquidity spiral hypothesis holds for state-
owned banks in China, supporting the argument that policymakers primarily influence
state-owned banks and warn potential liquidity threats to the Chinese banking system.
Acharya & Viswanathan (2011) also confirm a positive relationship between excessive
lending and liquidity risk through leverage channels in banking. However, this hypothesis
among all hypotheses discussed is not extensively researched. The current study

investigates this hypothesis for BRICS countries.

2.2.7 Trade-off hypothesis

The trade-off hypothesis tests the relationship between competition and financial
stability in the banking system. In a traditional view, bank competition is perceived as
detrimental to financial stability (Matutes & Vives, 2000) because competition erodes
bank profit and franchise value. The competition-stability trade-off may also be explained
by a higher ability to monitor borrowers when banks earn rents (Allen & Gale, 2001),
greater diversification (Beck, 2008), and better regulator monitoring in concentrated
markets (Leroy & Lucotte, 2017). Keeley (1990) found that banking competition led to a
decline in the franchise and increased risk in the USA. Other studies, including Ariss
(2010), and Jiménez et al., (2013), also observe the existence of a trade-off between

competition and stability.

Leroy & Lucotte (2017) find that competition enhances financial stability by
decreasing systemic risk. This could be because weak competition tends to increase the
correlation in banks’ risk-taking behaviour. Boyd & De Nicolo (2005) argue that there is a

positive relationship between competition and stability, implying that less competition
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leads to a higher interest rate for loans, increasing the default possibility due to borrowers’
moral hazard. Kasman & Kasman (2015) find a negative correlation between competition
and stability in Turkey because of high market power and less competition among banks,
causing a decline in banking risk, implying that high concentration due to competition
increases risk. However, existing literature does not investigate the pro-cyclicality and
bank ownership effects on the erosion of financial stability due to increased bank

competition due to foreign banks’ presence.

2.2.8 Relative-market power hypothesis

The relative-market power hypothesis argues that gained market power through
merger and acquisition strengthens the acquired bank’s performance and financial
positions (Shepherd, 1983). Hick (1935), Berger & Hannan (1998), and Maudos & de
Guevara (2007) argue that the quiet life hypothesis is a particular case of the market
power hypothesis and postulates that the higher market power lowers the effort of

managers to maximise operational efficiency.

In analysing the relationship between market concentration, bank competition, and
bank efficiency, Phan et al., (2016) found that in emerging Asian countries, the market
concentration is significantly positive to X-efficiency, which rejects the quiet life
hypothesis. This finding suggests that within emerging Asian countries, there is no market
power in the banking system that exonerates banks from competition effect and the
creation of a monopoly. However, the quiet life hypothesis testing for the foreign-
controlled banks acquired by cross-border institutional investors remains substantially

understudied. This current study tests the quiet life hypothesis in BRICS.

2.2.9 Customer reaction hypothesis

In economic theory, banks with insulated lending patterns do not adhere to an
upward monetary policy rate since these financial entities can downwardly adjust their
lending rates, and this inference is known as the customer reaction hypothesis (Zhang et
al.,, 2017). The implication of this finding suggests that banks negate the effects of

monetary policy transmission via the bank lending channel if the customer reaction
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hypothesis is not rejected. Given that empirical studies (e.g., Wu et al., 2011; Joen & Wu,
2014) for the Asian banking system shows that foreign bank ownership minimises the
effect of monetary policy transmission via the bank lending channel. As per Chen et al.,
(2017) and Wu et al., (2017), the BRICS and emerging Asian blocs have a different profile
when looking at the ratio of foreign banks over total banks and given this difference, the
expectation is that the customer reaction hypothesis would be rejected if the number of
foreign banks is a better proxy for dollarisation. This inference, to our knowledge, has
been tested for the BRICS context, and through assessing the impact of foreign bank
ownership and banking sector competition on the effect of monetary policy transmission
via the bank lending channel, this hypothesis would be tested for the BRICS bloc context.

2.3 Underpinning theories

Prior literature utilised numerous theories to explain how foreign-owned banks
impact the host banking systems in emerging markets. These theories are discussed

below.

2.3.1 Agency theory

Agency theory assumes that the first source of conflict between managers and
shareholders is their different risk perceptions. Shareholders with diversified portfolios
seem to take more risk for a higher expected profit, but managers, on the other hand, are
risk-averse because of saving their position and personal benefit and keeping their

acquired human capital (Galais & Masulis, 1976; Jensen & Meckling, 1976).

The agency problem manifests itself in different ways where banks and foreign
ownership are concerned. First, conflict arises between banks and depositors when
banks are incentivised to take more risks while relying on funds from depositors who
expect banks to take a low risk with their deposits. Second, the conflict arises between
the central bank as a lender of last resort and banks when high information asymmetry
(because banks do not share internal information concerning their loans) complicates the
monitoring of bank managers’ decisions by the regulator. Third, the conflict arises

between the central bank and shareholders when its objective is to limit systemic risk
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while shareholders aim to increase systemic risk as it guarantees bail-out should the bank
fails (Lassoued et al., 2016).

Saunders et al., (1990) found that bank ownership structure impacts risk-taking
behaviours. Banks controlled by shareholders take more risk than banks controlled by
managers. Garcia-Marco & Robles-Fernandez (2008) confirmed that ownership
concentration negatively affects banks' risk-taking. Haw et al., (2010) found that banks
with high concentrated ownership exhibited higher risk as measured by return volatility
and insolvency risk. Chun et al., (2011) found that managerial ownership alone does not
affect Korea’s risk level but increases risk in Japan. Lassoued et al., (2016) saw that
government-controlled banks take more risk, while foreign-owned banks reduce risk-

taking tendencies.

Chen et al., (2017) explain that emerging market economies depend severely on
foreign ownership's capital flows brought into their banking systems. However, the
existing information asymmetry problems foster these foreign-controlled banks to take
excessive risks but do not bear the downside risks as their parent can divert the funds
whenever necessary. The agency problem arises because emerging economies’
mandate is to stabilise their economies by tapping into the international capital markets.
However, foreign banks’ ability to divert funds as they wish negatively affects these

markets' stability and financial soundness, especially during the global financial crisis.

These preceding discussions suggest that agency problem between foreign-
controlled banks and emerging markets or their regulators subject their financial
soundness to globally induced external shocks. The current study extends agency theory
by investigating whether information asymmetry is a problem in an environment where

the number of foreign-controlled banks over total banks is 25%, such as in the BRICS.

2.3.2 Bank lending theory

Monetary policy is transmitted through different channels, of which the lending
channel is deemed one of the most important. The bank lending theory addresses how
the changes (i.e., tightening or relaxing) in monetary policy affect the deposit side
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(liabilities) of banks’ balance sheets negatively or positively, causing banks to substitute
deposits with expensive market-based funding, which reduces lending® or increases
deposits, which fuel lending’ (Bernanke & Blinder 1988). Disyatat (2011) argues that the
traditional banking lending theory presented by Bernanke & Blinder (1988) got flawed
when financial systems were liberated, and direct financing of bank balance sheets
extended beyond deposits as banks accessed other funding markets are non-deposit.
Disyatat (2011) explained that bank lending theory within the modernised banking
systems where financial markets are liberated would work if the monetary policy targets
the cost of funding, which will cause banks that depend on market-oriented funding to be
sensitive to such changes.

The current study evaluates whether the bank lending theory holds for the BRICS
bloc and its economies when foreign banks are present. In China (i.e., all banks) and
smaller European countries (i.e., undercapitalised and small banks), the bank lending
theory as a channel holds (Nguyen & Boateng, 2013; Altunbas et al., 2017). While in
France, Germany, Italy, and Spain, there is little evidence that the bank lending theory as
a channel exists (Altunbas et al., 2017). Other studies (Olivero et al., 2011; Khan et al.,
2016) established that the bank lending channel is ineffective when bank concentration
(a sign of competition) increases, leading to monetary policy becoming less effective in
controlling credit risk exposures with banks in their economy. Moreover, in emerging
markets, the presence of foreign ownership in their banking systems increase competition
(e.g., Kraft, 2004; Gunji et al., 2009; Amidu & Wolfe, 2013), which implies that the
presence of foreign-controlled banks reduces the effectiveness of monetary policy

through the bank lending channel.

2.3.3 Comparative-advantage theory of competition

There are two theories of competition: neoclassical and comparative advantage
theories. Neoclassical is a perfect competition theory where each firm in the industry

adjusts its product quantity produced in the short run due to changes in the market price

6 i.e. during monetary policy tightening

7 i.e. during monetary policy relaxation
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of its product and the costs of its resources and other inputs. Although, in the long run,
they adjust the scale of their operations. The firm’s environment strictly determines its
conduct (Hunt & Morgan, 1995). The comparative advantage theory of banking views
industry demand as significantly heterogeneous and dynamic (Dickson, 1996).
Consumers have imperfect information concerning a product that might match their tastes
and preferences, and obtaining such information is often costly (Hunt & Morgan, 1995).
In comparing neoclassical and comparative advantage theories, Hunt & Morgan (1995)
argue that comparative advantage theory better explains macro and micro phenomena
previously rationalised by neoclassical theory and that market orientation is a potential

resource for comparative advantage.

Multinational banks aim to exploit their comparative advantage and minimise
opportunity costs (Kosmidou et al., 2007). These global firms can be subjected to home
nation effect, parent bank effect, and host nation effect, and each of these effects provide
a mix of advantages, opportunity costs, and barriers to entry (Sturm & Williams, 2008).
Sturm & Williams (2010) found that following clients minimise profit creation efficiency,
while incumbent banks’ market share acts as a barrier to entry. On the other hand, parent

bank profits do not improve host nation efficiency.

However, from a comparative-advantage theory of competition perspective, the
findings from the empirical literature (e.g., Olivero et al., 2011; Chen & Zhu, 2019) suggest
that foreign-controlled banks in emerging markets have a comparative advantage over
their locally owned counterparts if existing foreign ownership in their banking systems is
through the Greenfield investment channel. However, the literature explains the benefits
of foreign ownership through acquisition (e.g., Havrylchyk and Jurzyk (2011), it does not
explain whether the same holds in Emerging markets with characteristics different from
those CEE. The current study aims to extend the comparative advantage theory of
competition and its applicability in the banking systems.

2.3.4 Eclectic theory

The eclectic theory is defined as a theoretical framework that underpins factors

driving the foreign investors’ decisions to enter new markets through the acquisition
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channel. These factors include internalisation, location, and ownership. This eclectic
theory combines industrial organisation, internationalisation, and location theories?®
(Williams, 1997). Dunning (1988) argues that investment decisions, particularly
concerning cross-border investors, are driven by four major factors: regulation, country,
industry, and institution. Other literature (e.g., Miller & Parkhe, 1998; Peek & Rosengren,
2000; Claessens & van Horen, 2009) argued that foreign investors consider specific

factors® before entering new markets.

Other studies (e.g., Hryckiewicz & Kowalewski, 2010; Kodongo et al., 2015) add
that host and foreign ownership country’s macroeconomic and institutional factors remain
central for existing foreign-owned banks to expand their operation while for potential
foreign-owned banks, these factors are critical in deciding on whether or not to enter the
host country. The current study implicitly examines whether the factors (location,
ownership, and institutions) identified in the eclectic theory may have influenced foreign
investors to enter BRICS countries.

2.3.5 Financial intermediation theory of banking

The financial intermediation theory of banking states that banks collect deposits
and then lend them out. However, this function is not exclusive to banks and can be done
by other financial intermediaries. This means that banks act as intermediaries,
channelling money from thousands of depositors and other investors to their loan clients
(Krugman, 1988). As there is no clear distinction of banks from non-banks, economists
see no reason to single out banks in macroeconomic theories and models (Werner,
2016). Werner (2016) rejects the financial intermediation theory of banking, implying that
banks play a specialised role in the economy and have to be regulated effectively as
failure to do so could bring about catastrophes such as the 2008 financial crisis. Besides,
Chen et al., (2015) argued that liquidity creation is a crucial function of banks. Banks

create liquidity by funding long-term illiquid assets with short-term liquid liabilities.

8 Isard & Kuenne (1953) define the location theoretical framework as a theory concern with geographical expansion of economic
activity.

9 These factors are banking market's size, competitive landscape, cost efficiency returns, entry restrictions, regulatory climate and
the institutional structures including the frequency of financial crisis that are subsets of the factors outlined in the eclectic theory.
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Furthermore, liquidity creation may be exclusive to banks, but the role of lending is instead
not unique to banks.

Banks have a significant role in emerging markets, and their governments may be
heavily involved in their banking systems (Davydov et al., 2018). This implies that the
financial intermediation theory may not necessarily hold in these environments because
banks play an important role than other lenders due to substandard institutional quality,
as indicated (Gwatidzo & Ojah, 2014).

2.3.6 Leon Walras’ Theory of Money

Leon Walras’ theory states that for excess supply to exist in one market, there must
be a matching excess demand in another so that both factors cancel out (equilibrium).
Although Leon Walras’ theory of money may have serious flaws!® (See Cirillo, 1986), it
provides crucial insights into its ability to detect significant deficiencies in the quantity
theory of money. Thus, the theory can detect drastic changes in money supply, better
explaining the irrational policy phenomena discussed by Cirillo (1986). The paradigm set
by Leon Walras’ theory may help explain the irrationality of fiscal and monetary policy
transmissions caused by foreign ownership within-host EMEs’ banking markets, as
witnessed within the works of Wu et al., (2011) and Joen & Wu (2014). The current study
tests this theory regarding the challenges experienced in fiscal and monetary policy to
regulate economic equilibrium, especially when foreign ownership in host EMESs’ banking

markets.

Chapter summary

This chapter reviewed various hypotheses and theories underpinning the current
research and highlighted how it would contribute to or extend them. The next chapter

presents the empirical literature review.

10 The flaws come from its assumptions as it assumes that strong public policy is necessary to regulate the money supply in order to
ensure the preservation of economic equilibrium.
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Chapter Il — Empirical literature review
3.1 Introduction

The current chapter reviews the empirical literature related to foreign ownership in
emerging markets, including the risks and benefits to the host's financial sector. The
chapter is organised as follows: Section 3.2 reviews banks' role in the economy,
particularly in emerging markets. Section 3.3 discusses the measurement of banks'
soundness through the CAMELS rating framework. Section 3.4 presents deregulation and
its effects. Section 3.5 outlines briefly the challenge facing banks, which led to
noncompliance with the Basel accord framework in the past. Section 3.6 discusses the
benefits of foreign ownership in host countries. Section 3.7 presents the risks of foreign
ownership. Section 3.8 offers the impact of foreign ownership on monetary- and- fiscal-
policy transmissions, respectively. While Section 3.9 outlines and discusses the
theoretical research framework. Chapter summary concludes the chapter.

3.2 Role of banks in the economy

Banks play an essential intermediary and extensive role in the economy by
financing various economic activities (e.g., Slovin & Young, 1990; Athanasoglou et al.,
2008; Bhaumik & Piesse, 2008; Allen et al., 2012). Their intermediary role includes
accepting savings from depositors with various maturities, mainly short-term in nature.
Banks then lend these funds to borrowers at a long-term duration through the maturity
transformation process (Booth & Booth, 2004). Moreover, by matching deposits and
loans, banks can also create liquidity in the economy. Creating liquidity is particularly
essential during financial distress when banks experience bank runs. The banks' ability
to create liquidity enables them to meet the deposit demands while extending credit
(Diamond & Dybvig, 1983). Banks create liquidity by transforming illiquid assets into liquid
liabilities (Lei & Song, 2013). Before the global financial crisis of 2007-2009, liquidity
creation observed was in the form of securitization where banks and other institutions re-
sold issued subprime mortgages in a secondary market to other counterparts (e.g.,
Ackermann, 2008; Hildebrand, 2008). Banks also increase market efficiency, which helps

lower the economy's cost of debt and stimulate economic growth (e.g., Fase & Abma,
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2003). Despite a good understanding of banks' function, there is still a need to have a
comprehensive account of whether foreign banks' presence has any impact, especially
in BRICS.

Some emerging economies like South Africa are experiencing low economic
growth, high unemployment, and many other economic ills, and the current study sought
to establish whether the entry of foreign banks improves or worsens macroeconomic
factors. Banks' role is even more critical in emerging markets because they are
characterized by illiquid, non-bank debt markets, forcing firms (mainly unlisted ones) to
depend entirely on banks for financing (Bekaert & Harvey, 2003; Gwatidzo & Ojah, 2014).
Banks in emerging markets also finance government activities by purchasing more
government bonds in their balance sheet and connecting their balance sheet to that of
the government (IMF, 2010), which improves the economy's liquidity. This connectedness
between banks' balance sheet and the economy benefits a country by enhancing the real
macroeconomic factors such as employment, interest rates, foreign reserves, and
domestic money supply (Komulainen & Lukkarila, 2003; Reinhart & Rogoff, 2013; Hamdi

& Jlassi, 2014) especially if a country's banking system is efficient.

3.3 Measuring the soundness of banks

Traditionally in the accounting taxonomy, a bank or banking system is regarded as
sound if assets minus its liabilities (core and non-core) remain positive and progressive
over their lifespan. Earlier pioneers of the banking theory (e.g., Diamond & Dybvig, 1983)
argued that deposit insurance instruments might guarantee banks or banking systems'
soundness when the net difference between assets and liabilities appears to be
depressed at both institutional and system levels. Over time, the extensive use of a
battery of financial ratios to measure banks' soundness has gained traction. The lessons
learned from previous major crises such as the Mexican peso crisis (1994 — 1995), East
Asian crisis (1997 — 1998), and global financial crisis (2007 — 2009) show that having a
saver or lender of last resort in the form of deposit insurance or regulatory capital
adequacy is insufficient to guarantee the soundness of banks. Moreover, regulatory

channels such as the deposit insurance or regulatory capital adequacy setting have an
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inter-linked system due to mispriced observed and latent risks, including regulatory
arbitrage issues, as observed previously (Mishkin, 1999; Moshirian, 2012).

The CAMEL analysis is one non-evasive but informative method commonly used
to measure banks' soundness, and it uses financial ratios to achieve its purpose (Crystal
et al., 2002). USA regulatory agencies initially introduced the CAMEL analysis in 1979
(Roman & Sargu, 2013). This CAMEL analysis method's limitation is that its descriptive,
implying that the derived outcomes are not generalizable. CAMEL analysis method
measures banks' soundness in five categories: capital adequacy, asset quality,
management, earnings, and liquidity. Crystal et al., (2001) extend the conventional
CAMEL analytical framework to CAMELS by including the five categories' reactions
during and after a crisis and CAMELOT by including the operational and efficiency
measures to the analysis. The traditional CAMEL analytical framework works by
computing the averages of the proxies of the previously mentioned five sub-categories
per group or individual banks.

CAMEL analysis was previously performed in emerging markets such as Latin
American and Central and Eastern European (CEE) blocs, including the Bank Dhofar in
Sultanate of Oman, India, and Romania (Crystal et al., 2002; Dolgikh & Aijo, 2013; Dash
& Das, 2013; Roman & Sargu, 2013; Mohammed et al., 2019). In Latin America, CAMEL
analysis revealed that although foreign banks do not differ significantly from domestic
banks, they tend to have more risk-robust loan growth trajectory, strengthening the
financial stability of their host countries (Crystal et al., 2002). In the case of the CEE bloc,
CAMEL analysis showed that foreign-owned banks have higher credit growth than their
domestic counterparts, and this difference in credit growth across the foreign-owned
versus locally owned before and during crisis appears driven by their balance sheet
indicators (Dolgikh & Aij6, 2013). In the Indian banking system, the CAMEL analysis
confirmed that private/foreign banks fared better than government-owned banks when
using the CAMELS analytical framework (Dash & Das, 2013). On the other hand, in
Turkey's case, the CAMELS rating analytical framework showed that their government-

owned banks performed better than foreign-controlled banks during the global financial
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crisis because their bank balance sheets were risk-averse before the crisis (Dincer et al.,
2011).

CAMEL analysis was performed on one of the BRICS countries — India; the
soundness of banks in BRICS as a bloc is yet to be established. For the Romanian
banking system, the CAMEL analysis was conducted at an institutional level using a
sample of 15 commercial banks, and the results showed an underlying need to strengthen
the banks' soundness (Roman & Sargu, 2013). Finally, in the case of Bank Dhofar, the
CAMEL analysis revealed that the capital adequacy levels of this bank require
improvement while their net non-performing assets appear reduced, suggesting that the
bank is in a better position despite lacking capital adequacy (Mohammed et al., 2019).

Another CAMEL framework application was on three banks in the Philippines
(Banco Filipino Savings, Mortgage Bank, and Urban bank, including the Orient bank), and
the findings showed that the earnings component of CAMEL was a helpful indicator to
predict bank failures (De Claro, 2013). Indriastuti and Ifada (2016) corroborated the
findings of De Claro (2013) by establishing that the net profit margin helped predict
troubled banks. Generally, CAMEL analysis is powerful and versatile, but its limitation is

that it cannot be generalised, unlike regression modelling analysis.

Despite the limitation that CAMEL or CAMELS rating system cannot be
generalized, its indicators have significant ability to detect financial distress, meaning that
this information is pivotal to proxy financial soundness (e.g., Mannasoo & Mayes, 2009).
Hence, numerous studies have been developing regressions based on CAMELS factors
as inputs in the recent past. First, Rashid & Jabeen (2016) constructed the financial
performance index using CAMELS indicators to proxy bank performance in a regression
analysis. Besides, Lee & Lee (2019) and Keffala (2020) used the raw CAMEL/CAMELS
indicators to proxy bank performance in their regression analyses. Second, some studies
(e.g., Shaddady & Moore, 2019) used these CAMELS indicators in a data envelopment
approach (DEA) to construct a robust bank stability measure than the conventional Z-
score. Unlike the empirical evidence from the traditional CAMEL/CAMELS rating system,
the CAMELS-based regression results are generalizable and comparable across studies.
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3.4 Financial deregulation and its effects

Most economies financed their functions mainly through commercial banks' debt
markets before-deregulation. Pomfret (2010) explained that excess capital flows from
developed oil market economies entered emerging markets through their commercial
banking systems as these banks borrowed the funds, which were then subsequently used
to finance emerging markets and maintain their stability. This means that emerging
markets became highly leveraged and exposed to external economic shocks. In the late-
1970s, when oil markets from developed economies encountered financial distress,
emerging markets' banks were unable to procure new funding, and the existing debt
exposures within their balance sheets appreciated pushing them to roll over their debt.
Furthermore, financial institutions could not generate liquidity, which led to a capital flow
drought. The emerging markets' inability to counteract effects from the capital flow
drought resulted in the 1982-debt crisis (Kaminsky & Pereira, 1996).

Notably, emerging markets struggled to recover from the 1982-debt crisis because
their banks defaulted simultaneously with the decline in economic growth, resulting in
debt overhang, where these economies experienced systemic risk in a banking system
affecting the economic growth negatively. After all, their commercial banks financed the
past and current economic growth trajectories simultaneously. Most emerging markets
economies embarked on the deregulation process to minimize the debt overhang and

stimulate economic growth.

Most economies with nationalised banking systems adopted bank deregulatory
reforms to monitor unrealised risks and recapitalisation (Maudos & Solis, 2011). The
deregulation process is defined as a central strategy where governments, including
regulators, privatize a previously nationalised sector or restrict foreign capital entry by
deploying stringent capital controls (Oetzel & Banerjee, 2008). Deregulation resulted in
foreign investors and banks entering emerging markets banking systems. In emerging
economic blocs such as Central European Economies (CEE), foreign-owned banks

become dominant players in their financial sector.
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Deregulation was observed mainly through foreign banks' entry into emerging
markets. There were different methods that foreign owners used to enter emerging
markets. In the earlier years, the twinning arrangements were encouraged by World Bank
to catalyse change and better prepare the banks for eventual privatization. In this
arrangement, foreign banks took only a minority ownership position or no ownership role
and were assumed to function as insider advisors to the privatization process (Abel &
Siklos, 2004). Countries such as Hungary adopted a strategic partnership arrangement
where a foreign strategic investor took over emerging market banks by either acquiring a
majority stake or buying a minority stake with the option of taking the majority stake later
(Abel & Siklos, 2004). Abel & Siklos (2004) argue that the method of entry would

determine foreign banks’ risk and return.

Although a full review of the risk and benefits of foreign banks' entry into host
countries' deregulation is outlined below, it suffices to point out that deregulation had
mixed results. For example, in Taiwan, Korea, Norway, Portugal, Thailand, and Spain,
deregulation reduced the efficiency of the banking system, while in India, it had an
opposite effect (See, Berg et al., 1992; Zaim, 1995; Grifell-Tatjé & Lovell, 1996;
Bhattacharyya et al., 1997; Gilbert & Wilson, 1998). Furthermore, the deregulation
resulted in most emerging markets becoming vulnerable to a sudden high volume of
capital outflows, which were evident during the East Asian crisis (1997 — 1998) and
dollarisation of the balance sheet (Mishkin, 1999; Komulainen & Lukkarila, 2003; Choi &
Cook, 2004). Also, deregulation results in a boom-bust cycle in the banking sector that is
inherently attributed to a build-up of economic bubbles and subsequent bursts that create

a financial crisis (Roy & Kemme, 2012).

To some extent, deregulatory reforms amplified difficulties in monitoring the role
and impact of qualified foreign institutional investors in the system (Chen et al., 2018).
Therefore, it is essential to clearly articulate the impact of deregulation in the context of
the BRICS economic bloc. Understanding the effects of deregulation in BRICS is even
more critical now that the cost-benefit analysis of adopting deregulatory in emerging

markets is shifting towards the opposing side.
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Various factors influence the foreign ownership choice of a host country to enter.
For instance, multinational banks enter foreign markets primarily to increase their
profitability within an acceptable risk profile (Hryckiewicz & Kowalewski, 2010). Focarelli
& Pozzolo (2005) elaborates that those banks prefer to have their subsidiaries in countries
where expected profits are more significant because of the expected higher economic
growth and potential benefit from local banks' inefficiencies. Dunning (1988), using
eclectic theory, argued that foreign entrants' factors could be categorised into three
groups: regulation, location, and ownership. Other research finds that the level of
domestic country trade in the cross-border economies, exchange rates, regulations of
destination markets, information costs, level of local deposits and home country FDIs,
size of banks and country of origin including effective lending rate differentials and size
of host banking markets played a pivotal role in attracting foreign investors into emerging
markets (Goldberg & Saunders, 1981; Cho, 1986; Goldberg & Johnson, 1990; Fisher &
Molyneux, 1996; Merrett, 2002; Buch, 2003; Herrero & Peria, 2007).

In some cases, the foreign banks/investors enter host countries to serve their
domestic clients that have internationalized (Dahl & Shrieves, 1999; Konopielko, 1999),
which relates to the follower relationship hypothesis discussed in Chapter 2 and the
dollarisation construct outlined in Section 3.6 below. More recent literature (e.g., Kodongo
et al., 2015) adds that the level of institutional quality in host countries, especially in East

Africa, is attributed to the foreign expansion in their banking systems.

