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ABSTRACT 

The banking industry occupies a special role in Vietnam’s economy, as it is the most 

important financial channel, with both the bond and share markets remaining relatively 

under-developed. To enable and accommodate continued rapid growth in the general 

economy, the banking industry needs to be modernised and upgraded, and foreign banks 

can potentially play an important role in that process. This study seeks to enhance 

knowledge of the performance of foreign banks in Vietnam and to assess their impact 

on local banks.     

Specifically, this study focuses on three key research questions:  

(1) what are the main drivers of foreign and domestic bank performance in 

Vietnam? 

(2) does the presence of foreign banks help or hurt domestic banks?  

(3) does the impact of foreign banks depend on their origin and/or entry form? 

In order to address these questions, the study employs two main research methods, 

namely:  (a) analytical review and synthesis; and (b) econometric estimation.  The latter 

involves four panel-data estimation techniques (including panel ordinary least squares, 

fixed effects, random effects, and general method of moments), as well as the use of a 

set of reasonably consistent data for the 20-year period 1992-2011 that have been 

compiled from various sources.  Where appropriate, analytical review and synthesis is 

applied to help create a consistent overall picture of the system. These are not trivial 

exercises, given the highly fragmented nature of the data that are available in the public 

domain.  

With regard to the first research question, the study found that at the micro level, 

domestic banks tend to be more heterogeneous than foreign banks in terms of the 

determination of their performance. The estimates also suggest that domestic banks may 

be able to increase their profits in the longer term by making greater investments in 

acquiring advanced technologies, equipment, and skilled human resources. At the same 

time, they should be cautious about pursuing expansion-at-all-costs strategies as these 

are likely to reduce profits (and perhaps increase risk as well).   
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In addressing the second research question, the estimation results suggest that foreign 

banks in Vietnam are more likely to generate benign (spill-over) effects on domestic 

banks in the form of higher margins and profits, as opposed to competition effects, 

which would have manifested themselves in lower costs, lower margins and lower 

profits for the local banks. This finding pertaining to the relative strengths of the spill-

over and competition effects in Vietnam accords with those of many (but by no means 

all) previous studies for other developing host countries. An important policy 

implication of this finding is that the gradual opening up of the local industry to foreign 

banks has, by and large, been beneficial to the domestic banks and the domestic 

economy.  

The current study is probably the first time that the third research question (or a similar 

question) has been rigorously investigated, either in the international or the local 

literatures. The findings of this study suggest that foreign banks from developing 

countries were more likely than banks from high-income countries to generate 

beneficial spill-over effects in Vietnam. This result may be of considerable interest to 

policy makers elsewhere who may be weighing up their options in terms of the types of 

foreign banks that should be allowed entry.  As the industry modernizes and develops 

further, it will be of interest to check how long this finding remains robust. 
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CHAPTER 1 

 

INTRODUCTION 

 

1.1 BACKGROUND AND SIGNIFICANCE OF RESEARCH TOPIC 

This study is about foreign banks in Vietnam. Why might the reader be interested in 

Vietnam?  And why are foreign banks chosen as the topic of research? There are at least 

several reasons as to why international businesses, policy makers, and academic 

researchers may be interested in Vietnam’s economy in general, and its banking 

industry in particular.  First, the country has emerged as a sizable and growing trading 

partner for many foreign countries. According to Work Bank data (WB, 2012), Vietnam 

has been one of the fastest growing economies in the world during the last two decades, 

with an average growth rate of 6-7 % per annum. Within a quarter of a century, it has 

transformed itself from a poor country, with per capita income below $100 USD, to a 

lower middle income country, with per capita income of nearly $2,000 USD (in 2012). 

With a population of approximately 88 million (in 2011), Vietnam ranks as the 13th 

most populous country in the world.  It also has a significant voice in regional forums, 

such as the Association of South East Asian Nations (ASEAN).    

Second, its experiences with policy reform represent a useful case study in economic 

development.  An important factor underpinning the economy’s rapid growth has been 

the so-called “demographic dividend”: more than half of the population has been of 

working age in recent decades (GOV, 2015), thus providing an abundant supply of 

cheap labour.  Even more importantly from a policy viewpoint, the country underwent a 

series of economic liberalisation and reform measures that began in the late-1970s, 

before being formally launched in 1986 as Doi Moi (Renovation).  The reforms placed 

the country on a transition path from the Soviet central planning model to a market-

oriented economic system, and allowed it to integrate far more closely than before with 

the world and regional economies. The achievements made under these reform 

measures, as well as the challenges encountered by the authorities and local industries, 

offer researchers and policy makers in other countries additional evidence and potential 

insights about the processes underlying economic development; this evidence and these 

insights are particularly valuable for developing countries.   
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Third, the banking industry in Vietnam has a number of distinctive features, which 

make it an interesting case study of how banking and financial markets are regulated 

and develop in a low or middle-income country.  Despite the relatively low level of per 

capita income, the country’s level of banking credit is quite high, with an M2/GDP ratio 

exceeding 100%, and an average rate of growth in banks’ total lending of 30-40% per 

annum.  As the bond and stock markets remain not very well-developed, the banking 

system is the main financial channel and therefore plays a critical role in business and 

economic developments.  Similar to the case in some other developing and transitional 

economies, large state-owned commercial banks dominated the industry, but in recent 

years, as a group they have lost considerable market share to domestic, privately-owned 

banks.  In line with the Doi Moi philosophy, foreign banks have been allowed entry, and 

the regulations governing their operations have been increasingly liberalised.  Despite 

the obvious and many competitive advantages enjoyed by these foreign banks, to date 

they have not made big gains in terms of asset-value shares, and domestic banks appear, 

by and large, to not have experienced serious adverse effects in terms of profitability 

from foreign banks’ operations.  

The globalization process has strengthened connections between countries all over the 

world in various economic fields. Among these, the banking industry has been 

prominent, partly because it can play a significant role in economic development and 

growth. Banks from developed countries have extended their operations and networks in 

developing countries by taking advantages of their sophisticated products, superior 

technologies, and highly skilled staff. At the same time, banks from developing 

countries could potentially benefit by learning from their competitors’ strategies and 

techniques. For example, they could adopt new technologies and methods of 

management.  Of particular relevance are the spill-over effects on human resources: 

experienced and well-trained staff from foreign banks could move to local banks, often 

to higher positions than before, thereby spreading their knowledge and transferring 

skills to other staff.  But the heightened competition due to the presence of new entrants 

from overseas may also affect local banks’ market shares and profitability.  

In view of the participation by foreign banks in Vietnam’s banking industry during 

recent decades, and of the industry’s strategic role in the economy, it is logical to 

examine the performance of foreign banks and their impact on local counterparts. Yet, 
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to date, relatively little research has been done in this general area. In the public domain 

(especially the international literature), Vietnam’s foreign banking sector remains a 

relatively under-studied subject.  Two notable contributions were made by Nahm and 

Vu (2008) and Vu and Turnell (2010), neither of which (because of their timing) 

covered more recent developments, such as the aftermath of the Global Financial Crisis, 

or the removal of last remaining restrictions upon foreign banks. For example, 100% 

foreign owned banks were allowed entry in 2008, and full national treatment began to 

apply in 2011. 

When comparing the relative performance of foreign banks and domestic banks, Nahm 

and Vu (2008) found that, surprisingly, foreign banks’ profit efficiency was lower than 

that of state-owned commercial banks. Using a different method of analysis, Vu and 

Turnell (2010) found the contrary: there was no difference in performance between the 

two types of banks. While most studies in the international literature tend to conclude 

that foreign banks outperform their domestic counterparts in developing countries (Chan 

and Karim, 2011; Claessens, Demirgüç-Kunt, and Huizinga, 2001;  Manlagñit, 2011;  

Naaborg, Scholtens, Haan, Bol, and Haas, 2004; Vo, 2008) the outcome in Vietnam 

appears to be different. This might be due to the dominance of state-owned banks and 

the substantial support they received from the government, and to the restrictions 

imposed on foreign banks’ operations during the early years. In any case, it remains true 

that little work has been done at the micro level on the determination of foreign and 

domestic banks’ performance in Vietnam. 

  

1.2 OVERVIEW OF KEY RESEARCH QUESTIONS AND EXPECTED 

CONTRIBUTIONS  

As will be shown in Chapter 2, a review of the literature reveals a number of gaps in 

knowledge, such as the one described above.  To help address three of these gaps, the 

current study will investigate three key research questions (RQs), each of which may be 

divided into smaller sub-questions. 

RQ1: What are the main determinants of foreign and domestic bank performance in 

Vietnam? 
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This study will provide perhaps the first systematic examination, at the micro level, of 

the determinants of banks’ financial performance in Vietnam.  This RQ can be divided 

into three sub-questions: 

(1a)  What are the main determinants of foreign banks’ performance? 

(1b)  What are the main determinants of domestic banks’ performance? 

(1c)  Are there major differences between foreign and domestic banks with regard to 

the determination of their performance?     

If the answer to (1c) is Yes, which (as we shall see below) is the actual finding of this 

study, one implication is that domestic banks with poor performance may be able to 

copy and emulate foreign banks so that their performance becomes more like that of 

foreign banks in the future. 

RQ2: With regard to the effects of foreign bank presence on domestic banks in Vietnam, 

does the competition effect or the spill-over effect dominate? 

The international literature contains many examples of both the competition effect 

(where foreign banks’ entry tends to reduce domestic banks’ costs, revenues and profits) 

as well as instances of the spill-over effect, where foreign banks spur domestic banks to 

invest more heavily, become more efficient, and make greater profits.  This study will 

provide evidence from Vietnam, which will add to the body of existing results and may 

help to clarify the circumstances under which the spill-over, rather than the competition, 

effect will typically dominate.  As we shall see, the findings of this study suggest that 

foreign banks have generated mostly benign spill-over effects on domestic banks. 

RQ3: Does the impact of foreign bank presence on domestic banks depend on the origin 

and/or entry form of the relevant foreign bank? 

This third research question gives rise to two sub-questions:  

(3a)  Are banks from high-income countries more or less likely than banks from 

middle-income countries to generate competition and/or spill-over effects on 

domestic banks? 

(3b)  Are foreign subsidiaries more or less likely than foreign bank branches to generate 

competition and/or spill-over effects on domestic banks? 
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The answers to these sub-questions would be of considerable interest to policy makers 

in Vietnam and elsewhere who may be weighing up their options in terms of the types 

of foreign bank to be allowed entry. Our findings suggest that foreign banks from 

developing countries have been more likely than banks from high-income countries to 

generate spill-over effects in Vietnam.  To our knowledge this is the first time that the 

nexus between the country of origin of foreign banks and their impact on domestic 

banks has been systematically investigated in either the international or the local 

literatures.   

1.3 STRUCTURE OF THE STUDY 

The study comprises eight chapters.  The first chapter introduces the research problem 

and explains its significance.  It also sets out the study’s objectives in terms of the key 

questions to be investigated.  

Chapter 2 provides a review of the extant literature regarding foreign bank performance 

and impact in various countries and periods.  From this review, a number of gaps in the 

relevant knowledge are identified.  These gaps help us to define our key research 

questions.   

Chapter 3 offers an overview of the Vietnamese banking system. Special attention is 

paid to its financial deregulation process over the last quarter of century.  The analytical 

review and synthesis approach is applied to produce a consistent overall picture of the 

system, which is not a trivial exercise, in view of the fragmentary nature of much of the 

data available about this topic in the public domain.  Such background understanding 

can be very useful as a supplement to the econometric results presented in subsequent 

chapters. 

Chapter 4 describes the econometric methodology employed in the thesis. In particular, 

three panel data estimation techniques – fixed effects, random effects, and general 

method of moments – are discussed in detail and compared with the default technique, 

namely panel ordinary least squares. Data sources and data limitations are also 

documented. 

Chapters 5, 6 and 7 are the three core chapters of this study. Each of these chapters 

concentrates on one of the key research questions stated in the previous section. 
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Specifically, Chapter 5 investigates the determinants of the performance of foreign and 

domestic banks, Chapter 6 examines the impact of foreign banks on domestic banks, 

and Chapter 7 analyses whether that impact depends systematically on the nature of the 

foreign bank in question. 

Finally, Chapter 8 provides a summary of the main findings and their implications, 

discusses some of the study’s limitations, and suggests directions for possible future 

research.  
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CHAPTER 2 

LITERATURE REVIEW 

2.1 INTRODUCTION 

This chapter presents a review of the relevant literature, which will help to identify key 

gaps in knowledge: some of these gaps will then be addressed in subsequent, core 

chapters.  The literature of interest is the one relating to the presence and impact of 

foreign banks in Vietnam.   

Multinational banks have increased their international operations considerably during 

the last few decades. They have entered not only developed countries, but also 

developing economies. Theory suggests that the entry of foreign banks can potentially 

generate considerable stimuli for the improvement of the domestic banking system.  In 

practice, many host governments have welcome foreign entry into the local banking 

market by liberalizing or streamlining regulations and by providing appropriate legal 

frameworks and requisite infrastructure. The growing presence of foreign banks within 

developing countries has prompted questions as to whether the host countries, especially 

developing countries, do in fact benefit from foreign entry, and has raised interest in the 

topics of how foreign banks perform and how they impact domestic banks.  

The chapter comprises seven sections.  In the next section (Section 2.2), key concepts 

and terms (such as foreign banks, domestic banks, and developing countries) are 

defined, and important elements of the theoretical framework underlying much of the 

literature are described.  The latter elements include, in particular, the spill-over and 

competition effects of multinational businesses (including multinational banks) on the 

local economy. They will enable us to develop hypotheses to be tested during our 

investigation.     

Sections 2.3 to 2.5 review previous studies of the entry, performance and impact, 

respectively, of foreign banks. Many of these studies addressed the questions within a 

multi-country context. By contrast, a smaller number of them discussed these issues in a 

single-country context. To achieve a better understanding of the issues, this chapter will 

review studies of both categories, and will examine the evidence with respect to 

developed as well as developing host countries. In regards to performance, a main focus 

will be on the comparison between the performance of foreign banks and domestic 
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banks. As part of this review process, the analytical methods and techniques adopted by 

previous authors are noted to serve as a starting point for our own investigation.  

Section 2.6 discusses some key gaps in the literature, especially as it relates to Vietnam, 

which warrants attention for the reasons outline in Chapter 1. Although the literature on 

foreign banks in general is now very large, there remains a relative dearth of systematic 

knowledge about foreign banks in Vietnam. These gaps in knowledge prompt us to 

develop the main research questions of the study. Section 2.7 concludes the chapter by 

summarizing a number of key points discussed in the previous sections. 

2.2 DEFINITIONS AND HARD THEORIES 

This section will define foreign banks, domestic banks, developing countries, and main 

concepts about the influence of foreign banks on domestic banks.  

Most of the recent literature describes empirical results, but sound theory is often 

absent. Therefore, the foundation of the theories used to support the current research has 

been extracted from articles that were published long ago.  

2.2.1 Foreign bank 

A foreign bank is defined as a bank which presents its physical existence in a foreign 

(host) market under the mode of the branch or the subsidiary (Casu, Girardone, and 

Molyneux, 2006; Hryckiewicz and Kowalewski, 2010). A foreign bank branch is legally 

dependent on its parent bank, but it is subjected to both home and host banking 

regulations. The type of subsidiary is comprised of the completely foreign-owned bank 

and the acquisition of equal to or over 50% of the total capital from a local bank. This 

kind of bank is legally independent from the parent banks. Subsidiaries are treated 

equally to local banks, and are subjected to the legal framework as the host market.  

2.2.2 Domestic banks 

There are three types of domestic banks: state-owned commercial banks, private banks 

that are fully domestically owned and private banks with minor foreign shares. The 

state-owned commercial banks are banks that have over 50% of state-owned shares. 

Entirely privately owned banks are banks whose shareholders are residents. Privately 

owned banks with minor foreign shares are banks that have less than 50% of total shares 

from non-residents.  



 
 

9 

 

2.2.3  Developing country 

According to the World Bank (2012), a developing country can be defined, as follows: 

“Low-income and middle-income economies are sometimes referred to as developing 

economies. Economies are divided according to 2011 GNI per capita... the groups are... 

lower middle income, $1,026 - $4,035”. According to this definition, Vietnam is a lower 

middle income country with a Gross National Income (GNI) per capita of USD 1,260 in 

2011 (WB, 2012). Therefore, Vietnam is defined as a developing country. 

For this current study, the literature review will focus on the banking system in 

developing countries, which are considered similar to those of Vietnam. In addition, 

because there are other types of developing countries: emerging and transitional 

economies, which are differentiated from the poor countries in the group, they are still 

good examples for Vietnam, because Vietnam’s economic goal is to become an 

industrialised country by the year 2020.  

2.2.4 Hard theories on the influence of foreign bank presence on domestic banks 

In general, the impact of foreign direct investment in the host countries is classified into 

two main effects, namely, spill-over and competition. According to Caves (1974), spill-

over of productivity happens when the foreign firm cannot domesticate all their 

advantages and technical advances during their production process. As a result, local 

firms can learn and benefit from these advantages. Although spill-over effect is 

mentioned sooner than competition effects, the later seems to have become more 

popular in the literature and it is also expected by the host governments. The 

competition effect is considered when the foreign firms place competition pressure on 

local firms so the local firms have to eliminate their distortions and the excess profit that 

is typical of monopolistic power (Caves, 1974). Through a literature review, the 

definitions of competition and spill-over effect seem to closely relate to each other and 

it is not easy to separate them totally.   

2.2.4.1 Competition effect 

a. Description of competition effect: 

The competition effect is seen in several circumstances. This effect occurs when local 

firms feel the competition pressure in order to reduce their monopolistic power and 

increase their productivity through their efficient resource allocation (Caves, 1974). 
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Further, the involvement of these foreign firms has broken the equilibrium of the market 

competition structure that pushes domestic firms to react to defend their return and 

position (Blomstrom Globerman and Kokko, 1999). As a result, the monopolistic 

position of domestic firms is at risk and diminishes over time (Goldberg, 2004).  

b. Channels of competition transmission:  

The competition transmission works through the reactions of domestic banks to protect 

their market share and the unique advantages of foreign banks. First, domestic bank 

managers who are obliged to release their excess benefit and to extend greater efforts on 

cost management (Berger and Hannan, 1998), or change their competitive strategies 

(Claessens et al., 2001) to defend their share. Another channel of competition 

transmission is through the direct competition in some products and services between 

foreign firms and local firms that leads to pressure on domestic firms to be more 

efficient (Goldberg, 2004). Consequently, the old competitive structure of the industry 

has been replaced by amodern style of competition, brought about by foreign entry in 

which the role of monopoly of local firms is weakening (Goldberg, 2004). Second, the 

transmission of the competition effect is mobilised by the market conduct of foreign 

firms, which possess the advanced knowledge and firm-specific resources (Lall, 1979, 

Blomstrong, 1986 in Cho, 1990). In particular, foreign entry can exert  competition 

pressure on local firms because they can employ different monopolistic advantages that 

result from their ownership advantages, such as knowledge, advanced technology, 

efficient organization and skilled management (Blomstrom, 1986 in Cho, 1990). 

Foreign firms can use these advantages because they are unique due to the imperfect 

markets (Hymer, 1960, 1976, Kindlegerger, 1969, Caves, 1971, Dunning, 1973, 1977, 

1979 and 1980 in Cho, 1990). In addition, in a study of foreign banks and the banking 

market in Indonesia from 1974 to 1983, Cho (1990) concluded that “ Foreign entry may, 

in fact, enhance economic efficiency through increased market competition.” p.107. 

Similarly, Claessens, Demirgüç-Kunt, and Huizinga (2001) investigated the foreign 

entry affecting domestic banking markets across 80 countries from 1988 to 1995, and 

their results section concluded: “A larger foreign ownership share of banks is associated 

with a reduction in the profitability and margins of domestically owned banks” p.908. 

According to these authors, foreign bank entry increased the competive capacity for 

local banks. 
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c. Determinants of competition effect: 

Determinants of competition effect presents in the reduction in domestic banks’ 

overhead cost, profit, margin and non-interest income.  Many authors conclude that the 

result of the competition effect is seen in the reduction of over-head cost (Manlagnit, 

2011, Claessens et at., 2001, Lensink and Hermes, 2004, Jeon, Olivero and Wu., 2011, 

Hermes and Lensink, 2004, Berger and Hannan, 1989). Moreover, as the result of the 

removal of “quiet life”, local banks experience a decline in profit (Manlagnit, 2011, 

Claessens et al., 2001, Lensink and Herms, 2004). The reduction in margin is also 

considered to be the result of competition pressure from foreign entry  in markets that 

have a high level of economic growth (Lensink and Herms, 2004). According to Berger 

and Hannan (1989) and Claessens et al. (2001), non-interest income is reduced as the 

result of the competition effect. In general, the reduction of profit, over-head cost and 

non-interest income are considered as symptoms of the efficiency of domestic banks. 

2.2.4.2 Spill-over effect 

a. Description of spill-over effect: 

The spill-over effect can be seen through the increase in productivity and the 

transmission of advanced technology. First, the productivity of local firms is increased 

owing to more efficient resource allocation (Caves, 1974). Second, the transferring of 

advanced technology or efficient factors from foreign firms to local firms is done 

through the market conduct, such as supplying and trading with foreign firms. During 

these market conducts, local firms can be transferred these advantages from foreign 

firms quicker and cheaper than from other domestic firms. Local firms can benefit from 

the free rider position in case of innovation, patents, know-how and visible value of 

internationally traded capital goods (Caves, 1974).   

b. Channels of spill-over transmission 

The spill-over effect works through the introduction of new products, acquisition, spill-

over from advanced technique, the increased productivity of workers, as well as the 

closeness of location with foreign banks. According to Girma, Greenaway and Wakelin 

(2001), the Greenfield firms (100% foreign owned firms) can implement new 

production methods that local firms can learn from. Further, through acquisition, the 

foreign acquirers can save the bankrupt local firms from exiting the market. 
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Consequently, the overall output, employment and export can be increased. Another 

channel for the spill-over effect is the inability of foreign firms to domesticate their 

benefits totally through their production progress; thus local firms can enjoy the spill-

over. The productivity of workers is strengthened significantly through the transferring 

of skilled management and advanced technology (Claessens et al., 2001). As a result, an 

increase in the number of highly productive workers is associated with the increase in 

high quality products (Girma et al., 2001). Furthermore, the closeness between 

geographical locations of foreign firms and local firms helps the local firms to enjoy the 

spill-over of better infrastructure (Goldberg, 2004).  

c. Determinants of spill-over effect 

Spill-over effect is observed when domestic banks experience an increase in profit and 

reduction in cost, but this situation also depends on the level of economic growth and 

financial development. First, as a result of implementing the advanced techniques, 

domestic banks will see a reduction in overhead costs, because they will experience cost 

efficiency (Claessens et al., 2001, Manlagnit, 2011). Consequently, the customers then 

benefit from lower interest rates (Claessens et al., 2001). Second, according to 

Manlagnit (2011), foreign entry enhances the local banks’ productivity so that they 

enjoy higher profit. However, Hermes and Lensink (2004) conclude that the change in 

cost and profit depends mainly on the level of economic growth and financial 

development. Specifically, in the low levels of financial development markets, local 

banks experience an increase in cost and a reduction in profit, while this situation is the 

opposite in markets with a high level of financial development (Hermes and Lensink, 

2004). This situation occurs similarly in the case of economic growth. There exists an 

increase in cost and a decline in profit for local banks within low economic growth 

markets. In contrast, in higher economic growth markets, local banks see a reduction in 

cost and an increase in profit (Lensink and Hermes, 2004). In the less developed market, 

over-head cost increases because local banks have to increase technological investment 

and conduct new managerial methods (Herms and Lensink, 2004). These authors 

contend that this situation is the technology spill-over. Overall, domestic banks become 

more efficient as the result of the enforcement of efficient managerial and 

organizational structures (Claessens et al., 2001).  
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2.2.4.3 Cost and benefit theories 

The potential cost stems from three main factors: the increase in market concentration, 

more limitation on credit supply for small enterprises, and sudden changes in credit 

allocation (Agénor, 2003). Under strong competition, domestic banks tend to merge to 

improve their competitive capacity. Also, the market concentration becomes stronger 

owing to the acquisition progress of foreign banks. Therefore, this will lead to the “too 

big to fail” problem, which lessens the profit motivation for domestic banks, because 

domestic banks tend to reply on government support. In addition, foreign banks, with 

their superior screening techniques, tend to lend to high- ranking customers and reduce 

credit to small firms, although lending to small firms accounts for a relatively high 

percentage in the developing market. As a result, foreign bank entry may not improve 

the quality of the banking system overall. Last, in case of a deep economic downturn 

occurring in domestic markets, foreign bank presence may not be able to slow down the 

progress, but instead, may worsen this situation, particularly if foreign banks suddenly 

reduce their credit supply as an escape route (Agénor, 2003). Further, domestic banks 

may experience higher overhead costs because they are forced to compete with stronger 

and more experienced competitors, namely the foreign banks (Stiglitz, 1993 in 

Claessens et al. 2001). 