3.5 Capital adequacy levels and the Basel accord framework

From its inception in 1988 to the current, the Basel accord framework has attracted
debate as it does not fully mitigate the possibilities of banking crises, especially in
emerging markets. Earlier studies (e.g., Banerjee, 2012) indicate that Basel | and I
accord frameworks affected banks differently depending on bank ownership. For
example, in the case of private and foreign-owned, the framework's effect was much more
on its lending risk, while for public banks, it was mainly on their earning assets'

healthiness. However, despite these focuses, banks, especially in emerging markets,
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found ways to utilize the framework for their benefits, which did not necessarily translate
into those economies' regulatory stability. This led to the introduction of Basel Il in 2010.

Interestingly, the application of BASEL Ill came with its challenges. For instance,
the requirement to hold a net stable funding ratio (NSFR) fostered banks to reduce assets
and, by doing so, affected net interest margins (NIMs) adversely (King, 2013). Besides,
the Basel Il accord framework's adoption reduced the level of cross-border banking
activities in emerging markets by 20% (Figuet et al., 2015). These studies (e.g., Banerjee,
2012; King, 2013; Figuet et al., 2015) discussed above argue that implementation of the
Basel accord framework, including the Basel IIl affects banks' profits and efficiency
negatively, which encourages noncompliance to capital adequacy thresholds, but in the
case of BRICS, these noncompliance challenges have not been comprehensively

investigated.

3.6 Benefits of foreign-owned banks within-host banking systems

The extant literature outlines various benefits of having foreign banks in host
countries (Bonin et al., 2005; Brown et al., 2009; Koutsomanoli-Filippaki et al., 2009). For
example, foreign banks' presence lowers the probability that a host country will
experience a banking crisis (Demirgtic-Kunt et al.,, 1998). Furthermore, Berger et al.
(2005) suggest that foreign ownership is associated with low-profit efficiency than
domestic ownership (static effect) and further showed that acquired banks do not differ
significantly from those that have remained domestic except for higher costs (selection
effect), however, there was some improvement on bank performance after acquisition

(dynamic effect).

Kraft (2004) shows that entry of foreign ownership increases competition,
technology, product innovation, and internal restructuring. Sturm & Williams (2004)
support Kraft (2004) by showing that Australian banking sector productivity improved
post-deregulation due to technological efficiency changes induced by foreign-owned
banks post entry. Also, foreign ownership increased domestic banks' operational
efficiency by forcing locally controlled banks to reduce their profitability and interest

margins (Claessens et al., 2001; Sturm & Williams, 2004; Clarke et al., 2006; Havrylchyk
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and Jurzyk, 2011). Other benefits include an improvement to credit availability for both
small and large firms (Clarke et al., 2001), reducing the likelihood of crisis (Levine, 1996),
and assisting in stabilising the banking system during times of economic turmoil
(Detragiache & Gupta, 2006). Havrylchyk & Jurzyk (2011) also showed that domestic
banks became more profitable after the takeover because of cost minimization and better
risk management. The other benefits include the fact that foreign-controlled banks
improve the banking stability in emerging markets banking systems when the credit
market deteriorate due to endogenous shocks (Althammer & Haselmann, 2011) and that
the presence of foreign-controlled banks increased the host countries’ business
regulatory situation (Kouretas & Tsoumas, 2016).

Most less—developed countries are characterized by inefficient domestic banks
and lack of competition among lenders resulting in high borrowing costs and limited
financial access; hence, foreign-controlled banks enhance credit access to all firms in
emerging markets indirectly by stimulating the overall banking competition (Giannetti &
Ongena, 2012) and improve efficiency (Kraft 2004). Lee et al. (2016); Chen & Zhu (2019)
endorse that foreign-controlled banks' presence improves their banking competition
within-host emerging markets post-entry. Specifically, in Africa, Léon & Zins (2020) also
found that regional foreign-controlled banks increase firms' access to credit and found
limited evidence that they favour the middle class's financial access by restoring

confidence in banks.

Although the preliminary review highlights the benefit of competition, it is also
important to note that the increase in competition may also increase information
asymmetry and reduce a firm's access to credit (Peterson & Rajan, 1995). Gormley
(2010) observes that foreign bank entry in India did not improve all firms' credit access,
as these banks only financed profitable firms (cream-skimming) upon entry. Moreover,
due to foreign-bank entry, credit access was reduced by 8%, suggesting that most firms
in these economies cannot realize the benefits of foreign banks' entry and presence
(Detragiache et al., 2008; Gormley, 2007). Mian (2006) supports Gormley (2010) by

showing that foreign banks lend less to informationally demanding customers as these
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customers may pose a problem during the recovering of defaulted loans. Furthermore, in
countries where market concentration is higher than the norm, banking competition may
lead to imperfect markets where banks set prices that are less favourable to consumers

to earn higher profits (Berger et al., 2001).

The benefits of foreign banks in emerging markets may be affected by a mode of
entry, often referred to as selection bias, whereby only more profitable and healthier
banks with high market power become selected for acquisition (Havrylchyk & Jurzyk,
2011). Lanine & Vennet (2007) showed that foreign banks acquired larger banks in the
CEE countries, and the acquired domestic banks benefited from foreign ownership in
terms of higher market share post-acquisition. However, the impact on efficiency and
profitability was insignificant, arguably because selection bias was not accounted for in
this scenario. Havrylchyk & Jurzyk (2011) found that less profitable banks were likely to
be acquired host banks by foreign strategic investors but profitable three years after the
acquisition. Also, depreciation of the host country’s currency promotes foreign bank entry
through acquisition, while an appreciation of local currency encourages foreign banks'

access through greenfield investments (Hryckiewicz & Kowalewski, 2010).

Although studies such as Gormley (2010) and Léon and Zins (2020) investigate
the benefits of foreign ownership in emerging markets, there is still a dearth of literature
analysing foreign ownership's impact on the BRICS economic bloc and member states.
This analysis is overdue given the developmental mandate that some member states

have and that the studies done so far are inconclusive.

3.7 Foreign bank ownership and risk

Previous research (see Table 3.1 below) documented extensive literature on the
risks experienced by emerging markets post-deregulation. About 35 systemic banking
crises were experienced from 1986 to 2008, during the banking systems' deregulatory
phase in emerging markets. Table 3.1 below shows that between 1976 and 2008, there
were 44 systemic banking crises and one economic meltdown. From Table 3.1, it is
concluded that increased foreign ownership in emerging markets also heightened the

frequency of systemic banking crises by almost 80%.
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Table 3. 1 — Crisis dates

Country Banking Currency Sovereign Sovereign
(Systemic risk crises) (Restructuring)

Albania 1994 1997 1990 1992
Algeria 1990 1988,1994

Angola 1991, 1996, 2015 1988 1992
Argentina 1980, 1989, 1995, 2001 1975, 1984, 1987, 2002,2013 1982, 2001, 2014 2016
Bolivia 1986, 1994 1973, 1981 1980 1992
Botswana 1984

Brazil 1990, 1994 1976, 1982, 1987, 1992, 1999, 2015 1983 1994
Bulgaria 1996 1996 1990 1994
Chile 1976, 1981 1972, 1982 1983 1990
China 1998

Colombia 1982, 1998 1985

Croatia 1998

Czech Republic 1996

Egypt 1980 1979, 1990, 2016 1984 1992
Estonia 1992

Hungary 1991, 2008

India 1993

Indonesia 1997 1979, 1998 1999 2002
Kenya 1985, 1992 1993

Korea (South) 1997 1998

Lesotho 1985, 2015

Lithuania 1995 1992

Luxembourg 2008

Malaysia 1997 1998

Mexico 1981, 1994 1977, 1982, 1995

Peru 1983 1976, 1981, 1988 1978 1996
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Philippines 1983, 1997 1983, 1998 1983 1992

Poland 1992 1981 1994
Romania 1998 1996 1982 1987
Russia 1998, 2008 1998, 2014 1998 2000
South Africa 1984, 2015 1985 1993
Thailand 1983, 1997 1998

Turkey 1982, 2000 1978, 1984, 1991, 1996, 2001 1978 1982
Venezuela 1994 1984, 1989, 1994, 2002, 2010 1982, 2017 1990

Notes of Table 3.1: The crisis date information extracted from Laeven & Valencia (2018) shows years when systemic banking,
currency, and sovereign crises became incurred on the sampled emerging markets (that is, amounting to 34 emerging market
economies).

The risk associated with foreign ownership of banks manifests itself in various
ways. First, when foreign ownership occurs, all banks, including domestic banks, gain
access to the international debt markets denominated in foreign currency (Eichengreen
& Hausmann, 1999), leading to dollarisation of their liabilities (Calvo, 2002; Choi & Cook
2004). With a dollarised balance sheet, banks would then lend to borrowers whose
income stream is in a local currency, implying that the asset’s side of banks’ balance
sheet would be exposed to internal shocks (Mora et al., 2013). Bordo et al., (2010) point
out that dollarized liabilities weaken banks' resilience against externally induced
economic shocks. For instance, in the East Asian crisis of the late 1990s, the devaluation
of Thailand's Baht caused banks' liabilities to appreciate while asset returns of banks
depreciated, preventing banks from meeting their credit obligations and therefore
defaulting. Bordo et al., (2010) found that financial exposure driven by exposure to foreign
currency resulted in significant permanent output losses. Bonin & Louie (2017) argue that
foreign-owned outside greenfield banks were responsible for the dollarisation of banks’
balance sheets in CEE countries, which led to currency mismatch post-global financial
crisis in 2008.

Foreign currency liabilities are viewed as a financial weakness in emerging
markets and are widely associated with crises such as the Mexican tequila crisis (1994),

the Russian rouble crisis (1998), and the East Asian crisis in the late 1990s (Eichengreen

45| Page



& Hausmann, 1999). Interestingly, in the late twentieth century, several advanced
economies had burdensome currency debt outstanding relative to the total external debt
liabilities, but most avoided the crisis (Bordo et al., 2010). Even in emerging markets, the
impact of high external debt is mixed. For instance, Bebczuk et al., (2006) found that
foreign currency debt is directly associated with lower growth rates when the real
exchange depreciates.

Bordo et al., (2010) found evidence that foreign currency debt increases the
likelihood of currency and debt crisis, and the risk of trouble is greater when borrowing in
foreign currency is rapid and significant. Arteta (2003) finds that the dollarized banking
system is not significantly more prone to crisis. Ahrend & Goujard (2011) conclude that
certain forms of international financial integration are found to amplify contagion shocks
and increase crisis risk, such as integration through international bank lending, in
particular, through short-term bank debt. Using Latin American data, Bleakley & Cowan
(2008) found no evidence that the firm's investment decisions are affected by
burdensome currency debt even in the face of currency depreciation. These mixed results
imply that sound debt management at the macro and micro level, financial development,
and sustainable fiscal positions have allowed countries to evade financial crisis even in
the presence of a high percentage of debt denominated foreign currency (Bordo et al.,
2010). Furthermore, these results require us to understand better foreign debt's impact in

other environments such as BRICS, especially post-foreign ownership entry.

The entrance of foreign banks results in a systematic drop in domestic bank loans
due to information asymmetry (Gormley, 2010). This implies that foreign banks tend to
‘cherry-pick’ the customers to lend, leaving domestic banks with opaque customers.
Lending to these opaque customers would increase aggregated risk in host countries
(Serrano, 2016; Wu et al., 2017). Furthermore, Schmidt (2008) argues that foreign banks
harm the credit quality of local banks’ loan portfolios because of intense competition,
which reduces local banks' profitability and their incentives to undertake costly efforts,
leading to financial instability during an economic crisis. Foreign banks could also poach

depositors and safe borrowers from domestic banks while unwilling to lend to local
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entrepreneurship (Giannetti & Ongena, 2012), which stifles economic development and
increases dependency on oligopolistic firms.

Besides, foreign banks tend to lend large firms with foreign owners (Berger et al.,
2001; Mian, 2006). Giannetti & Ongena (2012) conclude that foreign bank presence does
not benefit businesses connected to domestic banks and the government. During the
crisis period, foreign banks drop the rate at which they lend (Fungacova et al., 2013), and
host countries would then depend on the ability of the government banks to stimulate
lending (Cull & Peria, 2013). Also, if foreign banks were aggressive in terms of borrowing
during the boom period, the government banks in host countries would, therefore, be
unable to stimulate lending, and this would prolong the crisis (Cull & Peria, 2013)

Furthermore, foreign ownership is negatively associated with financial stability,
suggesting a higher risk profile for foreign banks than for domestic banks because of
information disadvantage, agency problems with conglomerates, the contagious effect of
parent banks’ financial health, and the disparity between home and host markets (Chen
et al., 2017). Nicolo & Loukoianova (2007) document that foreign banks' risk profiles are
significantly higher than domestic banks. Angkinand & Wihlborg (2010) and Agoraki et
al., (2010) found compelling evidence for negative/positive linkage between foreign bank
presence and the banking sector's overall stability in an emerging market.

The linkage between foreign-controlled banks and parent balance sheets may be
a channel through which credit and liquidity risk are transmitted. Extant literature shows
that host country macroeconomics and parent bank characteristics impact the
subsidiaries' credit supply in host countries (Temesvary & Banai, 2017; Arakelyan, 2018).
Thus, the parent bank's size and profitability negatively influence the parent's liquidity,
and credit risk have a positive influence (Peric et al., 2018). Anginer et al. (2017) found a
positive correlation between the parent bank and foreign subsidiary default risk during the

crisis.

However, those subsidiaries with high retail deposit funding have a lower

correlation in default risk coming from the parent. This finding implies the possible
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transmission of shocks between parent and subsidiary operating in emerging markets. It
is possible that when parent defaults’ risk increases, it may transfer funds from the
subsidiary so that the subsidiary can meet the regulatory requirements at home country
and by so doing weakens the financial health of the subsidiary and increase their default
risk to rise (Anginer et al., 2017; Cetorelli & Goldberg, 2016). Furthermore, these
subsidiaries might be forced to shrink their loans, liquidate long term assets, increase
intragroup loans to distressed parent banks or receive risky assets transferred from the
parent (Giannetti & Laeven, 2012; Allen et al., 2013, Jeon et al., 2013).

Other studies found that parent might export their good or bad risk management
practices/policies to their foreign affiliates (Berger & DeYoung, 2001). Also, financial
conditions in parent countries may affect their subsidiary's financing cost, especially
during shocks where parent income or assets decrease, causing the subsidiary’s finance
costs to increase, causing losses and possibly expanding the leverage risk (Chen et al.,
2017). Peek et al. (1999) also found the poor performance of foreign banks in the USA
before the acquisition, during a transition period, and long after the purchase. Various
other studies (e.g., DeYoung & Nolle, 1996; Chang et al., 1998) conclude that foreign-

owned institutions are less cost-effective and have lower profit efficiency.

3.8 Foreign bank ownership and fiscal- and- monetary-policy transmissions via the
bank lending channel

In economic theory, understanding the transmission of monetary policy enables
policymakers, academics, and other stakeholders to gauge the effectiveness of monetary
policy actions on real economic activities, thus allowing them to guesstimate the riskiness
of the economy and the probability of future returns. These factors drive investment and
consumption appetite in the economy. This previous statement implies that understanding
the transmission of monetary policy in the economy provides financial regulators and
policymakers with the required information to minimise ineffectiveness in monetary-based
policy decisions, which optimise economic growth in the long run. Morsink & Bayoumi
(2001) state that numerous channels have been identified, including interest rate,

exchange rate, and bank lending. Given that in EMES, maintaining progressive economic
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growth in the long run because of inherent high uncertainties (see Bekaert & Harvey,
2003), investigating monetary policy transmission is pertinent in these economies.

In empirical studies (e.g., Baglioni, 2007; Aleem, 2010; Mahathanaseth & Tauer,
2019) in banking theory, the preferred mechanism of examining the transmission of
monetary policy based on the theoretical framework conceptualised by Bernanke &
Blinder (1988). They argued that monetary policy decisions impact the real loan rates in
banking systems, thus adversely or positively affecting the banks’ lending capacity, which
controls the lending risks. Bernanke & Blinder (1988) also note that, from a theoretical
perspective, a monetary policy decision is regarded as being effective if it increases the
real loan rate, thus reducing lending risks because, in this framework, economies’
monetarists are assumed to be risk-averse. From a statistical perspective, the previous
statement implies that the coefficient of the monetary policy proxy needs to be positively

significant to the real loan rate.

Thus, the first strand of empirical literature reviewed in this section examines those
levers that the scholars have found that reduce the effectiveness of monetary policy
transmission via the bank lending channel. First, Baglioni (2007) showed that the banking
structure (i.e., monopolistic vs oligopolistic), especially under the monopolistic scenario,
impairs the effectiveness of monetary policy transmission through the bank lending
channel for the dominant the opposite is witnessed for the small banks. This result is
further supported by the empirical study conducted by Jimborean (2009), who found that
in the case of CEE countries, small banks in those sectors do adhere to the transmission
of monetary policy via the lending channel. Alternatively, Baglioni (2007) also articulated
that in the case of the oligopolistic scenario, banks become insulated from the
transmission of monetary policy via this channel. Sturm & Williams (2004) provided
empirical results indirectly explaining the causality for banks operating in an oligopolistic
banking sector to negate the effects of its monetary policy transmission is somehow linked
to foreign bank ownership in that economy. Thus, this scenario's rationale is that
oligopolistic banking systems, unlike other structures, provide the foreign strategic

investors with a controlling banking system in the host.
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Further, the empirical studies (e.g., Wu et al., 2011; Joen & Wu, 2014; Lee &
Bowdler, 2019) examining the impact of foreign bank ownership on the effect of emerging
Asian countries’ monetary policy transmission via the bank lending channel revealed that
the presence of foreign banks in the host does negate the effectiveness of this port.
Moreover, the empirical evidence from Buch et al., (2019) provided insights that are useful
when investigating the effect of monetary policy given that its banking sector is globalised
by examining the impact of international transmission of monetary policy!, and they show
that the frictions that banks face matter; in particular, foreign currency funding and
hedging considerations can be a crucial source of heterogeneity. Second, different from
the literature discussion above, Hou & Wang (2013), using the Chinese banking sector
as a system of interest in their research, found that banks with prominent financial
positions in the Chinese banking system negate monetary policy transmission via the
bank lending channel. Thus, implying that these financial institutions have a better chance
to attain capital despite their local monetarists constricting their money supply. In
summary, the effect of monetary policy transmission via the bank lending port in the
economy is adversely impacted by banks’ market capitalisation and financial position,

including foreign bank ownership in the context of host EMESs’ banking systems.

Another strand of literature on the effect of monetary policy transmission via the
bank lending port, although its basis might be different to the empirical studies outlined in
the first strand state scenario under which this channel is an effective measure to show
transmission of monetary policy from a practical perspective. The case of Indian and
Thailand banking systems showed that bank-based economies tend to adhere to the
monetary policy transmission through the bank lending channel instead of market-based
economies. However, in the case of India, it was further found that this adherence
weakens the exchange rate channel of this policy transmission (i.e., referred to as the
economic output channel in this research) refer to Aleem (2010) and Mahathanaseth &

Tauer (2019). This finding implies that emerging markets with bank-based financial

11 The importance of investigating the international transmission of monetary policy is that with emerging markets’ banking systems
applying deregulatory reforms globalised their lending which insulated them from effects of local monetary policy and therefore,
understanding heterogeneity in banks’ response to the monetary policy shocks via the bank lending channel is instrumental because
it reveals frictions faced by banks (Buch et al., 2019).
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systems, their economic participants rely on primarily lending activities from banks
instead of non-bank financing instruments that agree with claims made by Gwatidzo &
Ojah (2014) when examining the funding of firms in Africa. This behaviour explains why
monetary policy transmission via the bank lending channel in India and Thailand's

banking systems is adequate.

On the other hand, using the South Africa commercial banking system, Matemilola
et al., (2015) found the opposite since the customer reaction hypothesis holds suggesting
that these banks were able to increase lending risks despite efforts from their local
monetarists reducing money supply (i.e., imply policy ineffectiveness). Given that the
present study investigates the impact of monetary policy transmission via the bank
lending channel when foreign bank ownership is considered in the case of BRICS, the
conflicting results between Aleem (2010) - India and Matemilola et al., (2015) — South
Africa gave that these two countries are part of the sample studied in the present research
raise the following question. What is the bloc net effect of monetary policy transmission
via the bank lending channel especially given that as a consolidated group, empirical
literature (Zhang et al., 2013) found that the BRICS bloc has undergone developments in
the past few decades and, as a result, has become a pivotal contributor to the global

economy?

Monetary policy transmission through the lending channel is well-established in the
economics and finance literature; however, Khan et al., (2016) argued that ignoring the
market structure-monetary policy transmission such as the inclusion of bank competition
misspecified the problem and may limit understanding of the complexity of monetary
policy transmission in the real economy, for example, through loan supply market. Gunji
et al., (2009), when using disaggregated data and Fungacova et al., (2014) focusing on
the euro area, and Olivero et al., (2011), focusing on the Asian and Latin American
economies, found that competition in the banking industry dampens monetary policy
effects on bank lending. On the contrary, Leroy (2014), in the case of Eurozone banks,
investigated the nexus between competition and the bank lending channel, and the

research revealed that increased competition would enhance the effectiveness of the
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ECB monetary policy. Thus, the reason for the difference concerning the impact of bank
competition on the effect of monetary policy transmission via the lending channel between
Fungacova et al., (2014) and Leroy (2014) given that their sampled countries are more
or less the same is because one of the incorporate lags into the modelling process while
the other does not. This statement implies that the availability of banks’ historical market
power parameters (e.g., capitalisation, size & liquidity) flattens imperfect competition
among banks, leading to risk-averse; hence, an increase in competition improves the
transmission of monetary policy in the lending channel. Gintner (2011) added that bank-
based competition might impede monetary policy transmission via the lending channel
because such competition pressures influence the pass-through of changes in the policy

rate.

In the case of BRICS, using Zhang et al., (2013), it could be argued that BRICS
banks have high market power in the global banking sector, which in turn, when using
Leroy (2014), is arguable that the competition among BRICS banks increases risk-averse
behaviour at idiosyncratic bank-level. Thus, the risk-aversion behaviour of BRICS might
infer that BRICS banks’ sensitivity to risk approach improves monetary policy
transmission via the lending channel. However, given that the present study focuses on
the impact of bank competition due to foreign bank ownership on the effectiveness of the
BRICS monetary policy transmission in limiting lending risk and as well with empirical
literature (e.g., Kraft, 2004; Schmidt, 2008) failing to reach consensus on the impact of
competition on host financial stability and since this study includes foreign bank
ownership as part of its modelling factor. Therefore, it is pertinent to investigate the impact
of foreign bank ownership and bank competition on the effect of BRICS monetary policy
transmission via the bank lending channel given its importance to the global economy
and also this bloc was counterintuitive to expectation during the 2008 global financial
crisis (see, Zhang et al., 2013). This strand of literature is thinly researched in literature,
thus in the case of the ASEAN bloc!?, Khan et al., (2016) found that banking competition

in the ASEAN bloc negates the effect of monetary policy flow via its loan supply market,

12 In Khan et al., (2016), the ASEAN countries included are namely Malaysia, Indonesia, Singapore, Philippines & Thailand.
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which emphasises the need of policy measures that can counter the adverse effects of
changes in banking competition. Thus, when using the ratio of assets of foreign banks
retrieved from Chen et al., (2017)’'s Appendix B, BRICS (no results for Russia & South
Africain Chen et al., (2017)) bloc and ASEAN bloc have similar foreignness profile in their
banking systems with assets owned by foreign banks in BRICS on average amount to
9.8952% while it is 10.9914%. Therefore, the expectation is that foreign bank ownership
and bank competition negate the effect of BRICS monetary policy transmission through
the bank lending channel as articulated by Khan et al., (2016), but this inference remains

untested.

Finally, this present research examines the impact of all economic factors stated
for the monetary policy discussion above on the effectiveness of fiscal policy transmission
via bank lending channel because, in BRICS, changes in monetary policy shocks affect
fiscal policy and the visa-versa scenario holds, see Jawadi et al., (2016). Another reason
for assessing this aspect is because, as per surveyed literature, few studies is
investigating this aspect, especially in the context of BRICS. Also, post-deregulation of
emerging markets, empirical literature (e.g., Gavin et al., 1996; Kaminsky et al., 2005;
Talvi & Végh, 2005; Kraay & Servén, 2008; Boiciuc, 2015) found that the fiscal policy has
become procyclical, which may explain for the weakness observed in the past global-
related financial crises, for example, the 1998 Asian and 2008 global financial crises.
However, because of deregulation over the last three decades, it remains unclear whether
the experienced challenges from the pro-cyclical fiscal policy in EMEs are due to foreign
bank ownership. There is a need to understand the implications of foreign bank ownership
on fiscal policy transmission because post-2008 global financial crisis, most emerging
market blocs operating in the cross-border capital markets suffered but with the BRIC
bloc being the exception (see Zhang et al., 2013). Therefore, such inquiries will enable
scholars, policymakers and other stakeholders operating in the emerging market bloc to
understand whether did their fiscal policy played an essential role in insulating the BRICS
banking systems from the negative consequences of the 2008 global financial crisis.
Therefore, to resolve these gaps, the current study investigates the impact of foreign bank

ownership on BRICS' fiscal policy transmission via the bank lending channel.
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3.9 Theoretical Framework

From the theories discussed in Chapter 2 and the empirical literature review in the
current chapter, the theoretical research framework was developed and presented in
Figure 3.1 below:

Figure 3. 1 — Foreign bank ownership entry’s theoretical framework (host-specific argument)
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Gormley (2010) and Havrylchyk & Jurzyk (2011) state that post-1990, the
emerging markets, adopted deregulatory reforms. Besides, their banking systems mainly
were affected by this change. Dunning (1988) used eclectic theory to show that factors
that influence foreign direct investors to enter emerging markets’ banking systems include
the location of economic activity in those emerging markets, existing ownership, and

institutional structures.

Various theories explain the impact of foreign ownership in emerging markets. For
example, Jensen & Meckling (1976), including recent literature (e.g., Lassoued et al.,
2016; Chen et al., 2017), find that the presence of foreign-controlled banks in emerging
markets aggravated the agency conflicts between banks, shareholders, the regulators,
and banks’ management, allowing risks to accumulate in banks’ balance sheets without
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being adequately controlled. The consequence of uncontrollable risks in emerging

markets’ banking systems has contributed to these economies’ frequent banking crises.

Other studies have explained the consequence of foreign banks' entry in various
hypotheses, including adverse selection, efficiency structure, follower relationship, and
liquidity spiral hypotheses. The general sentiment from these hypotheses confirms that
foreign banks' parent entity of an emerging market bank complicates the modelling of risk,

leading to specific financial threats concealed from regulators and shareholders.

The entry of foreign banks impacts emerging markets in various ways. For
instance, the banking system's financial soundness tends to change for better post entry
(e.g., Havrylchyk & Jurzyk, 2011). Also, there may be benefits derived from a rise in
banking competition and increased financial intermediation scope (e.g., Albertazzi &

Boterro, 2014), although other research found a contrary effect (Schmidt, 2008).

On the other hand, the bank lending theory from Bernanke & Blinders (1988)
conceptualised the economic idea that monetary policy shocks would increase the real
loan rate in banking systems fostering banks to lend less, thus reducing the lending risk
exposures in the economy. Altunbas et al., (2002) and Nguyen & Boateng (2013) argued
that in economies where the premises of the bank lending theory holds, the expected
outcome is a reduction in banking crisis occurrences. However, given that the number of
witnessed emerging market crises increased post foreign bank entry into these
economies, namely the Central Eastern European crisis (1990 — 1994), Mexican crisis
(1994 — 1995), Asian crisis (1997 — 1999), Russian Ruble crisis (1998) and the subprime
crisis (2007 — 2008) may suggest that foreign bank ownership within EMEs increase their
policy risks because its banks became insulated from such shocks. Furthermore, this
previous statement is confirmed by the works of Joen & Wu (2014) and Lee & Bowdler
(2019). They found that in the case of the Asian banking systems, among others, the
presence of foreign banks deteriorates the ability of EMES’ monetary policy in controlling
lending risks since these financial institutions can negate the policy shocks by interacting
with cross-border capital markets via the parent channel. Also, Olivero et al., (2011) and

Khan et al., (2016) shows that an increase in bank competition similar to foreign bank
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ownership does weaken the monetary policy transmission through the bank lending
channel. Moreover, given that the presence of foreign-controlled banks in emerging
markets is responsible for increasing bank competition (see Kraft, 2004; Guniji et al., 2009;
Amidu & Wolfe, 2013), it is safe to argue that these foreign entrants led to the weakening
of monetary policy transmission through the bank lending port. The implication of
weakened monetary policy transmission through the bank lending channel may be due
to the CEE bloc’s banking systems' inability to curb risks, as shown by Cull & Peria (2013).

Chapter summary

This chapter analysed the empirical literature related to foreign bank ownership,
including the impact on risks and returns and fiscal- and- monetary-policy transmissions.
The chapter presented the research framework based on the theories/hypotheses and
empirical literature. The subsequent chapter presents the research methodology.
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Chapter IV — Research methodology
4.1 Introduction

The current chapter presents the methodology adopted to achieve the research
objectives outlined in Chapter 1. This chapter is arranged as follows: Section 4.2 offers
research data and sources. Section 4.3 outlines the research design to determine the
impact of foreign ownership on benefits, risk, monetary and fiscal policy implications, and
the quality of the balance sheet of BRICS banks. The chapter summary concludes this

chapter.

4.2 Data and data sources

The current study examined the overall impact of foreign bank entry on BRICS,
including the foreign bank entry implications for monetary policy and macroeconomic
variables. The research sample constituted commercial banks operating in BRICS from
1997 to 2018. To determine those BRICS banks classified as foreign-owned financial
institutions, trailed the following steps: First, check the overview of banks operating in
BRICS by using the Thompson Reuters' DataStream plug-in during the designated
sample period. Second, remove the duplicates to establish BRICS banks. Third, extract
the top-twenty investors using the Bloomberg application because, in the extracted data,
the top-twenty investors compromised 70 per cent of the total shareholders' equity issued
by the bank. The collated top-twenty investors' information constituted the shareholder
names, number of shares, and shareholders' country of origin. Subsequently, the top-
twenty investors collected for each bank is aggregated using the following rules; if the
country of origin differs from the BRICS member countries is classified as 'foreign-owned
otherwise flagged as ‘domestic’. Each bank in the sample has two groups compromising
foreign-owned shares versus 'domestic' shares. The number of foreign-owned shares per
bank is divided by the sum of foreign-owned and domestic shares per bank, giving the

degree of a foreign-owned bank.

Similarly, it is done for the domestic shares per bank to determine the domestically

owned proportion for each bank. Then a bank is classified as a foreign-owned BRICS
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bank if and only if the degree of foreign ownership decimal is or greater than 0.50 or
otherwise is classified as a domestic BRICS bank. This approach defined above was
preferred to the methodology used by Chen et al., (2017) and Wu et al., (2017) of using
the SDC Platinum application to flag foreign-owned banks because of a dearth of data-

related resources available at the time when the study was done.

The commercial banks’ balance sheet data was extracted from the DataStream.
The initial bank population consisted of 94 financial institutions. All other types of financial
institutions, including the Islamic, cooperatives, microfinance, savings, union banks, and
other financial firms, were not included in the sample because of their peculiar ownership
structure and business philosophy (e.g., Das & Ghosh, 2009). The final piece had a
sample of commercial banks only. The final sample consisted of 90 commercial banks?3.
The bank type was restricted to commercial banks because the deregulatory bank
reforms of the 1990s affected them primarily compared to other kinds of banks. Additional
information about the 90 commercial banks, including total assets, total liability and
shareholders’ equity, ROA, the provision on loan losses, total loans, tier 1, and tier 2
regulatory capital, among others extracted from DataStream. Economic and institutional
guality factors were extracted from DataStream. These data included GDP growth, M1
and M2-money supply, unemployment rate, inflation rate, bank concentration index (HHI),
household-and-government expenditures, imports, exports, GDP at market prices, and
treasury bill yield rate. The institutional quality variables included political stability,
government effectiveness, regulatory quality, and law rule obtained from the economical
option in DataStream.

13 The final sample consisted of 90 commercial banks where 71 of these financial institutions are domestic and the remaining
classified as foreign-owned. The bulk of these BRICS banks was from India (i.e., 31 domestic and four foreign-owned banks) and
China (i.e., 26 domestic and six foreign-owned banks) when averaging the number of financial institutions across the designated
sample period. At the same time, the least was from Brazil (i.e., four domestic banks and one foreign-owned bank) and South Africa
(i.e., two local banks and three foreign-owned banks). The remainder of the banks were from the Russian banking system.
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4.3 Research design

4.3.1 Assessing the financial soundness of BRICS banks due to foreign

bank ownership when using the CAMELS rating methodology

The first part of the analysis assessed the financial soundness of BRICS banks
using the CAMELS rating model design. CAMELS analysis enables the computation of
structural, capital, and performance differential between listed foreign-controlled and
domestic BRICS banks. This analysis assists in understanding and identification of
differentiating factors between ownership types. Table 4.1 below presents the elements
used in the CAMELS rating model design.

Table 4.1 — The CAMELS factors and their measurement description

CAMEL Categories Acr. Ratios Formula/measurements Source
Capital adequacy CAP Level of capital adequacy Gross equity/gross loans Keffala (2020)
RCL Regulatory capital level (Tier-1 + Tier-2)/gross assets Own
Asset quality NPL Non-performing loans Loan losses provision/gross loans Keffala (2020)
Managerial efficiency NIM Net interest margin Net interest/total assets Own
CE Cost Efficiency cost/gross income Keffala (2020)
Earnings LG Loan growth (Loan.; — Loany)/Loan,, t is time Crystal et al., (2002)
ROE Return on equity Gross income/Gross Equity Keffala (2020)
Liquidity L Liquidity Liquid assets/gross assets Keffala (2020)
LR Liquidity risk Short-term assets/gross deposits Sun et al. (2017)
Sensitivity SMR Sensitivity to market risk Non-interest income/gross income Keffala (2020)

Notes: Acr. Stands for the acronym. In the case of this current study, short-term assets are proxied by gross loans minus loan
losses provisions.

The CAMELS rating model design is conducted in three steps. First, we computed
the arithmetic averages of CAMELS factors of foreign and local banks over time and
overall. Thus, to test whether there is a significant difference between the two categories

(domestic and foreign) of banks, the mean-difference t-test hypothesis test was used by
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first assuming the equality of variance hypothesis. Second, if the null hypothesis for the
equality of variance hypothesis is rejected, then the variance between the two groups is
unequal, and therefore Satterthwaite is used to test the significance of the mean
difference between the two groups. However, if the null hypothesis for equality of variance
is not rejected, then the pooled method tests the significance of the mean difference
between the two groups.

The second part of the design assesses foreign ownership's impact on BRICS’

banking systems regarding benefits, risk, and fiscal and monetary policy implications.

4.3.2 Benefits derived from foreign bank ownership in BRICS bloc using the

direct-effect approach

Extant literature (e.g., Claessens et al., 2001) investigated foreign ownership's
impact on bank performance in emerging markets. Other studies (e.g., Kraft, 2004;
Giannetti & Ongena, 2012; Lee et al., 2016; Chen & Zhu, 2019) examined the impact of
foreign ownership on bank competition. The current study tests foreign ownership's
impact on the bank performance (measured by ROA, ROE, and NIM) and competition
(measured by Lerner index). The omitted variables are also tested using t-test statistics
as Clogg et al., (1995). Additional tests fit different bank ownership types' of models for
various bank performance and competition indicators to establish differentials that
previous studies might not have picked up. Furthermore, the current research examines
the impact of foreign ownership on credit access to show whether foreign ownership

increases or decreases the companies' access to credit.

4.3.2.1 Tests the impact of foreign bank ownership on BRICS banks’
performance indicators

The impact of foreign ownership on the profitability/efficiency of both local and
foreign-owned banks' profitability/efficiency in the BRICS bloc is investigated in two
phases. In the first phase of the analysis, the omitted variables were excluded, while in
the second phase, omitted variables were included. This process of including and
excluding omitted variables was to check for biasness in the regression. Therefore, the

regression with the least biasness is used for further analysis. The two-stage least square
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(2SLS) random-effect panel model is used to test foreign ownership's impact on
performance when omitted variables are included and when they are excluded. Net
Interest Margin (NIM), Return on Assets (ROA), and Return on Equity (ROE) are used as
dependent variables in line with Claessens et al., (2001); Claessens & Van Horen (2014);
Shaban & James (2018). Equation 1 below is a general form equation excluding omitted

variables:

Perforit= ao + B1(ForOwn;t*) + yk(InstiQuax,t) + Nt + €jt Eq. ()

Where:

Perforit is the response variable in equation (1), which denotes efficiency and performance measures for the
i"" bank ownership type (i.e., domestic & foreign) in the ji" BRICS country at time t. Unknowns in equation (1)
are 0o, B1, Yk (where k is the variable index) and nt denotes the random-effect factor while ¢t is the error term
ForOwnjt* presents the estimated ratio of foreign banks over total banks. InstiQuax it represents the institutional
quality factors including government effectiveness, political stability, regulatory quality & the rule of law indices
in the j" BRICS country at time t.

Equation (1) aims to establish a relationship between foreign ownership and bank
performance or efficiency measures. However, similar previous studies (e.g., Lassoued
et al., 2016) observed an endogeneity problem where the dependent variable was
significantly related to the foreign bank ownership factor, causing the model's error to be
associated with the variable of interest. The estimated foreign ownership vector!*

14 Through using correlation matrix — we find that liquidity, income & funding diversification ratios as defined in the work of Lassoued
et al. (2016), Chen et al. (2017) and Wu et al. (2017); GDP growth and unemployment rate as defined in the works of Claessens et
al. (2001) are high correlated to foreign ownership. Also, fiscal policy (government budget deficits over GDP) and monetary policy’s
interest rate measures found highly correlated to foreign ownership. Therefore, these factors are used to estimate foreign ownership
which is as follows:

ForOwn;, = aj; + yliit(BankCharm) + yzjt(MacroCharjt) + y3jt(FiscalPolicyjt) + y4jt(MonPolicyjt) + e Eq (1a)

Where the dependent factor in Eq (1a) is the raw foreign ownership ratio (i.e., number of foreign banks over total banks) meanwhile
a; and ey, are intercept and error term. On the left-hand side (LHS) of Eq (1a), the bank characteristics denoted by BankChary;, for the
it bank ownership type in the j*" BRICS country at time t are liquidity, funding & income diversification ratios and macroeconomic
measures for j!" BRICS country at time t are GDP growth and unemployment rates. Other independent factors in Eq (1a) are fiscal
policy measure and LN monetary policy measures such as deposit rate, inflation and lending rate.
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(Denoted by ForOwnit* for jth BRICS country at time t) was used instead of the raw foreign
ownership data to limit endogeneity.

The institutional quality factors (e.g., government effectiveness, political stability,
regulatory quality, and the rule of law indices) were used as model controls. The Wald

test statistic assesses the models’ goodness of fit.

Thus, to detect any possible biasness issue concerning the coefficient of foreign
ownership computed in the regression model, the omitted variables and their interaction
with foreign ownership are included in Equation (2) below. These omitted variables are
capitalization (i.e., total debt over shareholders' equity), leverage ratio (i.e., total debt over
total assets), and change in banking regulation (i.e., Basel lll dummy factor). These
variables are expected to influence banks' financial positions (see Chitan, 2012;
Moshirian, 2012; Tan, 2017). The fitted model is stated as follows:

Perforjt= ao* + B1*(ForOwn;t*) + yk(InstiQuaxjt) + Bk jt(OmiVaRj) + ¢k ji(OmiVaRj x ForOwnijt)
+ Nt + €jt Eqg. (2)

Where:

OmiVaRy in equation (2) denotes the omitted bank-based characteristics, namely leverage and
capitalisation for the j" BRICS country at time t. The leverage ratio is measured as total debt over
total assets, and capitalization is computed as total debt over shareholders' equity. On the other
hand, the Basel Ill dummy takes O when Basel Il was not enforced and 1. These factors are
included in equation (2) as omitted variables and their interaction with foreign ownership.
Furthermore, equation (2) considers the interaction between the bank-based characteristic

variables and foreign ownership for completeness.

The t-statistic is used to test the biasness in the coefficient of foreign ownership (of
(ForOwnij*) between equation (1) and Equation (2) using equation 2 (a) below as in Clogg
et al., (1995):

t=—PP e, Eq (2a)

\/ISE(B’DZ—SE(BOZI

Where:
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The numerator of the t-statistic is the difference between the estimated coefficients of the foreign
ownership from equations (1) and (2). At the same time, the denominator is the squared difference

of these estimated coefficients’ standard error.

Rule: If t-statistic has a p-value more significant than 10 per cent, the inclusion of
omitted variables in the regression increases misspecification by amplifying biasness
within the equation; hence equation (1) is selected in this case. On the other hand, if the
p-value of the t-statistic is equal to or lesser than 10 per cent implies that excluding the
omitted variables increase misspecification through the biasness channel; hence in this
scenario, equation (2) becomes selected. Furthermore, given that the research design
used is a panel-based regression, the n is 100 or less due to missing data in the

modellable information.
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Table 4.2 - Variable definitions?®

Variable name Variable definition Variable measurement Previous study

Government effectiveness An index captures the perceptions of the quality of policy 0 to 1 scale, with one indicating high and 0 — low. Lassoued et al., (2016)
formulation and implementation and the credibility of the
government’s commitment to such policies.

Political Stability An index measures the government's likelihood of destabilising or 0 to 1 scale, with one indicating high and 0 — low. Kaufmann et al., (2009)
overthrowing by unconstitutional or violent means, including
politically motivated violence and terrorism.

Regulatory quality An index measures the perceptions of the ability of the government 0 to 1 scale, with one indicating high and 0 — low. Lassoued et al., (2016)
to formulate and implement sound policies and regulations that
allow for and promote private sector development

The rule of law The rule of law refers to the public power exercised for private gain, 0 to 1 scale, with one indicating high and 0 — low. Kaufmann et al., (2009)
including both petty and grand forms of corruption, as well as the
capture of the state by elites and private interest

15 The institutional quality factors used in the current research are imported from the DataStream plug-in in Reuters Thompson; the imported indices are standardised with zero indicating
inefficiency and one representing efficiency.
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Table 4.3 — Instrument variables’ definitions

Variable name Variable definition

Variable measurement

Previous study

Panel A — Bank characteristic factors

Income diversification ratio The income diversification ratio measures the various banks’
income streams.

Funding diversification ratio The funding diversification ratio measures the various banks’
funding streams.

Liquidity ratio The liquidity ratio measures the extent of liquid assets in
banks’ financial positions.

The square sum of the ratio between the square
of interest income over the sum of interest
income and non-interest income plus the square
of non-interest income over the sum of interest
income and non-interest income.

Non-deposit short-term debt over the sum of
deposits and short-term debt.

Liquid assets (cash-and-cash equivalent plus
short-term debt) over total assets.

Lassoued et al., (2016)

Wau et al., (2017)

Chen et al., (2017)

Panel B — Country-specific factors

GDP growth rate Measure the growth in the national output of an economy.

Unemployment rate The number of unemployed citizens at working age

The WDI database publishes the GDP growth
rate under the economical option of Thompson

Reuters’ DataStream.

Number of unemployed citizens over total

citizens.

Claessens et al., (2001)

Current study

Panel C — Dependent factors

NIM NIM evaluates the banking system's revenue from their
maturity transformation between deposits and issuing credit,
which indicates a competitive advantage.

Difference between interest income and

interest expense over total assets

Claessens et al., (2001);
Shaban & James (2018)
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ROA

ROE

ROA measures the management of a bank or banking
system’s ability to generate increasing income of performing
assets on the balance sheet that, in turn, proxy managerial

efficiency.

ROE measures the ability in which the bank or banking
system grows the investments placed by shareholders over
time, which by design, assess possible and future growth

prospects.

Profit after tax over total assets

Net interest income over shareholders’ equity

Claessens et al., (2001);
Shaban & James (2018)
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4.3.2.2 Investigates the impact of foreign bank ownership on BRICS banks’
Lerner’s index, including its influences on the HHI index

Examining the impact of foreign ownership on the bank competition in BRICS
countries is assessed by regressing the Lerner's index*8 (for j'" BRICS country at time t)
as a dependent factor and the degree of foreign ownership and the institutional quality
factors for the j™ BRICS country at time t are independent factors. The fitted model is

stated as follows:
Compijt = do + B1(ForOwn;t*) + yk(InstiQuax,jt) + Nt + &t Eq. (3)

Where:

The estimated foreign ownership for the j" BRICS country at time t as an explanatory variable in
equation (3) is determined using equation (1a). While ao, nt, and €it are the intercept, random-effect,
and the error term in the equation. The included institutional factors as independent variables are
political stability, government effectiveness, regulatory quality, and the rule of law for the jth BRICS

country at time t.

Compjt= ao* + Ba*(ForOwnjt*) + yk(InstiQuax,jt) + Bkj((OmMiVaRj) + ¢k j((OmiVaRj x ForOwnij)
+ Nt + €t Eq. (4)

Where:

OmiVaRy in equation (4) denotes the banking-sector-specific characteristics, namely leverage and
capitalization for the j" BRICS country at time t. Furthermore, equation (4) also includes the
interaction between the banking-sector-specific characteristic variables and foreign ownership for
completeness. The leverage ratio is measured as total debt over total assets, and capitalization is

computed as total debt over shareholders' equity. On the other hand, the Basel Il dummy takes O

16 The Lerner index is measured as:
Pkt - Mth

Lernerindexy, = P
kt

Where k denotes the bank and t outlines time. Almarzogi et al. (2015) defines Py as price of banks for the kth bank at time t and from
a balance sheet perspective, this factor is computed as the sum of interest income and non-interest income over total earning assets
(i.e. total assets minus provision). While MCy is the marginal cost for the kth bank at time t which is measured by sum of interest
expense and non-interest expense over total assets. Thus, Lernerindex; defined as the Lerner’s index which reflects the banks’ ability
to set prices over marginal cost for the kth bank at time t. Thus, a Lerner’s index of zero implies a perfect competition meanwhile one
indicates a monopoly behaviour.
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when Basel Il was not enforced and 1. These factors are included in equation (4) as omitted

variables and their interaction with foreign ownership.
The t-statistic presented in eq(2a) was also used to test regression biasness.

The second test on competition's impact used Herfindahl-Hirschman Index (HHI)
to measure competition (dependent variable). The HHI index of 1 indicates a monopoly,
while 0 indicates perfect competition. The models, including and excluding omitted

variables, are presented below:
HHIjt = ao + B1(ForOwnjt*) + yk(InstiQuakt) + Nt + €jt Eq. (5)
and

HHIjt = ao* + B1*(ForOwnjt*) + yk(InstiQuax,jt) + Bk ji(OmiVaRj) + ¢k ji((OmiVaRj x ForOwnij)
+ Nt + Ejt Eqg. (6)

Where:

HHI (Herfindahl-Hirschman Index), which measures aggregated competition within the j" BRICS
country at time tin equations (5) and (6), is the dependent factor. The ao, nt, and &t denote intercept,
random-effect, and the error terms applied in both models. Independent factors in both models
above are the estimated foreign ownership vector (variable of interest) and institutional quality
factors (controls) for j" BRICS country at time t. In equation (6), the omitted variables (i.e., leverage,

capitalisation, and Basel Il dummy factor) and their interaction with foreign ownership are included.

4.3.2.2 Investigates the impact of foreign bank ownership on BRICS banks’
lending capacity

This additional analysis investigates whether foreign ownership affects the loan
issuing ability of banks in BRICS countries. The following model is fitted when excluding

omitted variables:
Crelntjt= ao + B1(ForOwnjt*) + yk(InstiQuax ) + Nt + &jt Eq. (7)

Where:

The dependent variable is the credit intermediation measure, determined as total loans over total

assets of the credit providing ability of banks are computed as total loans over total assets for the
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ith bank ownership type in the ji" BRICS country at time t. At the same time, independent factors
are the estimated foreign ownership measured using eq (2a), while control factors are the
institutional quality factors for the jth BRICS country at time t. Also, the ao, nt and €t denote the
intercept term, random-effect factor, and error term in eq (7).

Crelntjt= ao0* + B1*(ForOwn;t*) + yk(InstiQuax ) + Bkji(OmiVaRj) + ¢k ji(OmiVaRj: x ForOwnij)
+ Nt + Ejt Eq. (8)

Where:

Omitted variables are the bank characteristics: leverage ratio (total debt over total assets) and
capitalization (total debt over shareholders' equity) for the bank ownership type in the jth BRICS
country at time t and the Basel Ill dummy factor at time t. Other independent factors are these
omitted factors' interaction with foreign ownership while the intercept, random effect, and error term

in eq (8) are denoted by ao, N, and &j, respectively.

The t-statistic presented in eq(2a) was used to test regression biasness in the

coefficient ownership in equations (7) and (8).

4.3.3 Impact of foreign ownership on risk in BRICS

This analysis investigates the impact of foreign ownership on risk in BRICS. The
study draws from Lassoued et al., (2016). However, institutional quality factors were used
as control variables in the current study, while Lassoued et al., (2016) used bank-and-
country-specific factors as controls. The variables that Lassoued et al., (2016) used as
control would not be appropriate for BRICS because they are positively correlated to the

variable of interest, foreign ownership and, therefore, creating a multicollinearity problem.

4.3.3.1 Assessing the impact of foreign ownership on idiosyncratic risks

Existing literature (e.g., Chen et al., 2017) found a negative relationship between
foreign ownership and financial stability (i.e., the normalized z-score measures), implying
that foreign-controlled banks increased risks in the host country more than locally owned
banks did. Chen et al., (2017) modelled foreign ownership relationships with financial
stability, where domestic banks were acquired, mainly foreign banks. In the current study,
most domestic banks are acquired by institutional investors within the financial markets,

including insurance, asset management firms, and private equity firms. Apart from
69| Page



normalised Z-score, other idiosyncratic risk measures used as dependent variables that
measure risk in the current study include nonperforming loans ratio (NPL) and standard
deviation of ROA as in Lassoued et al., (2016). The current study, therefore, presents the
following models, which by design also test the biasness through using the t-statistic as

mentioned in eq (2a):
Riskjt = ao + B1(ForOwnj*) + yk(InstiQuax,j) + Nt + &jt Eq. (9)
and

Riskjt = ao* + B1*(ForOwnjt*) + yk(InstiQuakt) + Bkjt(OmiVaRj) + ¢kji(OmiVaRj x ForOwnij)
+ Nt + Ejt Eq. (10)

Where:

Riskjt denotes the idiosyncratic risk measures that are the normalised z-score, the standard
deviation of ROA, and nonperforming loans for the j'" BRICS country at time t as dependent factors
in models (9) and (10). At the same time, the institutional quality factors are government
effectiveness, political stability, regulatory quality, and the rule of law for the j" BRICS country at
time t as controls in both equations (9) and (10). The omitted variables are bank characteristics,
which are leverage ratio (debt over assets) and capitalisation (debt over shareholder's equity) for
the ith bank ownership in the jth BRICS country at time t and Basel Ill as dummy factor for time t
included as omitted variables and their interaction with foreign ownership incorporated in equation
(20).

4.3.3.2 Assessing the impact of foreign ownership on systemic risks

This section examines the impact of foreign ownership on systemic risk (measured

by delta-CoVaR?'’). The 2SLS random-effect panel model design is fitted where estimated

17Adrian and Brunnermeier (2016) defined systemic risk in banking as the risk contribution of a financial institution to the banking
system or network by using the delta-CoVaR factor is measured as follows:

ACoVaRlli = COVaR[%; V%02 — covaRllt ~Veose

Where: j, i and q denote banking system, bank, and quantile, respectively. Thus, to compute each component of the delta-
CoVaR defined above is determined by using the quantile-based regression model. Thus, the used quantile-based
regression model (that is, using a model similarly styled as in the work of Koenker (2004) is as follows:

it _ Tit=1 7 s qs it—1 2it—1 it—1 3it—1 it—1 4it—1 [ [TieriCapital -1 it
ZScorelf = ay + B! (Liquidityg ") + B2" " (Leveragey ™) + B3 (ROAG ™) + B ([m]q + &l
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foreign ownership data is determined by fitting the panel model outlined in eq (1a), part
of the 2SLS random-effect panel model. Other independent factors used are institutional
quality variables for the j" BRICS country at time t. The primary and omitted variables
models and their interaction terms are included in eq (12). The t-statistic, as defined in eq
(2a), is used to test the significance of the unbiased impact of foreign ownership on
systemic risk.

CoVaRjt= ao + B1(ForOwnjt*) + yk(InstiQuaxjt) + Nt + &t Eq. (11)
and

CoVaRjt = ao* + Bi*(ForOwnjt*) + yk(InstiQuakjt) + Bkjit(OmiVaRj) + ¢kji(OmiVaRj x
ForOwnijt) + nt + €t Eq. (12)

Where:

Models (11) and (12) — ao, nt, and €jrdenote the intercept term, random-effect factor, and the error

terms but for j'" BRICS country in time t.

4.3.4 Additional test — Impact of foreign ownership on BRICS banks’ regulatory
parameters

This additional test investigates the impact of foreign ownership on bank regulation
(measured by tier | and tier Il capital scaled by total assets) in the BRICS bloc by fitting

the following model:
Regjt= ao + B1(ForOwnjt*) + yk(InstiQuakjt) + Nt + €jt Eq. (13)

and

The equation described above is computed for the 50 percentile and the 99 percentiles. Subsequently, the estimated unknowns for
the percentile of interest and then plugged into the data to get the arrays of CoVaR parameter for the designated percentiles. The
institutional-CoVaR computed is then aggregated to country-level data using the year and country fields and used those parameters

to consolidate the data to that level.
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Regijt = ao* + B1*(ForOwnjt*) + yk(InstiQuax,i) + Bk ji(OmiVaRj) + ¢k ji(OmiVaRj x ForOwni)
+ Nt Eg Eqg. (14)

Where:

Regit is the dependent factor denoting the regulatory proxy in models (13) and (14) for the j’" BRICS
country at time t. These regulatory proxies are computed as tier | capital over total assets and tier-
Il capital over total assets. Equation (13) model exclude omitted factors, and its independent factors
are estimated foreign ownership and institutional quality factors. In contrast, equation (14) includes
omitted variables: leverage ratio, capitalisation, and Basel Ill dummy factors with their interaction
with foreign ownership.