The potential benefit stems from the increase of quality and availability of financial 

services, the more prudential supervised regulations, the ability to access international 

financial resource, the stability of banking system as well as the increased quality of 

loan portfolio (Agénor, 2003). According to Agenor (2003), the transferring of 

sophisticated techniques and managerial experience from foreign banks to local banks 

leads to a more efficient banking system. The adoptation of new services enriches the 

line of financial services. Regarding supervised rules, foreign banks induce the local 

government to adjust its owned regulations which will become compatible with the 

parent banks’ rules at a certain level. Based on the capacity to access the internationally 

capital market of foreign banks, local banks indirectly increase their possibilities to 

build up their capital resources. In unfavourable economic situations, domestic deposits 

may shift from domestic banks to foreign banks instead of foreign markets; this results 

in a more stable financial market. Since foreign banks are more independent on their 

credit allocation than domestic banks in terms of the political lendings, they help to 

improve the quality of loan portfolio in general (Agénor, 2003). In addition, foreign 
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entry increase domestic banks’ capacity on international fund access (Levine, 1996 in 

Claessens et al., 2001). 

However, Goldberg (2004) also affirmed that the influence of foreign entry on domestic 

plants depended on the degree of production capacity. 

Positive productivity and technology spillovers exist, but depends on the 

structure of host country production activity. Small plants may have the largest 

productivity gains from foreign entry. Some local plants may lose workers and 

experience productivity declines...(p.4). The spillovers and growth 

ramifications are expected to be strongest when foreign affilicates and local 

firms compete most directly with each other. p.8 (Linda  Goldberg, 2004) 

In conclusion, these theories show that the foreign bank entry influences on domestic 

banks’performance regarding an increase in the allocative efficiency and technological 

transmission. Nevertheless, this influence consists of both positive and negative sides as 

explained in the Cost-Benefit theory that helps the interested parties to take advantage 

of foreign bank entry by maximizing benefits and minimising the costs. The influence 

of foreign entry on domestic plants which depends on the degree of production capacity 

which may be different due to the different types of domestic firms. These hard theories 

provided an overview and foundation for the current research, how and to what extent 

do foreign banks influence domestic banks’ performance. 

2.3 LITERATURE REVIEW ON FOREIGN BANK ENTRY 

Casu, Girardone and Molyneux (2006) identified several crucial motivations for banks 

to go abroad.  

 

Firstly, price factors and the host market’s deregulation on foreign bank entry contribute 

to the motives for foreign banks located in foreign markets. Due to foreign banks’ better 

and cheaper banking services compared with those of local banks in the host market, 

foreign banks can compensate for their cost resulting from distance management. In 

addition, many emerging economies do not only open their market for outside investors 

but also welcome foreign direct investment. Therefore, foreign banks easily settle in 

host markets instead of offering cross border services or other types of indirect 

investment. 
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Secondly, differences in exchange rates and cost of capital push foreign banks to expand 

abroad. Foreign banks having their own hard currencies will benefit from cheap assets 

sold in the host markets having weak currencies. Also, normally developed countries 

see the relatively low interest rate, while it is rather high in developing countries due to 

the high capital demand on infrastructure and overheating economy. Therefore, foreign 

banks from developed countries are advantageous regarding their low capital cost when 

entering to developing countries. For instance, the interest rate on Australian loans 

(March 2011) was 8% per annum, there was 21% annually in Vietnam. In line with 

Casu et al. (2006), Buch (2000) affirms that interest rate spread is one of the factor 

impact on change in the amount of FDI. 

 

Ownership advantages are other stimuli for foreign expansion. These advantages 

comprise the modern technology, skilled management, reputation, patents and wide 

networks. Compared with foreign banks, although domestic banks possess soft 

information and are familiar to business environment, they are lagged behind foreign 

banks regarding those advantages. Additionally, being supported by large parent banks 

is one of advantages that domestic banks hardly achieve. 

 

Fourthly, the expansion of new products is one of the strategies to enter a foreign 

market. For example, some popular banking services have been applied in developed 

countries but they are still very new in developing countries. These include insurance, 

mutual funds, investment banking and asset securities. The introduction of these 

products to new markets costs less than they did in the original market when they were 

first innovated so banks can materialize their productivity. Similarly, if banks 

experience the redundant management capacity, foreign expansion can utilize it. This 

hypothesis matches the theory about product life cycle as described in Casu et al. 

(2006). A normal product exists through three phases of its life. The first phase, namely 

“innovation”, the second phase is “development” and the last phase is “mature”. A 

banking service is treated similar to a normal product. A new banking service is often 

generated in a developed country and its first price is relatively expensive. When this 

banking service survives till the last stage, it becomes standardised and the price is 

reasonable and acceptable even for low income countries. Therefore, parent banks 

exploit this service by export it to developing countries where customers can afford the 

service. For example, in America, asset securities have become popular from 2007 and 
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was one of causes of the global financial crisis. Nevertheless, Vietnam has started to 

apply this technique recently (2011). 

 

Next, confronting volatile business environment forces banks to apply the risk scattering 

strategy. That is because each market has its own growth that may prevent the problem 

of “all eggs placed in one basket” when there is crisis or recession. 

 

Casu et al. (2006) discovers that close distance and the financial centres are relatively 

attractive for foreign bank expansion. That is because a close distant market 

significantly minimizes the management cost. Beside that financial centres are very 

attractive to foreign banks as many other financial institutions are already there, creating 

the convenient financial environment. For instance, foreign banks prefer to set up 

branches in London to others because there are European currency markets and foreign 

exchange markets (Casu et al., 2006). There are studies in line with this result such as  

Hryckiewicz and Kowalewski (2010) and Galindo, Micco and Serra (2003), Buch 

(2000) and Focarelli and Pozzolo (2005). These authors conclude that the distance 

shows the negative relationship with foreign entry.  

 

Casu et al. (2006) argued that “following the client theory” is important in exploration 

stage of a new market. Obviouly, with the history of customer profile, foreign banks 

may save much cost in serving their old clients compared with domestic banks which 

must build a new relationship. In addition, foreign customers gain many benefits when 

they remain the relationship with their home countries’ banks in regards to information 

cost and reputation. With this advantage, foreign banks can easily expand the market 

share in a host market. This theory is in line with some empirical studies as these 

authors find that the more bilateral trade the host market has, the more foreign banks 

entry to this market (Buch, 2000; Claessens and Horen, 2007; Horen, 2007). 

 

Foreign banks not only follow their clients but also follow their competitive leaders in 

order to remain the competitive position unchanged at home (Casu et al., 2006). Foreign 

banks concern that the success of competitors in foreign markets will down grade their 

rank at home, thus they follow the competitors to new market. Besides, “the herd 

instinct” some times applies to this situation when foreign banks like to do business 

with the familiar competitors.   
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Profit is the most important objective for abroad expansion as it adds value to the share 

price and benefits for managers (Casu et al., 2006). Accompanied with the increased 

profit from abroad, the parent banks’ share price become more valuable thus the board 

of management is awarded by higher salary, job security and other bonus. Moreover, the 

profitability of banking business from foreign markets does create the impact on the 

foreign assets of banks (Galindo et al., 2003). On the other hand, Claessen and Horen 

(2007) argue that GDP per capita in home country remains the negative relationship 

with abroad expansion of banks. It is evidenced that foreign banks seek for a highly 

potential market to compensate the recession in home countries. Similarly, Buch (2000) 

concludes that high GDP per capita in host country attracts more foreign entry due to 

the potential profitability. Additionally, Hryckiewicz and Kowalewski (2010) finds that 

the difference between host and home GDP encourages the foreign to enter into other 

markets where the economy grows well.  

 

Last but not least, the fact that many developing countries improve the quality of 

institutions motivates foreign entry significantly. In particular, Hryckiewicz and 

Kowalewski (2010), Horen (2007) and Claessens and Horen (2007) all conclude that the 

quality of institutions of host country has the positive relationship with foreign bank 

entry. Similarly, Galindo, Micco and Serra (2003) measures the difference in the quality 

of institutions between home and host country and sees that the smaller is the 

difference, the more foreign banks entry.  

2.4 LITERATURE ON PERFORMANCE 

As bank performance substantially depends on the type of organization because each 

type of existence captures the different scale and business activity line, there is a need to 

review these types. International banks may choose one in four types of entry modes 

into a foreign market (Casu et al., 2006). The first type is the correspondent banking 

services or cross border banking services, which are conducted through local banks 

serving both resident and non-resident customers in host market. The second type of 

entry is representative offices which represent the parent banks in foreign markets to do 

research for future business opportunities. The third type is foreign branches which 

depend on parent banks legally and can do some banking business. The last mode of 

entry is subsidiaries which are formed by acquisition with local banks or wholly foreign 
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owned establishment. This type of entry is legally independent with parent banks and 

their liabilities are within their own capital. Subsidiaries are treated as similar as local 

banks and subject to the legal law of the host market. When foreign banks choose 

subsidiary type to enter the market, it also expresses their long term commitment and 

highly expectation for future growth. In Vietnam, the restriction to maximum 30 percent 

of capital of a domestic bank is sold for foreign investors so that there is no acquisition. 

However, there are joint venture banks which are jointly established by a parent bank 

and a state owned commercial bank. Because correspondent banking services and 

representative offices operate on a very limited scale, they may not exert any 

considerable effect on domestic banks. Consequently, in my study, three types of 

foreign banks will be considered are branches, joint venture and 100% foreign owned 

banks because these banks are expected to generate substantial influence on domestic 

banks. 

The current study will review the literature discussing the influence of host country’s 

factors, determinants of profitability and expenses, comparison with domestic banks in 

following parts to provide the better understanding on foreign banks’ performance.  

2.4.1    Host country’s factors 

The success of foreign bank performance is largely driven by the host country’s 

business climate, which comprises economic liberalisation, the quality of institutions 

and the degree of competition. Moreover, almost all literature capture GDP growth and 

inflation rate in the macroeconomic factors. Those determinants will be discussed in 

turn.  

Firstly, a newly liberalised market provides foreign banks good business opportunities. 

In the new open market, local banks are often inefficient with outmoded services and 

allocative ineffectiveness while foreign banks with relatively high expertise are able to 

fill the gap (Claessens, Demirgüç-Kunt, and Huizinga, 2001; Manlagñit, 2011). 

Moreover, domestic banks are substantially weaken after the economic crisis, foreign 

banks can take this advantage to quickly acquire the market share (Manlagñit, 2011). 

Conducting a study on foreign banks’ performance in Indonesia, Malaysia, the 

Philippines and Thailand from 2001-2008, Chan and Karim (2011) concludes that 

foreign banks in Malaysia outperform their counterparts in Indonesia. That is because 

Malaysian government provides much investment freedom, whereas Indonesian 
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authority restricts foreign bank entry. In line with this, similar with Casu et al. (2006), 

Hultman and McGee (1989) claims that both foreign entry restrictions and government 

support for inefficient local banks negatively impact on foreign bank peformance. 

Moreover, Montinola and Moreno (2001) find a similar result in the Philippine market. 

Under restrictions, foreign banks fail to practise their competitive advantages. Thus the 

degree of liberalisation in the host market contributes to the success of foreign bank 

performance.  

Secondly, the poor quality of institutions in the host market as well as a significant gap 

of this quality between home and host country adversely affect foreign bank 

performance. In particular, the deep involvement of the government in the banks’ 

management causes poor foreign bank performance (Chan and Karim, 2011). Lensink, 

Meesters and Naaborg (2008) argue that if the gap in the quality of institutions between 

home and host countries is small, foreign banks perform efficiently. This is because 

foreign banks are often less well-equiped to overcome difficulties which result from the 

poor quality of institutions as domestic banks.  

On the contrary, it is evidenced that good quality of institution enhance the performance 

of foreign banks. For instance, the application of Basel risk weights generates an 

increase in foreign bank margins as evidenced from a study of 70 countries from 1992 

to 2006 (Chen & Liao, 2011). In Thailand, more prudential regulations were introduced 

after the Asian crisis that helps to improve foreign bank cost efficiency because of the 

improvement of the information sharing system (Okuda and Rungsomboon, 2006). 

Nevertheless, Claessens and Horen (2012) investigated the factors impacting on foreign 

bank performance from 1999 to 2006 in almost all countries and draw a different 

conclusion. Foreign banks are found to perform badly in the host market with high 

quality of institutions. The reason is that in the transparent market, new comers hardly 

acquire the market share as all existing banks are already competitive. 

Furthermore, foreign bank performance is dependent on the degree of competition in the 

host market. With a highly competitive market, foreign banks perform better than other 

banks due to their familiarity with competition and only high competitive banks can 

survive in the market (Yildirim and Philippatos, 2007). Nevertheless, Chen and Liao 

(2011) find that foreign banks experience higher margins under low competitive 

pressure, low economic growth with high inflation rate and interest rate.  Like Chen and 
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Liao (2011), Jiang, Yao, and Zhang (2009) who studied the changes in banks’ 

governance in China from 1995-2005, discover that foreign banks are less efficient 

compared to the local banks when domestic banks become much effective and 

competitive after a strong restructuring program.  

Regarding the GDP growth rate, Unite and Sullivan (2003) find the inverse relationship 

between economic growth rate and overhead cost in the study about Philippine market. 

They explain that the Philippine bankers do not react quickly by cutting expense as soon 

as the economic goes down. This result concurs with the findings of Lensink et al. 

(2008) and Zajc (2006). Further, Claessens et al. (2001) and Xu (2011) find the positive 

relationship between GDP growth rate with banks’ margin. It may be because under the 

growing economic circumstance, banks have more good business opportunities which 

enhance their outcome. This result stands in line with the research of Unite and Sullivan 

(2003) in terms of profit, these authors conclude that an increase in economic growth 

rate will lead to an increase in banks’ profitability. On the other hand, Chen and Liao 

(2011) discover that low economic growth rate induces banks’ higher margin. This 

finding is similar with the result of Horen (2007) when this author finds that GDP 

growth rate has a negative relationship with banks’ performance.   

 With regard to inflation rate, Poghosyan (2010) argue that the positive relationship 

between inflation rate and banks’ margin is owing to the fact that banks increase prices 

as a compensation for uncertainty risk. In a study of foreign bank performance in 70 

countries from 1992 to 2006, Chen and Liao (2011) also conclude that inflation rate has 

shown a significantly positive effect on banks’ margin. Similar result is found in a study 

of Horen (2007) when this author investigated the performance of foreign banks in 102 

host countries from 2000-2004. 

In conclusion, economic liberalization, the quality of institutions and degree of 

competition, economic growth rate and inflation rate are all decisive factors impacting 

on foreign bank performance. Beside the external factors, internal resources play a core 

role to banks’ success.   

2.4.2 Bank specific factors 

Before entering a foreign market, banks have to weigh their advantages and 

disadvantages to choose the most suitable host country. Therefore, it is necessary to 
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review their specific-factors to understand how their strengths as well as weaknesses 

contributing to investment decision. This part will  review main ownership advantages 

such as screening techniques, accessible international funds, well management skills as 

well as the expansionary strategy and some disadvantages such as insufficient 

knowledge on local market and imporper strategies on expansion are also reported. 

Firstly, screening technique becomes crucial advantage for foreign banks especially in 

recession because foreign banks still collect the highly profile customers that domestic 

banks fail to do as the latter depends on soft information. During the global financial 

crisis, foreign banks chose to enter the riskier countries with high inflation. They 

expected the higher profit as the compensation for higher risk and they believed to 

practise their ownership advantages successfully (Hryckiewicz and Kowalewski, 2010). 

It is also evidenced in the study of Althammer and Haselmann (2011) when these 

authors recognise that during the recession of the Center Eastern European market, 

foreign banks increased credit share and accounted for up to 90% of the total banking 

assets in the Czech Republic and Hungary. According to these authors, in the crisis 

time, hard information on projects become more crucial and creditable than soft 

information on the borrowers’ history. They also argues that although foreign banks 

lend risky projects owing to the screening technique, they can still experience an 

increase in profit. Therefore, under host market’s unfavorable conditions, foreign banks 

achieve better outcome at the expense of domestic banks (de Haas and van Lelyveld, 

2004). 

Secondly, the ability to assess the international cheap funds eases foreign banks’ 

expansion and acquisition. On the first hand, foreign banks can lower interest rates to 

quickly attract a huge number of customers. Later on, foreign banks can easily increase 

the market share by acquiring the weak banks and especially when host markets 

experience the economic downturn that makes assets become cheaper (Hryckiewicz and 

Kowalewski, 2010). 

Thirdly, the superior management is attributed to successful performance. Due to skilled 

management, foreign banks still increase their credit share during the crisis in the host 

market (Kraft, Hofler, and Payne, 2006). They also experience economies of scale on 

loan growth and respond more actively to market signals than domestic banks 

(Goldberg, Dages, and Kinney, 2000). Similarly, Claessens and Horen (2012) point out 
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that due to expertise management skills, foreign banks from developed countries 

outperform their partners from developing countries. Moreover, foreign banks are 

confident to restructure the acquired banks based on their superior management skills 

(Hryckiewicz and Kowalewski, 2010).  

Fourthly, good strategies on acquisition provide foreign banks a better business outcome 

compared to the target banks. Akhavein, Berger, and Humphrey (1997) evaluate the 

performance of foreign acquisitions in the US market during the 1980s in terms of profit 

and cost efficiency. These authors conclude that acquisitions outperform the target 

banks before merging as they shift their output mixes toward loans more than securities. 

This strategy enhances the diversification. Similarly, aquisitions with strategic foreign 

investors sees a reduction in operating costs as these banks are more cost efficient and 

provide better services than domestic banks (Bonin, Hasan, and Wachtel, 2005).  

However, foreign banks not only have ownership advantages but also ownership 

disadvantages when entering the foreign market. In particular, foreign banks from 

developed countries lack knowledge about the local market and are less familiar with 

the moral hazard problems or “opaque” accounting system in transition economies 

(Weill, 2003); accordingly, they face costly practices (Rudra, 2006). Likewise, foreign 

banks face costs arising as they cannot develop customer base accompanied with loan 

growth (Deyoung and Nolle, 1996). Furthemore, due to distant management, foreign 

banks are unable to examine the “soft information” which requires instant and flexible 

decisions from the top managers of the parent banks, thus limiting their  lending (Mian, 

2003).  

The improper strategies on expansion in host markets cause foreign banks difficulties. 

In Deyoung and Nolle’s (1996) study in the United States from 1985-1990, foreign 

banks could not raise enough deposits so they had to buy fund. Besides, they target to 

increase market share at the expense of income. As a result, those banks experience loss 

owing to huge bad debts, low-yeilding assets, low non-interest income and a high risk 

weight asset ratio. Moreover, acquiring the target banks which used to have low capital 

and low profit efficiency lead to a bad result for foreign banks (Peek, Rosengren, and 

Kasirye, 1999). Furthermore, Zajc (2006) demonstrates an administrative problem 

occurring for acquisition. The author explains that it is costly regarding time and finance 

to establish new branches, conducting training courses and marketing programs. 
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Consequently, due to the costs outweighing the benefits of ownership, acquisitions 

perform worse than local banks. 

 

2.4.3   Determinants of foreign bank profitability and overhead cost 

2.4.3.1  Profitability 

In this section, the author will review the related literature in regards to determinants of 

foreign bank profitability which is considered as background knowledge for the current 

study. 

Firstly, in a study by Chen and Liao (2011) of 70 countries, profit remains positively 

significant relationship with overhead cost, but negatively significant relationship with 

non- interest activities and scale. Specifically, Chen and Liao (2011) finds that the 

higher the opportunity cost incured, the higher the return that banks can achieve. 

Moreover, banks that are involved in more non-interest activities will experience a 

decrease in their return. Regarding the size of the banks, Chen and Liao (2011) 

discovers that only small banks can benefit from economies of scale. Having used a 

large set of data from 1992 to 2006, Chen’s conclusion is highly reliable.   

Secondly, Pasiouras and Kosmidou (2007) argued that foreign banks’ profitability is 

significantly influenced by equity, over-head cost, loans and scale in the European 

Union from 1995 to 2001. They find the significant and positive relationship between 

profit and equity; indicating that rich equity banks are less likely to be bankrupt and can 

easily expand their business. This study shows that an increase in cost will lead to a 

reduction in profit as the result of inefficient cost management. This is consistent with 

the finding of Horen (2007). Also, Horen (2007) argues that the more loans are offered, 

the lower profit is seen. Moreover, Pasiouras and Kosmidou (2007) see the same result 

with Chen and Liao (2011) when foreign banks experience the diseconomies of scale. 

Thirdly, in the study of 19 Greek bank subsidiaries, bank profit is significantly negative 

with total assets and scale (Kosmidou, Pasiouras, and Tsaklanganos, 2007). Kosmidou 

et al. (2007) find a similar result to that of  Pasiouras and Kosmidou (2007) and Chen 

and Liao (2011) regarding the economies of scale. In contrast, Claessens and Horen 

(2012) state that the relationship between profit and total assets depends on the 
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economic development. They indicate that while foreign banks in developing countries 

see the diseconomies of scale, their counter parts in developed countries enjoy the 

economies of scale. 

Finally, in the Thai market, Chantapong (2005) finds that foreign banks’ return is 

influenced by non-interest income, loan loss reserve, overhead cost and liquidity ratio. 

In particular, non-interest income shows a positive relationship with return on assets, 

while loan loss reserve, overhead cost and liquidity ratio impact on the bank return 

negatively. The more foreign banks are involved in non-interest activities, the higher the 

return they earn. This is because foreign banks outperform domestic banks in this 

market’s share, owing to advanced technology. Simliarly, the increase in loans leads to 

the increase in net interest margin as the result of efficient risk management. This 

situation may occur for foreign banks in Vietnam which has a similar economic 

condition like Thailand.  

In terms of economic factors, literature shows the mixed results regarding the impact of 

GDP growth of the host market. Firstly, the growing economy is believed to offer many 

good business opportunities for foreign banks. In particular, Horen (2007) finds that 

although GDP per caital has no impact on the foreign bank profit, GDP growth rate 

shows a positive relationship with profit. Secondly, however, in a study about Greek 

banks operating abroad, the GDP growth rate in the host country negatively influences 

on the return of foreign banks because of high competition in the host market (Pasiouras 

and Kosmidou, 2007). In examining the impact of host market factors in New Zealand, 

To and Tripe (2002) conclude that the difference in GDP growth rate between home and 

host countries indicates a small influence on profitability. However, Kosmidou et al. 

(2007) find that this relationship is insignificant. 

Regarding the inflation rate, Chen and Liao (2011) finds that this rate has a positive 

relationship to banks’ returns. It is because foreign banks increase their price to 

compensate for the high business risk resulting from the high inflation rate. Similarly, 

Horen (2007) and Claessens et al. (2001) demonstrate that the inflation rate contributes 

to an increase of net interest margin. 
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On the whole, host market factors and the foreign bank specific factors jointly influence 

foreign bank performance which is expected to be significantly different for each 

foreign bank in a specific country.  

2.4.3.2  Overhead cost 

In this section, literature related to determinants of foreign bank overhead cost will be 

reviewed.  

Fires and Taci (2005) analyzed some main correlates which contribute to bank cost 

efficiency of all banks from 15 East European countries. Additionally, equity to bank 

assets shows the positive relationship with total cost. Similarly, non peforming loans 

clearly indicate the positive relationship with total cost (Fires and Taci, 2005). 

While most of authors use many correlates to measure bank cost efficiency, Bonin et al. 

(2005) measure only the impact of strategic foreign ownership to efficiency. These 

authors measure bank cost efficiency in 11 transition countries from 1996 to 2000. They 

find that banks with strategic foreign investors experience better cost than other banks. 

That also implies the fact that state owned commerical banks are less efficient than 

privatized banks. Among strategic foreign investors, the international institutional 

investors contribute to the increase in the efficiency at a higher level than average 

foreign investors. One surprising conclusion is that foreign banks focus on capital 

mobilization and provide more loans than domestic banks. It is a little strange as in 

other countries, foreign banks with their technological advantage may focus on fee-

based services while domestic banks concentrate on offering loans. Another interesting 

finding is that while foreign banks in these countries believe that they should enlarge 

their sizes to match the international standard and achieve higher efficiency, the finding 

shows that the bigger banks become, the less efficient they are.  