4.3.5 Impact of foreignh bank ownership on the domestic fiscal and monetary policy
transmissions via bank lending channel

Like other emerging markets, as documented by Zhang et al., (2013), the BRICS
banking system was not immune to significant structural changes and global integration.
Empirical literature (Wu et al., 2011; Joen & Wu, 2014) demonstrated that in the Asian
economies, these structural changes led domestic banks to become more consolidated
due to economic pressures brought by the newly acquired host banks' foreign strategic
investors. Moreover, the gained capital mobility due to their improved access to global
capital markets caused reckless lending practises, which in the long run negated the local
monetary policy transmission via the bank lending channel. Furthermore, it is imperative
to investigate the impact of foreign bank ownership on its local policymakers’ ability in
regulating the risks emerging from their bank lending activities because such insights
provide invaluable information to national policymakers to navigate themselves in the
newly globalised financial work. The emerging Asian markets studied by Wu et al. (2011)
and Joen & Wu (2014) are fundamentally different from the bloc of interest in this current
study, which means we cannot leverage from these studies. Also, given that the general
empirical literature’s (e.g., Zhang et al., 2013) sentiment is aimed at understanding the
BRICS banking system as a channel to curb global risks that come with the development

of EMEs’ financial markets.

Thus, to augment this gap, the current study examines the impact of foreign bank
ownership on the domestic monetary policy transmission via the bank lending channel for
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the BRICS bloc from 1997 to 2018. Broad money is defined as the currency in circulation,
and close substitutes, such as bank deposits, where the natural logarithm function of
broad money is used as a proxy of monetary policy in the current study and this research

gap is modelled as follows:

Lendingjt = Bi(ForOwnj) + B2(MPjt) + Bs(ForOwnji x MPjt) + Bak(BankConijtk) +
Bs.m)(CountryConij,m)) + Bs,(m(BankSecitn)) + Nt + €t Eq (15)

Where: The indices j and t represent the BRICS member countries and time in years, respectively,
while k, m and n are variable indices for the bank- and- country-specific control variables and
banking sector factors. The response variable is Lendingjt which denote a change in bank lending
measured as the LN(TotalLoany) for the j'" BRICS member countries at time t. The variables of
interest are ForOwnj, MPjt and (ForOwn;t x MPj), representing the degree of foreign ownership
computed as the number of foreign banks over total banks, MPj: is the monetary policy proxy
measure as the growth in broad money and the interaction between foreign bank ownership and
monetary policy for the j'" BRICS member country at time t. The three control groups are included
in equation (1): bank- and country-specific control variables and the environmental factors of the
banking sector. Thus, the vector of bank-specific control factors includes size (LN(TotalAssets;))
and leverage (totaldebtj over totalassetsj) and ROA (i.e., profit after taxj over totalassetsjt. At the
same time, country-specific control factors compromise GDP growth and unemployment rate for
the j" BRICS country at time t. The banking sector's environmental factors are proxied by regulatory
capital and bank-systemic risk measured by the delta CoVaR methodology presented by Adrian
and Brunnermeier (2016).

Another emerging interest in the empirical literature (e.g., Khan et al., 2016)
studying the effectiveness of monetary policy transmission via the lending channel
included bank competition. Given that Kraft (2004), among others in other strands in the
banking theory, found that foreign bank ownership catalyses the bank competition,
particularly in EMEs such as the BRICS bloc studied in this research. Although the work
of Khan et al., (2016) focused on the ASEAN bloc, the present study aims to augment
their work by testing whether incorporating foreign bank ownership and bank competition
influence the monetary policy transmission via the bank lending channel and the following

econometric model became used:
Lendingjt = B1(ForOwnit) + B2(MPjt) + Bs(Compijt) + Ba(Crisis) + Bs(Compit X MPjt) +Bs(Crisis

X MPjt) + B7(Compjt x ForOwnjt X MPj) + Bs(Compjt x ForOwnjt X MPj; x Crisis) + +
Bo,k(BankConit,k) + B1o,m)(CountryConit,m)) + B11,m(BankSecin)) + N+ &t Eq (16)
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Where: Compjt denotes that bank competition is measured by Lerner’s index for the ji" BRICS
country at time t. The Compjt x ForOwnj; x MP;: and Compjt x ForOwnjt X MPjt x Crisis are the three-
ways- and four-way interactions that measure the impact of bank competition on monetary policy
transmission when considering foreign bank ownership for non-crisis and crisis periods,
respectively. At the same time, Compjt x MPj: and Crisis x MPjt are the two-way interaction term
denoting the impact of bank competition and crisis respectively on the monetary policy
transmission. Last, the crisis dummy variable is one during the Asian and 2008 global financial
crisis and otherwise is 0.

Other developments in the subject, which was conceptualised by Bird et al., (2019),
began to evaluate the credit channel of fiscal policy; thus, the theoretical motive to
investigate this channel is because recent changes in the fiscal policy shocks influenced
firms’ lending, lending capacity of firms’ lenders and general firms’ loan supply markets.
Theoretically, this argument suggests that fiscal policy shocks impact firms’ consumption
which of late has attributed to the observed economic growth, especially in EMEs
because empirical literature (e.g., Gormley, 2010) shows concerns with the reduction in
lending to firms when foreign bank ownership is considered as a model parameter. Thus,
to add to this argument, the current study examines foreign bank ownership’s impact on
the fiscal policy transmission via the bank lending channel over 1997 to 2018 for the

BRICS bloc, and the model is as follows:

Lendingit = B1(FPjt) + B2(ForOwnjt x FPjt) + Ba(ForOwnit X FPjt x Crisis) + B4,x)(BankConit,x))
+ Bs,m)(CountryConij,m)) + Bs,(n(BankSeci,n)) + ne+ €t Eq (17)

Where: Equation (3) examine the impact of fiscal policy on bank lending in BRICS, thus, when
including foreign bank ownership and crisis as a dummy variable where the dependent factor is the
natural logarithm function of total loans for the jt" BRICS at time t. FPjtis the proxy for fiscal policy
measured using the PCA method to determine the fiscal income index and fiscal expense index
because the used fiscal policy index in the current study is the difference between fiscal income
and fiscal expense indices. Another variable of interest is the two-way interaction term between
foreign bank ownership and the fiscal policy index denoted by the ForOwnj; x FPjt in equation (3).
At the same time, the other variable of interest is the three-way interaction term between foreign
bank ownership, fiscal policy index and crisis dummy. These interaction terms gear to examine
whether, during the crisis and non-crisis periods, foreign ownership in BRICS through the fiscal
policy transmission regulates bank lending in any form. Similar to the monetary policy transmission
model presented earlier. Equation (3) controls the bank, country and banking sector-specific
variables defined previously. The nt is the time-specific random variable to control endogeneity,
and ¢t is the error term.

The model assumption utilised in models 15 to 17 is that domestic policymakers

(i.e., monetary & fiscal) are risk-averse, which mean the coefficients of the policy
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instruments, in theory, are expected to be positively significant with a p-value equal or

lesser than 10%.

The estimated fiscal policy proxy is done in two steps, with the initial stage

calculating the fiscal- income- and- expense- indices using the classification field to

decide which factor is used for which index calculation. At the same time, the second

stage is mainly computing the fiscal policy index, which is the fiscal income index (only

factors where classification = income) minus the fiscal expense index (only factors where

classification = income). In addition, the fiscal policy proxy is computed using the factors

outlined in Table 4.4 by employing the principal component analysis (PCA) method.

Table 4. 4 — Fiscal policy factors sourced from WorldBank database

Variable name

Classification

Computation

Expense indicator

Costs related to goods & services activities

Grant income

Government salaries

Interest income

Interest expense

Other expense indicator

Other expense indicator 2

Other expense indicator 3

Other tax income

Expense

Expense

Income

Expense

Income

Expense

Expense

Expense

Expense

Income

Expense over GDP

Goods & services expense over government expense

Grants and other revenue over total government revenue

Compensation of employees over government expense

Interest paid to governments over their revenue

Interest paid by governments to its creditors over government expense

Other expense over government expense

Subsidies and other transfers over government expense

Net official development assistance (ODA) over government expense

Other taxes over government revenue
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Revenue Income Revenue, excluding grants over GDP

Tax export income Income Taxes on exports over tax revenue

Tax goods & services income Income Taxes on goods & services over government revenue

Tax income Income Tax revenue over GDP

Tax income proxy 2 Income Taxes on income, profits, and capital gains over government income
Tax international trades’ income Income Taxes on international trades over government income

These indices are computed as a product linear combination (i.e., product sum)
between the chosen factors’ component loadings and observed data extracted from the
WorldBank database. In the indices’ computation process under the PCA method, only
those factors with an eigenvalue equal to or greater than one were included in the linear
combination process. Further, this PCA method outputs a field outlining the per cent in
which this factor explains the index (i.e., in this current study is called factor/component

loading).

Chapter summary

The chapter describes how CAMELS analysis is used to assess banks' financial
stability in BRICS when foreign banks are present. The subsequent analysis presented
the econometric models employed to test foreign ownership's impact on benefits, risks,
and policies (fiscal & monetary). The next chapter presents the results from CAMELS

analysis.

76 |Page



Chapter V — The impact of foreign bank ownership on the
soundness of BRICS’ banks (Empirical results)

5.1 Introduction

This chapter presents the soundness of banks operating within BRICS when
foreign banks are present. The study depicts the differential impact on both domestic and
foreign banks. The chapter is organised as follows: Section 5.2 presents a descriptive
analysis. Section 5.3 presents overall CAMELS analysis results, while Section 5.4
outlines the CAMELS analysis, considering the cyclical effect. Chapter summary

concludes the chapter.

5.2 Univariate analysis
5.2.1 The change in the composition of bank overtime

Table 5.1 below presents the change in the mix of foreign and domestic banks in
BRICS over time. The table reports the actual number of foreign banks in BRICS began
to increase in 2006 from 1 to 4, with a maximum of 14% foreign banks in 2012. Overall,
the BRICS bloc constitutes 85 commercial banks where 18 (21%) of these financial

institutions throughout the sample were foreign-owned.

Table 5.1 — Mix of banks in BRICS bloc overtime

Year Total number of % Number of domestic Domestic banks as % of Number of foreign Foreign banks as

banks banks total banks banks % of total banks
1997 4 100 3 75% 1 25%
2000 9 100 8 89% 1 11%
2003 24 100 23 96% 1 4%
2006 39 100 35 90% 4 10%
2009 60 100 52 87% 8 13%
2012 66 100 57 86% 9 14%
2015 71 100 61 86% 10 14%
2018 85 100 75 88% 10 12%
Overall 85 100 67 79% 18 21%
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Figure 5.1 below presents the percentage change of foreign and domestic banks
over time. The intention is to highlight the volatility of foreign ownership versus local
ownership. In 1998, both foreign banks and local banks increased by 10.7%, but this
increase was wiped out so that the percentage of foreign banks reduced drastically in
1999, possible due to the Asian crisis (1997-1998), which may have hit BRICS one-year
later compared to East Asian countries (Mishkin, 1999). As noted previously, a similar
pattern emerges when evaluating the change in foreign ownership in the BRICS post-
global financial crisis (2007 — 2009). This delay of cross-border investors to sell their
equities within foreign-controlled banks in BRICS may suggest that their market can
provide comparable returns to those in developed economies much longer; hence

divestment of such equity positions was delayed by 12 months.

Figure 5.1 — Percentage change of foreign and domestic banks from 1997 to 2018
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Figure 5.1 shows that there is divestment by cross border investors in foreign
banks whenever there is an economic crisis. For example, the divestment in 2013 could
have been due to European countries such as Greece and Cyprus experiencing financial
market difficulties due to the debt crises, which may have spilt over to BRICS.
Furthermore, in 2016, the percentage change of foreign-owned banks showed a
decreasing trend until 2018, indicating that the depressed global economic outlook

affected the number of foreign-based investors purchasing an equity stake in BRICS
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banks. The domestic ownership percentage change over the same period remained less
volatile than the foreign ownership percentage change.

In addition, concerning Table 5.1, the current study has a relatively smaller sample
of banks because Bloomberg lists only publicly-traded banks. The reason for including
only publicly listed banks was that the previous literature (e.g., Umar et al., 2018) indicates
that a large percentage of banks' assets are in the hands of listed banks. The sample of
banks in this study is fundamentally different from other empirical studies (e.g., Umar et
al., 2018) in BRICS because their research objective was slightly different from the current
study. They assessed the relationship between regulatory capital and liquidity creation
and needed to use all banks. In this study, foreign banks indicator that was only available
in Bloomberg and therefore the banks included in the sample were those that Bloomberg
considered, which excluded some banks. Thus, as per Umar et al., (2018), Brazil has 23
banks, China has 27 banks, India has 61 banks, Russia has 54 banks, and South Africa
has 14 banks. They also showed that listed banks owned 46% of Brazil's banking assets,
while its 57% for China, 78% for India, 43% for Russia and 67% for South Africa, with the
bloc’s statistic being 58%. These results further emphasise the importance of this current
study to understanding the underpinning determinants or influences brought by foreign-
owned banks in the bloc.

5.2.2 The change in the composition of banks overtime per country

Table 5.2 below shows the composition of the banking sector per BRICS country.
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Table 5.2 — Mix of banks in BRICS overtime per country

Year Total number of % Number of domestic Domestic banks as % of Number of foreign Foreign banks as %
banks banks total banks banks of total banks

Panel A: Brazil

1997 0 100 0 0% 0 0%
2000 1 100 1 100% 0 0%
2003 1 100 1 100% 0 0%
2006 3 100 2 67% 1 33%
2009 5 100 4 80% 1 20%
2012 5 100 4 80% 1 20%
2015 5 100 4 80% 1 20%
2018 5 100 4 80% 1 20%
Brazil 5 100 4 80% 1 20%

Panel B: Russia

1997 0 100 0 0% 0 0%
2000 0 100 0 0% 0 0%
2003 0 100 0 0% 0 0%
2006 1 100 0 0% 1 100%
2009 3 100 2 67% 1 33%
2012 6 100 3 50% 3 50%
2015 6 100 3 50% 3 50%
2018 8 100 7 88% 1 13%
Russia 8 100 4 50% 4 50%

Panel C: India

1997 0 100 0 0% 0 0%
2000 4 100 4 100% 0 0%
2003 15 100 14 93% 1 7%
2006 23 100 23 100% 0 0%
2009 33 100 30 91% 3 9%
2012 34 100 32 94% 2 6%
2015 35 100 34 97% 1 3%
2018 36 100 35 97% 1 3%
India 35 100 31 89% 4 11%

Panel D: China
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1997 0 100 0 0% 0

0%

2000 0 100 0 0% 0 0%
2003 3 100 3 100% 0 0%
2006 7 100 7 100% 0 0%
2009 14 100 14 100% 0 0%
2012 16 100 16 100% 0 0%
2015 20 100 18 90% 2 10%
2018 31 100 27 87% 4 13%
China 32 100 26 81% 6 19%

Panel E: South Africa

1997 4 100 3 75% 1 25%
2000 4 100 3 75% 1 25%
2003 5 100 5 100% 0 0%
2006 5 100 3 60% 2 40%
2009 5 100 2 40% 3 60%
2012 5 100 2 40% 3 60%
2015 5 100 2 40% 3 60%
2018 5 100 2 40% 3 60%
South Africa 5 100 2 40% 3 60%

Table 5.2 shows that foreign banks in Brazil (Panel A) dropped from 33% of total
banks in 2006 to 20% of total banks in 2009 and remained stable until 2018. The only
foreign-owned bank in Brazil is the Banco Santander Brasil SA, and it became a cross-
border financial institution in 2006. In 2006, the Banco Santander Brasil SA was initially
owned by Grupo Empresarial Santander from Spain owning 100%. From 2007 to 2018,
Sterrebeeck B.V from the Netherlands was a major shareholder, holding 56.75%.

Panel B shows the percentage change in foreign bank entry in the Russian banking
system, and unlike in the Brazilian banking system, the number of foreign banks over total
banks varies over the sample period. The highest foreign ownership level was observed
in 2006 (at 100%), while the lowest was in 2018 (at 13%). The average foreignness for
the Russian banking system from 2006 to 2018 sat at 46%.
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Panel C shows that the number of foreign banks over total banks in India is
relatively lower, probably because India went through two nationalization drives in the
1960s and 1980s. Thus, on average, the level of foreignness in India is 4% over the
sample period. Panel D shows that foreign bank entry is also low at 4%in India. In China,
unlike in India, most of the non-foreign-owned banks adopted a local privatization
strategy, while in India, the banking system consists mainly of state-owned financial
institutions. The analysis shows that in Brazilian, Indian, and Chinese banking systems,
the level of foreignness ranged between 33% and 0% of total banks. A shallow foreign
bank entry in those BRICS countries suggests that these banking systems did not follow
the same route as other emerging markets seeking foreign banks to improve their
soundness. Brazil and India intended to nationalize their banking systems to limit financial
exclusion in their economies, and the on-and-off approach to this strategy is a clear
indication that nationalization has its limitations. While the Chinese banking system
follows the local privatisation strategy to improve efficiency, this approach also has

potholes because it generally suffers from shadow banking problems.

Russia and South Africa followed the deregulation reform route, but the Russian
banking system appears to have adopted this strategy as the number of foreign banks
over total banks was 13% in 2018. Unlike the Russian banking system, the South African
banking system (panel E) remains dominated by foreign-owned banks. The level of
foreign-owned banks within South Africa increased from 40% in 2006 to 60% in 2009 and
remained at this level until 2018.

5.2.3 Description of foreign and domestic banks using CAMELS measures

Table 5.3 below reports descriptive statistics for CAMELS measures of domestic
and foreign overall (when all countries are analysed together). Domestic and foreign-
controlled banks in BRICS member countries have capital adequacy of 0.13518 (Panel
A) and 0.15342 (Panel B). On the other hand, domestic and foreign-owned banks, on
average, have loan growth of 0.13502 (Panel A) and 0.11266 (Panel B), respectively. The
preceding statistics imply that foreign-controlled banks in BRICS economic bloc have a

high probability of experiencing the crowd out deposit scenario than their domestic
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counterparts because these financial institutions hold a higher capital adequacy level and

a weaker lending capacity than their local peers. Also, in Table 5.3, his descriptive

statistics show that the percentage of NPLs for domestic and foreign-owned banks is

equally the same. This negates the adverse selection hypothesis as defined by Stiglitz

and Weiss (1981), who postulate that the presence of foreign banks increases the

booking of risky borrowers with host banking sectors, hence exposing these banks to high

levels of NPLs.

Table 5.3 — Description of foreign and domestic banks using the CAMELS measures

CAMELS Categories CAMELS factors Mean Median Std. Dev. Min Max
Panel A: Domestic banks
Capital CAP 0.13518 0.11237 0.17630 0.00000 2.61658
RCL 0.05686 0.06711 0.05669 0.00000 0.47884
Asset quality NPL 0.01272 0.00770 0.02007 -0.0306 0.22145
Managerial Efficiency NIM 0.03314 0.02435 0.06156 -0.0502 0.88254
Cost Efficiency 0.48504 0.49985 0.15479 0.00000 0.80096
Earnings Loan growth 0.13502 0.12449 0.15818 -0.4069 1.00000
ROE 0.40464 0.37513 0.20990 -1.0177 1.66419
Liquidity Liquidity 0.08618 0.06995 0.07316 0.00000 1.00000
Liquidity risk 0.81897 0.76139 0.77894 -0.0198 15.2394
Sensitivity SMR 0.16078 0.13256 0.11709 -0.1143 0.75943
Panel B: Foreign-owned banks
Capital Capital adequacy 0.15342 0.13290 0.07549 0.07139 0.46651
RCL 0.08499 0.08343 0.04782 0.00000 0.23243
Asset quality NPL 0.01238 0.00825 0.01456 -0.0022 0.07397
Managerial Efficiency NIM 0.03433 0.03011 0.14527 0.00556 0.07551
Cost Efficiency 0.45326 0.46148 0.11836 0.01790 0.69110
Earnings Loan growth 0.11266 0.09493 0.13976 -0.2247 0.84775
ROE 0.37159 0.36257 0.10258 0.09300 0.86144
Liquidity Liquidity 0.07284 0.05582 0.04945 0.01710 0.21999
Liquidity risk 1.10107 1.04704 0.38035 0.57832 2.71400
Sensitivity SMR 0.20596 0.18274 0.11390 -0.0042 0.56089
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Another interesting observation from Table 5.3 is that foreign-owned banks hold
lower liquidity than domestic banks and consequently experience a higher liquidity risk
(1.101) than their domestic counterparts (0.819). Generally, Sibusiso should integrate his
findings with empirical and theoretical literature reviews. This is lacking in his entire
presentation of results. Merging research findings with literature makes the thesis more
interesting to read.

Table 5.4 reports descriptive statistics of CAMEL measures per country. This table
clearly shows which countries are responsible for higher capital adequacy and weaker
lending capacity among domestic and foreign banks. Interestedly, in the case of Brazilian,
Indian, and Russian banking markets, their foreign-controlled banks have higher capital
adequacy than their domestic counterparts; however, in contrast to Table 5.3, these
foreign-controlled banks have a high loan growth trajectory than their local peers. The
implication of this descriptive finding may allude to the fact that the foreign-controlled
banks in these countries have access to low-cost market-based funding than their
domestic counterparts and, therefore, can maintain their lending despite holding high
regulatory capital. On the contrary, in South Africa, their domestic banks have the same
profile as foreign-controlled banks in Brazil, India, and Russia, suggesting better access
to capital markets than their foreign-controlled counterparts.
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Table 5. 4 — Description of foreign and domestic banks using CAMELS measures at country-specific level

Country CAP RCL NPL NIM CE LG ROE L LR SMR
Panel A: Domestic banks

Brazil 0.2943 0.0544 0.0327 0.0544 0.3723 0.1055 0.6071 0.0635 0.9207 0.3455
China 0.1004 0.0737 0.0063 0.0219 0.4148 0.1288 0.3868 0.1269 0.7025 0.1194
India 0.1125 0.0387 0.0099 0.0250 0.5569 0.1425 0.3792 0.0671 0.8106 0.1393
Russia 0.1514 0.1072 0.0169 0.0372 0.4175 0.0502 0.3372 0.0908 1.0888 0.1863
South Africa 0.2906 0.1070 0.0377 0.1177 0.3234 0.1813 0.5346 0.1028 0.0486 0.3021
Panel B: Foreign-owned banks

Brazil 0.2986 0.1240 0.0402 0.0588 0.3963 0.1349 0.4068 0.1018 1.6076 0.1800
China 0.1473 0.0820 0.0037 0.0199 0.5019 0.0944 0.3039 0.1196 0.7427 0.0953
India 0.1190 0.0547 0.0069 0.0249 0.5767 0.2000 0.3461 0.0542 0.8949 0.1501
Russia 0.1905 0.1034 0.0151 0.0464 0.4164 0.0904 0.3590 0.1156 1.2700 0.1748
South Africa 0.1087 0.0804 0.0089 0.0306 0.4026 0.0764 0.4104 0.0295 1.1034 0.3096

Domestic banks appear to be more efficient than foreign banks for other BRICS
countries. Furthermore, it is observed in Table 5.3 (Panel B) that foreign-controlled banks
on average are efficient because they have a more significant net interest margin (mean
= 0.03433) and a lower cost-efficient ratio (mean = 0.45326) than their domestic
counterparts (Panel A) as their net interest margin mean was 0.03314 and a cost-efficient
ratio’s mean of 0.48504. This descriptive finding is consistent with other outcomes from
the extant literature (e.g., Havrylchyk & Jurzyk, 2011), which argues that post-acquisition,
foreign-controlled banks get to be more cost-efficient than their domestic peers. The
observed efficiency of foreign banks over their domestic banks seems to be driven solely

by Russia, as shown in Table 5.4.

Besides, Table 5.3 shows that foreign-controlled banks (Panel B), on average,
have high liquidity risk (mean = 1.10127) and market risk (mean = 0.20596) than their
domestic counterparts (Panel A), which had a liquidity risk mean statistic of 0.81897 and
market risk mean of 0.16078. Table 5.4 augment Table 5.3 by highlighting that foreign-

controlled banks in all BRICS member countries, on average, take more liquidity risk than
85|Page



domestic banks. Regarding market risk, it is only in South Africa where foreign-controlled
banks take more market risks than domestic banks, while in other BRICS member
countries (i.e., Brazil, China, India & Russia), it is domestic banks that take more market

risks than their foreign-controlled counterparts.

5.3 The soundness of domestic and foreign-owned BRICS banks using the
CAMELS framework

Table 5.5 reports the mean-difference on CAMELS factors of both listed domestic
and foreign-controlled BRICS banks over the sample period, ranging from 1997 to 2018.
Pooled or Satterthwaite are used to test the significance of the means difference between
foreign and domestic banks. If the null hypothesis (equality of variance) is not rejected,
the pooled approach is used to test the mean difference between the two groups;
otherwise, Satterthwaite is used. Table 5.5 presents both pooled and Satterthwaite results
are shown, but the result used are those in bold.

Table 5.5 reports a significant difference between foreign and domestic banks’
capital adequacy, wherein foreign-controlled banks hold relatively higher capital
adequacy levels than domestic banks. However, their lending capacity (proxied by LG
and ROE) is lower than their domestic counterparts. This finding supports the financial
fragility crowding-out hypothesis that a bank’s liquidity creation abilities are adversely
related to its regulatory capital levels. This hypothesis holds in the current study that
foreign-owned banks in BRICS tend to have higher regulatory capital than domestic
banks because of financial risks taken to ensure that they are cost-efficient to remain
competitive. However, the higher capital reduced these banks’ ability to create liquidity
effectively in the region. This observation could explain why foreign-owned banks
appeared to reduce lending (see Table 5.6) during economic crises compared to their
local peers.
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Table 5.5 — Difference between domestic and foreign banks using CAMELS measures

Measure Mean Mean Foreign Mean Significance of mean difference
Domestic banks Difference
banks
Equal sample Unequal sample

variances — t-test variances —

Satterthwaite test

Capital adequacy

CAP 0.1352 0.1763 -0.0182 -1.14 -2.30**
RCL 0.0569 0.0850 -0.0281 -5.29 -6.00*
Asset quality

NPL 0.0127 0.0124 0.0003 0.18 0.23
Management Efficiency

NIM 0.0331 0.0343 -0.0012 -0.22 -0.49
CE 0.4850 0.4533 0.0318 2.21% 2.69*
Earnings

LG 0.1350 0.1127 0.0224 1.50 1.65
ROE 0.4046 0.3716 0.0331 1.73%* 2.85*
Liquidity

L 0.0862 0.0728 0.0133 1.98** 2.64*
LR 0.8190 1.1011 -0.2821 -3.98*% -6.57*%
Sensitivity

SMR 0.1608 0.2060 -0.0452 -4.05% -4.14*

Note: The conducted mean-difference t-test hypothesis testing in two steps. Initially, the equality of variances hypothesis is conducted
where the significance level is 10%. If the computed p-value is found higher than 10% implies that the null hypothesis becomes
rejected, thus, suggesting that the variances are equal. In such a case, the pooled method (equal sample t-test) is used to test the
mean-difference hypothesis. On the contrary, if the equality of variance produces a p-value lesser or equal to 10% implies that the
null hypothesis becomes acceptable, thus, suggesting that the variances are unequal. In this case, the Satterthwaite method becomes
used. The used results within this analysis are highlighted in bold. =<1% (*), =<5% (**) and =<10% (***) indicate the significance levels

used in this analysis.