Regarding the correlates explaining the cost efficiency, Zajc (2006) finds the 

significantly positive relationship between cost efficiency with share of equity, share of 

net loans, share of fixed-income securities, ROAA, ROAE, GDP per capita, legal 

effectiveness in 6 CEECs from 1995-2000. Almost all these relationships are in line 

with his expectation. Besides, some correlates show significantly negative relationship 

with cost efficiency such as share in total loans, share of five largest banks. The rest 

shows no significant relationship. This author also finds that banks experienced a 
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reduction in cost efficiency if the ownership is changed from domestic to foreign 

owners. He explains that due to the huge cost incurred during the restructuring period 

such as solving the inherited problems, installing new technology and increase 

marketing. He admitted that in some certain situations, buying a domestic bank costs 

much more than establishing a new foreign bank. Another explanation he buys is that 

foreign banks have to set up their own style of business in the local market that they 

encounter little or no competition, so they do not care much about the cost.  

2.4.4  Comparison with domestic banks 

The performance of foreign banks compared to domestic banks is different according to 

the types of host markets and types of foreign banks. In developing countries, foreign 

banks often perform better than domestic banks due to their ownership advantages 

(Claessens et al., 2001; Havrylchyk and Jurzyk, 2011; Pasiouras and Kosmidou, 2007) 

or because the domestic banks became weak after suffering the crisis (Manlagnit, 2011; 

Wu, Luca, and Jeon, 2011). However, in developed countries, foreign banks perform 

less well than local banks because the domestic banks are already competitive and 

equiped with advanced techniques (Deyoung and Nolle, 1996; Sturm and Williams, 

2008). Similarly, Zajc’s (2006) find that in developed countries, foreign banks seem to 

perform worse than domestic banks in six CEECs.  

Regarding ownership type, green-field banks (100% foreign owned banks) were more 

efficient and held a lower degree of risk than other types of foreign banks in Asia, Latin 

America and Central and Eastern Europe between 1996 and 2003 (Wu, Luca, and Jeon, 

2011). This may be explained that new foreign banks do not confront the restructuring 

cost as the acquisition or joint venture banks do. Their good performance is transferred 

from parent banks which own  good reputation and ability to access the international 

funds (Havrylchyk and Jurzyk, 2011). In addition, there are no serious managerial 

conflicts in green-field banks as they are in joint venture. These conflicts stem from 

different business culture between foreign and local partners (Wu et al., 2011).  

Foreign banks often perform better than domestic banks owing to their advantages. 

Mian (2003) finds that foreign banks with skilled management became the best 

performers compared with government banks and private commercial banks in over 100 

emerging countries during the period 1992-1999. Unlike Mian (2003), Fires and Taci 

(2005) find that banks with larger deposit market shares experience a higher efficient 
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level than the others. They explain that is because the market concentration results from 

the competitive selection in which only efficient banks can survive. 

Foreign banks perform worse than domestic banks as the result of the low quality of 

institution in host country and the differences in this quality between home and host 

countries in 105 countries from 1998 to 2003 (Lensink, Meesters and Naaborg, 2008). 

They find that the quality of institution in host country remains a positive relationship 

with foreign bank performance. The reason is that foreign banks may find unfamiliar to 

deal with the regulations, supervision rules and local judiciary. In line with this, the 

increase in the differences in the institution quality between source and host countries 

also reduces foreign bank efficiency. Although they divide sample countries into two 

group regarding the income level, the result that foreign banks perform less well than 

domestic banks does not change. For them, the main reason is the differences in the 

quality of institutions (Lensink et al., 2008). 

There are three studies focusing on Vietnam banking system in which they evaluate the 

bank efficiency among domestic banks and foreign banks, so they are worth to review.  

Firstly, Nahm and Vu (2008) did a research on all types of banks which made up 56 

banks from 2000 to 2006. They measured both profit efficiency and productivity of 

banks by a New Index Approach method. They find that low allocative efficiency is the 

main cause for low bank performance which is in line with Nguyen (2007). That means 

banks fail to mix the input and output price to reach the optimal profit level.  

Regarding the types of banks, state owned commercial banks perform the best because 

of their unique advantages. Firstly, they can set a higher price compared with other 

types of banks that leads to a suspection that SOCBs still enjoy the dominant power and 

government’s support (Nahm and Vu, 2008). As a result, SOCBs experience the highest 

profit efficiency. The achievement of SOCBs comes from their ownership advantage as 

well as a long history of development. Being state-owned banks, SOCBs are supported 

by the government which contributed to their strong capital and reputation as well as the 

large network. One of the cause of this achievement for SOCBs is the transferring the 

political lendings from SOCBs to the Bank of Social Policy, as well as the capital 

injection from the state budget for SOCBs (Nahm and Vu, 2008). However, when 

considering the time pattern, they find that from 2001-2004 all banks experienced an 

increase in cost efficiency as the result of an act of the Overall Restructuring 
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Framework. From 2005-2006, owing to the increase of technical investment, a reduction 

in cost efficiency was seen for all banks. Take SOCBs as an example, these banks 

installed many ATMs, computerized all processing transactions. While for JSCBs, 

besides the technological investment, an increase in bonus share issuance and branch 

expansion lead to a rise in cost. This conclusion is confirmed in Vu and Turnell (2010) 

as they agree that technical progress contributes to increased cost efficiency in medium 

and long term. They examine the impact of economies of scale and find that while 

SOCBs saw the diseconomies of scale, foreign banks enjoy economies of scale from 

2000-2006, joint venture banks from 2005-2006.  

At the same time, foreign banks have come to Vietnam from 1992 under the branch type 

which were subject to restrictions on capital mobilization, the ability to expand the 

network and credit (Nahm and Vu, 2008). Additionally, they face the disadvantages of 

distant management regarding differences in culture, language and business climate.  

Meanwhile, the  privately owned commercial banks have the lowest profit efficiency 

due to some obtacles (Nahm and Vu, 2008). Firstly, they have to depend on internal 

resources as capital and facilities, while SOCBs are supported by the government; and 

foreign banks may be backed up by their parents. Secondly, while SOCBs account for 

the largest proportion of assets and equity as well as the wide network, most private 

commercial banks are small and weak. Lastly, while foreign banks possess superior 

management skills combined with advanced techniques, privately owned commercial 

banks have less technological applications and are also less experienced. In particular, 

technological applications play a crucial role in the increase of profit efficiency. 

Therefore, SOCBs experience a rise of profit efficiency due to government support, 

while private commercial banks see a minimal technological improvement. Although 

foreign banks are well known with advanced technical products like credit cards, 

ATMs, factoring and forfeiting, their profit efficiency is still lower than that of SOCBs. 

Additionally, Nahm and Vu (2008) find some interesting results from bank strategies 

and performance among different kinds of banks. Although experiencing the highest 

level of profit efficiency, SOCBs see the diseconomies of scale. Therefore, these 

authors suggest that these banks should be careful in terms of expansion of their 

network. In contrast, foreign banks are advised to expand their sizes as they experience 

the economies of scale. These authors also find that the capital-adequacy ratio does not 
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show significant impact on the efficiency, yet banks should strictly follow the rule. In 

fact, the government requires banks to increase the capital-adequacy ratio from 8% to 

9% which is even 1% higher than Basel II requirement. This regulation may cause some 

difficulties for all banks.  

Recently, Vu and Turnell (2010) study the bank cost efficiency regarding the ownership 

from 2000-2006 for all 56 banks using Stochastic Frontier Analysis method with the 

Bayesian model. The average cost efficiency is 87% but there are no differences in cost 

efficiency among different types of banks. This study is inconsistent with that of Nahm 

and Vu (2008) who find that SOCBs see the highest cost efficiency. Furthermore, the 

transformation from rural banks to urban banks and the minimum capital requirement 

policy have force private banks joining the capital mobilisation race, causing higher 

competition (Vu and Turnell, 2010).  

According to Nahm and Vu (2008), foreign banks experienced different problems 

compared to the others. They have to increase loan loss provision for their non-interest 

activities according to a new rule in the Decision No.493/2005/QD-NHNN (issued 22 

April 2005)(SBV, 2005). Moreover, from 2005, foreign banks expand their capital 

mobilization owing to a deregulation so they see an increase in cost supporting the 

expansion. A strong fluctuation in the 1-year Treasury bill rate was attributed to the 

increased cost. Specifically, it changed from 5.4% in 2000 to 6.18% in 2005 then fell 

again to the trough at 4.74% in 2006, resulting difficulties for banks because this bill 

rate is regarded as the base rate for banks.  

Both studies discuss the fact that SOCBs’ market power provides them with the highest 

profit efficiency while they are not actually efficient (Nahm and Vu, 2008, Vu and 

Turnell, 2010). In fact, SOCBs experience a reduction in the scale efficiency, thus 

technical improvement is offset by scale ineffciency, leading to a modest increase in 

profit. Therefore, a reason for this achivement may be rooted in SOCBs’ market power 

to set their own prices. This explains why foreign banks have the highest level of 

technological improvement but their profit efficiency is still lower than that of SOCBs. 

In general, the average profit efficiency of the whole system is still lower than the “best 

practice banks” which may be due to allocative inefficiency (Vu and Turnell, 2010). 

On the whole, although accompanied with advanced technology, foreign banks still 

account for a modest part in the overall banking system. This result is due to both the 
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government restrictions on foreign bank operation and the dominance of the state-

owned bank. However, with efficient management and the gradual liberalization, 

foreign banks still create substantial competitive pressure on domestic banks.  

 

 

 

2.5  LITERATURE ON THE IMPACT 

2.5.1  Competitive effect versus spill-over effect 

When evaluating the impact of foreign banks, many authors try to figure out the type of 

impact between spillover effect and competitive effect. Literature indicates that 

competitive effects are outweight spillover effect. A pioneer in the literature is 

Claessens et al. (2001), they covered the large dataset of 80 countries from 1988 to 

1995. With fixed effects model, they find that the competitive effects force domestic 

banks to reduce their profits, margins and non-interest-bearing income. Moreover, 

foreign bank numbers immediately exerted competitive pressure as soon as foreign 

banks entered the market, regardless the small asset shares. It is argued that domestic 

banks had to trade-off for a higher competitive capacity by their declined profit. The 

study of Cho (1990) focusing on Indonesian banks also reveals a similar conclusion.  

Two main causes for the competitive effects found in Philippine are the cease of  

“relationship-based lending” and the application of stricter screening method (Unite and 

Sullivan, 2003). Under competitive pressure, domestic banks no longer take advantage 

of “relationship-based lending” like they did previously, so they become more efficient. 

Moreover, foreign investors in the acquired banks usually applied a stricter screening 

method, such that only transparent firms can meet the requirement, reducing banks’ 

non-interest-bearing income. Similarly, a study in Philippino market from 1990 to 2006 

shows the evidence of competitive effects occurring when both profit and cost decline 

(Manlagñit, 2011). This may be the reason that the foreign banks entry reaches the 

certain level which causes the increase in efficiency. This author applies the fixed 

effects model and finds that domestic banks had to quit their excess profits and reduce 

their costs under competitive pressure.  
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The competitive effects also happen in a developed countries due to the diversification 

of banking services. Sturm and Williams (2008) investigated the effects of foreign 

banks in Australia from 1988 to 2001, and they identified that the competitive capacity 

of domestic banks has been improved after the entry of foreign banks. However, 

Australia is a developed country, so domestic banks have been already competitive and 

almost all of them perform better than foreign banks. Therefore, they also find that the 

threat of market sharing is raised due to the diversification of bank types which force 

domestic banks to improve their operation.  

Recently, some studies have conducted research in a single country, which again, 

confirm that competitive effects are created after the entry of foreign banks. Among 

them, Xu (2011) measured the impact of foreign bank presence on Chinese banks from 

1999 to 2006 through a new method. This author designs a disaggregated measure for 

foreign bank presence, instead of depending on the number or asset share of foreign 

banks. This method takes into account the effects of each city’s policy regarding foreign 

banks, because China has many large cities; each of which applies different regulations. 

With the new way of calculation of foreign bank presence, “foreign bank index 

exposure”, Xu (2011) still concludes that the competitive effects is generated, forcing 

the reduction of domestic banks’ margin. Nevertheless, when using the aggregate 

method as the base method, this relationship becomes positive (Xu, 2011). As a result, 

the author insists that disaggregate method is much more accurate than aggregate one.  

A study in Philippino market from 1990 to 2006 shows the evidence of competitive 

effects occurring when both profit and cost decline (Manlagñit, 2011). This author 

applies the fixed effects model and finds that domestic banks had to quit their excess 

profits and reduce their costs under competitive pressure. From the result, the author 

concludes that the government liberalization policy has been successful.  

It is true that the degree of competitive effects depends on the transmission channel of 

competition, direct or indirect way. Despite the fact that foreign banks may choose 

some good market segments in which domestic banks may not be able to be involved, if 

foreign banks directly compete with local banks, this will produce a high degree of 

competitive pressure. Althammer and Haselmann (2006) investigated foreign bank 

strategies in 12 Center Eastern European (CEE) transition economies from 1994 to 2002 

and finds that foreign banks compete directly with local banks in both retail and 
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wholesale markets; this strengthens the local banks’ efficiency which is reflected in a 

lower interest rate.  

Although numerous studies find that the competitive effects are generated as the result 

of foreign entry, few studies discover the existence of spill-over effect. Among of them 

are Jeon, Olivero and Wu (2011) who conducts a study in Asia and Latin America from 

1997 to 2008. They conclude that domestic banks experienced an increase in profit and 

a reduction in costs. These authors argue that for the spill-over effect to occur, foreign 

banks must be more efficient and safer than domestic banks so that the latter can adopt 

modern techniques and advanced practices from the formers. Moreover, they find that 

these effects depend on the type of foreign banks, wherein 100% foreign-owned banks 

express the strongest impact on domestic banks, compared with others. Similarly, Haas 

and Lelyveld (2006) find that in Central and Eastern Europe from 1993 to 2000, the 

spill-over effect occured as domestic banks benefited from foreign banks’ rich capital 

and good management skills.  

In developing countries, the combination of both spill-over effects and competitive 

effects are hold. For example, Lensink and Hermes (2004) re-investigate the dataset of 

Claessens et al. (2001), with a focus on the impact of foreign entry associated with the 

level of economic development. They demonstrate that in the poorly developed 

economy, domestic banks endure an increase in costs and margins due to the presence 

of foreign banks. They consider the increased costs as the spill-over effect because 

incumbent banks incur the costs of improving technology and implementing new 

services to keep up with foreign banks. Also the increased costs are the result of 

upgrading monitoring activities (Detragiache, Tressel, and Gupta, 2008). For the time 

being, these investment will lead to the increased efficiency. 

Similarly, the spillover effect is observed when incumbent banks see a rise in their 

margins. The first reason for increased margins may be the sustainable monopolistic 

power which enabled domestic banks to set high prices due to the highly segmented 

market (Lensink and Hermes, 2004). Another cause is that when managerial skills are 

enhanced, banks can enjoy higher margin owing to the cost reduction, this also means 

the spillover effect. Those authors continuously conduct another study following the 

same approach but with regards the level of financial development (Hermes and 

Lensink, 2004). From their study, they conclude that in less financially developed 
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markets, local banks experience the increase in both cost and margin. They consider this 

circumstance as a pre-condition for the spill-over effect in the later stage when the 

technological investment starts to materialize profit and there is a reduction in 

investment cost. However, the opposite results hold for the more financially developed 

countries where domestic banks are already competitive and there is no new market 

segments for exploration (Hermes and Lensink, 2004). 

In conclusion, although competition effect dominates spill over effect in the literature, 

in developing countries the concept of spill-over effect may comprise of the competition 

effects. Therefore, the impact of foreign bank entry depends much on the economic and 

financial growth of host country. In the specific situation as Vietnam, the situation may 

occur differently to the literature that the current study plans to discover it.  

2.5.2  Determinants of foreign bank impact  

Many authors find that, by using cross-country data, foreign bank entry creates impact 

on domestic banks’ accounting performance positively (Claessens et al., 2001; Haas and 

Lelyveld, 2006; Jeon et al., 2011).  

A study of Claessens et al. (2001) is a key research about the impact of foreign banks on 

local banks. They measure foreign bank presence by the number of foreign banks to 

total number of banks and the asset share over the total assets of the whole sytem. They 

choose five accounting indicators of local banks which are before tax profit, over head 

cost, non-interest income, net interest margin and loan loss provision. Their results 

show that foreign bank presence exerts competitive pressure to lower profitability, the 

overhead costs, non-interest income but has low statistical significance of local banks 

over 80 countries from 1988-1995. Their study also shows that the number of foreign 

banks have a stronger influence on domestic banks than their asset share (Claessens et 

al., 2001). The cause of this result is that domestic banks are aware of the competitive 

pressure of the new entrants at a very early stage. Their study uses a wide range of data 

from the BankScope source collected over an eight year period. In addition, they 

transform the value to follow a “global format” for all countries. Therefore, their results 

are very creditable and can be used as a foundation for future study.  

 

Similarly, in a study of Latin American banks in the late 1990s, Peria and Mody (2004) 

argue that an increase in foreign bank presence leads to a reduction of local bank costs. 
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This helps to lower interest rate spread indirectly and compel local banks to become 

more competitive. 

In contrast, Lensink and Herms (2004) find the opposite situation that under foreign 

bank entry, domestic banks experience an increase in overhead cost. However, they are 

able to transfer their increased costs to customers but only in the short term; in the long 

term they have to relinquish their superior power to compete with foreign banks 

(Lensink and Hermes, 2004). Meanwhile, with a great technical investment, local banks 

can achieve cost efficiency by providing a wide range of services with a more 

competitive price. Their study extends the literature about the time frame that plays a 

crucial role in measuring the impact of foreign banks on local banks; short term and 

long term create different results. 

The quality of the host market’s economic performance also influences the magnitude 

of competitive pressure under foreign bank presence. Hermes and Lensink (2001) 

carried out a survey of 143 banks in 48 countries from 1990-1996. They find that when 

the host market performs poorly, local banks see an increase in both costs and interest 

margin, but the costs increase more than the interest margin, leading to a decline in 

profit. When the host market’s economy is more developed, both costs and interest 

margin fall, but costs reduce more than the interest margin which is reflected in the 

increase in profit.  

Furthermore, the impact of foreign banks is found to not only reflect a linear 

relationship, but it also follows the inverted U-shaped curve, which is based on the 

degree of foreign bank presence (Hermes and Lensink, 2001). In the early stages of 

entry, whilst foreign banks still account for a small share, foreign banks do not provide 

sufficient competitive pressure on domestic banks; hence, local banks still dominate the 

market. When a sufficient level of foreign bank presence is reached, domestic banks are 

forced to reduce their interest margins to protect their market shares (Hermes and 

Lensink, 2001). For instance, after China became a WTO member in 2001, a significant 

presence of foreign banks has threaten domestic banks’ market share, resulting in the 

lower interest rate and margin (Xu, 2011). 

The second example is from Phiplippine market. With the strong liberalization starting 

from 1994, the Philippines has allowed foreign banks to acquire a maximum 60% of 

shares in a local bank, causing a severe competitive pressure for local banks from 1990-
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1998 (Unite and Sullivian, 2003). These authors find that with foreign bank entry, local 

banks’ interest rate spread and operating expense are considerably reduced.  

The type of foreign banks also plays a big role due to its effect on the magnitude of 

foreign bank influence. Poghosyan and Poghosyan  (2010) investigates the influence of 

foreign bank presence on domestic banks’ interest margin by using data from 11 Central 

Eastern European countries from 1995 to 2006. The author applies the dealership model 

using the fixed effect estimation. In the model, the author distinguishes the mode of 

foreign banks as “greenfield” (wholly foreign owned banks) and “acquisition” (equal or 

more than 50% of the total share are foreign owned). The “green-field” banks generate 

stronger impact on domestic banks. Furthermore, to control the problem of simultaneity, 

the author uses one lagged value of bank specific and macroeconomic indicators. 

Similarly, Jeon, et al. (2011) find that “green field” banks create stronger competitive 

pressure than branches and joint venture banks. This is because these banks target a 

quick improvement in market share with a low interest rate. In addition, less risky 

foreign banks create higher level of competitive capacity for local banks because of 

higher efficiency gap exists between them (Jeon et al., 2011). According to Wu et al. 

(2011), “greenfield” banks are often smaller than take-over banks but higher capitalized.  

The degree of successful performance of foreign bank generates different competition 

pressure on domestic banks because of some factors. Firstly, according to Wu et al. 

(2011), type of foreign banks remain different level of the close relationship with parent 

banks, resulting from the different strategies on credit supply and setting the interest 

rate. Take over banks remain a closer relationship with parents banks than green-field 

banks, as a consequent, they are less responsive to the monetary shocks than other types 

of banks in the host country. These circumstances provide the evidence that foreign 

banks, especially takeover banks become stronger competitors toward domestic banks 

than other types of foreign banks because during the period of monetary shocks, they 

exposed to less extent.  

Secondly, Wu et al. (2011) affirm that foreign banks from OECD countries may 

respond to the tightening monetary policy better than foreign banks from non OECD 

countries regarding loan making. This result implies that foreign banks from OECD 

countries may exert higher degree of competition pressure on local counter parts than 

other foreign banks. Similarly, foreign banks from developing countries are willing to 
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enter the countries with weak institutions while foreign banks from developed countries 

are not (Horen, 2007). Moreover, foreign banks from developed countries like to enter 

the large developing countries, whereas foreign banks from developing countries prefer 

to enter to the small developing countries. Horen (2007) states that foreign banks from 

developing countries perform less well than foreign banks from developed countries. 

Therefore, domestic banks in the markets with the majority of foreign banks from 

developed countries could appear to higher degree of competition pressure than 

domestic banks in the markets with the majority of foreign banks from developing 

countries. One main reason explains the strength of foreign banks from developed 

countries is the parent banks’ profitability and their large size (Kosmidou et al., 2007).  

2.5.3  Examples from Philippine, China and Thailand 

There are more literature using cross-country data than literature using specific-country 

data because of the availability of Bankscope. Despite the fact that studies on cross-

countries are more popular, a study for a single country is neccessary and valuable 

because significant different regulations and business climates are found from country 

to country (Kraft et al., 2006). The application of econometrics for a study of a single 

country is able to prevent the problem of the controlling differences in business climates 

(Berger, Deyoung, Genay and Udell, 2000). Moreover, the country specific factors play 

an important role for the efficiency of the banking market (Casu and Molyneux, 2003). 

Therefore, the literature relating to this subject in Philippines, China and Thailand will 

be reviewed because Philippines and Thailand have similar economic development with 

Vietnam, whereas China is considered as a model for Vietnam. They will be discussed 

in following parts.   

A study in the Philippines shows that this market has been successfully liberalised for 

foreign bank entry with the longer data coverage (1990-2006)(Manlagñit, 2011). The 

Philippines has applied deregulation for foreign bank entry gradually over a 20 year 

period. Before 2000, regarding the percentage shareholding, there were still restrictions 

up to 30% for the whole group of foreign investors and 10% for individual foreign 

investors. Moreover, foreign banks who wanted to open their branches must belong to 

the top 150 banks in the world or be among the top five banks in their respective 

countries. In 2000, due to the establishment of the General Banking Law, foreign banks 

were allowed to buy a maximum of 100% of the voting stock of only one domestic bank 
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within seven years. As a result, the number of foreign banks increased from four in 

1994 to 17 in 2000. Manlagnit (2011) concludes that domestic banks achieve the 

increased competitive capacity with respect to profit and cost efficiency. The first 

reason is that domestic banks have to quit their monopolistic power. The second reason 

is that under strong competitive pressure, to retain market share, domestic banks must 

consider their expenses carefully. The last reason stems from the fact that domestic 

banks apply modern techniques, in the long term, this leads to cost efficiency. Further, 

the author discovers that both the number of banks and asset share have a strong impact 

on domestic banks’ accounting performance. This result is unlike the findings of 

Claessens, et al. (2001), the number of banks exerts stronger impact than the asset share. 

Manlagnit (2011) provides a clear overview of the liberalisation process in the 

Philippines’ banking system, but there is a lack of consistent data. The author excludes 

the years 1997 to 1999 when the Asian crisis occurred because she claims that this crisis 

may impact on the result. During the crisis, the government conducted a contraction 

monetary policy, causing an increase in costs and a reduction in profits. The author 

suggests that the Philippines was not much impacted by the crisis. However, if the 

author had used a dummy variable to differentiate the crisis period, her study would be 

more complete.  

A study in China provides more useful knowledge about foreign bank impact on local 

banks as an example of a growing economy. According to Xu (2011), there are four 

types of commercial banks in China, the state-owned commercial, joint-stock banks, 

city banks and rural credit cooperatives. The state-owned commercial banks dominate 

the market, while the rural credit cooperatives are the smallest in size. The liberalisation 

is formally based on banking restructuring. This process includes cleaning bad debts 

from the state-owned commercial banks, raising bank capital, omitting the credit plan 

(in 1998) with flexible interest rates and entry deregulation for foreign banks (Xu, 

2011). Being a member of WTO in 2001, China accelerated its liberalisation process 

toward foreign bank operation. After 2001, foreign banks were able to establish 

branches throughout the country instead of two cities. Moreover, restrictions on deposits 

by Renminbi, only lending to foreign firms as well as the minimum capital requirement 

are no longer applied on foreign banks from this time. With the eased entry regulations, 

the number of foreign bank branches increases sharply but the number of wholly owned 

and joint venture remains modest. Foreign banks performed well although their asset 
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share was minimal at 2.4% in 2006. For instance, their before-tax profit tripled from 

2003 to 2006. Foreign banks improved not only their profit but also their safe operation. 

While the bad debts ratio of foreign banks stood at 0.8% in 2006, that of domestic banks 

peaked at 7%. With the liberalisation process, China has succeeded in generating the 

competitive pressure for local banks. Under competitive pressure, domestic banks 

perform effectively which is reflected in the reduction of interest margins, an increase in 

non-interest income and overhead costs (Xu, 2011).  

Unlike China, Thailand recognized the need to liberalise its financial market after the 

Asian crisis, which helps to improve domestic banks’ competitive capacity. Okuda and 

Rungsomboon (2007) found that the competitive presure compelled local banks to be 

effective in Thailand from 1990 to 2002. With the great open policy, foreign banks were 

able to obtain from 25% to 49% of shares in local banks within 10 years. Consequently, 

most family owned banks which previously dominated the market had to reduce their 

monopolistic power. With respect to bank accounting performance, the competitive 

pressure causes an increase in costs and interest rate spread while a decline in profits. 

Local banks invest much in advanced techniques and restructuring their operation, 

leading to an increased cost, yet they are still able to transfer the cost to their customers.  

In conclusion, both studies using cross country data or specific country data affirm the 

positive side of foreign bank entry with respect to local banks’ effectiveness. However, 

some authors argue that foreign bank entry also brings side effects which should be 

carefully studied to  avoid negative impacts for local banks.  

2.5.4  Side effect of foreign presence 

Beside the positive influence of increasing the competitive capacity of domestic banks, 

foreign bank presence also causes a credit risk and the risk of being taken over for 

domestic banks. Using the ownership advantages, foreign banks attract only the 

valuable customers, while leaving the riskier borrowers for domestic banks who then 

experience increased bad debts (Althammer and Haselmann, 2011; Jeon et al., 2011; 

Unite and Sullivan (2003). Therefore, the more credit domestic banks  supply to 

increase their strength, the more bad debts and the lower income they encounter 

(Claessens et al., 2001; Weller, 2001). This problem became more difficult when 

domestic banks directly competed with “greenfield” foreign banks in Poland from 1996 

to 2006 (Degryse, Havrylchyk, Juryk, and Kozak, 2012). Consequently, foreign banks 
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occupy a good market segment, which strengthens their position while domestic banks 

face more severe competition, reducing their outcome. The concern of  being taken over 

by foreign banks exists, which eliminates the potential benefits to upgrade the local 

banking system (Casu et al., 2006). These side effects will become more obvious when 

there exists the big efficient gap between foreign and domestic banks. Realising this 

problem help to prevent domestic banks from being driven out of the market.  

Foreign banks are also “less responsive to the monetary policy in host countries owing 

to their extensive use of the internal capital market” (Wu et al., 2011) p.1141. This 

indicates that the monetary policy tends to become weaker under foreign bank entry.   

2.6 KEY GAPS IN LITERATURE 

Almost all the literature on both domestics and international context covers the period 

up to pre-global crisis so they lack recent information, resulting the incomplete picture 

about foreign bank impact. Data coverage of two key articles for the Chinese and 

Philippino markets is from 2000 to 2006. Nahm and Vu (2008) and Vu and Turnell 

(2010), studying on the Vietnamese context, also cover the same period. This time 

frame is short and misses the impact of the global financial crisis in 2007 as well as the 

establishment of the wholly foreign owned banks in Vietnam in 2008. Because of the 

global financial crisis, most banking systems over the world are adversely influenced by 

the domino effect. In addition, the wholly foreign owned banks have been allowed to 

join the Vietnamese market from 2008 and are treated equally to domestic banks, so 

they soon become strong competitors. 

 

There are not only changes from the foreign bank entry regulations but also the 

transformation of domestic banks. From 2001, the state-owned commercial banks have 

been encouraged to be privatised, which stimulated their profit-oriented operation. 

However, until 2008, only two of them were partially privatised. Besides, privately 

owned commercial banks are required to merge to upgrade their strength. Likewise, the 

liberalisation that allows foreign strategic investors to buy a maximum of 20% of a local 

private bank provides a strong motivation for privately owned bank operations. As a 

result, some of them achieve the equal scale as that of the state-owned banks in terms of 

assets and market share. Moreover, all rural private banks are upgraded to city banks 
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from 2006 (Vu and Turnell, 2010), causing high degree of competition. It is regret that 

previous studies could not express these significant changes due to the time limitation.  

In terms of study focus, Vu and Turnell (2010) and Nahm and Vu (2008) measure the 

whole banking system performance in order to compare three bank groups’ outcome, 

which reveal a number of limitations. Firstly, the loan loss provision plays a crucial role 

in overall costs but it is not measured. Moreover, without the control of macroeconomic 

factors, their study may not draw accurate conclusions because in Vietnam context, 

these factors generate considerable influence on banks’ performance. Improtantly, these 

two articles do not measure the influence of foreign banks on domestic banks’ 

accounting performance that leaves room for the current study.   

The current study will focus on the impact of foreign banks on local banks’ accounting 

performance. Regarding the measurement of foreign bank presence, the current study 

will use the number/ ratio of the number of foreign banks to the total number of banks, 

and foreign banks’ asset share as well as differentiating the origin of foreign banks and 

type of foreign banks. Data will cover 95% of total banks from 1990s to 2011. There are 

four core dependent variables include overhead cost, non-interest income, margin and 

before tax profit. The current study not only controls the bank specific indicators but 

also the macroeconomic indicators such as GDP growth rate and inflation rate. That is 

because the macroeconomic indicators have a strong impact on bank perfomance, 

especially in Vietnam where there is the strong fluctuated inflation rate and high GDP 

growth rate.  

Further, the increasingly important role of foreign banks in the banking system will be 

seen through implementing the study. Although foreign banks hold modest shares, with 

the establishment of the wholly foreign banks and more liberalised regulations on 

foreign investment, foreign banks become the strong competitors for local banks.  

Taking the above factors into consideration, it is necessary to conduct this study to 

acquire a better understanding about the Vietnamese banking system as well as the 

impact of foreign bank performance on domestic banks. Thereby this knowledge assists 

the development of banking system regarding domestic banks, foreign banks and 

banking policies.   
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CHAPTER 3 

BACKGROUND ON THE VIETNAMESE ECONOMY 

AND BANKING INDUSTRY 
 

3.1  INTRODUCTION 

The purpose of this chapter is to provide a bridge between the general discussion of foreign 

banks (in Chapter 3) and the more specific investigations of foreign banks in Vietnam that 

will be presented in Chapters 5 to 7.  The chapter does this by providing a brief description of 

some salient features of the economic path taken by Vietnam during recent decades, and the 

historical and institutional background to the entry and activities of foreign banks. 

Vietnam is planning to transform itself from a poor economy heavily dependent on 

agriculture to a modern, industrialized country by 2020. To achieve this target, the 

government has implemented an economic reform program since the mid-1980s. Prior to that, 

the economy had long depended on the Soviet central planning model, but had encountered 

serious difficulties during the late-1970s. In recent decades, the country has embarked on a 

transition to the market system, liberalizing control over production and markets, and 

gradually integrating into the regional and world economies. Vietnam gained full 

membership of ASEAN (Association of South East Asian Nations) in 1995, and entered into 

a Bilateral Trade Agreement (BTA) with the United States in 2001.  It became a member of 

the World Trade Organization in 2007, and in the same year, the US-Vietnam Trade and 

Investment Framework Agreement (TIFA) was reached.   

These international memberships and agreements unlocked valuable trading and investment 

opportunities for Vietnam’s businesses, but also imposed certain responsibilities on the part 

of Vietnam’s government.  In particular, it was expected to honour commitments to continue 

liberalizing international trade and investment, including in industries in the services sector, 

such as the banking industry.  The opening of the domestic market to foreign banks and the 

regulation of their operations and activities were parts of an evolutionary process whereby 

rather stringent restrictions were initially imposed but were then gradually relaxed.  An 

understanding of the main features of this process would be useful in interpreting the results 

of the analysis undertaken in Chapters 5 to 7, and in placing such results in proper context. 
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The reform process in the banking industry and the role of foreign banks have both been 

topics of major interest to not only policy makers but also to researchers. One of the crucial 

stimuli for the reform of this industry is foreign bank presence. The entry of foreign banks 

requires both an upgraded legal framework to accommodate them, and a transformation of 

business culture to enable domestic banks to compete with them. Since Vietnam had little 

experience with this type of change, the reform process met with some difficulties as well as 

attaining significant achievements. A review of the major changes in the economic 

environment and the gradual liberalization of the banking industry will help us to gain a fuller 

understanding of the background to the analysis to be undertaken in subsequent chapters. 

Chapter 3 is comprised of eight sections. Section 3.2 describes the main developments in the 

general economic environment over the past three or so decades, including a very brief 

overview of why Vietnam abandoned the old central planning system and embarked on a 

course of economic reform and liberalization. Section 3.3 presents a brief overview of the 

historical development and current state of the banking system. The process of reforming the 

banking industry is described in greater detail in Section 3.4, which discusses the initial 

weaknesses of the industry, the successive waves of reforms and the overall achievements. 

Section 3.5 then describes the main regulations governing foreign banks and analyses foreign 

bank entry and growth, using data relating mainly to asset values. As the main data set of this 

study relates to the period 1992-2011, Section 3.6 will briefly discuss developments in the 

industry during more recent years. For additional background, two case studies of foreign 

banks will be provided in Section 3.7.  A summary of the main points raised in the chapter is 

presented in the concluding section (Section 3.8). 

3.2 DEVELOPMENTS IN THE VIETNAMESE ECONOMY, 1986-2011  

The geographic and demographic features of Vietnam contribute to its economic 

development. Although Vietnam is a small country with a total area of 332,000 km
2 

, it 

borders with three countries, with China to the north, Laos to the northwest and Cambodia to 

the southwest (VNE, 2013). Therefore, it maintains close trade relations with these countries, 

especially China. In addition, it has a very long coast line to the east, bordered with the South 

China Sea (VNE, 2013). This benefit stimulates the international trade through sea 

transportation. Furthermore, Vietnam is the world’s 13th most populous country with about 

87.84 million people in 2011 (WB, 2012), it has a demographic benefit, whereover half of the 
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population are young people (GOV, 2015). Consequently, it provides cheap labour and a 

potential consumer market.  

Vietnam has implemented a strong reform process after the failure to apply the Soviet Union 

economic structure. Vietnam adopted the central planning system policy from the Soviet 

Union from 1954 to 1980 and the results of that policy were unsuccessful with the presence 

of a hyper inflation rate and low economic growth rate (Arkadie, 1993). From 1980, Vietnam 

started a partial reform that provided more freedom for farmers and non-state enterprises. The 

full reform was sparked by the Renovation Policy, which was implemented in 1986, and 

focused on agricultural investment, manufacturing consumer products, export-led growth and 

establishing international relations (Anwar and Nguyen, 2011; Dinh, 1993). In addition, 

discrimination between state and non-state sectors was eliminated and the government ceased 

state enterprise subsidies. Although much improvement was seen in the agricultural sector, 

the first five year plan achieved minimal results because the inflation rate remained high at 

30%/month in 1988 (Andreff, 1993). From the second period plan which commenced in 

1990, the reform process accelerated economic growth.  

The renovation policy helped Vietnam to achieve a high economic growth rate, which was 

one of the highest in the world during recent decades (WB, 2012). In particular, the economic 

growth rate of Vietnam remained high, with an average rate 7.5% during the period 1990 to 

2011, even though it was also adversely affected by two financial crises, namely, the Asian 

crisis in 1997 and the global financial crisis in 2007 (ADB, 1996-2010). As a result, Vietnam 

has moved from the being a lower income country to a lower middle income country. Its 

Gross National Income (GNI) per capita was USD 1,260 in 2011 (WB, 2012), and its GNI 

and Human Development Index rank at a medium level in the world (WB, 2012).  

All three sectors of the economy, including the agricultural sector, industrial sector and 

service sectors, received much stimulation for development. First, in the agricultural sector, 

farmers are allowed to own land for a longer period of time and are able to transfer land 

rights, providing them full rights to their land. Moreover, instead of being based on the 

cooperative system in production management, a household is considered as an economic 

unit. This rule stimulates farmers to work more productively as they can make a good living 

by their own efforts (Arkadie, 1993).  
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Second, in the industrial sector, the government increases public investment in infrastructure, 

education and health to encourage industrial production. Besides focusing on raw material 

exploitation, such as crude oil, a diverse range of products are developed for export, such as 

garments, construction materials, motorbikes, and automobile assembly, to take advantage of 

cheap and plentiful human resources. In addition, recognizing that the state-owned 

enterprises lack effective management and profit motivation because of their dependence on 

government support, the policy makers force them to be equitised and privatised (ADB, 

1996-2010).  

Finally, in the service sector, financial services led the development when the market was 

opened up to foreign investors. The establishment of two stock markets in Hanoi and Ho Chi 

Minh city in 2000 contributed to the increase of capital inflow. Furthermore, the restructuring 

program in the banking system changed the one tier system to the current two tier system and 

encouraged the privatisation of state-owned commercial banks. Foreign investors were able 

to buy shares in local banks and became strategic investors who can become deeply involved 

in the restructuring process (ADB, 1996-2010).  

Besides the improvement in three economic sectors, Vietnam succeeded in its international 

relations during the same period. It became a full member of ASEAN in 1995 and of the 

World Trade Organization in 2007. It also signed the United States - Vietnam Bilateral 

Agreement which  commenced in 2007 to promote more market-oriented policies. By 

recommencing trade with China in 1996, Vietnam increased its international trade outcome 

significantly (ADB, 1996-2010). These moves required Vietnam to focus more on market 

oriented policy and contribute towards accelerating economic development.  

To focus on market oriented policy, Vietnam implemented policy reform to strengthen 

investment, business operations and anti-corruption measures. In 1997, the National 

Assembly approved two tax laws which ease both enterprises’ and banks’ performance 

(Berger, Deyoung, Genay, and Udell, 2000). The first law is the Value-Added-Tax (VAT) 

Law, which can solve the overlapping problem that the old Turn Over tax had. The second 

law is the Corporate Income Tax Law that reduces the amount of tax paid; in particular, 

banks enjoy the tax level of 32% instead of 45% (Berger, Deyoung, Genay, and Udell, 2000). 

According to GOV (1998), Decree 44/1998/ND-CP was issued in 1998, which added one 

new form of equitisation. This decree allowed state owned enterprises to sell all their shares 
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to form joint-stock companies. This enhanced the privatization and generated opportunities 

for professional private shareholders.   

The enactment of the Foreign Investment Law in 2000 created more business opportunities 

for investors, and the inflow of foreign investment into Vietnam surged as a result of this law 

(ADB, 1996-2010). After many adjustments, the Unified Corporate Law was established to 

govern all types of enterprises equally, instead of differentiating between foreign investors 

and domestic ones. This law raised the foreign share holding in local companies from 20% to 

30% and finally 49% (ADB, 1996-2010).  

One of the biggest obstacles in public administration and business operations was corruption. 

To deal with this, the State Inspectorate and Public Administration Reform Steering 

Committee was set up. This agency was responsible for increasing the transparency of 

administration of the country. In addition, one department in the Ministry of Finance was 

responsible for the anti corruption program (ADB, 1996-2010). With these reforms, Vietnam 

simplified and clarified administrative procedures for not only domestic but also foreign 

investors.  

 3.3 OVERVIEW OF VIETNAM’S BANKING SYSTEM 

This section will cover salient features of the banking system such as main laws, number of 

banks, liquidity, deposit and credit market share, and reform process and regulations toward 

foreign banks as well as their presence in Vietnam. These characterisitics impact bank 

performance and the influence of foreign bank presence on local banks, which will be 

discussed in the main body of the study.   

3.3.1 Law on Credit Institutions and Law on State Bank of Vietnam 

In 1986, the reform program started from the Sixth Congress of the Communist Party of 

Vietnam, namely, “Doi Moi” (Berger et al., 2000). From this time, Vietnam has applied 

open-door economy policy and welcomes foreign investment as well as the participation of 

the private sector.  

In 1988, the Decree 53/HDBT (issued 26/3/1988) required the State Bank of Vietnam to 

separate its commercial function from its central bank function. The transformation from a 

one tier banking system to a two tier banking system was begun with the establishment of 
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four state-owned commercial banks. These banks were mandated to take over the commercial 

functions from the State Bank regarding loans for foreign trade, agriculture, industry and 

commerce, investment and development (SBV, 2012b).   

In 1990, Decree 53 was upgraded to become the Ordinance on Credit Institutions, which 

allowed private and foreign sectors to enter the market. It also enhanced the role of the State 

Bank as the central bank (SBV, 2012b).  

During the period from 1986 to 1996, Vietnam experienced a banking boom with the 

participation of many small private banks coming from: (1) upgrading of rural banks; (2) 

upgrading of co-operative credit units; (3) co-operation between one state owned commercial 

banks/economic group with share-holders to form a bank (Berger et al., 2000). A quick 

expansion of banking industry had been accompanied by many weaknesses. Firstly, the 

regulated planned-lending flows had caused heavy bad debts for banks. Second, lack of 

familiarity with market-oriented thinking due to the central planned economy psychology led 

to inefficient risk management, asset/liabilities management, capital pricing and marketing 

banking services.  

In 1997, the Asian crisis occurred; it originated in Thailand, causing the economic slowdown 

and forced the government to implement the fundamental changes (Berger et al., 2000).  

In 1998, one of the major change is that the Ordinance on Credit Institutions was modified to 

become the Law on Credit Institutions and the Laws on the State Bank was issued by the 

National Assembly of Vietnam (SBV, 2012b). These laws came in to effect on the 1/10/1998 

(Berger et al., 2000). This Ordinance paved the way for the Vietnamese banks to integrate 

into the international market (SBV, 2012b). Law on Credit Institutions and Law on State 

Bank of Vietnam were established to regulate the operation of the banking system and the 

State Bank of Vietnam. The goal of these laws is securing the operation of the banking 

system which accelerates economic development. In particular, the banking system is 

subjected to the Law on Credit Institutions, which regulates scope of operation, management 

and banks’ responsibilites and rights. The State Bank of Vietnam has to follow the Law on 

State Bank of Vietnam, which regulates the State Bank’s responsibilities and rights, focusing 

on the central bank’s function (GOV, 1998). Furthermore, from this time, foreign bank 
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branches and representative offices were increasingly welcomed to the market after a trial 

period of foreign entry. 

In 2010, the newest version of the Laws on State Bank of Vietnam was issued, namely, the 

Law on the State Bank number 46/2010/QH12 (SBV, 2012b). The State Bank of Vietnam is a 

government agency, and its main responsibility is conducting monetary policy with the goal 

of currency stability as ruled in the Laws on the State Bank. The main tools of monetary 

policy are the refinancing rate, interest rate, exchange rate, reserve ratio and open market 

operations (Unteroberdoerster, 2004). This Law enacts a greater liberalisation for the State 

Bank with regard to the quick response to commercial banks at risk of bankruptcy and 

flexible regulations on interest rates. Moreover, this Law requires the State Bank of Vietnam 

to publish its strategies and practices on a yearly basis (SBV, 2012b). With the improvement 

in Law, the State Bank becomes more active in its responsibility to undertake the central bank 

function, contributing to the stability of the banking system. In addition, it moved the lending 

for public benefits from the state-owned commercial banks (SOCBs) to the Bank of Social 

Policies to release the political lending held by the SOCBs. The adjustment of the Law helps 

the banking system to response flexibly to the market development.  

3.3.2 Number and types of banks in the system 

Table 3.1: Number of banks in Vietnam, 1991-2011 

Type of banks 1991 2000 2011 

SOCBs 4 6 5 

POCBs 4 48 37 

  With minority foreign (< 30%) interests   11 

  With no significant foreign interests 4 48 26 

Foreign banks 1 31 58 

  100% foreign owned subsidiaries   5 

  Joint venture banks (foreign ≤ 50%) 1 4 5 

  Branches of foreign banks  27 48 

Total 9 85 100 

Sources: Linh (2011), FitchRating (2012)  

From Table 3.1, it can be seen that the number of banks in the market increased significantly 

from nine in 1991 to 85 in 2000, and then 100 in 2011,  particularly the number of privately 

owned commercial banks and foreign banks. With the entry deregulations in 1990, the private 

and foreign sectors actively joined the market, enhancing the competitive capacity for the 
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whole banking system. However, due to the entry deregulations, many economic 

conglomerates were able to open their own banks even though banking was not their core 

business (Leung, 2009). These banks raised funds to reinvest in their parent companies, 

which increased the potential credit risk due to ineffective management (Leung, 2009). 

Although privately owned banks accounted for more than one-half of the total number of 

banks in 2000, their size and business capacity were small and weak. Therefore, the 

government forced some of them to merge, which reduced the number from 48 in 2000 to 37 

in 2011.  

In the meantime, there were five wholly foreign owned banks established in 2008 and this 

number remained unchanged until 2011. Similarly, the number of joint venture banks 

increased slightly from four in 2000 to five in 2011. In constrast, the foreign bank branches 

increased their presence sharply because this type of operation pays lower administrative 

costs than wholly foreign owned banks. Moreover, from 2011, foreign bank branches would 

be treated equally as domestic banks. It is expected that the number of banks will be reduced 

to mergers and acquisitions, and that this process will result in a general improvement in the 

strength of banks in the system.  

3.3.3 Trends in total liquidity, credit, deposit and interest rates 

As shown in Table 3.2, growth in total liquidity (defined as cash, plus deposits in either 

Vietnamese dong (VND) or foreign currency) of the banking system has been high 

throughout the period 2000-2011, ranging from 17.7% per annum in 2002 to 46.12 % in 

2007. The composition of total liquidity reflected a trend toward reduced usage of currency 

and greater usage of deposits. Of the latter, the deposits in local currency accounted for the 

largest portion, becoming two or three times as large as deposits in foreign currency. 

Business transactions were mainly conducted in local currency because there were 

restrictions on the circulation of foreign currency to limit the dollarization process. The 

growth rate of both bank deposits and bank credit fluctuated but remained high (with an 

average of about 33% per annum) during the period. Specifically, the boom in the stock and 

real estate markets in 2007 accelerated credit and deposit growth to the highest rates. This 

situation reflects the high demand of credit for the economy as well as the good ability to 

raise deposits of the banking system. However, fast expansion of deposits and credits may 

contain credit risk.   
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Another indication reflecting the fast expansion of deposits and credits is the high interest 

rates. In particular, from Table 3.3, due to the high demand of capital, the deposit and lending 

interest rates remained quite high, usually at double digits for the lending rate. Besides the 

high demand for funds for development, the high inflation rate was one of the reasons for this 

phenomenon. In line with the high deposit and lending rates, the interest rate spread was 

large. However, this spread was expected to fall significantly from 2012 to stimulate the 

economic growth (Nguyen, 2012).  