Furthermore, CAMELS analysis reveals that foreign-controlled banks gain cost
efficiency by taking more risks. This finding implies a substantial institutional difference
between home and host countries, resulting in foreign-controlled banks taking additional
costs compared to domestic banks, consistent with Mamonov & Vernikov (2017).
Moreover, additional charges taken by foreign-owned banks caused these institutions to
be susceptible to crowd-out of depositors, implying that they can only contribute positively
to strengthening the BRICS financial systems member country's procyclicality during non-

crisis periods. The means difference of other CAMEL measures, including NPL, NIM, and

87|Page



LG between domestic and foreign banks, are insignificant, suggesting that ownership
does not influence these factors.

5.4 The cyclicality analysis testing change in the soundness of domestic and
foreign-owned BRICS banks across economic cycles during 1997 to 2018 using the
CAMELS framework

Table 5.6 presents the mean difference between domestic and foreign-controlled
banks in different economic periods (boom, crisis, and post-crisis). Both pooled and
Satterthwaite results are shown, but the results' interpretation is based on the bolded
values. Panel A, B, and C report the mean difference during the boom, crisis, and post-
crisis periods, respectively. Panel A shows a significant mean difference between foreign
and domestic banks where foreign-controlled banks have relatively higher SMR and RCL
than domestic counterparts. The finding implies that the balance sheets of foreign-
controlled banks tend to be sensitive to market risk, and this is a sign of extreme
leveraging activities and a penalty for these banks’ behaviour for holding higher tier-1 and
tier-1l capital as a ratio of total assets. Severe leveraging of foreign-controlled banks
implies these institutions accelerate their lending, supporting Albertazzi’'s & Boterro
(2014)’s findings.
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Table 5.6 — Difference between domestic and foreign banks using CAMELS measures across

different economic cycles

Measure Mean Mean Foreign Mean Significance of mean difference
Domestic banks Difference
banks
Equal sample Unequal sample
variances — t-test variances —
Satterthwaite test
Panel A: Economic boom period (1999 — 2006)
Capital adequacy
CAP 0.1739 0.1131 0.0608 0.61 2.04*
RCL 0.0257 0.0726 -0.0469 -3.44 -4.28*
Asset quality
NPL 0.0138 0.0057 0.0081 1.06 2.83*
Management Efficiency
NIM 0.0520 0.0274 0.0246 0.64 2.18*
CE 0.4641 0.4835 -0.0194 -0.46 -0.64
Earnings
LG 0.1610 0.1970 -0.0359 -0.72 -0.52
ROE 0.5212 0.3767 0.1445 2.18* 3.08*
Liquidity
L 0.0798 0.0453 0.0345 1.86%** 3.48*
LR 1.0096 1.2005 -0.1909 -0.40 -1.22
Sensitivity
SMR 0.1821 0.2514 -0.0693 -2.00%* -3.18*
Panel B: Economic crisis periods (1997 — 1998 & 2007 — 2009)
Capital adequacy
CAP 0.1288 0.1355 -0.0066 -0.20 -0.30
RCL 0.0430 0.0511 -0.0082 -0.60 -0.73
Asset quality
NPL 0.0096 0.0098 -0.0003 -0.06 -0.10
Management Efficiency
NIM 0.0329 0.0331 -0.0002 -0.02 -0.04
CE 0.4695 0.5093 -0.0398 -1.23 -1.68%+*
Earnings
LG 0.1705 0.1360 0.0345 1.04 0.87
ROE 0.4390 0.4319 0.0071 0.15 0.20
Liquidity
L 0.0907 0.0595 0.0313 2.67% 2.95%
LR 0.7079 1.0838 -0.3759 -4.96* -4.12*
Sensitivity
SMR 0.1561 0.1954 -0.0393 -1.57 -2.04**
Panel C: Economic post-crisis period (2010 — 2018)
Capital adequacy
CAP 0.1262 0.1643 -0.0381 -3.98*% -4.51*
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RCL 0.0697 0.0968 -0.0272 -4.66* -5.27*
Asset quality

NPL 0.0133 0.0141 -0.0007 -0.37 -0.39
Management Efficiency

NIM 0.0279 0.0357 -0.0077 -3.15*% -4.22*%
CE 0.4954 0.4323 0.0631 3.62* 4.36*
Earnings

LG 0.1174 0.0941 0.0233 1.34 1.95**
ROE 0.3620 0.3528 0.0091 0.46 0.89
Liquidity

L 0.0866 0.0806 0.0060 0.68 0.95
LR 0.7981 1.0925 -0.2944 -6.81* -6.84*
Sensitivity

SMR 0.1562 0.2028 -0.0466 -3.49* -3.27*

Note: The conducted mean-difference t-test hypothesis testing in two steps. Initially, the equality of variances hypothesis is conducted
where the significance level is 10%. If the computed p-value is found higher than 10% implies that the null hypothesis becomes
rejected, thus, suggesting that the variances are equal. In such a case, the pooled method (equal sample t-test) is used to test the
mean-difference hypothesis. On the contrary, if the equality of variance produces a p-value lesser or equal to 10% implies that the
null hypothesis becomes acceptable, thus, suggesting that the variances are unequal. In this case, the Satterthwaite method becomes
used. The used results within this analysis are highlighted in bold. =<1% (*), =<5% (**) and =<10% (***) indicate the significance levels

used in this analysis.

In Panel B, the mean-difference test is significant for CE and L between the two
groups wherein the domestic banks have higher liquid assets than their foreign-controlled
counterparts. However, in the case of the cost-efficiency ratio, the opposite is observed.
This finding implies that domestic banks gain cost efficiency by maintaining higher liquid
assets during a crisis. This finding supports the efficient structure hypothesis (Demsetz,
1973; Havrylchyk & Jurzyk, 2011). The LR and SMR have significant mean-difference
results where foreign-controlled banks have higher LR and SMR mean measures than
domestic counterparts, implying that these foreign banks became highly leveraged during
an economic crisis, increasing their liquidity risk. This finding further suggests that foreign-
controlled banks are too-big-to-fail. The foreign-controlled banks continued to take more
risks during the crisis, and this persistent risk-taking by these institutions supports the
adverse selection hypothesis (Stiglitz & Weiss, 1981; Matemilola et al., 2015). Moreover,
this finding supports the liquidity spiral hypothesis (Chen et al., 2015) but not the loyalty
hypothesis (Weill, 2003).
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In contrast, other CAMELS factors found previously in Panel A with significant
mean-difference results such as capital adequacy, asset quality, and earnings between
the two groups are now insignificant during the economic crisis. This finding suggests that
the financial crisis in BRICS affects all banks irrespective of their ownership status, which
may imply that these banks’ lending activities get exposed to the customers whose cash
flows are tied to the macroeconomic state of BRICS. This finding also means that BRICS
banks’ lending activities are possibly impeded by the currency-mismatch problem
identified earlier by Mora et al., (2013).

In Panel C, the mean-difference results for capital adequacy, managerial efficiency
measures, LR, and SMR are statistically significant, wherein foreign-controlled banks’
means are higher than domestic banks for the post-crisis period. This finding implies that
foreign-owned banks recover their efficiency post-crisis quicker than domestic banks
because of their ability to adjust leveraging swiftly and capital adequacy levels. Also, this
finding suggests that foreign-controlled banks have a more exceptional ability to absorb
losses because of their superior leveraging capability, which, in turn, strengthen the
financial systems of BRICS member countries. Besides, the mean difference for LG is
significantly higher for domestic banks than for foreign-controlled banks. However, when
combining this result with the previously observed outcome in Panel C that foreign-
controlled banks are more efficient than domestic counterparts, the finding may allude to

the presence of the trade-off between efficiency and earnings.

Chapter summary

This chapter reports the results of CAMELS analysis in detailing the impact of
foreign ownership on domestic and foreign-controlled banks' financial soundness with
emphasis on change in cyclicality. The next chapter outlines empirical results on the effect

of foreign bank ownership on the risk-benefit analysis in the BRICS banking system.
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Chapter VI — The impact of foreign bank ownership on the risk-
benefit analysis in the BRICS banking system (Empirical results)

6.1. Introduction

This chapter presents the results of the impact of foreign ownership on benefits
and risks in BRICS’ banking systems. The chapter is organized as follows: Section 6.2
presents a descriptive analysis. Section 6.3 presents the benefits of foreign ownership on
ROA, ROE, NIM, Lerner’s index, and credit intermediation (total loans over total assets).
Section 6.4 presents the impact of foreign ownership on risks as measured by the
standard deviation of ROA, nonperforming loans, normalized Z-score (measures of
idiosyncratic risks), and delta-CoVaR (a measure of systemic risk). Section 6.5 further
analyses foreign ownership's impact on Tier-l and Tier-1l capitals as percentages of total

assets. Chapter summary concludes the chapter.

6.2. Descriptive statistical analysis

Table 6.1 reports descriptive statistics for the entire sample, containing 90 publicly
traded commercial banks (after applying specific exclusions). Total banks differ from 85
in the previous chapter because all banks that existed over the sample period were
included in the analysis. On the contrary, in chapter 5, some banks may have been
delisted and, therefore, not included. For bank-specific factors, the mean of income
diversification (mean = 0.21390) is higher than the mean of funding diversification (mean
= 0.14911). These results suggest that BRICS banks have diverse income streams
compared to funding sources to finance their balance sheet activities. This may be
because BRICS banks are mostly domestic do not have access to the cross-border
capital compared to their foreign-controlled counterparts. Further, this finding is supported
by the fact that the mean of foreign ownership as a ratio of foreign banks over total banks
is 0.21072, which is much lesser compared to the CEE and Latin American bloc (see Wu
et al., 2017).
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Table 6.1 — Descriptive statistics

Minimum Maximum Mean Standard deviation
Bank-specific factors
Funding diversification ratio 0.03129 0.45259 0.14911 0.10864
Income diversification ratio 0.04783 0.39672 0.21390 0.09802
Liquidity ratio 0.01856 0.16777 0.08812 0.03309
Country-specific factors
GDP growth -0.07800 0.14231 0.04662 0.03730
Unemployment rate 0.02420 0.33290 0.11440 0.09176
Performance/Efficiency indicators
ROA -0.01050 0.07740 0.03090 0.02047
ROE 0.30420 1.72840 0.76205 0.22891
NIM 0.01367 0.27045 0.07916 0.05178
Competition measures
Lerner’s index 0.03626 0.87098 0.43642 0.17641
HHI index 0.03189 0.23496 0.06692 0.11535
Risk measures
Nonperforming loan ratio (NPL) 0.00000 0.11678 0.03305 0.02951
Normalised z-score 0.00000 2.00000 1.08479 0.50757
Standard deviation of ROA 0.00000 0.03495 0.01873 0.00982
Regulatory measures
Tier | capital ratio 0.00000 0.27926 0.11379 0.07379
Tier Il capital ratio 0.00000 0.06848 0.02600 0.01753
Other measures
Foreign ownership 0.00000 1.00000 0.21072 0.22866
Government effectiveness 0.00000 0.76410 0.52707 0.16884
Political stability 0.00000 0.95240 0.40306 0.22347
Regulatory quality 0.00000 0.75000 0.46511 0.16453
The rule of law 0.00000 0.64420 0.41903 0.17536

In the case of country-specific factors, Table 6.1 demonstrates that the maximum
unemployment statistic (max = 0.33290) remains high despite BRICS banking systems
opening their banks to be acquired by foreign investors/banks. This finding implies that
globalizing BRICS banking systems through adopting deregulation may not have
alleviated some of the macroeconomic problems that might have existed previously. This

assertion is further substantiated by low GDP growth, averaging 0.04662.

Table 6.1 further shows that foreign-owned banks' presence positively impacts
performance/efficiency, competition, and regulatory measures. For instance, the mean
statistics for ROE, Lerner’s index, the standard deviation of ROA, and Tier-I are 0.76205,
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0.43642, 0.01873, and 0.11379, respectively. These descriptives may be interpreted as
showing that BRICS banking systems post-foreign acquisition allowance by regulators
led to heightened bank competition, high return on equity, and low earnings risks. In
contrast, Tier-I's mean adds that, on average, over 10% of kept regulatory capital by

BRICS banks is of high quality, which indicates financial strength.

Table 6.2 presents the mean statistics per country. Table 6.2 shows that among
the BRICS member countries, Brazil's banking system has the highest mean for funding
and income diversification of 0.28882 and 0.30597, respectively. This finding alludes that
Brazil may have primarily driven reported mean statistics in Table 6.1 for funding and
income diversification. However, the fact that the average ratio of foreign banks over total
banks is 0.14386 in Brazil implies that bank ownership may not be the source of income
diversification. Tabak & Staub (2007) found that loan portfolios for Brazilian banks are,
on average, moderately concentrated. This finding explains that income diversification

may be coming from inherent loan structures.
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Table 6.2 — Average by country

Funding Divers. Income Divers. Liquidity ratio GDP growth Unemployment
rate

Panel A

Brazil 0.28882 0.30597 0.08012 0.02431 0.09060
China 0.18243 0.10165 0.12840 0.09229 0.03873
India 0.06225 0.14419 0.07001 0.06723 0.03122
Russia 0.17788 0.18126 0.10835 0.02385 0.07608
South Africa 0.07011 0.30187 0.07109 0.02644 0.26908

ROA ROE NIM Lerner's index HHI index

Panel B

Brazil 0.03904 0.91602 0.09233 0.37011 0.06969
China 0.01452 0.62027 0.03255 0.52926 0.07078
India 0.02582 0.64574 0.04455 0.33548 0.04789
Russia 0.01857 0.71357 0.08129 0.51731 0.04163
South Africa 0.04793 0.87186 0.13346 0.47471 0.05870

NPL ratio Norm. Z-score Standard of ROA Tier | capital Tier Il capital ratio
ratio

Panel C

Brazil 0.05868 1.28295 0.02370 0.10835 0.01654
China 0.00736 0.86543 0.00459 0.08436 0.02064
India 0.01466 0.86126 0.01734 0.06943 0.01985
Russia 0.02812 1.08836 0.02297 0.15265 0.04912
South Africa 0.05009 1.28447 0.02354 015929 0.03030

Foreign own. Gov. Effective Political Stability Regulatory The rule of law
Quality

Panel D

Brazil 0.14386 0.48241 0.38005 0.51386 0.38260
China 0.04829 0.60228 0.29449 0.46229 0.38808
India 0.04171 0.49015 0.68775 0.36505 0.50622
Russia 0.46108 0.44317 0.19325 0.38160 0.23119
South Africa 0.40000 0.59577 0.35433 0.56990 0.50078

On the other hand, India has the lowest funding diversification (mean=0.06225),
while China (mean=0.10165) has the lowest income diversification. The lowest funding
diversification in China implies that the deregulation process limited income diversification
in their bank balance sheets, which exposed them to moral hazard. In India, foreign banks'
presence restricted their banking systems’ funding source, which means they may be

susceptible to bank runs when they withdraw funds.

The country-level information in Table 6.2, Panel (b) shows that Brazil and South
Africa have the highest profitability/efficiency measures average, implying that foreign
ownership presence maximized the cost-efficiency ratio, translating into overall efficiency
and profitability at the aggregated level. In China, the lowest efficiency and profitability
measures suggest that a foreign bank presence did not improve its banking system’s
efficiency. Furthermore, China's Lerner's and HHI indices are 0.52926 and 0.7078,

indicating that its banking sector is the most competitive, explaining its low profitability
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and efficiency. Countries where generally moderate bank competition measures, such as
Brazil and South Africa, display better performance indicators.

The relatively better performance for Brazil and South Africa may be due to their
stability level, where their normalized z-score was 1.28295 and 1.28447, respectively.
These high z-scores imply that they earned stable earnings over the sample period.
Interestingly, these two countries also incurred the highest risks in terms of the standard
deviation for ROA and nonperforming loans. In addition, Table 6.2 shows that Russia
have the highest foreign ownership levels (mean = 0.48108), followed by South Africa
(mean = 0.4000) and Brazil (mean = 0.14386). Foreign participation is lowest in China
and India.

6.3 Impact of foreign bank ownership on BRICS banks’ benefit measures
6.3.1 Foreign bank ownership, profitability, and efficiency

This section examines the impact of foreign bank ownership on BRICS banking
systems’ efficiency or profitability using banking sector- and- country-level data for the
five countries in the bloc from 1997 to 2018. In this current study, the foreign bank
ownership is computed as the actual fraction of the number of host foreign-owned banks
over the total number of banks in BRICS for each bank, and subsequently, this ratio is
aggregated into country-specific measures using the year and country name fields.
Empirical literature (e.g., Bekaert & Harvey, 2003; Havrylchyk & Jurzyk, 2011; Gwatidzo
& Ojah, 2014 and Lee & Hsieh, 2014) showed that investigating the impact of foreign
ownership on the emerging market economy efficiencies helps global investors, bankers,
and policymakers to gauge the extent and the period it will take for them to benefit from

these economies in the presence of foreign banks.

Table 6.3 (below) reports the two-stage random-effect panel models' results with
instrument variables that test foreign ownership's impact on domestic and foreign-owned
banks’ performance. The baseline and extended model are presented in Table 6.3. A
biasness t-test statistic was used to assess the level of biasness between the two models

(baseline & extended models) to control the estimation model's possible misspecification
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(see Lassoued et al., 2016). If the biasness t-statistic is significant, all variables, including
omitted factors, need to be included in the analysis (the extended model is used to
interpret the results); otherwise, the baseline model is used. Panel A shows the
performance of foreign-controlled banks, while Panel B presents that of domestic banks.
Table 6.3 presents only the variables of interest: foreign bank ownership and the two-way
interaction terms (foreign ownership interacting with capitalization, Basel Ill dummy

variable and leverage).

Table 6.3, Panel A, biasness t-statistic is significant, and therefore the extended
model is used to interpret the results. The coefficients of all explanatory variables of
interest are statistically insignificant to the ROA of foreign-owned banks in BRICS. These
results imply that after being acquired by foreign strategic investors, these BRICS foreign-
owned banks may increase their income through internal funding channels other than
through exogenous capital markets. Hence, changes in cross border equity (measured
by foreign ownership * capitalisation) and debt markets (foreign ownership * leveraging
ratio), including international bank shift regulation (foreign ownership * Basel Ill), do not
affect their ROA. These insignificant results indicate that host banks' acquisition process
excludes the need for external funding to finance their performing assets, which in theory
insulate their income from exogenous economic shocks. These findings support
Havrylchyk & Jurzyk (2011), who found the same for the CEE bloc. However, this finding
contradicts Chen et al., (2017), who found that foreign-owned banks in host Asia, CEE
and Latin American countries increased risks in those banking systems due to the existing
asymmetries between host and country of origin of foreign strategic investors.
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Table 6.3 — Foreign bank ownership and performance (ROA) of foreign-owned and domestic banks

Panel A: Impact of foreign bank ownership on BRICS foreign-owned banks’ ROA

Dep. factor = ROA; Baseline model Extended model (full)

Coefficient est. Standard Error p-value Coefficient est. Standard Error p-value

Foreign ownership (ForOwn;)  0.02040 0.00714 0.400%* -0.01668 0.02138 43.600%

Omitted variables

Capy; x ForOwny, 0.20262 0.18443 27.200%
Basellll;; x ForOwny 0.00509 0.00952 59.300%
Lev;; x ForOwn; -0.00910 0.05316 86.400%

Model decision testing

t-test statistic (biasness) -1.83997° Model decision-maker: Extended model preferred

Goodness-of-fit profile

(R-square) — within 0.1537 0.5362
between 0.0632 0.8002
overall 0.1207 0.5675

Wald (chi-square) 14.12° 103.612

Panel B: Impact of foreign bank ownership on BRICS domestically owned banks’ ROA

Foreign ownership (ForOwn;) 0.02967 0.00686 0.000%* -0.01567 0.01900 40.900%

Omitted variables

Capj; x ForOwnj; 0.50007 0.33785 13.900%
Basellll; x ForOwn; -0.00691 0.01309 59.800%
Levj; x ForOwnj 0.09598 0.04193 2.200%"

Model decision testing

t-test statistic (biasness) -2.558932 Model decision-maker: Extended model preferred

Goodness-of-fit profile
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(R-square) — within 0.2311 0.3548

between 0.9094 0.9798
overall 0.5565 0.6382
Wald (chi-square) 108.972 140.042

Notes: The dependent variable in Table 6.3 is the ROA for domestic- and- foreign banks in BRICS. Its objective is to examine the
impact of foreign bank ownership on the BRICS banks’ profitability margins to understand the profitability channel for financial stability
in the bloc. The controls are institutional quality factors, including government effectiveness, political stability, regulatory quality, and
the rule of law, while omitted variables are capitalisation, Basel Il dummy variable, leverage ratio, and interaction with foreign bank
ownership. The two-stage (2SLS) random panel model design is used to quantify this research objective, and this minimises
multicollinearity instance between foreign bank ownership and other explanatory variables because the foreign bank ownership data
used in the model is derived as a function of the bank- and- country-specific factors and policy factors (i.e., the monetary- and- fiscal
policy proxies). Furthermore, to assess the effectiveness of this 2SLS random panel model design in curbing endogeneity by testing
the biasness degree using the coefficients of the foreign bank ownership. Two-sided t-test statistic, if the null hypothesis is rejected,
the extended model is preferred over the baseline model, while the opposite is expected when the null hypothesis is not rejected in
terms of the interpreted results in this section. Moreover, the Wald chi-squared and overall R-squared measures were used to
determine whether the data fit the 2SLS random-effect panel model. The significance level used in these analyses was categorized
into three groups: =<1%, =<5%, and =< 10%, denoted by a, b, and c, respectively.

The extended model is used in Table 6.3, Panel B as well. In this panel, the
coefficient of the two-way interaction term between leverage ratio and foreign bank
ownership is positively significant to the domestic BRICS banks’ ROA at a 5% significance
level. This finding suggests that foreign ownership presence in BRICS increases the ROA
of locally owned banks through the debt market because such funding becomes cheaper
when foreign banks are present and dollarise local banks’ balance sheets (Choi & Cook,
2004). This finding contradicts Wu et al., (2017), who found that in the case of Asia, CEE
and Latin American countries, existing market asymmetries between host and country of
origin of foreign owners gave foreign-owned banks’ competitive edge is higher than that
of their local counterparts. Hence their domestic banks’ income is reduced because of

their increased risk appetite.

Table 6.4 presents the impact of foreign bank ownership in BRICS banks’ (i.e.,
foreign-owned & locally-owned) on the ROE. Table 6.4, Panel A uses the baseline model.
The results show that the coefficient of foreign bank ownership is positively significant at
a 1% significance level, meaning that being acquired by foreign strategic investors
improved their attraction in the bank equity markets. This finding supports the follower
relationship hypothesis (Grubel, 1977), which posits that banks follow their customers
from home countries as they are afraid to lose established relationships with financial

institutions operating in foreign countries.
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Table 6.4 — Foreign bank ownership and performance (ROE) of foreign-owned and domestic banks

Panel A: Impact of foreign bank ownership on BRICS foreign-owned banks’ ROE

Dep. factor = ROE; Baseline model Extended model (full)

Coefficient est. Standard Error  p-value Coefficient est. Standard Error  p-value

Foreign ownership (ForOwny) 0.65037 0.09405 0.000%*  1.48444 0.24002 0.000%?

Omitted variables

Cap;: x ForOwnj, -11.53103 2.07787 0.000%?
Basellll; x ForOwn; -0.23914 0.10724 2.600%"
Levj x ForOwn; -0.64278 0.59888 28.300%

Model decision testing

t-test statistic (biasness) 3.76039 Model decision-maker: Baseline model preferred

Goodness-of-fit profile

(R-square) — within 0.3038 0.7459
between 0.8701 0.9425
overall 0.3735 0.7727

Wald (chi-square) 50.262 230.642

Panel B: Impact of foreign bank ownership on BRICS domestically owned banks’ ROE

Foreign ownership (ForOwny) -0.56274 0.09570 0.000%* -1.32789 0.27204 0.000%?

Omitted variables

Capy x ForOwny, 16.56042 4.83837 0.100%*
Basellll;; x ForOwn; -0.12889 0.18743 48.200%
Levj; x ForOwnj 0.42806 0.25011 47.600%

Model decision testing

t-test statistic (biasness) -3.00472 Model decision-maker: Extended model preferred

Goodness-of-fit profile
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(R-square) — within 0.2366 0.3736

between 0.9588 0.9186
overall 0.4587 0.5362
Wald (chi-square) 84.862 96.262

Notes: The dependent variable in Table 6.4 is the ROE for domestic- and- foreign banks in BRICS, and its objective is to examine
the impact of foreign bank ownership on the BRICS banks’ profitability margins to understand the investment channel for financial
stability in the bloc. The controls are institutional quality factors, including government effectiveness, political stability, regulatory
quality, and the rule of law, while omitted variables are capitalisation, Basel Ill dummy variable, leverage ratio, and interaction with
foreign bank ownership. The two-stage (2SLS) random panel model design is used to quantify this research objective, and this
minimises multicollinearity instance between foreign bank ownership and other explanatory variables because the foreign bank
ownership data used in the model is derived as a function of the bank- and- country-specific factors and policy factors (i.e., the
monetary- and- fiscal policy proxies). Furthermore, to assess the effectiveness of this 2SLS random panel model design in curbing
endogeneity by testing the biasness degree using the coefficients of the foreign bank ownership. In the two-sided t-test statistic, if its
null hypothesis is rejected, then the extended model is preferred over the baseline model, while the opposite is expected when the
null hypothesis is not rejected in terms of the interpreted results in this section. Moreover, the Wald chi-squared and overall R-squared
measures were used to determine whether the data fit the 2SLS random-effect panel model. The significance level used in these
analyses was categorized into three groups: =<1%, =<5%, and =< 10%, denoted by a, b, and c, respectively.

In Table 6.4, Panel B, the extended model is used. The coefficient of the foreign
bank ownership is negatively significant to the domestic banks’ ROE at a 1% significance
level, which implies that the presence of foreign ownership introduces skewness in the
BRICS’ bank equity markets since foreign-owned banks’ equity may be preferred over
local counterparts’ ones. On the contrary, the coefficient of the two-way interaction term
(i.e., between capitalisation and foreign bank ownership) is positively significant at a 1%
to ROE. These results imply that foreign ownership gives foreign investors access to
emerging markets characterised by high risk and high return through their interaction with
domestic banks. The high risk, high return scenario in BRICS may be the reason for the
guick economic recovery of their banking sector post-global crisis, as observed by Zhang
et al., (2013). Furthermore, the two-way interaction terms (Basel Il dummy variable &
foreign ownership and leverage ratio & foreign ownership) are statistically insignificant to
the domestic banks’ ROE when foreign banks are present. These findings allude that the
presence of foreign ownership increases the adherence of the domestic banks to
international banks’ regulations, resulting in changes in BASEL Il having no effect on
their ROE.

Table 6.5 presents foreign ownership’s impact on NIM, an operational efficiency
measure. In panel A (baseline model), the coefficient of foreign bank ownership is
positively significant to foreign-owned banks’ NIM at a 1% significance level, implying that
the acquisition of host BRICS banks by foreign strategic investors fosters them to
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minimise interest expenses (i.e., cost-cutting behaviour) while at the same time
maximising interest income. This finding supports Havrylchyk & Jurzyk (2011), who found
that in the case of the CEE bloc, host banks acquired foreign banks eliminated non-

essential costs, which boosted their profitability.

Table 6.5 — Foreign bank ownership and efficiency (NIM) of foreign-owned and domestic banks

Panel A: Impact of foreign bank ownership on BRICS foreign-owned banks’ NIM

Dep. factor = NIMj Baseline model Extended model (full)

Coefficient est. ~ Standard Error  p-value Coefficient est. ~ Standard Error  p-value

Foreign ownership (ForOwn;)  0.06027 0.01033 0.000%? 0.03170 0.01942 10.300%

Omitted variables

Capj; x ForOwnj; -0.33302 0.16748 4.700%"
Basellll;; x ForOwny -0.00684 0.00864 42.900%
Levj; x ForOwnj; -0.01334 0.04827 78.300%

Model decision testing

t-test statistic (biasness) -0.9533 Model decision-maker: Baseline model preferred

Goodness-of-fit profile

(R-square) — within 0.2200 0.8194
between 0.7754 0.9959
overall 0.3855 0.8801

Wald (chi-square) 56.702 568.13?2

Panel B: Impact of foreign bank ownership on BRICS domestically owned banks’ NIM

Foreign ownership (ForOwny) 0.03539 0.02401 14.000% -0.10784 0.07273 13.800%

Omitted variables

Capj: x ForOwnj; 1.07573 1.29353 40.600%
Basellll; x ForOwn;; -0.01879 0.05011 70.800%
Lev; x ForOwny 0.29790 0.16053 6.300%°
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Model decision testing

t-test statistic (biasness) -1.73734° Model decision-maker: Extended model preferred

Goodness-of-fit profile

(R-square) — within 0.1707 0.2751
between 0.8596 0.7436
overall 0.4676 0.4845
Wald (chi-square) 78.742 80.322

Notes: The dependent variable in Table 6.5 is the NIM for domestic- and- foreign banks in BRICS, and its objective is to
examine the impact of foreign bank ownership on the BRICS banks’ profitability margins to understand the income efficiency channel
for financial stability in the bloc. The controls are institutional quality factors, including government effectiveness, political stability,
regulatory quality, and the rule of law, while omitted variables are capitalisation, Basel Ill dummy variable, leverage ratio, and
interaction with foreign bank ownership. The two-stage (2SLS) random panel model design is used to quantify this research objective,
and this minimises multicollinearity instance between foreign bank ownership and other explanatory variables because the foreign
bank ownership data used in the model is derived as a function of the bank- and- country-specific factors and policy factors (i.e., the
monetary- and- fiscal policy proxies). Furthermore, to assess the effectiveness of this 2SLS random panel model design in curbing
endogeneity by testing the biasness degree using the coefficients of the foreign bank ownership. In the two-sided t-test statistic, if its
null hypothesis is rejected, then the extended model is preferred over the baseline model, while the opposite is expected when the
null hypothesis is not rejected in terms of the interpreted results in this section. Moreover, the Wald chi-squared and overall R-squared
measures were used to determine whether the data fit the 2SLS random-effect panel model. The significance level used in these

analyses was categorized into three groups: =<1%, =<5%, and =< 10%, denoted by a, b, and c, respectively.

In Panel B, foreign bank ownership has no impact on domestic banks as no

coefficient appears significant.

6.3.2 Foreign bank ownership and country- and- bank-specific competition

measures

Table 6.6 presents the impact of foreign ownership on the banking competition of
domestic and foreign-owned banks. Panel A (extended model is used ) shows how
foreign ownership impacts the competitiveness of foreign-controlled banks in BRICS
using Lerner’s index. The coefficient of the two-way interaction term (Basel III dummy
variable & foreign bank ownership) is negatively significant to foreign-owned banks’
Lerner’s index at a 5% significance level. This finding implies that in the years that the
Basel Il framework was enforced in BRICS banking systems, foreign-owned banks'

competitiveness was reduced. This finding supports King (2012) and Figuet et al., (2015),
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who found that the implementation of Basel in EMESs’ banking markets impairs the net

interest margin (NIM) and cross-border lending.

Table 6.6 — Foreign bank ownership and bank ownership-sector specific competition of foreign-
owned and domestic banks

Panel A: Impact of foreign bank ownership on BRICS foreign-owned banks’ competitive-level

Dep. factor = Lernerindex;

Baseline model

Coefficient est.

Standard Error

Extended model (full)

Coefficient est. ~ Standard Error  p-value

Foreign ownership (ForOwny)

Omitted variables

Capj; x ForOwny,

Basellll;; x ForOwn;

Levj; x ForOwnj;

Model decision testing

t-test statistic (biasness)

Goodness-of-fit profile

(R-square) — within
between
overall

Wald (chi-square)

0.43108

-1.90334°

0.3437
0.7770
0.3374

52.62°2

0.16027

3.40814

-0.13161

-0.44250

0.8546
0.9260
0.8569

476.14%

0.15668 30.600%
3.85048 37.600%
0.05966 2.700%"
0.39441 26.200%

Model decision-maker: Extended model preferred

Panel B: Impact of foreign bank ownership on BRICS domestically owned banks’ competitive-level

Foreign ownership (ForOwny)

Omitted variables

Capj: x ForOwnj;

Basellll; x ForOwn;

Levj; x ForOwnj

0.08250

-0.27998

3.25658

0.10659

0.30205

0.10148 0.600%*
1.59559 4.100%"
0.07387 14.900%
0.28597 29.100%
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Model decision testing

t-test statistic (biasness) -4.241052 Model decision-maker: Extended model preferred

Goodness-of-fit profile

(R-square) — within 0.0991 0.4081
between 0.7885 0.8154
overall 0.3364 0.5673
Wald (chi-square) 44.432 99.142

Notes: The dependent variable in Table 6.6 is the Lerner’s index for domestic- and- foreign banks in BRICS. Its objective is to examine
the impact of foreign bank ownership on the BRICS banks’ profitability margins to understand the bank-specific competition channel
for financial stability in the bloc. The controls are the institutional quality factors, including government effectiveness, political stability,
regulatory quality, and the rule of law, while omitted variables are capitalisation, Basel Ill dummy variable, leverage ratio, and its
interaction with the foreign bank ownership. The two-stage (2SLS) random panel model design is used to quantify this research
objective, and this minimises multicollinearity instance between foreign bank ownership and other explanatory variables because the
foreign bank ownership data used in the model is derived as a function of the bank- and- country-specific factors and policy factors
(i.e., the monetary- and- fiscal policy proxies). Furthermore, to assess the effectiveness of this 2SLS random panel model design in
curbing endogeneity by testing the biasness degree using the coefficients of the foreign bank ownership. In the two-sided t-test
statistic, if its null hypothesis is rejected, then the extended model is preferred over the baseline model, while the opposite is expected
when the null hypothesis is not rejected in terms of the interpreted results in this section. Moreover, the Wald chi-squared and overall
R-squared measures were used to determine whether the data fit the 2SLS random-effect panel model. The significance level used

in these analyses was categorized into three groups: =<1%, =<5%, and =< 10%, denoted by a, b, and c, respectively.

In Panel B (extended model is used'®), the coefficient of the interaction term,
capitalisation and foreign ownership, is positively significant at a 5% significance level to
the BRICS domestic banks’ Lerner’s index. This finding implies that, possibly, foreign
bank ownership in the bloc improves these financial institutions' access to cross-border
equity markets that fuel their competitive muscle; as a result, capital mobility. In theory,
foreign bank ownership in the bloc might have increased the contingent effect between
its local banks’ capacity and cross-border equity markets, but this market asymmetry does
not require immediate policy action. Chuppe et al., (1989) found that globally induced
competition encourages efficiency. Havrylchyk & Jurzyk (2011) argues that such
efficiency comes from heightened bank competition minimises bank risk-taking

behaviour.

18 Used the biasness' t-test statistic rule.
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Moreover, the coefficient of foreign bank ownership is negatively significant to
domestic banks’ Lerner’s index at a 1% significance level which implies that in the case
of BRICS, foreign bank ownership’s presence is associated with reductions in local banks’
competitive power. In economic theory, this finding suggests that the opening of BRICS
banking systems elevated the position of domestic banks in the pricing of banking
products. In contrast, foreign-owned banks in the host region are price takers, and this
scenario reduces these financial institutions’ competitiveness. This finding supports Delis
etal., (2016), who found that the presence of foreign bank ownership in the host countries,
however, used the spill-over method, while in the current research, we used the direct
approach of determining the impact of foreign ownership on EMEs competitiveness.

Table 6.7 shows the impact of foreign ownership in the banking systems on overall
competition in BRICS using country-specific HHI measures and the spill-over approach.
The extended model is used because the biasness t-test statistic’s p-value rejects the null
hypothesis.
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Table 6. 7 — Impact of foreign ownership on aggregated competition in BRICS

Dep. factor = HHI; Baseline model Extended model (full)

Coefficient est. ~ Standard Error  p-value Coefficient est. ~ Standard Error  p-value

Foreign ownership (ForOwny)  -0.05272 0.01046 0.000%* -0.13628 0.04052 0.100%*

Omitted variables

Capj; x ForOwny 1.18426 0.35794 0.100%*
Basellll;; x ForOwny -0.02134 0.01941 27.200%
Levj x ForOwn; 0.11200 0.06707 9.500%°

Model decision testing

t-test statistic (biasness) -2.13454° Model decision-maker: Extended model preferred

Goodness-of-fit profile

(R-square) — within 0.0435 0.0702
between 0.8467 0.8820
overall 0.2596 0.2990
Wald (chi-square) 40.00* 46.622

Notes: The dependent variable in Table 6.7 is the country-specific competition (HHI index). Its objective is to examine the impact of
foreign bank ownership on the BRICS banks’ profitability margins to understand the general competition channel for financial stability
in the bloc. The controls are the institutional quality factors, including government effectiveness, political stability, regulatory quality,
and the rule of law, while omitted variables are capitalisation, Basel Ill dummy variable, leverage ratio, and interaction with the foreign
bank ownership. The two-stage (2SLS) random panel model design is used to quantify this research objective, and this minimises
multicollinearity instance between foreign bank ownership and other explanatory variables because the foreign bank ownership data
used in the model is derived as a function of the bank- and- country-specific factors and policy factors (i.e., the monetary- and- fiscal
policy proxies). Furthermore, to assess the effectiveness of this 2SLS random panel model design in curbing endogeneity by testing
the biasness degree using the coefficients of the foreign bank ownership. In the two-sided t-test statistic, if its null hypothesis is
rejected, then the extended model is preferred over the baseline model, while the opposite is expected when the null hypothesis is
not rejected in terms of the interpreted results in this section. Moreover, the Wald chi-squared and overall R-squared measures were
used to determine whether the data fit the 2SLS random-effect panel model. The significance level used in these analyses was

categorized into three groups: =<1%, =<5%, and =< 10%, denoted by a, b, and c, respectively.

The coefficients of the two-way interaction terms (capitalisation and foreign
ownership; leverage and foreign ownership) are positively significant at 1% and 10%
significance levels, respectively. This finding implies that foreign bank ownership in the
bloc increases regional market participants’ access to cross-border capital markets (i.e.,

debt & equity), and the abundance of bank funding drops the cost of borrowing, which, in
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theory, leads to an increase in competition. Moreover, the coefficient of foreign bank
ownership is negatively significant to BRICS’ HHI index at a 1% significance level, which
means that the presence of foreign bank ownership in the bloc increases the volume of
funding available to its market participants, which may lead to inefficient allocation (risks)
thus reducing competition. This finding supports Barajas et al., (2000), who argues that
greater competition may result in amplified risk-taking behaviour and subsequent

correction of this risk-taking behaviour then stifles competition for domestic banks.

6.3.3 Foreigh bank ownership and banks’ credit intermediation

Table 6.8 presents the results of the impact of foreign bank ownership on foreign-
owned and local banks' credit intermediation. It is assumed that if the presence of foreign
bank ownership increases risk-aversion among BRICS banks, there will be a reduction in
credit intermediation (i.e., the coefficient of foreign bank ownership should be negatively

significant to credit intermediation).

Table 6.8 —Foreign bank ownership and credit intermediation of foreign-owned and domestic banks

Panel A: Impact of foreign bank ownership on BRICS foreign-owned banks’ credit intermediation

Dep. factor = Crelnt Baseline model Extended model (full)

Coefficient est. ~ Standard Error  p-value Coefficient est. ~ Standard Error  p-value

Foreign ownership (ForOwny) 1.36402 0.13337 0.000%? 3.39883 0.42585 0.000%?

Omitted variables

Capj; x ForOwnj; -60.10739 10.46553 0.000%*
Basellll;; x ForOwn; -0.43085 0.16217 0.800%*
Levj: x ForOwnj -4.87578 1.07199 0.000%*

Model decision testing

t-test statistic (biasness) 5.03135 Model decision-maker: Baseline model preferred

Goodness-of-fit profile
(R-square) — within 0.4150 0.7993

between 0.8927 0.9901
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overall 0.5311 0.8312

Wald (chi-square) 106.182 355.722

Panel B: Impact of foreign bank ownership on BRICS domestically owned banks’ credit intermediation

Foreign ownership (ForOwny)  0.42480 0.09236 0.000%* 0.00236 0.17515 98.900%

Omitted variables

Capj; x ForOwny 2.12645 0.12739 44.000%
Basellll;; x ForOwn; 0.39070 0.12739 0.200%*
Levj; x ForOwnj; 0.72986 0.49319 13.900%

Model decision testing

t-test statistic (biasness) -2.838612 Model decision-maker: Extended model preferred

Goodness-of-fit profile

(R-square) — within 0.0038 0.2114
between 0.9498 0.9114
overall 0.1943 0.4183
Wald (chi-square) 28.582 56.912

Notes: The dependent variable in Table 6.8 is the credit intermediation for domestic- and- foreign banks in BRICS. Its objective is to
examine the impact of foreign bank ownership on the BRICS banks’ profitability margins to understand the loan supply market channel
for financial stability in the bloc. The controls are the institutional quality factors, including government effectiveness, political stability,
regulatory quality, and the rule of law, while omitted variables are capitalisation, Basel Il dummy variable, leverage ratio, and its
interaction with the foreign bank ownership. The two-stage (2SLS) random panel model design is used to quantify this research
objective, and this minimises multicollinearity instance between foreign bank ownership and other explanatory variables because the
foreign bank ownership data used in the model is derived as a function of the bank- and- country-specific factors and policy factors
(i.e., the monetary- and- fiscal policy proxies). Furthermore, to assess the effectiveness of this 2SLS random panel model design in
curbing endogeneity by testing the biasness degree using the coefficients of the foreign bank ownership. In the two-sided t-test
statistic, if its null hypothesis is rejected, then the extended model is preferred over the baseline model, while the opposite is expected
when the null hypothesis is not rejected in terms of the interpreted results in this section. Moreover, the Wald chi-squared and overall
R-squared measures were used to determine whether the data fit the 2SLS random-effect panel model. The significance level used

in these analyses was categorized into three groups: =<1%, =<5%, and =< 10%, denoted by a, b, and c, respectively.

Panel A (baseline model is used'®) shows that the coefficient of foreign bank

ownership is positively significant at a 1% significant level, implying that the acquisition of

19 Used the biasness’ t-test statistic rule.
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host BRICS banks by foreign strategic investors increases their capital disposal, hence
their lending capacity increases. This finding corroborates Havrylchyk & Jurzyk (2011),
who posits that the host banks’ profitability improved post-acquisition by foreign strategic
investors. This finding refutes the findings of Gormley (2010), who found that in India, the
presence of foreign bank ownership adversely affected local bank lending in the region

by 8% due to ‘cherry-picking’ behaviour.

The coefficient of the two-way interaction term (Basel Il dummy variable & foreign
ownership) is positively significant at a 1% significance level, implying that foreign
ownership improves their compliance to international bank lending-related regulations.
This finding supports Sturm & Williams (2004), who established that foreign bank entry in
the Australian banking system improved the host banks’ adherence to international bank

regulations.

6.4 Impact of foreign bank ownership on risk measures
6.4.1 Foreign bank ownership and idiosyncratic risk measures

Table 6.9 presents foreign ownership’s impact on foreign-owned and locally-
owned banks' (earnings) risk. Panel A (baseline model is used ), the coefficient of the
foreign bank ownership is positively significant to foreign-owned banks’ standard
deviation of ROA. This finding suggests that the acquisition of BRICS host banks by
foreign strategic investors increases information asymmetry in the lending process
because of the integration with foreign bank parents. The link to foreign bank parents may
improve inefficiencies and earning risks increase (Havrylchyk & Jurzyk, 2011). Moreover,
foreign-owned banks charge high lending rates, increasing the uptake of risky customers
into their books and increasing earning risk. This finding supports Chen et al., (2017),
who found that foreign-owned banks face information asymmetry problems in the host

banking system.

Table 6.9 — Foreign bank ownership and risk (std. of ROA) of foreign-owned and domestic banks

Panel A: Impact of foreign bank ownership on BRICS foreign-owned banks’ standard deviation of ROA

Dep. factor = o(ROA) Baseline model Extended model (full)
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Coefficient est. ~ Standard Error  p-value Coefficient est. ~ Standard Error  p-value

Foreign ownership (ForOwn;)  0.01905 0.00412 0.000%*  0.03752 0.01420 0.800%?

Omitted variables

Capy x ForOwny, -0.18291 0.12245 13.500%
Basellll;; x ForOwn; 0.00351 0.00632 57.900%
Lev; x ForOwny -0.08968 0.00818 56.850%

Model decision testing

t-test statistic (biasness) 1.35917 Model decision-maker: Baseline model preferred

Goodness-of-fit profile

(R-square) — within 0.0256 0.2940
between 0.9079 0.9441
overall 0.2293 0.4794
Wald (chi-square) 41.252 83.02%

Panel B: Impact of foreign bank ownership on BRICS domestically owned banks’ standard deviation of ROA

Foreign ownership (ForOwn;)  0.00887 0.00350 1.100%°  0.00236 0.17515 98.900%

Omitted variables

Capj: x ForOwnj; -0.16608 0.17666 34.700%
Basellll;; x ForOwn; 0.00310 0.00684 65.000%
Lev; x ForOwny 0.03053 0.02192 16.400%

Model decision testing

t-test statistic (biasness) -0.03718 Model decision-maker: Baseline model preferred

Goodness-of-fit profile

(R-square) — within 0.0009 0.0288
between 0.9511 0.9611
overall 0.5372 0.4183

Wald (chi-square) 105.292 123.962

Notes: The dependent variable in Table 6.9 is the standard deviation of ROA for domestic- and- foreign banks in BRICS, and its

objective is to examine the impact of foreign bank ownership on the BRICS banks’ profitability margins to understand the income risk
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channel for financial stability in the bloc. The controls are the institutional quality factors, including government effectiveness, political
stability, regulatory quality, and the rule of law, while omitted variables are capitalisation, Basel Il dummy variable, leverage ratio, and
its interaction with the foreign bank ownership. The two-stage (2SLS) random panel model design is used to quantify this research
objective, and this minimises multicollinearity instance between foreign bank ownership and other explanatory variables because the
foreign bank ownership data used in the model is derived as a function of the bank- and- country-specific factors and policy factors
(i.e., the monetary- and- fiscal policy proxies). Furthermore, to assess the effectiveness of this 2SLS random panel model design in
curbing endogeneity by testing the biasness degree using the coefficients of the foreign bank ownership. In the two-sided t-test
statistic, if its null hypothesis is rejected, then the extended model is preferred over the baseline model, while the opposite is expected
when the null hypothesis is not rejected in terms of the interpreted results in this section. Moreover, the Wald chi-squared and overall
R-squared measures were used to determine whether the data fit the 2SLS random-effect panel model. The significance level used

in these analyses was categorized into three groups: =<1%, =<5%, and =< 10%, denoted by a, b, and c, respectively.

Panel B (baseline model is used?®) shows that the coefficient of foreign bank
ownership is positively significant to the locally owned banks’ standard deviation of ROA
at a 5% significance level. This finding implies that foreign bank ownership in BRICS
amplify competition while undercut realised profits from competing with foreign-owned
banks; hence their earnings risk increases. This finding supports Wu et al., (2017), who

posits that domestic banks increase risks in emerging markets.

Table 6.10 shows foreign ownership's impact on non-performing loans of foreign
and locally controlled banks in BRICS. Panel A (baseline model is used?!) that the
coefficient of foreign bank ownership is positively significant to foreign-owned banks’
nonperforming loans at a 10% significance level. This finding suggests that the acquisition
of banks by foreign strategic investors worsen the information asymmetry for these
financial institutions as the new owners may not have a better know-how of market
dynamics, thus pushing these banks to charge high lending rates, which in theory (refer
to the adverse selection hypothesis in Chapter 2) attract risky customers. Which in turn
increased nonperforming loans post foreign bank acquisition.

Table 6.10 — Foreign bank ownership and nonperforming loan ratio of foreign-owned and domestic
banks

Panel A: Impact of foreign bank ownership on BRICS foreign-owned banks’ nonperforming loans

Dep. factor = NPLj Baseline model Extended model (full)

20 Used the biasness’ t-test statistic rule.

21 Used the biasness’ t-test statistic rule.
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Coefficient est. ~ Standard Error  p-value Coefficient est. ~ Standard Error  p-value

Foreign ownership (ForOwn;)  0.01436 0.00825 8.200%° -0.00169 0.02202 93.900%

Omitted variables

Capy x ForOwny, -0.33914 0.18995 7.400%°
Basellll;; x ForOwn; 0.01897 0.00918 5.30%°¢
Lev; x ForOwny -0.03999 0.05475 94.20%

Model decision testing

t-test statistic (biasness) -0.78614 Model decision-maker: Baseline model preferred

Goodness-of-fit profile

(R-square) — within 0.0689 0.5577
between 0.7369 0.9804
overall 0.2553 0.7100

Wald (chi-square) 32.652 193.372

Panel B: Impact of foreign bank ownership on BRICS domestically owned banks’ nonperforming loans

Foreign ownership (ForOwny)  0.04491 0.01034 0.000%* -0.03476 0.03022 25.000%

Omitted variables

Capj: x ForOwnj; 0.74697 0.53745 16.500%
Basellll;; x ForOwn; -0.00110 0.02082 95.800%
Lev; x ForOwny 0.12326 0.06670 6.500%°

Model decision testing

t-test statistic (biasness) -2.80568?2 Model decision-maker: Extended model preferred

Goodness-of-fit profile

(R-square) — within 0.2224 0.2612
between 0.8284 0.9510
overall 0.5109 0.5551

Wald (chi-square) 90.372 103.312

Notes: The dependent variable in Table 6.10 is the nonperforming loans for domestic- and- foreign banks in BRICS, and its objective

is to examine the impact of foreign bank ownership on the BRICS banks’ profitability margins to understand the credit risk channel for
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financial stability in the bloc. The controls are the institutional quality factors, including government effectiveness, political stability,
regulatory quality, and the rule of law, while omitted variables are capitalisation, Basel Il dummy variable, leverage ratio, and its
interaction with the foreign bank ownership. The two-stage (2SLS) random panel model design is used to quantify this research

objective, and this minimises multicollinearity instance between foreign bank ownership and other explanatory variables because the
foreign bank ownership data used in the model is derived as a function of the bank- and- country-specific factors and policy factors

(i.e., the monetary- and- fiscal policy proxies). Furthermore, to assess the effectiveness of this 2SLS random panel model design in
curbing endogeneity by testing the biasness degree using the coefficients of the foreign bank ownership. In the two-sided t-test
statistic, if its null hypothesis is rejected, then the extended model is preferred over the baseline model, while the opposite is expected
when the null hypothesis is not rejected in terms of the interpreted results in this section. Moreover, the Wald chi-squared and overall
R-squared measures were used to determine whether the data fit the 2SLS random-effect panel model. The significance level used

in these analyses was categorized into three groups: =<1%, =<5%, and =< 10%, denoted by a, b, and c, respectively.

Panel B (extended model is used??) shows that the coefficient of the two-way
interaction term (leverage & foreign ownership) is positively significant to locally-owned
banks’ nonperforming loans. This implies that the presence of foreign banks fosters
domestic banks to lend aggressively in cross-border debt markets and to cover leveraging
costs; these financial institutions hike lending rates which, as per theoretical literature
(e.g., Stiglitz & Weiss, 1981), attracts risky customers hence their credit risk increased.

Table 6.11 examines foreign ownership's impact on foreign- and- locally-owned

banks' normalized z-score measure (i.e., financial stability).

22 Used the biasness’ t-test statistic rule.
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Table 6.11 — Foreign bank ownership and stability measure (normalised Z-score) of foreign-owned
and domestic banks

Panel A: Impact of foreign bank ownership on BRICS foreign-owned banks’ financial stability

Dep. factor = Z-Scorej Baseline model Extended model (full)

Coefficient est. ~ Standard Error  p-value Coefficient est. ~ Standard Error  p-value

Foreign ownership (ForOwny)  1.01576 0.19589 0.000%*  0.59873 0.52618 25.500%

Omitted variables

Cap;; x ForOwny -13.77112 4.53853 0.200%%
Basellll;; x ForOwny 0.37809 0.23425 10.700%
Levj; x ForOwnj; 2.37225 0.30809 7.000%°¢

Model decision testing

t-test statistic (biasness) -0.85401 Model decision-maker: Baseline model preferred

Goodness-of-fit profile

(R-square) — within 0.2566 0.7069
between 0.4995 0.7595
overall 0.3218 0.7286

Wald (chi-square) 46.572 211.482

Panel B: Impact of foreign bank ownership on BRICS domestically owned banks’ financial stability

Foreign ownership (ForOwn;)  0.52059 0.16600 0.200%*  0.02560 0.40038 94.90%

Omitted variables

Capj: x ForOwnj; -8.76994 7.12081 21.80%
Basellll;; x ForOwn; 0.69626 0.27585 1.200%"
Levj; x ForOwnj 2.08378 0.88371 1.800%"

Model decision testing

t-test statistic (biasness) -1.35857¢ Model decision-maker: Extended model preferred

Goodness-of-fit profile

(R-square) — within 0.0420 0.3723
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between 0.8191 0.9490
overall 0.1376 0.4491

Wald (chi-square) 22.00? 64.832

Notes: The dependent variable in Table 6.11 is the Z-score for domestic- and- foreign banks in BRICS, and its objective is to examine
the impact of foreign bank ownership on the BRICS banks’ profitability margins to understand the income/financial stability channel in
the bloc. The controls are the institutional quality factors, including government effectiveness, political stability, regulatory quality, and
the rule of law, while omitted variables are capitalisation, Basel 1l dummy variable, leverage ratio, and interaction with the foreign
bank ownership. The two-stage (2SLS) random panel model design is used to quantify this research objective, and this minimises
multicollinearity instance between foreign bank ownership and other explanatory variables because the foreign bank ownership data
used in the model is derived as a function of the bank- and- country-specific factors and policy factors (i.e., the monetary- and- fiscal
policy proxies). Furthermore, to assess the effectiveness of this 2SLS random panel model design in curbing endogeneity by testing
the biasness degree using the coefficients of the foreign bank ownership. In the two-sided t-test statistic, if its null hypothesis is
rejected, then the extended model is preferred over the baseline model, while the opposite is expected when the null hypothesis is
not rejected in terms of the interpreted results in this section. Moreover, the Wald chi-squared and overall R-squared measures were
used to determine whether the data fit the 2SLS random-effect panel model. The significance level used in these analyses was

categorized into three groups: =<1%, =<5%, and =< 10%, denoted by a, b, and c, respectively.