Table 3.3 also shows that, as a ratio of GDP, domestic credit provided by the banks increased 

from 21.2% in 1997 to 51.8% in 2003 and over 100% after 2009.  A reason for this is the fact 

that banking loans remain the most important financial channel in the economy. The bond 

and stock market are under developed in Vietnam, and thus, enterprises can not raise enough 

funds through these channels. Therefore, most of the credits come from banks. However, the 

significant high ratio of credit to GDP implied credit risk (TBKTSG, 2011).  
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Table 3.2: Growth in total liquidity, bank credit and bank deposit, 2000-2010  

 

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 

Total liquidity 

growth (% p.a.) 
38.96 25.53 17.70 24.94 30.39 29.65 33.59 46.12 20.31 28.99 33.30 

Cash (% of liquidity) 31.60 31.70 22.56 22.03 20.35 18.13 17.21 16.36 14.60 14 14.20 

Deposits in VND (% 

of liquidity) 
45 44.60 48.99 55.76 54.36 57.77 61.17 64.46 65.03 65.57 69.10 

Deposits in foreign 

currency (% of 

liquidity) 
23.42 23.70 28.45 23.89 23.61 24.40 21.62 19.18 20.37 20.41 16.70 

Credit growth (% 

p.a.) 
38.14 21.40 22.20 28.41 41.65 31.10 25.44 53.89 25.43 37.53 31.19 

Deposit growth (% 

p.a.) 
43.30 25.10 19.40 25.80 33.20 32.08 36.53 47.64 22.87 29.88 36.24 

Source: State Bank of Vietnam (2012) 

Table 3.3: Lending and deposit interest rates, and bank-provided credit/GDP ratio, 1997-2011 

  1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 

Deposit interest rate (% p.a.) 8.5 9.2 7.4 3.7 5.3 6.4 6.6 6.2 7.1 7.6 7.5 12.7 7.9 11.2  

Lending interest rate (% p.a.) 14.4 14.4 12.7 10.6 9.4 9.1 9.5 9.7 11.0 11.2 11.2 15.8 10.1 13.1 

 

17 

Interest rate spread (lending rate minus 

deposit rate, % p.a.) 5.9 5.2 5.3 6.9 4.1 2.6 2.9 3.6 3.9 3.5 3.7 3.1 2.2 1.9 

 

Domestic credit provided by banking 

sector (% of GDP) 21.2 22.0 28.9 35.1 39.7 44.8 51.8 61.9 71.2 75.4 96.2 94.5 123.0 135.8 

 

 

120.9 

Source: World Bank (2012) 
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3.3.4  Bad debts 

Information on bad debts is very sensitive and only a few banks are confident to release this 

information. When the government established the Vietnamese Asset Management company 

to solve the banks’ bad debts, banks are strictly required to disclose the true figures regarding 

bad debts. Therefore, the data relating to bad debts becomes more and more transparent.  

Table 3.4: Bad debts of the banking system, 2004 to 2011 

Year 2004 2005 2006 2007 2008 2009 2010 2011 

NPL (%) 2.9 3.2 3.0 2.0 3.5 2.2 2.6 3.4 

Source: World Bank (2014) 

One of the adverse results of fast credit expansion is the high ratio of bad debts for the 

banking system. As shown in Table 3.4, the bad debt ratio of the Vietnamese banking system 

remained very high during the period from 2004 to 2011 due to a number of problems. First, 

since the Vietnamese government targeted the state-owned enterprises (SOEs) as the 

economic leaders, SOEs could access bank loans with SOCBs easily without collaterals. 

Based on the state budget, SOEs lost their profit motivation so they performed ineffectively; 

thus two thirds of non-performing loans (NPLs) belonged to SOEs (Unteroberdoerster, 2004). 

Second, some private banks were established due to the lax entry deregulation, and therefore, 

their managements were weak (Leung, 2009). In addition, with the under developed bond and 

stock markets, banks were the main players in the credit market. Howerer, due to the overuse 

of short-term deposit to finance long-term projects, a high ratio of credit risk was generated 

(Leung, 2010). Moreover, domestic investments were often not highly productive, with the 

incremental capital-output ratio reaching 8 in 2009 (Leung, 2010). Last, the economic 

downturn that resulted from the adverse impact of the global financial crisis caused a 

reduction in repayment capacity. Together, these problems increased the number of non-

performing loans.  

It has been suggested that the true rate of bad debt was much higher than the reported one and 

caused a serious situation for Vietnam. The bad debt ratio of the whole system was reported 

officially at 3.2% in 2011 but the true rate was actually much higher (Phuong, 2012). There 

was a gap between the Vietnamese Accounting Standard (VAS) and the International 

Accounting Standard (IAS). When a portion of a loan was not repaid, according to the VAS, 
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this portion will be considered a bad debt, while according to IAS, all the loan is considered 

as bad debt (Quach, 2011). If the bad debts had been counted exactly according to the 

international standard, it would have reached 10%, which was equal to USD 10 billion and 

accounted for nearly 10% of GDP in 2011 (Phuong, 2012). Only two of the 18 commercial 

banks who published their bad debt ratios in 2011 were able to reduce this ratio subsequently 

(Phuong, 2012). In contrast, the bad debts of foreign banks were controlled to under 1% due 

to their expertise in risk management (Anh, 2009).  Therefore, the problem of bad debts 

stems, to a significant extent, from the ineffective management of domestic banks.  

3.4 BANKING REFORM PROCESS 

3.4.1  Weaknesses of the industry  

According to Le (2000), the banking industry suffered from a number of weaknesses, 

prompting the authorities to begin a reform process: 

(1) Most of private commercial banks were under-capitalised and they can hardly 

increase their capital. 

(2) There was no rule regarding loan loss provision until the issuance of the Law on 

Credit Institutions of Vietnam in 1998. Banks had only to set aside 5% of net profit to 

increase charter capital and 10% of net profit for the special reserve. This amount of 

provision was not calculated on the amount of risk-weighted assets. Therefore, banks 

did have insufficient provision for credit risk.  

(3) Similarly, there was no rule on related party lending until 1998 when the Laws on 

Credit Institutions came into effect. This situation had led to some serious scandals of 

economic groups which damaged the economy heavily. Then from 1998, the limit 

credit to a single customer was 10% and then increased to 15% of bank’s own capital.  

(4) Poor risk management occurred as banks lend to customers based on the evaluation of 

their collateral rather than their repayment capacity. Moreover, banks lacked 

experience to monitor the off-balance sheet liabilities, such as letters of credit, letter 

of guarantee and foreign exchange risk exposures. Also, the mismatch of short term 

deposits used for long term loans causes problems. Then, the Law on Credit 

Institutions has regulated the banks to keep a minimum of 7% of total deposits for 

reserve. 
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(5)  Strict foreign currency control and devaluation of local currency decreased the banks’ 

health. In 1998, 80% of foreign currency of enterprises must be sold to the banks. The 

limitation of banks’ open currency positions was 15% of capital plus reserves per 

currency. At the same time, as an adverse impact of the crisis, the Vietnamese dong 

had been strongly devaluated during 1997-1998.    

(6) Operational risk occurs when there are no clear and systematic manuals for services 

and products. Moreover, the information technology system of banks was normally 

under developed. There were many banks set up from family businesses or economic 

groups, such that the board of management often included non-professional officers.  

(7) There was an improper accounting system that was a mismatch with the international 

standard. Lack of transparency in information was the result of the high level tax 

mechanism as well as the inefficient operations. Banks hardly collected true financial 

information. There was no audit requirement before 1998, so this situation worsened 

transparency.   

These weaknesses have sparked the reform process to enhance both economic growth and 

banking’s health.  

3.4.2  Banking reforms before 2010  

It was in the early 1990s when the Vietnamese banking industry started to be restructured. 

The restructure process comprised of: (1) transforming from a one tiered banking system to a 

two tiered banking system; (2) separating four main commercial departments of State Bank 

into four state owned commercial banks, focusing on agriculture, foreign trade, investment 

and commerce; (3) allowing foreign entry through representative offices, branches and joint 

venture banks (GOV, 1988); (4) raising banks’ minimum capital requirements to 1000 billion 

VND (GOV, 1998).   

Realising the seriously ineffective management of domestic banks, the government pursued 

further reform during the decade of the early 2000s. The reform was strongly impacted by 

two international agreements and the development as well as the collapse of the real estate 

market and stock market. The success of The United States/Vietnam Bilateral Trade 

Agreement in 2001 (VCCI, 2009), and becoming a member of the World Trade 

Organizationin 2007 (Do, 2013), lifted Vietnam to a new level. According to these 
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Agreements, the solely foreign owned banks can enter the market from 2008 and from 2011, 

all foreign banks must be treated equally to domestic banks. From 2006 to 2007, there was a 

bubble expansion of the real estate and stock market, and the banking industry was deeply 

involved as the main channel of finance. However, soon later in 2008, the bubble had 

exploded, rendering the credit market at very high risk.  

To prepare for the competition and remedy the vulnerable industry, the government has 

issued many crucial regulations. They are: (1) raising banks’ minimum capital requirement 

second time from 1000 billion VND to 3,000 billion VND (GOV, 2006c); (2) classifying 

loans into five groups so that banks can easily set the provision which is certainly much 

higher than previous stage (SBV, 2005); (3) cleaning up the balance sheets of four state 

owned commercial banks by the injection of 14,000 billion VND in preparation for 

privatisation (Phan, 2006); (4) establishing Political Bank of Vietnam to take over all the 

political loans from four state owned banks (Phan, 2006); (5) raising the risk-based capital 

adequacy ratio from 8% to 9%, which is one percent higher than Basel I’s requirement 

(Nguyen, 2010).  

An important element of the reform process was the equitisation of the state-owned 

commercial banks in 2001, yet this process was undertaken slowly. The reform process 

received strong government support to solve NPLs by capital injection (36%), banks’ risk 

provision fund (40%) and the liquidation of assets (24%) (Nguyen, 2009). However, 

according to Ho and Baxter (2011), until 2007 the equitization was first practised with the 

sales of 6.5% of Vietcombank shares, and then in 2008 Vietinbank became partially 

equitised. In 2009, the Agriculture bank became a single member limited liability company, 

entirely under government ownership. The Bank for Investment and Development of 

Vietnam successfully finished its initial public offer in 2011 after delaying twice, while 

Mekong House Bank is still in the preparation period (Ho and Baxter, 2011).  

There are some difficulties causing the delay of the equitisation process for domestic banks. 

The first difficulty for equitisation stems from the collapse of the stock market in 2008; 

hence, it is not feasible to sell shares. Second, the ineffective management causes overstaff 

problems, high administrative costs and high non-performing loans, which take much time to 

be solved. Moreover, the significant involvement of the government in banking management 
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leads to a conflict of interest, which limits the progress. Lack of experience in administrative 

procedures for equitisation is another reason for the slow progress.   

Several important organizations were established to upgrade industry safety, as follows. In 

1995, the Credit Information Centre (CIC) was established according to the decree 120-

QD/NH14 issued 24/4/1995 by the State Bank to collect, analyse and forecast the financial 

data for banking management. This company focuses on the customers’ credit information 

supplied by banks (SBV, 1995). In 1999, The Deposit Insurance of Viet Nam (DIV) was 

established to protect the depositors according to the Decree 218/1999/QD-TTg issued 

9/11/1999 (DIV, 2013b). If the deposit amount is from 50 million dong (2,500 USD), banks 

have to pay the premium 0.15% over the total deposit amount for DIV as a safety net in case 

of bank failure (DIV, 2013a). In 2005, the Credit Rating Vietnamnet Centre was established, 

which provides background information to support investment decisions. These organisations 

help to build up the transparency level of the banking system which is needed for upgrading 

the system’s health (TBNH, 2015). 

In addition, according to Dinh (2011), the Vietnamese government improved the banks’ 

health by applying the Basel capital requirements and reducing loan support for state owned 

enterprises (SOEs). Consequently, there was a sharp reduction in credit supply to SOEs from 

82% to 30% from 1992 to 2006 (Dinh, 2011). Moreover, banks had to meet the capital 

adequacy ratio at 8%, as required by Basel.  

Further reform was observed with the adjustment of the Banking Law in 2010, upgrading the 

banking system by introducing three new rules (GOV, 2010b). The first one is that there is a 

specific length of time for procesing the documents of new applicants. Second, banks were 

permitted to negotiate lending rates with customers to the extent that fits their business 

strategies, considering the floor interest rate as a baseline specification. The last regulation 

was the requirement for at least one independent investor to be involved in the Board of 

Management, which secures certain transparency information.  

3.4.3  Reforms during the 2010s 

Recently, due to the slow equitisation progress of state owned banks, the government 

initiated a restructuring project, accompanied by Decision 254 (issued in 2011), showing its 

strong commitment to the restructuring program (GOV, 2012). The restructuring project aims 
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to modernise the banks in terms of banking services, the ability to integrate into the 

international market and the application of a safe operation program (SBV, 2011). First, the 

state-owned commercial banks and joint stock banks with dominant state shares will be 

strengthened to become the leaders in the banking market. Of those leading banks, one or two 

banks’ competitive capacity must reach the regional standard in 2015. Second, banks must 

enhance their capital base to align with Basel II, limit  the bad debts’ ratio to less than 3% of 

total loans, and retain the ratio of credit per deposits at 90% in 2015 (SBV, 2011). It is 

expected that the banking system may become highly competitive after the project is 

completed.  

The emerging merger surges were the most prominent restructures for local banks from 2010 

to 2014. First, three illiquid banks were merged to form one bank, namely, Saigon 

commercial banks, Fincombank and Tin Nghia Bank in 2012 (Vu, 2013). The merging 

process was supported financially by one state owned bank and the State Bank. The reason 

for the illiquidity was the misuse of short term deposits for long term loans. The second 

merge happened in the same year between Habubank and Saigon Hanoi bank; the reason 

stemmed from the huge bad debts Habubank lent to Vinashin, one of the large state owned 

enterprises (Vu, 2013). The final restructure occurred in that year for Trust bank (Vu, 2013). 

Unlike the two other cases, Trust bank faced both illiquidity and risk management problems. 

However, it proposed the self-restructure without merging with other banks.  

According to Vu (2013), in 2013, there were also three restructure cases. The first case was 

the merging between Western bank and Petro Vietnam Financial Company. The problems 

came from the liquidity issue and cross-ownership violation between Petro Vietnam with 

Petro Vietnam Financial Company. The second case belonged to Navibank, which faced the 

illiquid problem and proposed to self-restructure (Vu, 2013). GP bank followed Navibank to 

self-restructure its organization (Vu, 2013).  

3.4.4 Summary and further comments 

In general, Vietnam has gradually adjusted its market practices to fit with international 

standards. Although some protections were provided for the incumbent banks, the process of 

liberilization is inevitable, rendering ongoing restructuring necessary. 
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With determined efforts to upgrade the banking system, some major achievements have been 

witnessed during the period between 1992 to 2011. First, banks’ capital has been enforced 

significantly, from 1997-2006, the increase of charter capital was 4.96 times (Lan, 2007). 

Privatisation has been implemented, whereby in more recent years, all four state-owned 

commercial banks were privatised and two of them have minor foreign share investors 

(Vietcombank and Vietinbank).  

Second, the popularity of banking services rose considerably, as evidenced by the increased 

ratio of using banking accounts and the reduced percentage of cash ratio in circulation. The 

cash ratio has reduced from 20.3% in 2004 to 14.5% in 2009, in line with the significant 

increase in individual accounts, from 135,000 in 2000, to 14 million in 2009 (Nguyen, 2010).  

Third, the risk-based capital adequacy ratio of banks was required to increase from 8% to 9% 

(Circular 13/TT-NHNN), which was 1% higher than Basel I’s requirement, enhancing the 

safety of banking services (Nguyen, 2010).  

Last, the reduction of small and weak banks has been strongly enforced through merging and 

acquisitions. These actions’ aim is to fulfil the target of reducing the number of banks by half 

(around 30-40 banks), and consequently, to reduce bad debts to 3% by 2020 (GOV, 2006c).  

Nevertheless, because the government lacked experience and was inefficient in their 

management of liberalisation, some drawbacks have been seen. First, the reapplication of the 

interest rate ceiling (Decree 32/2008/ QD-NHNN) in 2008 reflected the failure of the 

authority on inflation control (SBV, 2008). Since the inflation rate increased rapidly as the 

result of excess capital inflow, the market practises failed to balance it, and ultimately the 

interest rate ceiling was applied as the last resort. Associated with the increased minimum 

capital requirements, all banks, especially small and weak banks, were forced to compete for 

capital mobilization, causing the unpredicted high interest rates. In return, with costly loans, 

customers failed to repay their debts, leading to a high ratio of non performing loans.  

The second drawback was the suspension of new permission for private banks by the official 

Letter No. 7171-NHNN-CNH, because the development of this mode of banks was out of the 

government’s management (GOV, 2008). Numerious small and weak banks were set-up, 

many of which belonged to non-financial companies, which worsened the system risk.  
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Last, but not least, restriction on loans for securities trading has been applied for banks 

because of the high risks associated with the stock market (Nguyen, 2010). This rule proved 

that the state started to deeply involve itself in bank management after their efforts for 

liberalisation. This result came from the failure of supervision of the government.  

These drawbacks, together with the Global Financial Crisis (2007), caused the deep economic 

recession in Vietnam. Consequently, the credit rating has been downgraded by the Fitch 

Rating due to the high ratio of bad debts and outstanding loan growth, which rose from 1,068 

thousand billion VND to more than double (2,655 thousand billion VND) in 2011 (Do, 

2013). 

In conclusion, the whole banking system has employed a strong restructuring project to 

increase its competitive capacity. The significant milestones for this process are the 

equitisation of state-owned banks, the establishment of deposit insurance company as well as 

the operation of two credit rating companies and one information center. All these efforts 

accelerate the transition period to upgrade the banking system to be consistent with the 

regional standard. 

3.5  FOREIGN BANKS IN VIETNAM 

3.5.1 Regulation of Foreign Banks 

As a requirement of the US-VN bilateral trade agreement and WTO’s member regulation, the 

Vietnamese government has liberalized the entry of foreign banks in stages. According to 

these regulations, Vietnamese banks had ten years of preparation before foreign banks 

achieved “national treatment” in 2011. Therefore, some restrictions were still applied during 

the period to protect the infant industry.  

The organisation and operation of foreign credit institutions were subjected to Decree 13, 

which was issued in 1999 (GOV, 1999). According to the Decree 13, foreign banks were 

allowed to open three types of business in Vietnam: joint ventures, branches and 

representative offices. First, the foreign party’s share in a joint venture was equal to or less 

than 50% of the total charter capital. Joint ventures could operate for a duration of 30 years. 

Joint venture banks could open branches and transaction offices in the same city or province 

as the head office. Second, foreign bank branches could operate for only 20 years and they 

could not open branches’ subsidiaries in the same location as the head office, and they could 
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not open transaction offices of any kind. Branches’ General Directors had to be approved by 

the Governor of the State Bank. Third, the representative offices were considered as liaison 

offices and could not do business. Their operation could last for only five years. In this stage, 

each type of foreign bank is subjected to a specific regulation on existence.   

In regards to the operation, both branches and joint ventures could not receive saving deposits 

but they could receive term deposits with restrictions on the maximum amount they could 

receive (Tram, 2011). This restriction inhibited them from credit expansion due to the 

limitation of deposits, yet they could still use their parent banks’ capital. Moreover, according 

to Tram (2011), foreign bank branches could raise maximum term deposits, equalling to 25% 

of the equity of the parent banks from the non-credit relationship customers. In the case of the 

credit relationship customers, there were two levels of term deposits: for individual 

customers, foreign banks could raise deposits equalling up to 100% of their equity of parent 

banks; whereas this ratio accounted for 50% in the case of entity customers (Tram, 2011). 

This rule reflected the considerable concern of the government over foreign bank expansion.  

Foreign banks are subjected to a limit of shares they can buy in domestic banks regarding 

individual and groups of investors. The restriction of foreign share holding in a domestic 

bank was held at 10% of total capital for an individual investor, and the total foreign share 

was restricted to 30% (Tram, 2011). All these regulations aim to allow foreign banks to 

expand gradually, saving time for domestic banks upgrading their managment.  

The liberalisation toward foreign banks is clearly seen in the improvement of regulations 

from Decree 13 to Decree 22. The issuance of Decree 22/2006/ND-CP (issued 28/2/2006) 

regulated the establishment and operation of foreign banks and allowed the 100% foreign 

owned banks to join the market (GOV, 2006d). This decree is accompanied by the 

implementation of the United States - Vietnam Bilateral Trade Agreement. The 100% foreign 

owned banks are treated equally as domestic banks in terms of types of businesses and types 

of offices. 

Decree 22 raises the amount of parent banks’ total assets to apply for the establishment of 

new banks as well as their commitment to support their foreign banks. In particular, the 

parent bank must have a minimum of USD 20 billion in total assets to apply for a new 

branch, and a minimum USD 10 billion of total assets for a new 100% foreign owned bank or 
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a new joint venture. Foreign banks can buy minor shares of a domestic bank, whereby the cap 

for total foreign shares was restricted to 30%. If the foreign investors became strategic 

investors, holding shares of between 15%-20%, they have to commit by document to support 

their partners towards technological utilisation and managerial skills (GOV, 2007). The 

minimum length for share holding must be five years, which may guarantee the transferring 

advantages from entrants to incumbents. The purpose of this rule is obviously to achieve the 

benefits that healthy foreign banks bring to domestic banks. The issuance of Decree 22 

creates a fairer business climate for foreign banks than Decree 13. In particular, foreign bank 

branches can receive saving deposits in VND within the period from 2007 to 2012, reaching 

the maximum amount of 650% of the parent bank’s charter capital (Tram, 2011).  

From 2011, the foreign bank branches received the national treatment, which considers 

foreign bank branches as domestic banks (Nguyen, 2011). The time frame for all types of 

foreign banks has been expanded to 99 years, unless it exceeds the lifetime of parent banks 

(GOV, 2006d). These deregulations toward foreign banks stimulate their involvement in the 

market and their provision of a proper support to domestic counterparts.  

Overall, these deregulations create a fair trading environment for foreign banks except the 

requirement on parent banks’ total assets for a new establishment. This reflects the 

government’s objective to achieve the technological transferring from the well known banks. 

Moreover, if more well known foreign banks come into Vietnam, this will build up a good 

reputation within the Vietnamese banking system. As a result, the domestic banking market 

can develop quickly in regards to competitive capacity and profit efficiency.  

3.5.2 Level of Foreign Bank Presence  

3.5.2.1 Joint venture banks 

Table 3.5: Main characteristics of joint venture banks 
 

Name Year of 

establishment 

Head 

quarters 

Assets 

(2011) 

Foreign partner Vietnamese 

partner 

VID 1992 Hanoi 2,783 bn 

VND 

Public Berhard 

(Malaysia) 
Bank for 

Investment and 

Development 

Indovina 1990 HCMC 2,4913 

bn VND 

Cathay United 

(Malaysia) 
Vietnam 

Industrial and 

Commercial Bank 
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Visiam 1995 HCMC 5,302 bn 

VND 

Siam Comercial 

bank +Charoen 

Pokphand Group 

(Thailand) 

Agriculture Bank 

Shinhan 1993 HCMC  Shinhan Bank 

(Korea) 

Vietcombank 

Viet 

Russia 

2006 Hanoi 1,590 bn 

VND 

JSC 

VNESHTORGB

ANK (Russia) 

Bank for 

Investment and 

Development 

 Source: SBV (2012c) 

   

Joint venture banks were allowed to join the market as soon as the government began the 

liberalisation, so they have different times of establishment; the newest is Viet Russia Bank. 

As depicted in Table 3.5, five joint venture banks have been established as a cooperation 

between a state-owned commercial bank and a foreign bank, which originates from a 

developing country, with the exception of Viet Russia Bank. At the end of 2011, Shinhan 

merged with the Shinhan Bank Vietnam to become a wholly foreign bank and the joint 

venture bank ceased operation (Shinhan, 2012). The number of joint venture banks remained 

at five and remained almost unchanged during the period from 1992 to 2011. The reason for 

this may be the costly establishment and also the restrictions on parent banks’ total capital. 

3.5.2.2 100 percent foreign owned banks  

Compared with other types of foreign banks, the fully foreign owned banks are the newest, 

but their total assets account for the highest level. From Table 3.6, all five wholly foreign 

owned banks were established in 2008, one year after legal permission was obtained. Their 

headquarters are located in the two biggest cities, namely, Ho Chi Minh city (HCMC) and 

Hanoi, because there are more business opportunities than other locations. They have the 

largest total assets compared with joint ventures and branches due to their unlimited 

operation. For instance, while HSBC owns VND 53,318 billion, Visiam  possesses VND 

5,302 billion, which is ten times less than that of the former. Most fully foreign owned banks 

originate from developed countries and belong to one of the most respected banks in the 

world. However, there were no newcomers from 2008 to 2011 because of the restriction on 

parent bank’s total assets. It is expected that this type of bank will provide the strongest 

competitive pressure for domestic banks due to their large scale and unlimited operation in 

the market.  
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Table 3.6: Main characteristics of wholly foreign owned banks 

Name Year of 

establishment 

Head quarters Assets (2011) Origin 

HSBC 2008 HCMC 53,318 bn VND England 

Standard 

Charterd 

2008 Hanoi 5,318bn VND England 

Shinhan 

Vietnam 

2008 HCMC 19,335 bn VND Korea 

ANZ 2008 Hanoi 13,920 bn VND Australia 

Hong Leong 2008 HCMC 7,084 bn VND Taiwan 

Source: SBV (2012b), exchange rate (2011): 20,100 VND/AUD (MOF, 2011) 

3.5.2.3 Foreign bank branches  

In contrast with the two above types of foreign banks, opening a branch is cheaper and easier 

in terms of regulations, so there is a large number of foreign bank branches presenting in 

Vietnam. According to the published data of the State Bank of Vietnam, the majority of 

foreign bank branches come from Asia (SBV, 2012d).  A total of 14 countries have 

established foreign bank branches in Vietnam. In particular, there are nine branches from 

Taiwan, six branches from Japan, while China and Korea each had five branches. Other 

countries include Thailand, France and America with four branches per country, England 

with three branches while Australia, Malaysia, Singapore, Germany and Lao have only one 

branch per country in Vietnam. As shown in Table 3.7, their total assets increased 

significantly from VND 87,844 billion from 2008 to VND 223,353 billion in 2011 (SBV, 

2012d). From 2011, branches were treated equally as domestic banks, hence their total 

deposits surged nearly four times from 2010 to 2011.  