Panel A (baseline model is used?®) shows that the coefficient of foreign bank
ownership is positively significant to foreign-owned banks’ standardised financial stability
at a 1% significance level. This finding suggests that the acquired host BRICS financial
institutions by foreign strategic investors grow their performing assets and capitalisation
based on risk-aversion principles; hence earnings risks do not impair its financial stability.
Further, this finding implies that the internal funding from their foreign-owned banks’
parents insulates these banks from earnings risk. This finding supports Boulanouar et al.,
(2021), who found that foreign-owned banks are more stable than their domestic

counterparts.

In Panel B, the coefficients of two-way interaction terms (Basel IIl dummy & foreign
ownership and leverage & foreign ownership) are statistically significant to locally-owned
banks’ financial stability at a 5% significance level. This finding suggests that the
presence of foreign bank ownership in BRICS banking systems increases the adherence
of domestic banks to international banking regulation and as well their access to cross-
border debt markets, thus, increasing these local banks’ ability to negate earnings risks

while growing their performing assets, hence their financial stability increases. This

23 Used the biasness’ t-test statistic rule.
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finding supports Bordo et al., (2010) and Ahrend et al., (2013), who found that the
globalisation of EMESs’ banking markets led to the dollarisation of their banks’ liabilities

which weakens their resilience against exogenous economic shocks

6.4.2 Impact of foreign bank ownership on systemic risk

Table 6.12 presents the impact of foreign ownership on the systemic risk of locally
and foreign-controlled banks. Panel A (baseline model is used?*), coefficient of the foreign
bank ownership is positively significant to the foreign-owned banks’ systemic risk figure
at a 5% significance level. This finding alludes that the acquisition process of host BRICS
banks increase their presence in the interbank markets, hence its rise in systemic risks
post-acquisition. This finding agrees with Van Cauwenberge et al., (2019) found that the
foreign direct investment channel is the port through which systemic risk became
prominent in the Netherlands’ economy by adding that the same holds in the case of

BRICS when looking at its foreign bank ownership.

24 Used the biasness’ t-test statistic rule.
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Table 6.12 — Foreign bank ownership and systemic risk measure of foreign-owned and domestic
banks

Panel A: Impact of foreign bank ownership on BRICS foreign-owned banks’ systemic risk

Dep. factor = ACoVaR; Baseline model Extended model (full)

Coefficient est. ~ Standard Error  p-value Coefficient est. ~ Standard Error  p-value

Foreign ownership (ForOwny)  0.20248 0.10032 4.400%°  1.00570 0.35222 0.300%*

Omitted variables

Capj x ForOwny -3.75706 3.03783 21.60%
Basellll;; x ForOwny -0.21788 0.15679 16.500%
Levj; x ForOwnj; -2.49283 0.87556 0.400%*

Model decision testing

t-test statistic (biasness) -0.33763 Model decision-maker: Baseline model preferred

Goodness-of-fit profile

(R-square) — within 0.0527 0.3627
between 0.8964 0.9340
overall 0.3022 0.5327
Wald (chi-square) 37.892 94.582

Panel B: Impact of foreign bank ownership on BRICS domestically owned banks’ systemic risk

Foreign ownership (ForOwn;)  0.41042 0.14539 0.500%* -1.47762 0.32083 0.000%?

Omitted variables

Capj: x ForOwnj; 30.80994 5.70601 0.000%*
Basellll;; x ForOwn; -0.69842 0.22104 0.2000%?
Levj; x ForOwnj -0.25527 0.70813 71.800%

Model decision testing

t-test statistic (biasness) -6.601632 Model decision-maker: Extended model preferred

Goodness-of-fit profile

(R-square) — within 0.0359 0.4806
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between 0.7939 0.9838
overall 0.2706 0.6465

Wald (chi-square) 31.492 161.912

Notes: The dependent variable in Table 6.12 is the CoVaR for domestic- and- foreign banks in BRICS, and its objective is to examine
the impact of foreign bank ownership on the BRICS banks’ profitability margins to understand the risk contingent channel in the bloc.
The controls are the institutional quality factors, including government effectiveness, political stability, regulatory quality, and the rule
of law, while omitted variables are capitalisation, Basel Il dummy variable, leverage ratio, and its interaction with the foreign bank
ownership. The two-stage (2SLS) random panel model design is used to quantify this research objective, and this minimises
multicollinearity instance between foreign bank ownership and other explanatory variables because the foreign bank ownership data
used in the model is derived as a function of the bank- and- country-specific factors and policy factors (i.e., the monetary- and- fiscal
policy proxies). Furthermore, to assess the effectiveness of this 2SLS random panel model design in curbing endogeneity by testing
the biasness degree using the coefficients of the foreign bank ownership. In the two-sided t-test statistic, if its null hypothesis is
rejected, then the extended model is preferred over the baseline model, while the opposite is expected when the null hypothesis is
not rejected in terms of the interpreted results in this section. Moreover, the Wald chi-squared and overall R-squared measures were
used to determine whether the data fit the 2SLS random-effect panel model. The significance level used in these analyses was
categorized into three groups: =<1%, =<5%, and =< 10%, denoted by a, b, and c, respectively.

Panel B (extended model is used®®) shows that coefficients of foreign bank
ownership and the two-way interaction term (Basel Il dummy variable & foreign
ownership) is negatively significant to locally-owned banks’ systemic risk at a 1%
significance level. This may indicate that foreign bank ownership in BRICS provides
domestic banks with ample alternative funding sources, which limited their operations in
the interbank markets, thereby reducing systemic risk. The other explanation for this
finding could be that foreign bank ownership in BRICS banking markets fosters
adherence to pertinent international bank regulation. This is why, with the implementation
of the Basel Ill framework, its systemic risk became reduced. The coefficient of the two-
way interaction term (capitalisation & foreign ownership) is positively significant to locally-
owned banks’ systemic risk at a 1% significance level. This finding implies that the cross-
border equity market channel fuels systemic risk in the banking system for BRICS

domestic banks.

6.5 Impact of foreign bank ownership on Basel-specific regulatory parameters

This additional analysis seeks to evaluate foreign ownership's impact on tier | and

Il capitals as the percentage of total assets of both local and foreign-controlled banks in

25 Used the biasness’ t-test statistic rule.
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BRICS. Table 6.13 examines how foreign ownership affects tier | capital as a percentage
of total bank assets in BRICS. Panel A (baseline model is used?®), coefficient of the
foreign bank ownership is positively significant to foreign-owned banks’ Tier | regulatory
capital levels at a 1% significance level. This finding suggests that the acquisition of host
banks by foreign strategic investors provides foreign-owned banks with the means to
absorb liquidity regulatory shocks; hence their Tier-I regulatory capital levels were found

to increase.

Table 6.13 — Foreign bank ownership and Tier-I capital levels of foreign-owned and domestic banks

Panel A: Impact of foreign bank ownership on BRICS foreign-owned banks’ Tier | regulatory capital level

Dep. factor = RegCapTier-Ij Baseline model Extended model (full)

Coefficient est. ~ Standard Error  p-value Coefficient est. ~ Standard Error  p-value

Foreign ownership (ForOwny) 0.11335 0.02379 0.000%? 0.16276 0.05572 0.300%

Omitted variables

Capj; x ForOwnj; -3.61852 1.36924 0.800%*
Basellll; x ForOwn; -0.04027 0.02122 5.800%°
Levj x ForOwn; -0.32926 0.14025 1.900%?

Model decision testing

t-test statistic (biasness) -0.98063 Model decision-maker: Baseline model preferred

Goodness-of-fit profile

(R-square) — within 0.1978 0.8179
between 0.2557 0.9826
overall 0.1811 0.8307

Wald (chi-square) 27.142 376.73?

Panel B: Impact of foreign bank ownership on BRICS domestically owned banks’ Tier | regulatory capital level

Foreign ownership (ForOwn;)  0.19111 0.02507 0.000%*  0.01076 0.03667 76.900%

Omitted variables

26 Used the biasness’ t-test statistic rule.
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Capy x ForOwny, 30.80994 5.70601 0.000%*

Basellll; x ForOwn;; -0.69842 0.22104 0.2000%?

Lev; x ForOwn; -0.25527 0.70813 71.800%

Model decision testing

t-test statistic (biasness) -6.739132 Model decision-maker: Extended model preferred

Goodness-of-fit profile

(R-square) — within 0.0359 0.6632
between 0.7939 0.9880
overall 0.2706 0.7855

Wald (chi-square) 89.46° 290.242

Notes: The dependent variable in Table 6.13 is the Tier-l regulatory capital proxy for domestic- and- foreign banks in BRICS. Its
objective is to examine the impact of foreign bank ownership on the BRICS banks’ profitability margins to understand the regulatory
strategy enforced by these banks. The controls are the institutional quality factors, including government effectiveness, political
stability, regulatory quality, and the rule of law, while omitted variables are capitalisation, Basel Il dummy variable, leverage ratio, and
its interaction with the foreign bank ownership. The two-stage (2SLS) random panel model design is used to quantify this research
objective, and this minimises multicollinearity instance between foreign bank ownership and other explanatory variables because the
foreign bank ownership data used in the model is derived as a function of the bank- and- country-specific factors and policy factors
(i.e., the monetary- and- fiscal policy proxies). Furthermore, to assess the effectiveness of this 2SLS random panel model design in
curbing endogeneity by testing the biasness degree using the coefficients of the foreign bank ownership. In the two-sided t-test
statistic, if its null hypothesis is rejected, then the extended model is preferred over the baseline model, while the opposite is expected
when the null hypothesis is not rejected in terms of the interpreted results in this section. Moreover, the Wald chi-squared and overall
R-squared measures were used to determine whether the data fit the 2SLS random-effect panel model. The significance level used

in these analyses was categorized into three groups: =<1%, =<5%, and =< 10%, denoted by a, b, and c, respectively.

Panel B (extended model is used?’) shows how foreign ownership affects the tier
| capital ratio over domestic banks’ total assets. Coefficient of the two-way interaction
term (Basel Ill dummy variable & foreign ownership is negatively significant to locally-
owned banks’ Tier | regulatory capital level at 1% significance level. This finding implies
that the BRICS bank development encourages compliance of these financial institutions
to the Basel Il framework, resulting in a reduction in Tier-I regulatory capital in the years
when the Basel Il framework was implemented. The coefficient of the two-way interaction

term (capitalisation & foreign ownership is positively significant to locally-owned banks’

27 Used the biasness’ t-test statistic rule
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Tier-I regulatory capital levels at a 1% significance level. This finding suggests that their
presence improves their accessibility to the cross-border equity markets, and it is through

this channel locally-owned banks increase their Tier-1 regulatory capital levels.

Table 6.14 investigates foreign ownership's impact on the ratio of tier Il capital over
banks' total assets in BRICS. The baseline model explains how the t-statistics are
insignificant in Panels A and B.

Table 6.14 — Foreign bank ownership and Tier-Il capital levels of foreign-owned and domestic banks

Panel A: Impact of foreign bank ownership on BRICS foreign-owned banks’ Tier Il regulatory capital level

Dep. factor = RegCapTier-llj Baseline model Extended model (full)

Coefficient est. ~ Standard Error  p-value Coefficient est. ~ Standard Error  p-value

Foreign ownership (ForOwny)  0.00398 0.00705 0.000%* 0.06164 0.02891 3.300%°

Omitted variables

Capj; x ForOwny, 0.12953 0.71043 85.500%
Basellll;; x ForOwn; 0.00300 0.01101 78.500%
Lev; x ForOwny -0.20309 0.07277 0.500%°%

Model decision testing

t-test statistic (biasness) 2.05655 Model decision-maker: Baseline model preferred

Goodness-of-fit profile

(R-square) — within 0.1808 0.4707
between 0.5799 0.6479
overall 0.1970 0.4808
Wald (chi-square) 35.402 85.912

Panel B: Impact of foreign bank ownership on BRICS domestically owned banks’ Tier Il regulatory capital level

Foreign ownership (ForOwny)  0.03705 0.00603 0.000%"  0.01076 0.03667 76.900%

Omitted variables

Capj; x ForOwny, -0.31870 0.19057 9.400%°

Basellll; x ForOwn;; 0.01881 0.00882 3.300%"
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Lev; x ForOwnj 0.00797 0.03416 81.50%
Model decision testing

t-test statistic (biasness) -0.72683 Model decision-maker: Baseline model preferred

Goodness-of-fit profile

(R-square) — within 0.0390 0.1457
between 0.9838 0.9855
overall 0.3413 0.4562
Wald (chi-square) 54.562 72.182

Notes: The dependent variable in Table 6.14 is the Tier-Il regulatory capital proxy for domestic- and- foreign banks in BRICS. Its
objective is to examine the impact of foreign bank ownership on the BRICS banks’ profitability margins to understand the regulatory
risk in the bloc. The controls are the institutional quality factors, including government effectiveness, political stability, regulatory
quality, and the rule of law, while omitted variables are capitalisation, Basel Il dummy variable, leverage ratio, and its interaction with
the foreign bank ownership. The two-stage (2SLS) random panel model design is used to quantify this research objective, and this
minimises multicollinearity instance between foreign bank ownership and other explanatory variables because the foreign bank
ownership data used in the model is derived as a function of the bank- and- country-specific factors and policy factors (i.e., the
monetary- and- fiscal policy proxies). Furthermore, to assess the effectiveness of this 2SLS random panel model design in curbing
endogeneity by testing the biasness degree using the coefficients of the foreign bank ownership. In the two-sided t-test statistic, if its
null hypothesis is rejected, then the extended model is preferred over the baseline model, while the opposite is expected when the
null hypothesis is not rejected in terms of the interpreted results in this section. Moreover, the Wald chi-squared and overall R-squared
measures were used to determine whether the data fit the 2SLS random-effect panel model. The significance level used in these

analyses was categorized into three groups: =<1%, =<5%, and =< 10%, denoted by a, b, and c, respectively.

In Panels A and B of Table 6.14, the foreign ownership factor is positively
significant to the ratio of tier 1l capital over foreign-owned and domestic banks' total assets
at 1%. This increment in the tier 1l capital of BRICS banks is possibly against the backdrop
of the Basel framework’s attempt in recent years to decrease tier-1l capital. An increase
of tier Il capital due to foreign ownership may suggest that banks still hold a significant
portion of tier Il capital level within their balance sheets, which reduces their resilience

against adverse situations such as the one experienced during the 2008 global crisis.

Chapter summary

The analysis above shows that foreign ownership presence in the BRICS banking
system impacts both risks and benefits. The benefits come in the form of increased ROA,
ROE, NIM, and tier | capital, while the risks were in the form of an increase in earnings

risk, non-performing loans, systemic risks, and tier-1l capital. Interestingly, the rise in risk
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brought about increased benefits in some cases. The next chapter presents the impact
of foreign ownership on monetary and fiscal policy efficiency and effectiveness.
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Chapter VII — Impact of foreign bank ownership on fiscal- and-
monetary-policy transmissions (Empirical results)

7.1 Introduction

This chapter presents the results of the impact of foreign bank ownership on
BRICS domestic fiscal and monetary policy transmission via the lending channel. The
chapter is arranged as follows: Section 7.2 reports a descriptive analysis of BRICS
specific fiscal and monetary policies measures. Section 7.3 reports the factors influencing
fiscal and monetary policy under the bank lending channel. Chapter summary concludes
the chapter.

7.2 Understanding the impact of foreign ownership on financial policies —
Descriptive analysis

Table 7.1 reports the mean statistics for the foreign bank ownership (i.e., ForOwnit),
monetary policy (i.e., MPj) and fiscal policy (i.e., FiscalPolicyj;) measures partitioned into

BRICS member countries over the sample period ranging from 1997 to 2018.

Table 7.1: Means of foreign bank ownership flag, monetary- and- fiscal policy proxies

Country ForOwnijt MPjt FiscalPolicyjt
Brazil 0.14386 0.15009 0.04215
China 0.04829 0.15146 0.02745
India 0.04171 0.14927 0.05447
Russia 0.46108 0.15255 -0.01090
South Africa 0.40000 0.10854 0.00302

Note: "[* and "t" denote the BRICS member country and time in years. Foreign bank ownership (denoted: ForOwny) is
measured as a dummy variable, taking one if the controlling shareholders are outside the BRICS member country or
otherwise is zero. Subsequently, this foreign bank ownership flag is aggregated using the country and year fields as
average consolidating variables. While the monetary policy is proxied by growth in broad money and the fiscal policy
index is measured as the difference between the fiscal income index and fiscal expense index determined using the
principal component technique?®.

28 Used principal component technique to summarise the variables that describe the fiscal income and expense factors. The fiscal
expense index, the following variables were used such as: government expense over GDP (GovExpGDPy), goods- and- services’
expense over total government expense (GSEEXp;), interest payments over total government expense (IntPayExpj), other expense
over total government expense (OEExpGovEXxpy), subsidies and other transfer over total government expense (SubGovExpy), net
official development assistance disbursement flows over total government expense (NetODAGovExp;), and compensation of
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Table 7.2 shows that Russia and South Africa have relatively high foreign-owned
banks and have lower fiscal policy measures (Fiscalpolicyjt = -0.01090 and 0.00302,
respectively). This observation insinuates that the increase in foreign ownership privatises
the fiscal income and expense operations of governments, which in the long-run results
in the haircut of the governments' net fiscal income, supporting the lack of loyalty
hypothesis (Weill 2003). In the case of Brazil, China and India, the foreign ownership is
low (mean =0.14386,0.04829 and 0.04171 respectively), with higher fiscal policy
measures than those of Russia and South Africa. This situation allows these governments
to participate directly in the capital markets, which in theory would be charged a lower
borrowing rate because the government is assumed to be a risk-free entity.

employees over total government expense (SalGovExp;) which arranges between zero and one. Thus, the principal component result
reported in Table 7A.1 (below) show that FiscalExpgngex) = 0.4311 x (GOvEXpGDPy) + 0.2841 x (GSEEXxpy) + 0.1597 x (IntPayExpj).
Table 7A. Error! Main Document Only.: Principal component analysis of the seven proxies of government expenditures

Eigenvalue Difference Proportion Cumulative
1 3.01770 1.02894 0.4311 0.4311
2 1.98876 0.87114 0.2841 0.7152
3 1.11762 0.72871 0.1597 0.8749
4 0.38891 0.07047 0.0556 0.9304
5 0.31844 0.17329 0.0456 0.9759
6 0.14515 0.12172 0.0207 0.9967
7 0.02343 0.0033 1.0000

Note: The GovExpGDP;:, GSEExpj: and IntPayExpjt in Table 7A.1 have eigenvalues greater than one thus suggesting these are critical factors to proxying
the fiscal expense index. The linear combination of these variables’ proportion figures were used in creating the index.

Similarly, the same approach is used for estimating the fiscal income index thus for this proxy the following government-related factors
were considered such as grant and other revenue over total government income (denoted by Grantincy), interest payments over total
government income (IntPayijt), other taxes over total government income (OTTax;), revenue excluding grants over GDP (RevGDPy),
tax revenue over GDP (TaxRevGDPy), export-based tax over tax income (ExPTaxlInc;), goods- and- services-based over total
government income (GSIncy), income, profits and capital gain-based taxes over total government income (IPCinc;), and international
trade-based taxes over total government income (IntTralnc). According to Table 7A.2 (below) shows that Fiscallncomeingex) = 0.5632
x (Grantincy) + 0.1825 x (IntPayy).

Table 7A. Error! Main Document Only.: Principal component analysis of the seven proxies of government income

Eigenvalue Difference Proportion Cumulative
1 4.50546 3.04532 0.5632 0.5632
2 1.46008 0.52527 0.1825 0.7457
3 0.93481 0.43809 0.1169 0.8625
4 0.49672 0.12373 0.0621 0.9246
5 0.37299 0.24131 0.0466 0.9713
6 0.13168 0.07211 0.0165 0.9877
7 0.06957 0.02084 0.0074 0.9952
8 0.03872 0.0048 1.0000

Note: The GrantIncy, and IntPayj in Table 7A.2 have eigenvalues greater than one thus suggesting these are critical factors to proxying the fiscal
expense index. The linear combination of these variables’ proportion figures were used in creating the index.
Therefore, FiscalPolicyj = Fiscallncome jngexjt — FISCAIEXP index)jt-
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In terms of the relationship between foreign ownership and monetary policy, Table
7.1 shows that despite different levels of foreign ownership, Brazil, China, India and
Russia tend to have almost equal mean (mean MPj = 0.15009, 015146, 0.14927 and
0.15255) level high foreign bank ownership levels, with South Africa being relatively lower
(mean MPjt =0.10854) by just a few points. This observation may indicate that the
presence of foreign banks in BRICS does not influence their monetary policy, possibly
because BRICS financial markets are relatively developed and do not require much
capital from foreign markets to impact their money supply. In addition, this observation
may also indicate high foreign currency reserves in these markets that enable them to
control the negative consequences of foreign presence on the money supply.

Table 7.2 describes the BRICS economic bloc's foreign ownership, MP, and fiscal
policy. The table shows that the mean statistic of the fiscal policy proxy is 0.02324, which
is closer to the mean statistic for China in Table 7.1 above, implying that the Chinese
fiscal policy influence the bloc's results, whereas, in the case of the monetary policy

Brazil's has a significant impact on the bloc's monetary policy observations.

Table 7.2: Means for foreign bank ownership, fiscal- and- monetary-policy proxies for the BRICS bloc

Variable Mean Std Dev Min Max

ForOwnj, 0.19358 0.10917 0.00000 0.34667
MP;; 0.14238 0.07891 -0.00924 0.41098
FiscalPolicy; 0.02324 0.04637 -0.07896 0.17260

Note: "j" and "t" present the BRICS member country and time in years. Foreign bank ownership has a minimum statistic of zero due
to missing values resulting from the data collection process.

Table 7.3, Panel A reports the impact of foreign ownership on fiscal policy during
different economic cycles (crisis, boom and recovery). It is important to note up front that
the fiscal policy index of 0.00000 could result from missing data from the World Bank
Database. An attempt was made to resolve this problem using the principal component

analysis method, which seems to have not fully resolved the issue.

127 |Page



Table 7.3: Mean fiscal policy and foreign bank ownership in BRICS during different economic cycles

Country Mean ForOwnj;and FiscalPolicyj; in different economic cycles
Panel A — Country-specific
Crisis Boom Recovery

Brazil 0.00000 (0.10000) 0.06300 (0.13333) 0.02184 (0.10000)
China 0.05267 (0.00000) 0.02305 (0.06918) 0.01545 (0.01563)
India 0.04792 (0.04546) 0.05338 (0.04385) 0.06432 (0.03008)
Russia -0.03334 (0.29167) 0.00242 (0.24950) -0.02839 (0.20833)
South Africa 0.00162 (0.37500) 0.00189 (0.40000)

0.00783 (0.42500)

Panel B — Bloc-specific

BRICS

0.01377 (0.16242)

0.02874 (0.17717)

0.01609 (0.15681)

Notes: The unbracketed figures represent the fiscal policy index figures, while the bracketed figures show the foreign bank ownership
as a per cent of total banks in the respective BRICS member countries.

As expected, the fiscal policy in Brazil, India, Russia, and South Africa declined
during the economic crisis compared to the boom period. The same is observed in their
foreign ownership measure except for Russia, where foreign ownership increases during
the crisis. The increase in foreign ownership in Russia may indicate that other benefits
accrue to foreign banks that are not known in this study.

Overall, Table 7.3, Panel B shows that in BRICS, the fiscal policy declined during
the economic crisis and recovery periods compared to economic boom periods. This
observation suggests that the pressures from the 1998 Asian and 2008 global financial
crises impaired the fiscal policy in BRICS. The decline in foreign bank ownership ratio
may indicate that the pressure from the economic crises may lead to divestment by
foreign banks.

Table 7.4 reports averages of other factors used in the analysis policy, including
foreign direct investments (FDIs) over GDP, the rule of law, regulatory quality,
government effectiveness and political stability. Table 7.4 shows that Russia's fiscal
policy proxy is negative and its mean for the rule of law (mean= 0.1842), regulatory quality
(mean= 0.2312), and government effectiveness (mean= 0.3816) is the lowest compared
to other BRICS member countries. This observation suggests that countries with a high
average of foreign bank ownership and poor institutional quality tend to lead to
government deficits. It can also be assumed that Russia's improvement of regulatory
guality, the rule of law and government effectiveness was achieved at the expense of

political stability, leading to a bloated government budget, hence the negative fiscal policy.
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Table 7.4: Averages by country

Policy factors Macroeconomic factors  Institutional quality factors
Country Fiscal Monetary Lending rate  FDI/GDP The rule of Regulatory  Government Political

policy Policy law quality effectiveness  stability
Brazil 0.0422 0.1501 0.52187 -0.0256 0.3826 0.5139 0.4824 0.3800
China 0.0275 0.1515 0.05725 -1.0816 0.3881 0.4623 0.6023 0.2945
India 0.0545 0.1493 0.11242 -0.0263 0.5026 0.3567 0.4782 0.6902
Russia -0.0109 0.1526 0.15973 0.0027 0.1842 0.2312 0.3816 0.4432
South Africa 0.0030 0.1085 0.14027 -0.8118 0.5008 0.5699 0.5958 0.3543
BRICS 0.0242 0.1424 0.19547 -0.4296 0.3978 0.4340 0.4930 0.3843

In Brazil, China, India and South Africa, the regulatory quality, the rule of law and
government effectiveness measures are considerably higher than those for Russia,
suggesting that, on average, the countries with relatively strong institutional quality tend
to limit the bloated government budgets hence their fiscal policy proxies are positive. The
FDI over GDP ratio for these countries is negative, implying that in times of financial
distress, their governments rely heavily on foreign direct investments as an instrument to
neutralise adverse fiscal effects since these mean values are negative. The lending rate
of Brazil (mean = 0.52187) may be an outlier, but from the descriptive statistical analysis,
we cannot deduce whether it is an influential outlier; hence it is excluded from this
analysis. Furthermore, China, India and South Africa have the lowest mean lending rates
(mean = 0.05725, 0.11242 and 0.14027, respectively), suggesting that these BRICS
countries with average low lending rates tend to prevent or minimise deficits in the fiscal
policy. For Russia, the lending rate is the highest mean (mean= 0.15973) and has a
negative fiscal policy, suggesting that lending risk may influence the bloated government
budget. However, without in-depth modelling, it is not easy to establish whether this

relationship is significant or not.

7.3 The impact of foreign bank ownership on fiscal and monetary policy via the
bank lending channel in BRICS

In theory (e.g., Joen & Wu, 2014), the bank lending channel is the mechanism by
which the financial policies' effect become transmitted by the government and regulators

in their economies. This section presents the results of the impact of foreign ownership
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on domestic fiscal and monetary policy transmissions via the channel. At the same time,
it presents empirical evidence on the effects of foreign bank ownership on domestic
monetary policy transmission through bank lending channel when bank competition is

included and excluded.