Besides the above three modes of entry, foreign banks owned a minor share in 11 local banks 

with the share holding ranging from 10% to 20% in 2011. Because foreign share in a local 

bank cannot exceed 30%, this type of bank is still classified as a domestic bank. These private 

banks are the most active and largest banks in terms of total assets in the private bank group. 

The cooperation between domestic private banks and foreign banks achieved success in 

upgrading technology and management.  

Table 3.7: Total assets, credits and deposits of foreign bank branches from 2008 to 2011 

 Indicators 2008 2009 2010 2011 

Total assets (bn VND) 87,844 113,040 107,044 223,353 
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Total credit (bn VND) 54,554 59,843 59,586 59,586 

Total deposits (bn VND) 13,430 21,934 27,351 80,237 

Number of branches (unit) 35 35 48 48 
Source: The State Bank of Vietnam (SBV, 2012a) 

In conclusion, foreign banks that operate in Vietnam are of three types, wholly foreign owned 

banks, branches and join venture banks. Although the presence of foreign banks accounts for 

a modest portion of the banking sector, their ownership advantages and effective operation 

provide strong competition pressure for domestic banks. Moreover, with foreign banks’ 

support in joint ventures and domestic banks with foreign shares, both types of banks are 

highly motivated to operate effectively owing to the support of foreign partners. 

3.5.3 Comparative trends in asset and deposit, and market shares  

As Figure 3.1 shows, even as recently as 2004 or 2005, the state-owned commercial banks 

(SOCBs) completely dominated the industry, accounting for about 85% of total bank assets, 

while both the foreign banks and private banks owned much smaller assets. During the past 

decade, however, the asset value of the private commercial banks grew most rapidly, and by 

2010, it had caught up with that of SOCBs and then proceeded to surpass it. By contrast, the 

total assets of foreign banks grew at a more moderate rate which, by and large, allowed them 

to keep pace with SOCBs.   

Figure 3.1 is based on official SBV data, which are not available (in the public domain) for 

years prior to 2004, nor for subgroups of private domestic banks and foreign banks. To 

supplement the official data, therefore, we have used data obtained from Fitch Rating, which 

allows us to disaggregate the group of private domestic banks into two subgroups, namely, 

private banks with minority foreign interests, and private banks with no significant foreign 

interests.  Similarly, foreign banks are disaggregates into banks that are 100% foreign owned, 

and banks that are joint ventures where foreign interests amount to 50% or less.  

Unfortunately, data from Fitch do not cover foreign banks that operate in Vietnam as 

branches of overseas banks.  Thus the institutional coverage of the supplementary data is not 

as comprehensive as that of the official data.  However, the trends displayed by both sets of 

data are quite similar for the years that they overlap (2004-2011) and so the Fitch data can be 

used as indicative of the trends which would have been displayed had official data been 

available. 
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Figure 3.1: Assets of groups of banks, official data (USD million) 

 

Source: State Bank of Vietnam (2012a) 

Re-assuringly, Figure 3.2, which is based on data supplied by Fitch Rating, is consistent with 

Figure 3.1, in that it also shows the rapid growth (in terms of asset value) of private domestic 

banks, proportionately at the expense of SOCBs, during the period 2004-2011.  In addition, it 

shows something not shown in Figures 3.1, namely that such a trend had been going on for at 

least a decade before 2004. Moreover, Figure 3.2 allows us to see that both private banks 

with foreign interests and those without significant interests vigorously participated in this 

market share expansion process.  (In this figure, the share of SOCBs is represented by the gap 

between the horizontal axis and the blue/diamond line. Similarly, the share of private banks 

with foreign interests is represented by the gap between the blue-diamond line and the red-

square line.  The gap immediately above represents the private banks without any significant 

foreign interests, and the next gap relates to 100% foreign-owned banks, with the last gap 

representing joint venture banks.) It can be seen that fully foreign-owned banks only started 
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to have an impact since 2009, and that foreign joint venture banks largely maintained a  

relatively stable share of the total asset of the industry. 

 

 

 

 

 

 

Figure 3.2: Shares of total bank asset, indicative data (%) 

 

Source: Fitch Rating (2012); author’s calculations 
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Figure 3.3 is also based on the “indicative” data obtained from Fitch Rating; it shows the 

shares of various bank groups in the total amount of credit provided by the entire banking 

industry. It can be clearly seen that SOCBs have lost market share (in terms of credit 

provided) to the private domestic banks, and that the private banks without significant foreign 

interests have expanded their market share even more aggressively than private banks with 

foreign interests. The growth in foreign banks’ market share has been far more gradual.    

These trends are not totally surprising.  SOCBs had a long history of development based on 

the state budget and were able to take advantage of their economies of scale in technologial 

and network development. Nevertheless, relying on the state budget, their profit motivation 

was not as strong as that of private commercial banks, thus their market share started to fall 

long before 2004. By contrast, privately owned commercial banks (POCBs) operated on their 

own budget, and they became very active and reacted flexibly to economic development. 

Some POCBs grew bigger to become equal to the SOCBs in terms of market shares, namely, 

Eximbank, Techcombank and the  Asian Commercial Bank (Thuy, 2011).  

 

Figure 3.3: Shares of total bank credit, indicative data (%) 
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Source: Fitch Rating (2012); author’s calculations 

 

Meanwhile, foreign banks accounted for a relatively small market share due to restrictions in 

regards to the types of operation and scope of deposits available for them. For example, 

foreign bank branches were not allowed to open more than one transaction office and only 

one branch per province.  In addition, foreign banks did not usually focus on credit supply 

due to their limitation on capital mobilisation, so their credit share increases slightly from 

2008-2011. At the same time, they concentrated only on the supply of advanced financial 

services. In particular, the whole banking system offered a total 300 types of banking 

services, yet the non-interest income of domestic banks accounted for just 10% of their total 

income; their main business was still making loans and receiving deposits (Thanh, 2010). 

Moreover, foreign banks’ customers were often foreign companies who could bank at both 

foreign banks for conducting international settlement and domestic banks for loans in 

Vietnamese dong (VND) to exploit each bank’s advantage. This is because foreign banks 

were good at international settlement services while the domestic banks possess a significant 

amount of local currency for loans. This tendency contributed to the large share of credit for 
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local banks while foreign banks had a very small portion. With the establishment of the 

wholly foreign owned banks from 2008 and the regulation that foreign bank branches have 

received equal treatment with domestic banks from 2011, the market share of this group is 

expected to rise significantly (GOV, 2006b).   

In short, the rapid increase in the market shares of private commercial banks was the result of 

their active operation, while the state-owned banks lost their dominant role owing to their low 

profit motivation and reliance on the state budget. At the same time, a small increase in the 

assets and credit shares of foreign banks demonstrated that they expanded with care. In 

addition, SOCBs and POCBs concentrated on credit and deposit expansion rather than the 

non-interest activities like the foreign bank group. 

During the period from the 1990s to 2008, banks had accumulated a significant amount of 

assets and achieved the third-highest asset to GDP ratio among ASEAN countries, after being 

ranked last previously  (Dinh, 2011). The increase of assets was due to the boom in the stock 

market in 2007 and the increase in the minimum capital requirement from one trillion VND 

to three trillion VND from 2008 to 2010 (GOV, 2006c).  

It should be noted that market shares and fast growth in terms of asset value are imperfect 

indications of a bank’s performance.  For example, we have seen above that while the bad 

debt ratios of many domestic banks were 10% or higher, they tended to be less than 1% for 

foreign banks (Anh, 2009).   
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3.6  A BRIEF UPDATE  

Figure 3.4 shows the structure of Vietnam’s banking industry as of 2014.  In terms of the 

number of banks in each category, the data displayed indicate only minor changes compared 

with the situation in 2011.  Table 3.8 provides a further update regarding banking and finance 

indicators for the country in the most recent years.  As can be seen from Table 3.8, current 

account balance as a percentage of GDP has turned around, from a deficit of 3.69% in 2010 

to a surplus of 5.82% in 2012, owing to the increase of export. Foreign direct investment 

inflows accounts for about 5% of GDP in 2013 which is just a slight decrease from 6.9% in 

2010. Foreign banks play a role as a bridge to facilitate these inflows. The inflation rate fell 

from 8.9% in 2010 and 18.7% in 2011 to 6.6% in 2013.  

Growth in credit provided to the private sector (either by banks or by all financial 

institutions) continued at a high rate (approximately 100% per annum).  As a result, the M2 to 

GDP ratio continued to exceed 100% which is rather high by the standards of developing 

countries; this occurred despite the government’s efforts to reduce credit growth. This high 

ratio reflects the fact that banks represent the main channel in the finance market while the 

direct funding through stock and bond markets is still limited.  
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Figure 3.4: The organization of banking industry 2014 (source: SBV (2015)) 
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Table 3.8: Banking and finance indicators of Vietnam 

 

Indicator Name 2010 2011 2012 2013 

Current account balance (% of GDP) -3.69 0.17 5.82   

Foreign direct investment, net inflows (% of GDP) 6.90 5.48 5.37 5.19 

Inflation, consumer prices (annual %) 8.86 18.68 9.09 6.59 

Domestic credit to private sector by banks (% of 

GDP) 114.72 101.80 94.83 96.80 

Domestic credit provided by financial sector (% of 

GDP) 124.66 110.22 104.91 108.23 

Money and quasi money (M2) as % of GDP 114.85 99.80 106.46 117.03 

Automated teller machines (ATMs) (per 100,000 

adults) 17.22 19.79 21.16   

Bank capital to assets ratio (%) 8.87 9.30 9.93   

Deposit interest rate (%) 11.19 13.99 10.50   

Lending interest rate (%) 13.14 16.95 13.47 10.37 

Interest rate spread (lending rate minus deposit rate, 

%) 1.94 2.96 2.97   

Source: Worldbank (2014)  

 

There was a continued, significant increase in the number of ATMs, which reflected 

increased investments in technology by all banks, and a trend towards the use by 

customers of electronic banking. The bank capital to total asset also increased owing to 

the requirement for minimum capital, which is one way to strengthen the banks’ health 

through recapitalization and merging process. Interest rates remained at a relatively high 

(double-digit) as part of the authorities’ strategy to rein in credit growth.  

3.7  CASE STUDIES OF FOREIGN BANKS IN VIETNAM 

3.7.1  HSBC-Hong Kong Shanghai Banking Cooperation Limited 

HSBC is one of the largest foreign banks in Vietnam and boasts many achievements 

throughout its operation in Vietnam. It established the first branch in Ho Chi Minh city 

in 1995. Ten year later in 2005, HSBC expanded their network by setting up one branch 

in Hanoi and one in CanTho province (Nguyen, 2010). In the same year, HSBC bought 

10% share of Tech-com bank, one of the largest private banks in terms of capital 

(Nguyen, 2010). Soon it bought 5% share more in 2007 and became the first foreign 

bank which held 20% share of a local bank in 2008.  
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During the long term cooperation, HSBC supported Tech-com bank to upgrade banking 

technology and training staff as well as transferring its experience in banking 

management. For example, HSBC offered Tech-com bank a technical package of 25 

million USD in 2005. Due to the positive support from their foreign partner, Tech-com 

bank improved its efficient management considerably. In August 2008, Moody 

upgraded the financial strength of Tech-com bank at the rate which was higher than that 

of BIDV (Bui, 2008). BIDV is one of the largest state owned commercial banks; this 

bank focuses on loans for investment projects. Therefore, the support from HSBC is 

very significant for Tech-com bank. In return, HSBC takes advantage of a large network 

of ATM and learns business culture from its local partner. The cooperation brings 

multi-benefit for participants.  

HSBC not only cooperates with domestic banks but also with non-banking institutions 

to quickly expand their operation owing to the local partner infrastructure and network. 

Because insurance maintains a very close relationship with banking, HSBC invested in 

Bao Viet Insurance Company in 2007 by buying a 10% share. Its expansion was seen 

again in 2009 when its share in Bao Viet increased from 10% to 18%. This cooperation 

works very well when the government requires that every deposit over 50 million VND 

(about 2,500 USD) must be insured. Besides, instead of opening branches which cost 

much time and money, HSBC chooses to cooperate with Post Office Company to 

expand its service through 1,600 post offices over the country (Nguyen, 2010). This 

strategy saves a huge amount of cost for HSBC.  

Taking the multi-cooperation with local partners is the preparation stage for the 

establishment of the whole foreign owned bank of HSBC. HSBC was allowed to open 

100% foreign owned bank in 2008. Owing to the experience and benefit from the 

relationship with local partner, a new HSBC in Vietnam achieves numerous successes, 

as follows.  

From Table 3.9, it is clear that HSBC’s operation was highly profitable, with a profit-to-

asset ratio of around 3% or higher. Overhead to asset ratio was kept to 3.5% or lower. 

Although non-interest income is generally an area of strength for foreign banks, 

HSBC’s interest income was substantial and increased substantially further in recent 

years, in line with strong growth in the deposit and loan ratios (relative to asset). 
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HSBC’s efficient operation has been recognized by many famous awards as listed in 

Table 3.10.  

 

Table 3.9: Main financial indicators of HSBC in 2010 and 2011 

Indicators (as % of Total asset) 2011 2010 

Equity 10.13 9.20 

Profit 3.70 2.94 

Loans 42.42 37.76 

Loan loss provision 0.36 0.20 

Deposits 73.72 55.15 

Cost 3.50 3.05 

Non-interest income 2.35 2.53 

Interest income 5.20 3.66 

Memorandum   

Total asset value (Million VND) 53,318,563 47,826,055 

Source: Financial statement of HSBC (HSBC, 2011) 

 

Table 3.10: HSBC’s awards from 2011 to date 

Date Awards 

14.7.2011 The best foreign bank in VN 6
th

 time by Finance Asia 

12.09.2011 Cooperation with Finance Ministry  

6.11.2012 Be awarded the best bank in term of endorsement service by Global 

Finance Magazine. 

19.11.2012 Be awarded the best bank in Money Management 

2.8.2013 Be awarded the bank which greatly contributes to the economic 

development by the government.  

2013 Be awarded the best retail bank by The Asian Banker 

13.8.2014 The best foreign bank in VN 8
th

 time by Finance Asia  

Source: HSBC website (HSBC, 2014).  

 

Nevertheless, the cooperation between HSBC and Tech-com bank signals some 

suspicion to the end. Recently, in the Annual General Meeting in April 2014, HSBC 

representatives withdraw from the Board of Management of Tech-com banks for the 

new period 2014-2019, giving the reason that is because of the end of the technical 

assistant package that started from 2005 (Linh, 2014). Moreover, HSBC does not 

continue to sign the technical support contract for Tech-com bank (Phong, 2014). 

Reviewing the cooperation, Tech-com bank admitted that the cooperation contributes 

towards considerably improving human resources ( Linh, 2014). Additionally, HSBC 

has been accepted to increase its charter capital from 3,000 trillion VND to 7,528 
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trillion VND by the State Bank (Phong, 2014). It has been indicated that HSBC will 

expand its subsidiary’s operation quickly in the near future and the cooperation with 

Tech-com bank will not be its priority (Phong, 2014). Similarly, with signs of the end of 

the relationship, HSBC sold all 18% share from Bao Viet Insurance Company at the end 

of 2012 ( Linh, 2014). It is suspected that this decision may be the first step towards 

withdrawing from Tech-com bank. According to Phong (2014), the Circular 21/2013 

restricts the number of new branches of a foreign bank to not be more than double the 

current number. Although it is considered as a hurdle, HSBC overcomes this difficulty 

by increasing its scale. The larger scale will be associated with more branches.  

3.7.2  ANZ-Australian and New Zealand Banking Group 

Compared with HSBC, ANZ undertook the same strategy and became the second 

largest foreign bank in Vietnam. ANZ entered Vietnam two years earlier than HSBC 

and immediately established one branch in Hanoi and one representative office in Ho 

Chi Minh City ( Nguyen, 2010), whereas HSBC only set up their first branch in Ho Chi 

Minh City. Unlike HSBC, ANZ opened branches more quickly; for instance, in 1996 

another branch in Ho Chi Minh City was established. Both HSBC and ANZ opened one 

branch in CanTho province because this province plays a role as a central city of 9 

surrounding provinces that belong to Mekong Delta.  

At the same time, when HSBC bought 10% of Tech-com bank, ANZ bought a 10% 

share of Sacombank in 2005. During the cooperation period, ANZ helped Sacombank in 

training staff, managing the issuance of credit cards, building the price, giving technical 

support in risk management, retail banking and banking services for small and medium 

enterprises (Bui, 2008). Both HSBC and ANZ expand quickly by cooperating with not 

only banks but also insurance companies or stock companies. In ANZ’s case, ANZ 

chose to buy a share of Saigon Stock Investment Company (13.9%). However, HSBC 

demonstrated stronger cooperation, because this bank increased their share held to 20% 

and still held the same share until 2014, while the cooperation between ANZ and 

Sacombank ended in 2012 (Tan, 2012).  

One main reason for this is the ANZ wanted to focus on its 100% foreign owned bank, 

which was allowed in 2008. Another reason is that the advanced technology from ANZ 

is not suitable to apply in Sacombank. The difference between the support of ANZ and 

that of HSBC with their local partners is that ANZ did not provide a technical assistant 
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package to Sacombank. Therefore, with Sacombank’s own technical infrastructure, it 

cannot be adjusted to fit with ANZ’s modern techniques. As a result, Sacombank 

developed at a much lower degree than Tech-com bank. Additionally, Sacombank faced 

the legal issue related to the Chef Executive Officer’s illegal actions in 2012-2013, 

which reduced the banks’ reputation. At the same time, this bank faced the risk of being 

taken over by another private bank, Eximbank. It is considered that the cooperation 

between ANZ and Sacombank was unsuccessful. In addition, ANZ withdrew its share 

from Saigon Securities Incorporation (SSI) in September 2014 (Phuc, 2014). Unlike 

HSBC, ANZ withdrew its share from the bank first, and then from non-banking 

organizations.  

Being a 100% foreign owned bank, ANZ quickly developed a call centre 24/7, a 

convenient ATM network and home banking. Its network includes 8 branches and 

transaction offices in Hanoi, Ho Chi Minh, one representative office in Can Tho 

province and one branch in Binh Duong province (ANZ, 2014). Nevertheless, ANZ’s 

success is probably less strong than that of HSBC, as detailed in the following table.  

Table 3.11: Main financial indicators of ANZ in 2013 and 2012 

Indicators (as % of Total asset) 2013 2012 

Equity 10.22 9.81 

Profit 1.47 1.05 

Loans 45.76 46.28 

Loan loss provision 0.37 0.37 

Deposits 70.93 63.31 

Cost 3.55 3.78 

Non-interest income 1.70 1.37 

Interest income 3.70 3.83 

 Memorandum     

Total asset (Million VND) 37,192,744 37,424,839 

Source: KPMG (2013) 

As can be seen from Table 3.11, ANZ’s profit-to-asset ratio has been in the range 1%-

1.5% in recent years, compared with about 3%-3.5% for HSBC (note that because of the 

unavailability of HSBC data for 2012-2013, the years referenced for the two banks are 

not exactly the same). Like HSBC, ANZ has also increased the deposit and loan to asset 

ratios.  In addition, ANZ’s interest income has been about twice the size of its non-

interest income, which is similar to the situation at HSBC, but as a ratio of asset, both 

interest and non-interest income of ANZ appeared to be somewhat lower than those of 
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HSBC. The fact that both HSBC and ANZ can attract increasing amounts of deposits to 

support their activities in Vietnam may be due to their reputation and also to the 

“national treatment” policy, which began to apply from 2011. As a result of ANZ’s 

effort, it was ranked the best retail bank in Vietnam in The Asian Banker’s International 

Excellence in Retail Financial Services Award, 2013. 

In summary, both of the above foreign banks applied the “two legs” strategy and soon 

achieved success. First, they pursued cooperation arrangements with local partners 

while quickly establishing their own networks, and gained a deep understanding of local 

business culture. As soon as they achieve their target, they will withdraw their 

cooperation from local banks and concentrate on their owned foreign banks. This is 

because they are confident enough to run their own business as they own certain 

advantages over local banks. Separation also prevents foreign banks from conflict of 

interests in dealings with their local partners when they become direct competitors. 

During the entry period, foreign banks cooperate with strong banks, insurance 

companies and stock investment companies to quickly learn the broad picture of 

business culture and to take advantage of the local bank network and experience. That 

helps them to achieve a comprehensive understanding about local banks’ strengths and 

weak points, which support their competition strategies when they become a whole 

bank. Nevertheless, the cooperation also strengthens the local banks and helps them to 

reach the standardized technique (Nguyen, 2010) 

3.7.3 Further discussion 

If we consider the broad picture of foreign bank entry, the banking industry is likely to 

benefit from the increase of foreign investment which exerts competition pressure for 

them to be more efficient. First, foreign entry generates many new services that local 

banks can learn to develop for their own services, such as foreign exchange trading, 

international settlement, international finance, risk management, online banking, asset 

management and money consultancy ( Do, 2013). These products diversify the market 

and increase the quality of service, which benefits customers.  

Second, some domestic banks (11 private banks and two state owned commercial 

banks) have foreign investors which significantly contribute to the process of 

technology transfer and diffusion. Similarly, owing to the support of the 
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Commonwealth Bank of Australia, VIB bank’s credit ranking has been raised in 

financial strength from rank E to rank E+, and their capacity of issuance has been raised 

from rank B3 to rank B2 (Yen, 2014). This bank has also been strongly restructured and 

proper provisions have been set-up for bad debts (Yen, 2014). 

Furthermore, selling shares to foreign investors is the best way to attract high quality 

customers like foreign companies. This means foreign customers trust local banks’ 

services with the support of foreign banks. Moreover, foreign customers do not have to 

trade with both foreign banks for international settlement, and local banks for local 

currency dominate loans separately. The cooperation between local banks and foreign 

banks together provides all types of services (Bui, 2008).  

Another benefit is that Vietnam receives the technical assistant package from World 

Bank and foreign investors. World Bank assists the banking industry by introducing a 

financial package with stage 2, which was started in 2005, and the value of this package 

is 105 million USD. As a result, about 80% of banks have applied online banking, 

mobile banking and able to computerize all their transactions that benefit customers in 

terms of time and convenience (Bui, 2008).  

Last but not least, the allowance of foreign entry also helps local banks to access the 

foreign markets easily following the WTO regulations. For instance, at the moment, 

BIDV cooperates with the foreign bank of Lao to set up the Vietnam Lao Joint stock 

banks located in Lao. Agribank established a branch in Cambodia in 2005, 

Vietcombank opened three representative offices in Russia, France, Singapore and one 

financial company in Hong Kong. Sacombank opened one representative office in 

China. However, foreign branches and business from foreign markets still accounts for 

only a very small portion of the total assets (Bui, 2008).  

However, considering the case studies above, we raise the question as to what strategy 

will help to improve local bank performance. Such an endeavour to improve bank 

performance would be rendered very costly if the cooperation is not as successful as 

expected. The expectation from foreign banks is the achievement in expansion and 

understanding local business culture. The expectation of domestic banks is taking 

advantage of technical support and transferring managerial experience. For example, 

HSBC supported Tech-com bank successfully when they helped their local partner to 

develop. However, when HSBC achieves its target, it plans to withdraw from the 
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cooperation to concentrate on their owned bank, irrespective of whether the support is 

still needed. In the case of ANZ, the support from ANZ is significant as there is a 

mismatch in technical infrastructure between the two banks.  

The cooperation that lasts for a short term among domestic banks and foreign banks 

indicates that it is very hard for domestic banks to transform themselves in line with the 

international standards. In addition, it becomes harder for local banks to compete with 

strong foreign banks, which now master all the strategies of domestic banks and are 

familiar with business culture. In addition, during the cooperation, foreign banks have 

set up loyal relationships with customers of domestic banks. If foreign banks attract 

these customers, they are easily successful.  

After cooperation, foreign banks acquire enough knowledge about the local business 

culture. In contrast, domestic banks, especially small banks, often remain saddled with 

out-of-date technology.  

In addition, many local customers tend to prefer foreign banks to local banks not only 

because of the better services but also due to their wish to demonstrate their fashionable 

style and wealth. That means having an account in a foreign bank seems to be very 

fashionable and an indicative of prosperity, which buys other people’s respect. 

Specifically, the risk of losing customers, according to the survey of United Nation 

Development Program (in 2005), revealed that 45% of customers would change from 

local banks to foreign banks to borrow money, 50% of them chose foreign banks to 

conduct financial services, and 50% chose foreign banks to deposit their money, 

especially foreign currency (Bui, 2008). This may cause a reduction in the number of 

customers using local bank services. 

Additionally, according to Bui (2008), there is the risk of losing well-trained and 

experienced staff who also provide foreign banks with their rich knowledge on business 

culture. These staff are attracted by foreign banks with many potential benefits, such as 

high salary, good education/training opportunities and modern work environment.  

3.8 CHAPTER SUMMARY 

Thanks to an on-going liberalization and reform process that first began in the late 

1970s, Vietnam’s economy has achieved rapid growth and greater integration with the 

regional and global economies. In line with these general trends, the country’s banking 

file:///D:/Thesis%20v4/CHAPTER%207.docx%23_ENREF_23


 
 

79 
 

industry has undergone major regulatory and structural changes. The commercial-

operation departments of the State Bank of Vietnam (SBV) were split off in 1988, 

giving rise to a group of large, state-owned commercial banks (SOCBs) that dominated 

the industry for many years. Over time, privately owned domestic banks, both with and 

without significant foreign share interests, began to compete with SOCBs and, by 2010, 

to surpass them in size.  

For a developing (lower middle-income) country, Vietnam’s banking industry is 

relatively large in size, with the total credit provided by the industry amounting to more 

than 100% of GDP. Growth in the values of bank deposits and bank credit were high, 

with annual growth rates being 30-45% during the 2000s.  To some extent, this has been 

due to the relatively low level of development in the stock market and the private debt 

markets.  In any case, the rapid growth in banking deposits and assets has been linked 

with a rise in credit risk.  Indeed, non-performing loans (NPLs) have become an 

important policy issue, with official estimates of NPL ratio being around 3%, and there 

have been credible press reports that suggested the true ratio for many domestic banks 

may be 10% or higher.       

Foreign banks began to have a significant presence in post-reunification Vietnam from 

the early-1990s. At that time, they were allowed to enter the market under three 

alternative forms: joint venture with local partners (where the foreign share must be 

50% or less), branch of a foreign bank located overseas, or representative office. Their 

operations were tightly regulated to prevent them from impacting the domestic banks 

too suddenly and too heavily. Since 2008, foreign banks were allowed to establish fully 

foreign-owned subsidiaries in Vietnam, and foreign bank branches began receiving 

national treatment in 2011.          

Foreign banks have also been allowed, indeed encouraged, to enter into cooperation 

arrangements with domestic banks.  Private domestic banks with significant foreign 

share interests (up to 30%) have been among those which expanded their market shares 

most rapidly in recent decades.  Indeed, by 2010, they had become the second largest 

group of banks, with a combined share of about 27.4% of total bank asset value, 

compared with 45.8% for the largest group (SOCBs).  The third largest group comprises 

private domestic banks with no significant foreign ownership, with a combined share of 

22.6% of total bank asset. By contrast, the big foreign banks that entered the market as 
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100% foreign owned entities accounted for only 2.9%, and the foreign joint venture 

banks only 1.3%, of the total asset. 

The available data indicate clearly that the erosion of the SOCBs’ market dominance 

has been attributable to the emergence and growth of private domestic banks, both with 

and without foreign minority ownership, rather than to the entry and growth of foreign 

banks.  Yet, it is also clear that this outcome has been, to a large extent, predetermined 

by regulations that restricted foreign banks’ operations for many years, thus allowing 

domestic banks time for adjustment to the new, international competition.  With 100% 

foreign-owned banks now allowed and with national treatment being applicable to all 

relevant banks, competition is likely to be tougher for domestic banks than in the past, 

and the situation warrants close monitoring.               
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CHAPTER 4 

DATA AND ECONOMTRIC METHODOLOGY 

 

4.1 INTRODUCTION 

Just as the previous chapter provided a historical and institutional background to the 

analyses which will be presented in the core chapters (Chapters 5-7), the current chapter 

provides a technical description of the data and the methods of analysis to be used in 

those forthcoming analyses.  A brief description of the sources of data is first presented 

in Section 4.2, followed by a concise discussion in Section 4.3 of econometric methods, 

especially alternative estimators using panel data.  Section 4.4 concludes. 

4.2 DATA COLLECTION 

The bank-level data in Vietnam used in this thesis are collected mainly from a database 

called Fitch Fundamental Financial Data (FFFD) of Fitch Ratings Inc., which is one of 

the leading statistical rating organizations in the world. The FFFD database is an 

extensive database covering nearly 30,000 banks and over 8,600 insurance firms around 

the world, including up to 30 years of historical data, annual financial statements, and 

interim statements, when available. Among others, the FFFD database holds annual 

financial data for all types of banks in Vietnam, including state owned commercial 

banks, private banks with minor foreign share, 100% privately owned banks, 100% 

foreign owned banks and joint venture banks. Overall, the database contains 42 

commercial banks, covering nearly all of the major players operating in Vietnam. Given 

that our focus lies in commercial domestic and foreign banks in Vietnam, political 

banks and credit units are excluded. The sampling period of this thesis is from 1992 to 

2011. The resulting bank-level data form a panel data set consisting of 42 cross-

sectional units over 20 years, but with some missing values (so the panel is unbalanced). 

The missing values are mainly due to some of the private banks (especially, 100% 

foreign owned banks), which have only been allowed to join the market since 2008. All 

the variables are measured in millions of USD.  

While the FFFD database is comprehensive, it does not contain any figures regarding 

foreign bank branches. Since foreign bank operations in Vietnam can be either 
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subsidiaries or branches of the parent bank, the study of foreign bank impact is 

incomplete if the information about the branch side is neglected. To complete the 

picture, the author also makes use of on-line and printed published information by the 

State Bank of Vietnam to identify some relevant figures about foreign bank branches. 

Since financial figures are not available for foreign branches in Vietnam (even from the 

parent banks’ financial statements, because the data are not specifically separated for 

the Vietnamese branches), special attention is paid to gathering the number of foreign 

branches for the duration of the sampling period. Moreover, the author also located the 

origin of each of the parent banks (from the foreign branch’s website) and classified 

them according to whether they originated from the developed or the developing 

countries. This process was conducted by using the classification made by the World 

Bank.  

In regards to country-level (macroeconomic) data, this data is from three sources, 

namely, the State Bank of Vietnam, the World Bank, and the Asian Development Bank. 

Information regarding total liquidity, credit growth and deposit growth is obtained from 

the State Bank of Vietnam. Data for the macroeconomic variables are mainly collected 

from World Development the World Bank’s prominent database World Development 

Indicators, and at times, from the Asian Development Bank. Form these two sources, 

generally, the author collected the economic development information, including 

economic growth, inflation, deposit interest rate, lending interest rate, domestic credit 

provided by the banking sector and interest rate spread. More importantly, the World 

Bank provides the information on the bad debts, which is very sensitive information for 

commercial banks, and it is hardly possible to collect this data domestically.  

Besides, in addition to the formal sources of data described above, other, less formal 

sources of data or information, such as those from news articles and banks’ 

announcements and media reports, are also used as supplementary information for 

analysis.  

4.3  METHODOLOGY 

4.3.1 Analytical review and synthesis method 

Analytical review and synthesis methods are applied in order to bring together the 

background of the Vietnamese economy, the domestic and international banking 
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system, and the up-to-date findings from the literature of international banking. These 

methods help to arrange the available data in a logical manner, linking all pieces of 

information. Some basic numerical descriptive measures/statistics and graphical 

techniques are also included and synthesised. 

4.3.2  Econometric Methods  

This thesis employs a panel data set with up to 20 years for the same cross section units 

(42 domestic and foreign banks in Vietnam). The advantages of panel data over cross 

sectional and time-series data are as follows. First, panel data typically have more 

degrees of freedom and sample variability than cross-sectional or time-series data; 

hence the statistical properties (such as efficiency) of econometric inference may be 

improved. Second, as panel data are with two dimensions of information (cross-section 

and time), greater capacity (over single cross-sectional or time-series data) is permitted 

for capturing complicated economic behaviour. Third, panel data can be used (at least 

under some specific assumptions) to handle the omitted variables problem in estimation.  

In this section, a linear panel model is presented and various panel-data estimation 

methods, including pooled ordinary least squares (POLS), random effects (RE), fixed 

effects (FE) and generalised method of moments (GMM), are briefly reviewed. These 

methods are employed in answering the research questions raised in the introductory 

chapter (Chapter 1) and the empirical results are reported in Chapters 6-7. Special 

attention is paid to the key conditions that ensure consistency of these estimators. 

Besides, a batch of diagnostic tests (such as the LM test and the Hausman test) for 

examining model adequacy is also reviewed in the later parts of this section.  

It is worth noting that the panel dataset used in this thesis is unbalanced (as not all the 

bank-specific variables are available during the sampling years); however, provided that 

the missing data for some banks is not systematic, the unbalanced panel should cause no 

problems and the mechanics of the estimation methods for unbalanced panels are 

similar to balanced panels. Of course, if the missing data is systematic (non-random), 

then the resulting sample selection problem might cause bias estimation. While the 

selection issue is intriguing, the issue is not able to be dealt with given the limited size 

of the sample. For this reason, throughout the thesis, the statistical properties applied to 

balanced panels is assumed to carry over to unbalanced panels.    
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This review section is heavily based on Wooldridge (2013), Roodman (2009), and Hills 

et al (2011). 

 

4.3.2.1 Linear Panel Data Models  

Let 𝑦𝑖𝑡 be a scalar and 𝒙𝑖𝑡 be a 1 × 𝐾 vector for i=1,…,N and t=1,…,T, and let 𝜷 be a 

𝐾 × 1 vector of unknown parameters. Write the panel linear panel regression model as: 

𝑦𝑖𝑡 = 𝒙𝑖𝑡𝜷 + 𝑢𝑖𝑡, i=1,…,N and t=1,…,T,                               (4-1) 

where 𝑢𝑖𝑡 is the disturbance term. The disturbance term 𝑢𝑖𝑡 is often seen as a composite 

error, which contains all unobserved factors that affect 𝑦𝑖𝑡, including both time-varying 

and time-invariant components. In this thesis, the dependent variable 𝑦𝑖𝑡 represents a 

bank performance measure (such as cost or profit) and the covariate vector 𝒙𝑖𝑡 includes 

a class of bank-specific factors (e.g. equity and market share), and macroeconomic 

factors (e.g. GDP growth). It is worth noting that while the bank-specific variables 

included in 𝒙𝑖𝑡 vary over t and across i, the macroeconomic variables change only over t 

but not across i as they are factors common to all banks. Throughout the thesis, it is 

assumed that N is large, while T is small (that is, short panels), and the asymptotic 

theory (such as consistency), discussed below, are all based on the short panel setting. 

The usual cross-sectional/time-series regression, 𝜷 in (4-1) can be estimated by the least 

squares (LS) method and the LS estimator in panel models is often called the pooled 

ordinary least squares (POLS). The POLS estimator for 𝜷 is given as: 

�̂�𝑃𝑂𝐿𝑆 = ∑ ∑ (𝒙𝑖𝑡
′ 𝒙𝑖𝑡)

−1(𝒙𝑖𝑡
′ 𝑦𝑖𝑡)

𝑇
𝑡=1

𝑁
𝑖=1 .                                  (4-2) 

For �̂�𝑃𝑂𝐿𝑆 to consistently estimate 𝜷, it requires that 𝑢𝑖𝑡 is uncorrelated with 𝒙𝑖𝑡:  

𝐸(𝒙𝑖𝑡
′ 𝑢𝑖𝑡) = 𝟎 for all t,                                               (4-3) 

given that 𝐸(𝑢𝑖𝑡) = 0. The condition (4-3) is known as “contemporaneous exogeneity” 

of 𝒙𝑖𝑡 to 𝑢𝑖𝑡.  

The composite error 𝑢𝑖𝑡 in (6-1) may be decomposed into two additive components, the 

time-invariant unobserved effect (𝑎𝑖) and the time-varying error (𝑣𝑖𝑡):  𝑢𝑖𝑡 = 𝑎𝑖 + 𝑣𝑖𝑡. 
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The variable 𝑎𝑖 denotes all unobserved, time-constant factors that affect 𝑦𝑖𝑡 and is also 

referred to as unobserved heterogeneity. The error (𝑣𝑖𝑡) presents unobserved factors that 

change over time and affect 𝑦𝑖𝑡 and is often called the idiosyncratic error. Given the 

decomposition, the linear panel regression model can be re-written as: 

𝑦𝑖𝑡 = 𝒙𝑖𝑡𝜷 + 𝑎𝑖 + 𝑣𝑖𝑡, i=1,…,N and t=1,…,T.                          (4-4) 

With this new setting, the panel regression model can be classified as a fixed effects 

(FE) or a random effects (RE) model, depending on whether the unobserved effect 𝑎𝑖 is 

assumed to be correlated or uncorrelated with the covariates 𝒙𝑖𝑡. Equation (4-4) is 

regarded as a RE model if 𝒙𝑖𝑡 and 𝑎𝑖 is assumed uncorrelated (i.e. 𝐶𝑜𝑣(𝒙𝑖𝑡, 𝑎𝑖) = 0); on 

the other hand, it is called a FE model if 𝒙𝑖𝑡 and 𝑎𝑖 are allowed to be arbitrarily 

correlated.  

Under the FE setting, the POLS estimator is inconsistent, since 𝒙𝑖𝑡 and 𝑎𝑖 are correlated. 

To estimate 𝜷 consistently, it can be done by eliminating the unobserved effect 𝑎𝑖 via 

the FE (or within) transformation. Write the average of equation (4-4) over t=1,…,T as 

 𝑦
𝑖
= 𝒙𝑖𝜷 + 𝑎𝑖 + 𝑣𝑖,                                                (4-5) 

where 𝑦
𝑖
= 𝑇−1 ∑ 𝑦𝑖𝑡

𝑇
𝑡=1 ,  𝒙𝑖 = 𝑇−1 ∑ 𝒙𝑖𝑡

𝑇
𝑡=1 , and 𝑣𝑖 = 𝑇−1 ∑ 𝑣𝑖𝑡

𝑇
𝑡=1 . Subtract equation 

(4-5) from the equation (4-4) gives the FE transformed equation,  

�̇�𝑖𝑡 = �̇�𝑖𝑡𝜷 + �̇�𝑖𝑡,                                                 (4-6) 

where �̇�𝑖𝑡 = 𝒙𝑖𝑡 − 𝒙𝑖,  �̇�𝑖𝑡 = 𝑦𝑖𝑡 − 𝑦
𝑖
 and �̇�𝑖𝑡 = 𝑣𝑖𝑡 − 𝑣𝑖. The FE transformation 

effectively removes the unobserved time-invariant effect 𝑎𝑖. Without 𝑎𝑖 it is of natural 

to use the POLS estimation of equation (4-6), which results in the FE estimator, 

�̂�𝐹𝐸 = (∑ ∑ �̇�𝑖𝑡
′ �̇�𝑖𝑡

𝑇
𝑡=1

𝑁
𝑖=1 )−1(∑ ∑ �̇�𝑖𝑡

′ �̇�𝑖𝑡
𝑇
𝑡=1

𝑁
𝑖=1 ).                         (4-7) 

For the consistency of �̂�𝐹𝐸, it requires that �̇�𝑖𝑡(= 𝒙𝑖𝑡 − 𝑇−1 ∑ 𝒙𝑖𝑡
𝑇
𝑡=1 ) and �̇�𝑖𝑡(= 𝑣𝑖𝑡 −

𝑇−1 ∑ 𝑣𝑖𝑡
𝑇
𝑡=1 ) are uncorrelated. However, the “contemporaneous exogeneity” of 𝒙𝑖𝑡 to 

𝑣𝑖𝑡 do not imply 𝐸(�̇�𝑖𝑡
′ �̇�𝑖𝑡) = 𝟎. As a matter of fact, a much stronger exogeneity 

assumption (known as “strict exogeneity”) of the explanatory variables conditional on 

𝑎𝑖 is required: 
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𝐸(𝑢𝑖𝑡|𝒙𝑖1, … , 𝒙𝑖𝑇 , 𝑎𝑖) = 0, t=1,…,T.                                   (4-8) 

Clearly, under the strict exogeneity assumption, the idiosyncratic error is uncorrelated to 

the past, current and future values of the explanatory variables.  

On the other hand, under the RE assumption, since 𝒙𝑖𝑡 and 𝑎𝑖 are uncorrelated, the 

POLS estimator is consistent. However, the POLS estimation misses out an important 

fact that the composite error 𝑢𝑖𝑡(= 𝑎𝑖 + 𝑣𝑖𝑡) is serially correlated (since the time-

invariant error 𝑎𝑖 appears in each time period). Therefore, the POLS estimation is 

inefficient. By making use of the composite error covariance, the generalized least 

squares (GLS) estimator is efficient and the resulting estimation method is called the RE 

estimator. Let 𝜆 = 1 − [𝜎𝑣
2/(𝜎𝑣

2 + 𝑇𝜎𝑎
2)]1/2 where 𝜎𝑣

2 = 𝑣𝑎𝑟(𝑣𝑖𝑡) and 𝜎𝑎
2 = 𝑣𝑎𝑟(𝑎𝑖). 

Define the quasi-demeaned of 𝒙𝑖𝑡 as  �̈�𝑖𝑡 = 𝒙𝑖𝑡 − 𝜆𝒙𝑖  and  𝑦𝑖𝑡 as  �̈�𝑖𝑡 = 𝑦𝑖𝑡 − 𝜆𝑦
𝑖
. The 

RE estimator of 𝜷 in equation (4-4) is given as: 

�̂�𝑅𝐸 = (∑ ∑ �̈�𝑖𝑡
′ �̈�𝑖𝑡

𝑇
𝑡=1

𝑁
𝑖=1 )−1(∑ ∑ �̈�𝑖𝑡

′ �̈�𝑖𝑡
𝑇
𝑡=1

𝑁
𝑖=1 ).                         (4-9) 

As the FE estimator, the RE estimator also involves data transformation with  𝒙𝑖 

(�̈�𝑖𝑡 = 𝒙𝑖𝑡 − 𝜆𝒙𝑖) as long as 𝜆 ≠ 0. Therefore, it requires the “strict exogeneity” 

assumption (equation (4-8)) to ensure consistency as well. Note that when 𝜆 → 1 (i.e. 

either 𝑇 → 0 or 𝜎𝑎
2 ≫ 𝜎𝑣

2), the bias caused by the correlation between 𝒙𝑖𝑡 and 𝑎𝑖 tends 

to zero and the RE estimator and the FE estimator become the same. On the other hand, 

if 𝜎𝑎
2 = 0, 𝜆 = 0 and �̂�𝑅𝐸 = �̂�𝑃𝑂𝐿𝑆. Since 𝜆 is unknown in priori and it has to be 

estimated. Let �̂�𝑖𝑡 be the POLS residuals of equation (4-1), define �̂�𝑎
2 = [(𝑁𝑇(𝑇 −

1)/2) − 𝐾]−1 ∑ ∑ ∑ �̂�𝑖𝑡�̂�𝑖𝑠
𝑇
𝑠=1

𝑇−2
𝑡=1

𝑁
𝑖=1  and �̂�𝑣

2 = �̂�𝑢
2 − �̂�𝑎

2 where 

�̂�𝑢
2 = [𝑁𝑇 − 𝐾]−1 ∑ ∑ �̂�𝑖𝑡

2𝑇
𝑡=1

𝑁
𝑖=1 . A consistent estimator of 𝜆 can be computed as �̂� = 1 −

[�̂�𝑣
2/(�̂�𝑣

2 + 𝑇�̂�𝑎
2)]1/2. 

The strict exogeneity assumption of the explanatory variables is sometimes too strong 

as it assumes that the explanatory variables in any period ({𝒙𝑖1, … , 𝒙𝑖𝑇}) is uncorrelated 

with 𝑣𝑖𝑡, which essentially rules out the possibility of any feedback from 𝑣𝑖𝑡 (therefore, 

𝑦𝑖𝑡) to the future values of 𝒙𝑖𝑡 (i.e. 𝒙𝑖𝑡+1, … , 𝒙𝑖𝑇). In general, FE and RE are inconsistent 

if any explanatory variable in some period of time (including the future) is correlated 

with the current idiosyncratic error (𝑣𝑖𝑡). A somewhat weaker assumption allowing a 
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feedback of 𝑣𝑖𝑡 to the future values of 𝒙𝑖𝑡 called “sequential exogeneity” is given as 

follows: 

𝐸(𝑣𝑖𝑡|𝒙𝑖𝑡, 𝒙𝑖𝑡−1, … , 𝒙𝑖1, 𝑎𝑖) = 0, t=1,…,T.                           (4-10) 

Under the sequential exogeneity assumption, neither RE nor FE is consistent regardless 

whether 𝒙it and 𝑎𝑖 are correlated but the POLS estimator is consistent if 𝒙it and 𝑎𝑖 are 

uncorrelated (of course, POLS is inconsistent if 𝒙it and 𝑎𝑖 are correlated). In general, if 

𝒙it and 𝑎𝑖 are correlated, none of the three estimators (POLS, FE and RE) is consistent 

under the sequential exogeneity assumption. 

The fourth estimator employed in this thesis is the GMM estimator. First, instead of 

using the FE transformation, the unobserved heterogeneity 𝑎𝑖 in equation (4-4) can be 

removed via first differencing (FD): 

Δ𝑦𝑖𝑡 = Δ𝒙𝑖𝑡𝜷 + Δ𝑣𝑖𝑡, i=1,…,N and t=2,…,T.                       (4-11) 

Given the sequential exogeneity assumption (equation (4-11)), in general, 

𝐸(Δ𝒙𝑖𝑡
′ Δ𝑣𝑖𝑡) ≠ 0; therefore, a simple FD estimation (i.e. the POLS estimation of 

equation (4-11) estimation) is inconsistent. However, since the sequential exogeneity 

assumption implies 𝐸(𝒙𝑖𝑠
′ Δ𝑣𝑖𝑡) = 0 for s=1,…,t-1, at time t, �⃗⃗� 𝑖𝑡−1 = (𝒙𝑖1, … , 𝒙𝑖𝑡−1 ) 

can be used as potential instruments for  Δ𝒙𝑖𝑡. With such a set of potential instrumental 

variables (IV), many consistent estimators can be implemented, including the standard 

IV estimation and two stage least squares (2SLS) estimation. However, the optimal 

approach is to use the entire set of instruments through a GMM procedure, which results 

in the GMM estimator �̂�𝐺𝑀𝑀 for 𝜷. The GMM estimator is consistent under sequential 

exogeneity and an arbitrary correlation between 𝒙it and 𝑎𝑖.    

4.3.2.2 Diagnostic Testing 

In this thesis, several diagnostic tests are performed. First, the Breusch-Pagan Lagrange 

multiplier (LM) is employed in distinguishing between an RE regression and a POLS 

regression. The null hypothesis in the LM test is that the variance of 𝑎𝑖 in equation (4-4) 

is equal to zero (i.e. 𝜎𝑎
2 = 0). As noted in 4.2.1, when 𝜎𝑎

2 = 0, the RE estimator and the 

POLS estimator are the same. The LM test can be written as  
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𝐿𝑀 =
(∑ ∑ ∑ 𝑢𝑖𝑡𝑢𝑖𝑠

𝑇
𝑠=𝑡+1

𝑇−1
𝑡=1

𝑁
𝑖=1 )

2

∑ (∑ ∑ 𝑢𝑖𝑡𝑢𝑖𝑠
𝑇
𝑠=𝑡+1

𝑇−1
𝑡=1 )

2𝑁
𝑖=1

                                          (4-12) 

where �̂�𝑖𝑡 is the POLS residuals of regression (4-4). Under the null hypothesis, the LM 

is asymptotically distributed as a 𝜒(1)
2  variate.  