7.3.1 The impact of foreign bank ownership on the effectiveness of monetary policy
viathe bank lending channel in BRICS

Table 7.5 reports the modelling results examining the effectiveness of financial
regulators in controlling lending risks transmitted by banks when foreign bank ownership
is part of the BRICS banking system. The one-way random panel research design is used
because the null hypothesis of the Hausmann test is not rejected. Table 7.6 reports the
estimates of critical variables only, which are MPj: proxied by the growth in broad money,
ForOwnjt measured as the number of foreign banks over the total number of BRICS'
banks in BRICS and Crisis dummy variable for the j" BRICS member country at time t.
Model 1 is a baseline regression, including the intercept term. Model 2 presents the
baseline model excluding the banking estimates for the banking sector's environmental
vector of the variables are excluded while including the intercept term to the baseline
model, Column (3): Bank-specific vector of variables interact with the monetary policy,
and the intercept term is included to the baseline model, Column (4): Baseline regression,
Column (5): Baseline regression without bank sectors' factors, Column (6): Baseline

regression including the interaction between bank-specific variables and monetary policy.
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Table 7.5 - The effect of foreign ownership on domestic monetary policy transmissions via lending channel

(Model 1) (Model 2) (Model 3) (Model 4) (Model5) (Model 6)

Intercept 0.11903 0.15459 0.09915
(0.1061) (0.1020) (0.1125)
MPijt -0.34901 -0.41879 -0.03113 -0.27062 -0.31741 0.05473
(0.1806)° (0.1821)° (0.2203) (0.1674)°c  (0.1711)° (0.1975)
ForOwnijt 0.00380 0.11780 -0.00812 0.06510 0.21575 0.01698
(0.1424) (0.1327) (0.1625) (0.1334) (0.1185)¢ (0.1606)
ForOwnjt x MPjt 1.83596 1.67544 2.13627 1.59828 1.32946 2.13156
(0.7022)° (0.7144)° (0.9825)P (0.6728)°  (0.6842)c  (0.9832)°
ForOwnjt x MPj x Crisis 0.24291 0.07546 -0.21814 0.28780 0.11023 -0.31692
(0.7453) (0.7582) (0.9825) (0.7481) (0.7658) (0.8932)
Sizejt 0.98197 0.97980 0.98546 0.98222 0.98027 0.98660
(0.0032)2 (0.00188)2 (0.00467)2 (0.00320)2 (0.00187)2 (0.00447)
Leveragej -0.24422 -0.06843 0.28596 0.25754 -0.07064 0.25328
(0.1121)° (0.0709) (0.2219) (0.1120)° (0.0716) (0.2192)
ROA;t -5.76693 -6.70737 -11.4211 -5.65168 -6.66956 -11.1292
(1.6820)2 (1.6764)2 (3.4251) (1.6809)2  (1.6896)2  (3.4106)2
RegCapijt 0.94667 0.24612 1.06121 0.31419
(0.00321)°¢ (0.5454) (0.5529)¢ (0.5414)
ACoVaRjt -0.25722 -0.18796 0.27306 -0.19949
(0.1279)° (0.1233) (0.1274)° (0.1225)
GDPGrowthit -0.30618 -0.5393 0.68461 -0.12618 -0.31888 -0.52292
(0.4575) (0.4562) (0.4696) (0.4335) (0.4381) (0.4336)
Unemploymentjt -0.72395 -0.75733 -0.78197 0.26341 -0.1688 -0.43316
(0.5349) (0.5162) (0.5325) (0.3682) (0.3635) (0.3833)
Liquidityjt x MPjt -4.22050 -4.02266
(1.6786)° (1.6654)°
Sizejt x MPjt -0.01348 -0.01903
(0.0257) (0.0250)
ROAjt X MPijt 44.53516 42.77618
(24.2030)¢ (23.1437)°
Crisis x MPjt 0.46760 -0.03584
(0.4028) (0.0674)
Crisis -0.05294 0.41609
(0.0703) (0.3986)
Hausmann test statistic’s p- 0.4378 0.9989 1.0000 0.1739 0.6877 1.0000
value
Observations 100 100 100 100 100 100

Notes: The estimates are the unbracketed figures, while the parentheses' values are the standard error. The level of
significance accepted in the models' estimates is 1%, 5% and 10%, denoted by a, b, and c. On the other hand, the one-way random
panel models were fitted across Table 7.5 because the Hausmann test statistic' null hypothesis was not rejected except for Column
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(5)—two-way random panel model is used. Column (1): baseline regression including the intercept term, Column (2): bank sector's
environmental vector of the variables are excluded while including the intercept term to the baseline model, Column (3): bank-specific
vector of variables interact with the monetary policy, and the intercept term is included to the baseline model, Column (4): baseline
regression, Column (5): baseline regression without bank sectors' factors, Column (6): baseline regression including the interaction
between bank-specific variables and monetary policy.

Table 7.5 shows that the coefficients of MPjt in models 1 - 4 are negatively
significant at 10%, 5%, 10%, 10% significance levels, respectively, to the real loan rate
(a measure of a lending channel) as a dependent variable. This result suggests that
monetary policy reduces real loan rates (i.e., increased lending risk)?® when foreign bank
ownership is present in the BRICS bloc. In theory, this finding implies that foreign bank
ownership in BRICS banking systems hampers the effectiveness of monetary policy in
controlling lending risk. In Model 1, the coefficient of MPj is -0.34901, and at the same
time, the coefficient of ForOwnj x MPj is 1.83596, giving an absolute difference of
1.22896. This finding further implies that an increase of 1 unit for the two-way interaction
term would increase the real loan rate by 1.22896, which in theory would reduce the
lending capacity of BRICS banks when foreign ownership is present in non-crisis periods.
Overall, this finding implies that the effectiveness of international monetary policy
adjustments to control lending risk increases when foreign bank ownership is present in
BRICS banking systems in non-crisis periods. These results support Joen & Wu (2014),
who argued that the presence of foreign bank ownership in Asian banking systems
hampers the ability of host regulators to control their lending risk via monetary policy while
increasing host BRICS banks' lending capacity adherence to cross-border monetary

policy adjustments.

The coefficient of Liquidityi x MPjt in columns models 3 and 6 are negatively
significant to the real loan rate factor at a 5% significance level in both models. Because
the coefficient of foreign ownership is negative and insignificant while the coefficient of
Liquidityjt x MPjt is negatively significant may be an indication that foreign ownership does
not influence the loan supply market. However, foreign ownership increased BRICS
banks' access to capital markets. On the contrary, in Models 3 and 6, the coefficient of
ROAj: x MPjt is positively significant to the real loan rates at 10% significance levels. This

result suggests that foreign bank ownership in host BRICS banking systems increases

2 Low real loan rate encourages banks to lend more thus increasing lending risks in an economy.
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non-arbitrage behaviour among the banks, which grows their profitability immensely and
increases lending risks in-circulation while reducing the lending risk, proving that the

market self-corrects non-arbitrage behaviour.

7.3.2 Theimpact of foreign bank ownership on the effectiveness of monetary policy
viathe bank lending channel when competition is included

Models 3 and 6 in Table 7.6 show that two-way interaction terms including
Liquidityjt x MPj: (short-term interest-based liquid assets) and ROAjt x MPjt (short-term
interest-based performing assets' return) are negatively and positively significant to the
real loan rates respectively at a 1% significance level in those models. These results imply
that foreign bank ownership in highly competitive BRICS banking systems provides these
financial institutions with an avenue to access the cross-border capital markets; hence,
their ability to attain liquidity negates the effectiveness of domestic monetary policy
transmission through the lending channel. Another implication of these findings is that
despite the insulation received by BRICS banks due to foreign bank ownership to escape
the controlling hand of local monetary-related policy using liquidity from cross-border
capital markets, its income-generating assets within their balance sheets help monetary
policy via the channel in curbing the lending risks. Additionally, when comparing Tables
7.5 and 7.6 for these factors, the signs and significance did not change, but the size of
these coefficients appear inflated in Table 7.6. The inflated coefficients of these two-way
interaction terms may suggest that the banking sector-specific competition accelerate the
effectiveness and ineffectiveness of the domestic monetary policy transmission via the

bank lending channel.

This result supports Yang & Shao (2016), who discovered that bank competition
reduces the effectiveness of domestic monetary policy in the Chinese banking system
scenario by adding that the presence of foreign bank ownership catalysed this effect since
the current study includes China, as part of its sample. This finding supports Fungacova
et al., (2014), who found that bank competition negates the effectiveness of domestic
monetary policy transmission via their loan markets for the banking systems in the Euro

area.
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Table 7.6 - The effect of foreign ownership on domestic monetary policy transmissions via lending channel
when competition is included

(Model 1) (Model 2) (Model 3) (Model 4) (Model 5)  (Model 6)

Intercept 0.10153 0.15253 0.05881
(0.1199) (0.1191) (0.1135)
ForOwnj -0.01677 0.03647 0.19550 0.01719 0.09362 0.21737
(0.1686) (0.1657) (0.1691) (0.1634) (0.1602) (0.1630)
Crisis -0.08089 -0.10516 -0.04549 -0.06502 -0.08205 -0.03650
(0.0745) (0.0753) (0.0661) (0.0719) (0.0734) (0.0635)
MP;; -0.39008 -0.42755 -0.03989 -0.32174 -0.32459 0.00563
(0.2023)° (0.2033)° (0.2076) (0.1852)° (0.1874)° (0.1872)
Lernerindex; -0.54603 -0.44517 -1.26172 -0.53901 -0.40249 -1.29509
(0.3527) (0.3208) (0.5189)° (0.3520) (0.3202) (0.5126)°
Lernerindex; x MP; -0.81423 -1.22918 2.07117 -1.04925 -1.66549 2.15571
(1.5171) (1.5177) (2.8630) (1.4890) (0.4845) (2.8456)
Crisis x MPj 0.74432 0.88131 0.42025 0.70024 0.82464 0.39153
(0.4091)° (0.4076)° (0.3784) (0.4051)° (0.4067)° (0.3726)
Lernerindex;; x MP;; x ForOwny; 7.12663 7.40127 4.03139 6.82166 7.06872 3.85001
(3.2597)° (3.1794)° (3.1962) (3.2343)°  (3.1805)° (3.1628)
Lernerindex; x MP; x ForOwn;x  -0.16331 -0.38039 -0.37880 -0.46221 -0.89244 -0.54648
Crisis (3.3824) (3.4297) (2.9744) (3.3583) (3.4189) (2.9435)
Sizey 0.98707 0.98682 0.99329 0.98750 0.98766 0.99404
(0.00361)*  (0.00329)2 (0.00741)*  (0.00356)*  (0.0032)% (0.0072)%
Leverage; -0.18198 -0.09342 0.54847 -0.18479 -0.09786 0.53933
(0.1146) (0.0708) (0.2263)° (0.1143) (0.0709) (0.2246)*
ROA -5.7783 -6.34131 -13.7466 -5.68807 -6.25622 -13.6435
(1.6114)* (1.5988)% (3.1146)* (1.6052)* (1.6033)* (3.0962)*
RegCapj 1.08347 0.58874 1.18483 0.63491
(0.5850)° (0.2263)° (0.5717)° (0.5293)
ACoVaR; -0.12662 0.00185 -0.12558 0.00333
(0.1423) (0.1330) (0.1421) (0.1324)
GDPGrowth; 0.14112 -0.38236 -0.36768 0.03655 -0.14099 -0.27576
(0.5088) (0.4971) (0.4642) (0.4627) (0.4617) (0.4270)
Unemployment; 0.59668 -0.76979 -0.62566 -0.27708 -0.30496 -0.43693
(0.5868) (0.5581) (0.5388) (0.4237) (0.4255) (0.3954)
Liquidity x MPy, -5.81244 -5.74182
(1.6712)* (1.6582)%
Sizej x MPy; -0.01454 -0.01792
(0.0463) (0.0457)
ROA; x MPj 61.43500 61.01129
(21.3634)2 (21.2524)2
Hausmann test statistic’s p-value 0.6219 0.1282 0.9996 0.2542 0.0148 0.9255
Observations 100 100 100 100 100 100

Notes: The estimates are the unbracketed figures, while the parentheses' values are the standard error. The level of significance
accepted in the models' estimates is 1%, 5% and 10%, denoted by a, b, and c. On the other hand, the one-way random panel models
were fitted across Table 7.6 because the Hausmann test statistic's null hypothesis was not rejected. Column (1): baseline regression
including the intercept term; Column (2): bank sector's environmental vector of the variables are excluded while including the intercept

134 |Page



term to the baseline model; Column (3): bank-specific vector of variables interact with the monetary policy, and the intercept term is
included to the baseline model; Column (4): baseline regression; Column (5): baseline regression without bank sectors' factors;
Column (6): baseline regression including the interaction between bank-specific variables and monetary policy.

In Table 7.6, the coefficient of MPjtin models 1, 2, 4 and 5 is negatively significant
at 10%, 5%, 10%, and 10% significance level respectively, implying that when competition
is included, foreign bank ownership increases the ability of BRICS countries to increase
their loan supply market and this improvement tends to curb the effectiveness of domestic

monetary shock in controlling the risk.

7.3.3 Impact of foreign bank ownership on fiscal policy transmissions via the
lending channel

In Table 7.7, Models 1, 2 and 4 are negatively significant to the real loan rates at
5, 10%, 5% significance levels. This finding implies that foreign ownership in BRICS
banking systems increases host macroeconomic instability (i.e., long-run GDP growth &
unemployment) and amplify inequitable distribution of host loan markets among its
economic participants. This finding supports Gormley (2010), who argued that foreign
bank ownership in the Indian banking system increases information asymmetries in host
loan markets as highly creditworthy loan seekers in the host country become preferred.
On the other hand, Bird et al. (2019) contradict this empirical evidence of the current
research. They found that the monetary policy transmission lending channel has an
indirect spill-over as fiscal policy transmission affects the lending capacity of credit-

constrained firms in the examined region.

Table 7.7 - Estimating the impact of foreign ownership on the credit channel of fiscal policy transmission

(Model 1) (Model 2) (Model 3) (Model 4)
FiscalPolicy; -1.18312 -0.91931 12.32951 -1.18862
(0.4655)° (0.4803)° (20.9586) (0.4554)°
FiscalPolicy; x ForOwnj 2.75400 2.54635 2.89599 2.51572
(2.0043) (2.0125) (8.5178) (1.9580)
FiscalPolicy;: x ForOwnj x Crisis 1.63917 -0.72116 170.0684 1.99722
(4.3532) (4.4739) (194.3) (4.1339)
Hausmann test-statistic’s p-value 0.5345 0.2606 0.9944 0.9094
Observation 100 100 100 100

Note: The estimates in the table (above) examine the impact of BRICS' fiscal policy transmission on the bank lending channel, and
the dependent variable is the LN function of TotalLoans; for the j"" BRICS country at time t. The estimates are the unbracketed figures,
while the parentheses' values are the standard error. The level of significance accepted in the models' estimates is 1%, 5% and 10%,
denoted by a, b, and c. On the other hand, the one-way random panel models were fitted across Table 7.7 because the Hausmann
test statistic's null hypothesis was not rejected. Column 1: Baseline model, Column 2: the baseline model excluding banking sector

135|Page



variables, Column 3: the baseline model excluding the bank-specific variables, Column 4: the baseline excluding macroeconomic
factors.

Chapter Summary

This chapter examines the impact of foreign bank ownership on fiscal and
monetary policy transmission via the lending channel when including and excluding
banking-specific competition. The findings highlight that banking-specific competition
heightens the deterioration of monetary policy's effectiveness via the lending channel. On
the other hand, bank ownership reduces the effect of fiscal and monetary policy
transmission via the bank lending channel, which implies that foreign bank ownership in

BRICS increases their banks' lending capacity.

136 |Page



Chapter VIII — Discussions, Conclusion and Further Research
8.1 Introduction

The current chapter discusses the results presented in chapters 5, 6, and 7. These
results are further linked to the existing literature reviewed in Chapter 3. The chapter is
organised as follows: Section 8.2 discusses each objective's results stated in Chapter 1.

Section 8.3 concludes the thesis and outlines possible future research.

8.2 Discussion

The first objective of the current research is to determine the impact of foreign
ownership on the financial soundness of BRICS banks using CAMELS analysis. The
empirical results show that foreign-controlled banks, on average, have a higher and
statistically significant mean than domestic banks in terms of loan growth during an
economic boom period. However, domestic banks have a higher and statistically
significant mean post-crisis than foreign-controlled banks. These results suggest that
foreign-controlled banks' financial performance, including their contribution to BRICS
banking markets, is procyclical. Furthermore, foreign-controlled banks' financial
performance's procyclicality may indicate that their loan portfolio is not risk-robust. This
finding contradicts Crystal et al. (2002), who found that foreign-controlled banks from
Latin American countries have robust loan growth, strengthening these economies’
financial systems. The non-robustness of foreign-controlled banks' loan growth suggests
that their contribution to enhancing BRICS' financial systems is procyclical to exogenous
factors, and host regulators need to prioritise such inquiries should their banking markets

become more globalised in terms of assets.

Furthermore, the mean value for foreign-controlled banks' cost-efficiency is higher
and statistically significant than domestic counterparts, while the mean value of ROE of
foreign-controlled banks is smaller and significant during economic boom periods.
However, in the post-crisis period, the opposite is true. This finding suggests that the
foreign-controlled banks in BRICS might be inefficient compared to their domestic

counterparts, and the economic crisis period put pressure on these financial institutions

137 |Page



to improve their efficiency. This observation suggests that the quiet-life hypothesis holds
for foreign-controlled banks, supporting claims made by Hick (1935) and Maudos & de
Guevara (2007).

The existence of a quiet-life hypothesis for BRICS' foreign-controlled banks further
suggests a trade-off between cost-efficiency and earnings for these financial institutions.
The implication of this finding indicates that foreign-controlled banks in BRICS bear
additional costs to operate in those markets compared to domestic counterparts, which
further implies that foreign ownership improves locally owned banks. Lin & Zhang (2009)
support this finding when testing the correlation between bank ownership reform and bank
performance in China. However, Wu et al., (2017) examined the impact of foreign banks
on domestic counterparts for banking markets from CEE, East Asia, and Latin American
countries. They found that these financial institutions' presence worsens domestic banks'

performance, thus contradicting this finding.

In addition, this CAMELS rating's results show that domestic banks' cost-efficiency
has a higher mean value than foreign-controlled banks with statistical significance mean-
difference results during the economic crisis. These results suggest that the BRICS
banking markets recover quickly from financial distress because domestic banks tend to
be cost-efficient during the crisis period, while foreign-owned banks are cost-efficient
during non-crisis periods. On the other hand, in the post-crisis period, the opposite is true.
This finding is corroborated by Zhang et al., (2013), who found that BRIC banking systems
(excluding South Africa) recovered quickly because, unlike other similar blocs, its financial
institutions are not driven by fast-growing economies. Due to this characteristic, the BRIC
banking systems by design became insulated from the negative effect of the global
financial crisis of 2007 — 2008. On the contrary, Cull & Peria (2013) found that banks did
not recover quickly after the economic crisis in the CEE bloc, possibly because foreign
banks in CEE borrowed excessively before the crisis.

Lastly, the empirical results show that the mean figures of capital adequacy and
regulatory capital levels for foreign-controlled banks are higher than domestic banks in

that bloc with statistically significant mean-difference results. In comparison, the mean
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figures of earnings proxies that are loan growth and ROE for foreign-controlled banks are
smaller than their domestic counterparts with statistically significant mean-difference
results. These findings collectively suggest that highly capitalised institutions that foreign
banks control tend to have compromised their liquidity creation, which supports the
financial fragility crowding-out hypothesis. This finding adds to the debate made by Lei &
Song (2013), Umar & Sun (2016), Umar et al. (2017), and Umar et al. (2018) that the

financial fragility crowding-out hypothesis holds for BRICS countries.

The second objective is to identify the impact of foreign ownership on host BRICS
countries' banking sectors' risk-benefits and extrapolate whether globalisation of their
financial markets increased their fragility. The first part discusses the benefits of foreign

ownership, while the second part discusses the findings related to risk.

The empirical results revealed that the level of bank competition in BRICS banking
markets appeared to have increased due to foreign ownership in those markets because
the presence of foreign banks tends to lower the cost of acquiring debts for domestic and
foreign-owned banks. This finding supports Kraft (2004) and Sturm & Williams (2008),
who also established that foreign ownership presence in their banking systems increased
bank competition of banking markets because unnecessary and embedded inefficiencies
within these markets were eliminated. On the contrary, Peterson & Rajan (1995) and
Gormley (2010) argue that foreign ownership presence in host banking markets reduces
firms' access to credit and exacerbates the information asymmetry problem. Their
presence serves as a deterrent to bank competition in host banking markets. These
contradictory findings could be because the current study uses a sample of publicly-
owned banks whose financial performance could be tracked, and therefore, it would be

hard for them to hide the market inner-conducts from new entrants.

Furthermore, it was found that the spill-over of the increased bank competition
within-host banking markets due to the presence of foreign ownership appeared to have
increased their lending capacity (measured as credit intermediation), performance
(measured by ROA & NIM), and efficiency (measured by ROE). These findings
corroborate Clarke et al. (2001), Claessens et al. (2001), Sturm & Williams (2004), Clarke
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et al. (2006), and Havrylchyk & Jurzyk (2011). All these prior studies confirm that the host
banking sector harnesses improved operational efficiency and credit availability to small
and large firms in addition to increased competition due to foreign ownership. On the
other hand, the findings in the current research do not support Chen et al. (2017) as they
found that in those banking markets with inherent inefficiencies, the presence of foreign
ownership increases risks that tend to harm lending capacity, performance and

efficiencies of host banking markets.

Other additional findings show that foreign ownership presence in BRICS banking
markets increased their overall bank stability because bank performance was optimised
while earnings' risks reduced far more than the increase in performance. Also, foreign
ownership presence in BRICS banking markets reduced systemic risk instances for
domestic banks. These findings corroborate Leroy & Lucotte (2017) for domestic banks
as competition enhances their financial stability by decreasing systemic risk. However,
this study's findings contradict Leroy & Lucotte (2017) for foreign banks as their systemic

risk increases when their financial stability and competition increase.

Part two of the second objective measured foreign ownership's impact on the
observable idiosyncratic and systemic risks in the BRICS banking markets. First, the
findings show that foreign ownership in BRICS banking markets indiscriminately
increased the idiosyncratic risk (measured by the standard deviation of ROA and
nonperforming loans) in domestic and foreign-controlled banks. This finding supports
Serrano (2016) and Wu et al. (2017) that foreign ownership presence in the form of
foreign-controlled banks tends to exclude them from accessing creditworthy customers
and forces them to be exposed to more risks in an attempt to grow their margins. Giannetti
& Ongena (2012) also show that domestic banks may be driven to take more idiosyncratic
risks onto their balance sheets because foreign banks' presence often poses depositors

and safe borrowers existing in their books.

The finding that the idiosyncratic risk increases for foreign-controlled banks are
supported by Temesvary & Banai (2017) and Arakelyan (2018). They state that disparity

between major foreign shareholders’ countries of origin the host banking markets may
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result in foreign-controlled banks increasing their idiosyncratic risk-taking within their
balance sheets. Furthermore, Peek et al. (1999), Cetorelli & Goldberg (2016), Anginer et
al. (2017), Chen et al. (2017), among others, corroborates this finding as they show that
idiosyncratic risks experienced by parent entities tend to be transmitted to foreign-
controlled banks thus, increasing their bank-specific risks. In sharp contrast, the finding
of Claessens et al. (2001), Sturm & Williams (2004), Clarke et al. (2006), and Havrylchyk
& Jurzyk (2011) contradict the evidence in the current study that the presence of foreign
ownership increases the risk-taking for both domestic and foreign-controlled banks in host

banking markets.

Another finding shows that foreign ownership's presence in BRICS banking
markets increased systemic risk for foreign-controlled banks operating in that bloc. This
finding supports Ahrend & Goujard (2011) as their empirical results show that
international financial integration enabled by foreign ownership's presence in host
banking markets amplifies contagion shocks.

The third research objective examines foreign ownership's impact on the bank
monetary policy's lending channel (measured by the natural log of broad money). The
outcomes are as follows: One, the presence of foreign bank ownership in the case of
BRICS' banking systems impaired the monetary policy transmission via the lending
channel, supporting Wu et al., (2011), Hou & Wang (2013), Joen & Wu (2014) who found
the same in Asian bloc and Chinese banking systems. This finding implies that, despite
the rate of acquisition of host banks by foreign strategic investors in emerging market
blocs, their presence tends to dollarise all banks, including unacquired banks (i.e.,
domestic & government banks), minimising the regulatory power of domestic regulators
in curbing lending risk. Thus, this finding agrees with the customer reaction hypothesis
discussed by Matemilola et al. (2015) for South Africa from a theoretical perspective. The
implication of this finding suggests that the presence of foreign bank ownership in the

BRICS bloc insulate their banking customers from monetary policy shocks.

The fourth research objective examines foreign ownership's impact on the bank

lending channel as fiscal policy transmission (fiscal income index minus fiscal expense
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index computed using the principal component analysis). The main finding shows that
fiscal policy transmissions become ineffective in regulating bank lending risk when foreign
ownership is present in BRICS, indicating information asymmetry in banks' lending
portfolios. This finding supports Gormley (2010), who found that foreign bank ownership
in the Indian banking system raised asymmetry in banks' loan supply market and led to
‘cherry-picking' phenomena in the banking sector. On the other hand, this result
contradicts Bird et al. (2019), who found that financial liberalisation led to fiscal policy
transmission via lending channel becoming a perfect substitute to monetary policy in
controlling lending risk. The rationale for the differences may be because, in the BRICS
bloc, the increase of capital inflows towards banks' lending portfolios dollarise their
lending offerings which, in theory, may negate the regulatory power of domestic fiscal

policy shocks.

8.3 Conclusion, Policy Implication and Further Studies

In sum, foreign-owned banks contribute procyclically to the bloc's financial soundness,
indicating that their presence introduces some asymmetries into their banking systems.
Furthermore, foreign banks in BRICS lead to benefits that outweigh risks. However, some
risk elements need to be minimised to insulate the bloc from a future globally induced
crisis. These risks include systemic risk, lowering tier Il capital as required by Basel lll,
the ineffectiveness of fiscal and monetary policy in regulating lending risk, and excessive
leveraging of domestic banks. Despite the risks associated with foreign banks' presence
in BRICS, foreign bank ownership increases the performance and efficiency of all banks,
with domestic banks becoming risk-averse, which may explain the quick recovery of the
BRICS banking sector post-2008 global financial crisis.

The findings in this research allude to the following policy implications. First, foreign
bank ownership in the BRICS banking system has favourable and unfavourable
consequences to its aggregated financial soundness. This implies a positive correlation
between banks' risk taking and foreign bank ownership. This means that BRICS
policymakers need to closely monitor this relationship to prevent excessive regulatory,

idiosyncratic, and systemic risks. Second, foreign bank ownership, especially considering
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bank competition, accelerates the BRICS bank's lending portfolios to become dollarised.
The policy implication of this finding is that the national policymakers such as central
banks in BRICS should encourage their banks to lend in their currency primarily to regain
control in managing lending risk. Finally, foreign bank ownership encouraged domestic
banks to maintain their economic positions through leveraging. Investors in the bloc's
banking system need to be aware of the implication of leveraging on credit risk
repayments. BRICS policymakers need to control leveraging behaviour of domestic

banks.

Future research needs to examine the impact of foreign bank ownership on BRICS
banks' credit risk management through the earnings management lens. Testing the role
of the earnings management gap is critical especially post COVID-19, where numerous
central banks, including those in EMESs, forced their banks to keep the bad debts to
prevent further decline in their economic growth. Investigating this gap is critical because
recent evidence (IMF, 2020) found that the effects of COVID-19 on banks' lending
portfolios allowed these financial institutions to manage earnings, which in theory

weakened their credit risk management.
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