Secondly, the Hausman test is used in choosing between an FE and an RE approach in 

estimating equation (4-4). The Hausman test is computed as 

𝐻 = (�̂�𝐹𝐸 − �̂�𝑅𝐸)
,
[𝐴𝑣𝑎𝑟(�̂�𝐹𝐸)

̂ − 𝐴𝑣𝑎𝑟(�̂�𝑅𝐸)
̂ ]

−1

(�̂�𝐹𝐸 − �̂�𝑅𝐸),           (4-13) 

where 𝐴𝑣𝑎𝑟(�̂�𝐹𝐸)
̂  and 𝐴𝑣𝑎𝑟(�̂�𝑅𝐸)

̂  are the asymptotic variance of �̂�𝐹𝐸 and �̂�𝑅𝐸, 

respectively. The Hausman test has an asymptotic 𝜒(𝐾)
2  distribution under the null 

hypothesis that the two estimators make no differences (as 𝒙𝑖𝑡 and 𝑎𝑖 are uncorrelated). 

Third, the Hansen test of over-identifying restrictions is employed to test for the joint 

validity of instruments. Under the null hypothesis of joint validity (all the instruments 

employed are uncorrelated to Δ𝑣𝑖𝑡), the Hansen test has an asymptotic 𝜒(𝑀)
2  where M 

denotes the degree of over identification. Finally, to validate the GMM estimation, a test 

for the null hypothesis of no autocorrelation on the idiosyncratic errors (𝑣𝑖𝑡) in equation 

(4-4) is performed. Since the GMM estimation is based on a FD transformation and 

testing for first-order serial correlation in 𝑣𝑖𝑡 is equivalent to testing for second-order 

serial correlation in Δ𝑣𝑖𝑡, only the second-order (AR(2)) results are reported. 

4.4 CHAPTER CONCLUSION 

This chapter aims to provide the description on data collection and estimation methods 

used to regress the data set. The main source of data comes from the Fitch Fundamental 

Financial Data database of Fitch Ratings which concludes 42 banks in a period of 1992 

to 2011. Other data sources are the State Bank of Vietnam, the World Bank, and the 

Asian Development Bank. The main econometric methods employed in the thesis 

(panel ordinary least squares, random effects, fixed effects and the generalized method 

of moments) are also reviewed in brief.
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CHAPTER 5 

DETERMINANTS OF FOREIGN AND DOMESTIC BANK 

PERFORMANCE  

 

5.1 INTRODUCTION 

This chapter is one of the three core chapters of the study, each of which will examine 

an aspect of foreign bank activities in Vietnam. The purpose of the current chapter is to 

examine the determinants of foreign and domestic bank performance and to compare 

findings across the two groups of banks. 

The globalization of the banking industry has encouraged many developing countries to 

open their markets to foreign banks. Therefore, multinational banks around the world 

have had more opportunities to expand their networks. The number of foreign banks 

entering emerging and developing economies has increased at a pace which is far higher 

than that for high income countries and OECD (Claessens and Horen, 2014). One 

reason for this tendency is that foreign banks expect financial markets which are at a 

low level of development to grow faster than markets in more advanced economies 

(Claessens and Horen, 2014). Vietnam has also kept up with this significant trend in the 

global banking industry and, since the 1990s, has allowed foreign banks to join the 

domestic market. The country has gradually deregulated foreign entry while 

undertaking an upgrade of industry infrastructure to international standards. 

This process started with a transition from the one-tier to a two-tier banking system 

after the issuance of Decree 53/HDBT (issued 26 March 1988) (GOV, 1998). Four state 

owned commercial banks were established by separating and giving autonomy to four 

big departments of the State Bank of Vietnam. Soon after, private commercial banks, 

including domestic and foreign participants, were encouraged to enter the market, thus 

generating a higher degree of competition.  

A gradual deregulation of foreign bank operations can be seen in changes from Decrees 

13 and 22 (Tram, 2011). According to Tram (2011), Decree 13 was issued in 1991, 

placing a number of restrictions on foreign banks, in terms of: the percentage of share 

ownership in a joint venture; length of operation for banks, permission for accepting 

saving deposits and capital requirements. However, most restrictions were relaxed by 
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Decree 22 (issued on 28 Febuary, 2006) (GOV, 2006b). According to this new decree, 

100% foreign owned banks are allowed to enter the market and are treated as domestic 

banks with respect to types of business and office expansion. In addition, all foreign 

banks have been subjected to the “national treatment” from 2011, under which foreign 

banks achieve equal treatment to domestic banks (Nguyen, 2011).  

In view of the participation by foreign banks in Vietnam’s banking industry during 

recent decades, it is of natural interest to examine the performance of foreign banks and 

to compare it with the performance of their local counterparts. Despite the attractiveness 

of this topic, relatively little research, to date, has addressed this topic. To our 

knowledge, there have been only two studies of the relative performance of foreign 

banks and domestic banks in the Vietnamese context; these studies yielded findings that 

were quite different from each other.  

First, Nahm and Vu (2008) conducted a study to measure the performance of 56 banks 

from 2000 to 2006. Using the New Index Approach method, these authors argued that 

the main cause for the generally low levels of bank performance has been poor 

allocative efficiency. Surprisingly, although foreign banks possess higher and numerous 

advanced technical products, their profit efficiency remains lower than that of state 

owned commercial banks. Nahm and Vu (2008) attribute this finding to the 

monopolistic power of state owned commercial banks to price their services.  

By contrast, Vu and Turnell (2010), who also studied the performance of 56 commercial 

banks over the same period as that of Nahm and Vu (2008), reported a different result. 

Using a stochastic frontier analysis with Bayesian model, they concluded that there is 

no difference in performance across the two types of banks.   

In examining the determinants of both foreign and domestic bank performance and 

comparing the findings across the two groups of banks, this chapter will contribute to 

the relevant literature by (1) updating and extending the data set to cover more, 

especially recent, years; and (2) using three panel-data estimation methods (including 

fixed effects, random effects and GMM), to make the most of the available data.    

The chapter is divided into five sections. Following the current introductory section 

(Section 5.1), Section 5.2 provides a description of the research design, including the 

main research question, regression model, variable measurement, and data sources. 
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Estimation results are presented in Section 5.3, where findings are used to address the 

research question. Some further discussion is provided in Section 5.4, which discusses 

the related literature and relevant background facts and figures.  Section 5.5 provides a 

summary of the chapter’s main points.  

5.2 RESEARCH DESIGN 

5.2.1  Research Question 

The main research question being investigated in this chapter is, what are the main 

determinants of foreign and domestic bank performance in Vietnam?    

This main question can be divided into three sub-questions, as follows:  

(a) What are the main determinants of foreign banks’ performance? 

(b) What are the main determinants of domestic banks’ performance? 

(c) Are there major differences between foreign and domestic banks with regard to the 

determination of their performance?     

An examination of (c) may allow us to identify factors which help foreign banks to 

perform well. To the extent that foreign banks do outperform domestic banks, 

recognizing these advantages will help domestic banks to become more efficient than 

before. In that case, foreign banks can potentially play a crucial role in helping to 

upgrade the Vietnamese banking system.  

5.2.2 Regression Model 

The above research question will be examined within the conceptual framework 

represented by a fairly standard model, of the following form:        

        𝑦𝑖𝑡 = 𝛾𝑩𝑖𝑡 + 𝛿𝑵𝑡 + 𝑎𝑖 + 𝑣𝑖𝑡                                              (5-1)  

where: 

𝑦𝑖𝑡: Indicator of performance of foreign or domestic bank i at time t 

Bit: A set of indicators relating specifically to bank i at time t  

Nt: A set of macroeconomic indicators for time t 

𝑎𝑖: Time-invariant unobserved effect 
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𝑣𝑖𝑡: Time-varying error  

This model will be estimated using panel data for foreign and domestic banks 

(separately) from 1992 to 2011. This model is a special case of Equation (4-1) in 

Chapter 4.  As mentioned in Chapter 4, throughout the thesis, four panel-data estimation 

techniques are applied: these include panel least squares (POLS), fixed effects (FE), 

random effects (RE) and Generalized Method of Moments (GMM).  However, since RE 

dominates POLS in all cases, the result of POLS is not reported. 

5.2.3 Variables and Measurement  

Table 5.1 provides a list of the variables used in the analysis.  They fall into three broad 

groups: measures of a bank’s performance, bank-specific indicators, and macro-

economic indicators. The performance of foreign banks and domestic banks will be 

measured using four alternative dependent variables, representing overhead costs, non-

interest income, interest margin, and profit rate.  There are two sets of independent 

variables: key features that are specific to each bank and are influential to its 

performance, and macroeconomic factors that affect the performance of all banks. 

Table 5.1 Description of variables   

 

Variables Description 

PROFIT Ratio of before-tax profit to total assets 

OHCOST Ratio of overhead expenses to total assets 

MARGIN Ratio of net interest income to total assets 

NONINC Ratio of non-interest income to total assets 

EQUITY Ratio of capital equity to total assets 

LOAN Ratio loans to total assets 

DEPOSIT Ratio of short term and long term deposits to total assets 

LOSPRO Ratio of loans loss provisions to total assets 

ASTSHR Ratio of total assets of bank to total assets of the industry 

GDP_G GDP growth rate (in %) 

INFLN Inflation rate (annual), percentage change in the CPI 
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5.2.3.1 The performance of banks 

Following Claessens et al. (2001), the performance of a bank can be measured using 

information in the bank’s income statement (each measured as a ratio of total assets): 

Costs, Non-interest income, Interest margin and Profit. Accordingly, four measures 

(indicators) will be used in this study to measure bank performance from different (but 

related) aspects. Overhead cost (OHCOST) includes administrative costs, fees and 

service expenses, and losses due to bad and non-performing loans. Therefore, this ratio 

evaluates the effect of operating efficiency. The non-interest-bearing income 

(NONINC) is mainly from fee-based activities. If banks are equipped with modern 

technology and possess appropriate expertise, they will be in a better position to 

compete with respect to non-interest-bearing activities. Therefore, non-interest income 

is sometimes regarded as an indicator of the level of technological and managerial 

sophistication of a bank. Net interest margin (MARGIN) measures bank efficiency 

through the interest spread, with the supposition that if the interest spread is reduced, 

banks become more efficient. On the other hand, it may also be interpreted as an 

indicator of profitability in interest-related operations (such as deposit taking and 

making loans). Before-tax profit (PROFIT) is used to measure bank profitability, which 

excludes the impact of the tax regime, which may be different across banks.  

5.2.3.4 Control variables 

Two sets of variables that may affect the performance of banks will be used: bank-

specific indicators and macroeconomic variables. 

Bank specific indicators 

Previous authors use a variety of variables to measure the impact of internal factors. In 

particular, Xu (2011) controls for equity, non-interest earning assets, customer and 

short-term funding and cost. These variables are also used by Herms and Lensink 

(2004), Unite and Sullivan (2003) and Claessens et al. (2001). Poghosyan (2010) 

controls for both bank-specific factors, like liquidity, cost efficiency, size of operation, 

risk aversion, non-interest activities, implicit interest payments, and the banking market 

factors, such as market concentration, market risk and credit risk. Similar to Poghosyan 

(2010), Jeon et al. (2011) also use a variety of variables, for example, liquidity, 
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capitalization, size, efficiency and riskiness. However, after careful consideration it was 

decided to follow Manlagñit (2011), as her selection is both concise and comprehensive.  

Following Manlagñit (2011), this study will use the following bank-specific variables: 

the ratios (to total assets) of equity, loans, customer and short-term funding, and loan 

loss provision, as well as the individual bank’s share of total asset of all banks. These 

five variables (EQUITY, LOAN, DEPOSIT, LOSPRO and ASTSHR) are used since 

they reflect a range of bank-specific characteristics that might directly affect a bank’s 

performance.  

The level of bank capital (equity) is a proxy for bank strength, because well capitalised 

banks possess customers’ great trust; thus, they may raise funds more cheaply, mainly 

from deposits. On the other hand, following the conventional risk-return hypothesis, 

well-capitalized banks may mean lower return as the result of adverse risk attitude. 

Consequently, the impact of loans may be explained in two related but opposite 

approaches. Also, these banks are cautious about risk management so their loans are 

high quality. The loan to total assets ratio reflects the banks’ ability to earn interest 

income and their willingness to diversify services. If banks possess a high ratio of loans, 

that means they concentrate purely on interest-bearing activities and are less ready to 

diversify their non-interest-bearing activities. The customer and short-term fundings are 

the cheapest fundings on the condition that banks manage their physical network well. 

With the cheapest funds, banking services remain highly competitive and can increase 

the revenue of banks. Overhead costs indicate the bank’s capacity for cost management 

and technological investment. If they properly invest in banking technology, the 

overhead costs may increase in the first stage, but later, this investment will 

considerably improve bank profitability (Hermes and Lensink, 2004). Loan loss 

provision represents loan quality; if the banks are aggressive about increasing their 

market share instead of raising their income, this ratio may remain high. The market 

asset share indicator is used to control for the size (scale) effect; larger banks may take 

advantage of the economies of scale, so that an increase in the total assets will lead to a 

rise in profit due to the reduction of cost margin unit. Overall, these variables are the 

main determinants of bank performance.  

In regressions where PROFIT, MARGIN, or NONINC is the dependent variable, 

overhead cost is added to the list of independent variables. In regressions where 
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OHCOST, MARGIN or PROFIT is the dependent variable, non-interest income is 

added to the list of independent variables. 

Macroeconomic indicators 

In addition to the bank-specific factors, two macroeconomic variables are used to 

control for economy-wide conditions affecting all banks: GDP growth rate and inflation 

rate. These two variables reflect the macroeconomic environment (such as business 

cycles) that would directly affect banks’ performance. GDP growth rate is also a proxy 

for the level of economic development, which was also applied in the study of Lensink 

and Hermes (2004), Xu (2011), Jeon et al. (2011), Claessens et al. (2001), Unite and 

Sullivan (2003) and Poghosyan (2010). All these studies also mention inflation rate, 

which is used to measure the vulnerability of the economic development. In addition, 

the reaction of banks towards the change in inflation rate will reflect their prediction 

capacity. 

5.2.4 Data  

The data set ranges from years 1992 to 2011, and covers three types of banks: state-

owned commercial banks, private commercial banks and foreign banks (including 100% 

foreign-owned banks as well as joint venture banks). This data set is collected from a 

database of Fitch Ratings called Fitch Fundamental Financial Data (FFFD) in 2012. The 

calculation of the number of foreign banks, including branches, was done by the author 

through data collected from the State Bank of Vietnam. The data of macroeconomic 

variables are obtained from the World Bank’s prominent database World Development 

Indicators. 

Table 5.2 provides descriptive information for both domestic banks and foreign banks. 

A general comparison between domestic and foreign banks is useful for obtaining an 

overall picture for further understanding of the later analysis. On average, foreign banks 

outperformed domestic banks during the study period, in that they earned higher profits 

and incurred lower loan loss provision. Some of the contributors to a higher profit for 

foreign banks are equity, non-interest income and investment cost. The ratio of equity to 

total assets of foreign banks is higher than that of domestic banks, due partly to the fact 

that the total assets of the former are much lower than the latter. Foreign banks 

concentrate on the wholesale market and provision of banking services, so their main 
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income arises from non-interest-bearing activities, which is opposite to domestic banks, 

whose chief focus is on loans. The high ratio of cost of foreign banks may be explained 

as the increase in technological investment and establishment cost, while domestic 

banks enjoy the low cost due to being already established. Foreign banks not only 

possess good risk management skills, but they also focus on low risk activities, 

compared with domestic banks; thus, they enjoy the low rate of loan loss provision. 

Although domestic banks benefit from the government’s support and their longevity, 

their weaker management skills cause the lower rate of profit and higher rate of risk.   

Table 5.2 Descriptive Statistics, 1992-2011  

 

Variable 

 

Mean 

Std. 

Dev. Min Max 

Domestic banks 

    PROFIT  0.016 0.012 -0.020 0.090 

MARGIN  0.030 0.018 -0.008 0.200 

OHCOST  0.017 0.014 0.003 0.175 

EQUITY  0.124 0.116 -0.007 1.000 

DEPOSIT  0.802 0.120 0.059 0.955 

LOAN  0.564 0.163 0.114 0.892 

LOSPRO  0.028 0.107 0.000 0.802 

NONINC  0.010 0.010 -0.008 0.110 

ASTSHR  0.047 0.078 0.000 0.471 

Foreign banks 

    PROFIT  0.019 0.018 -0.078 0.049 

MARGIN  0.031 0.011 0.002 0.063 

OHCOST  0.020 0.011 0.002 0.052 

EQUITY  0.228 0.133 0.091 0.678 

DEPOSIT  0.728 0.132 0.318 0.893 

LOAN  0.501 0.172 0.165 0.833 

LOSPRO  0.005 0.003 0.000 0.012 

NONINC  0.014 0.010 -0.001 0.037 

ASTSHR  0.005 0.003 0.001 0.015 

Source: Fitch Rating (2012) 

5.3 REGRESSION RESULTS  

This section will report the regression results using the fixed effects model, random 

effects model and GMM with robust standard error. The empirical results reveal the 

performance of foreign bank and domestic banks on four indicators: overhead costs 

(OHCOST), non-interest income (NONINC), net-interest margin (MARGIN) and profit 
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before tax (PROFIT). From these results, the comparison between foreign banks’ 

performance and domestic banks’ performance will be identified.  

5.3.1  Estimation of Overhead Costs (OHCOST)
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 Table 5.3a: Estimation of cost of foreign banks with and without the control of macroeconomic factors 

 (1) (2) 

 

(3) (4) (5) 

 

(6) 

 Dependent 

variable: 

COST FE RE 

 

 

GMM FE RE 

 

 

GMM 

EQUITY 0.085 -0.010 0.281** 0.045 -0.049** 0.192 

 

(0.360) (0.276) (0.050) (0.620) (0.014) (0.123) 

DEPOSIT -0.020 -0.003 0.022 -0.037 -0.036* -0.035 

 

(0.497) (0.641) (0.781) (0.304) (0.070) (0.689) 

LOAN -0.033 -0.012 -0.046*** -0.027 -0.011* -0.0636* 

 

(0.220) (0.413) (0.001) (0.204) (0.066) (0.077) 

LOSPRO -3.170** -1.935*** -4.396 -2.969** -1.894*** -3.954** 

 

(0.031) (0.000) (0.103) (0.044) (0.000) (0.023) 

NONINC 1.720*** 1.720*** 1.721*** 1.720*** 1.720*** 1.721*** 

 

(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) 

ASTSHR 0.068 0.090 0.325 0.038 -0.038 0.043 

 

(0.622) (0.463) (0.505) (0.789) (0.761) (0.915) 

GDP_G      -0.214 -0.259 -0.166 

 

 

 

 (0.367) (0.263) (0.823) 

INFLN  

 

 -0.048 -0.065* -0.009 

 

 

 

 (0.213) (0.078) (0.839) 

Observation 44 44 32 44 44 32 

R-sq 0.4611 0.2120 12 0.4774 0.0273 14 

Hausman (p) 0.000   0.0057   

LM (p)  0.1804   1.000  

AR2(p)   0.128   0.0947 

Hansen(p)   0.632   0.938 

p-values in parentheses, * p<0.1, ** p<0.05, *** p<0.01, variables definition see Table 5.1 
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Table 5.3b: Estimation of cost of domestic banks with and without macroeconomic  

 (1) (2) 

 

(3) (4) (5) 

 

(6) 

 Dependent 

variable: 

COST FE RE 

 

 

GMM FE RE 

 

 

GMM 

EQUITY 0.011 0.011* -0.068 0.011*   0.011* -0.059 

 

(0.102) (0.061) (0.148) (0.086) (0.054) (0.127) 

DEPOSIT -0.001 -0.002 0.002 0.000 0.000 -0.004 

 

(0.510) (0.462) (0.965) (0.940) (0.882) (0.920) 

LOAN 0.008*** 0.012*** -0.022 0.009*** 0.012*** 0.009 

 

(0.005) (0.000) (0.535) (0.009) (0.000) (0.636) 

LOSPRO 0.009*** 0.004*** 0.044 0.010*** 0.004*** 0.019 

 

(0.004) (0.004) (0.404) (0.002) (0.001) (0.546) 

NONINC 0.193 0.231** 0.300 0.170 0.208* 0.738* 

 

(0.126) (0.048) (0.676) (0.184) (0.087) (0.091) 

ASTSHR -0.051*** -0.009 -0.080** -0.046*** -0.009 -0.029 

 

(0.002) (0.368) (0.023) (0.008) (0.418) (0.605) 

GDP_G      -0.067**  -0.062*** -0.175* 

 

 

 

 (0.013) (0.010) (0.071) 

INFLN  

 

 0.006 0.008 0.0249*** 

 

 

 

 (0.357) (0.216) (0.002) 

Observation 296 296 250 295 295 250 

R-sq 0.2516 0.2184 12 0.2651 0.2351 14 

Hausman (p) 0.1646   0.9937   

LM (p)  0.000   0.000  

AR2(p)   0.952   0.792 

Hansen(p)   0.353   0.503 

p-values in parentheses, * p<0.1, ** p<0.05, *** p<0.01, variables definition see Table 5.1 

 

 



100 
 

Table 5.3a presents a summary of panel-data regressions using all three estimation 

methods, namely, fixed effects, random effects and GMM to estimate foreign banks’ 

overhead cost ratio (each bank’s overhead cost divided by its total assets). All these 

regressions include, as independent variables, six bank-specific indicators, such as 

EQUITY, DEPOSIT, LOAN, LOSPRO, NONINC and ASTSHR: these are listed in the 

upper rows of the Table. Regressions (4) through (6) include, in addition, two 

macroeconomic indicators, namely GDP_G and INFLN: these are listed near the bottom 

of the Table. In the bottom rows are listed diagnostic statistics, including results for the 

Hausman and LM tests, the auto regression value and results for Hansen test. GMM 

procedure follow Arellano and Bond (1991) in which Hansen test and autocorrelation 

are examined. The Hansen test is used to test for over-identifying restrictions in GMM 

model estimation. AB test AR(2) refers to the Arellano-Bond test that average auto 

covariance in residuals of order 2 is zero (Ho: no autocorrelation).  

The results of the Hausman tests for Regressions (1) and (4) indicate that the RE model 

is preferred to the FE model in these circumstances. The LM test results for Regressions 

(2) and (5) confirm that RE estimators are superior to panel OLS (POLS). Given these, 

our analysis will give more emphasis to RE estimates, especially those produced by 

Regression (5) which does take account of macroeconomic conditions.  GMM estimates 

are used mainly as robustness checks, as they tend to be less efficient than the others. 

As shown in Regression (5) of Table 5.3a, the estimated coefficients for the ratios of 

EQUITY, DEPOSIT, LOAN, LOSPRO and NONINC, as well as the INFLN rate, are 

all significant.  The only positive estimate is that of NONINC:  all the others are 

negative. These estimates suggest that, for example, if foreign banks increase their 

NONINC ratio that will tend to raise their OHCOST ratio. On the other hand, increases 

in EQUITY appear to be associated with decreases in OHCOST. 

To check the robustness of these estimates, we can compare them with those produced 

by the other RE regressions, namely Regression (2), which does not take explicit 

account of macroeconomic factors, as well as those produced by FE and GMM 

estimators.  Following such comparisons, it can be seen that the positive coefficient for 

NONINC is highly robust: it is positive and significant at the 1 per cent level in all six 

regressions considered. Similarly, LOSPRO is negative in all six, and significant in five, 

of the regressions, while LOAN is significant in only three regressions.  By contrast, 
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EQUITY, DEPOSIT and INFLN are far less robust:  EQUITY is significant and 

negative in Regression (5) but positive in Regression (3).  DEPOSIT is significant in 

only one out of six regressions, and INFLN is significant in only one out of three 

regressions.   

In summary, the three robust coefficients in Table 5.3a suggest that, for foreign banks, 

increases in OHCOST are associated with increases in NONINC, and with decreases in 

LOAN or LOSPRO. 

Table 5.3b is, in its design, very similar to Table 5.3a, but instead of reporting 

estimation results for the OHCOST ratio of foreign banks, the new table presents results 

for domestic banks. The independent variables and the diagnostic statistics are the same 

across the tables, and the reported estimates are to be interpreted in the same way.  For 

example, the Hausman test results for Regressions (1) and (4) again indicate that RE is 

preferred over FE, and the LM test results for Regressions (2) and (5) confirm that RE is 

preferred over POLS. 

Estimated coefficients produced by Regression 5 suggest that, for domestic banks, 

EQUITY, LOAN, LOSPRO, NONINC and GDP_G are significant determinants of 

OHCOST.  Comparisons with the other five regressions suggest that the coefficient for 

GDP_G may be the most robust: it is negative and significant for three out of three 

regressions. The robustness of the other coefficients is more moderate.  For example, 

both LOAN and LOSPRO are significant in four out of six regressions, while EQUITY 

and NONINC are significant in three.  The five robust coefficients in Table 5.3b suggest 

that, for domestic banks, increases in OHCOST are associated with increases in 

EQUITY, LOAN, LOSPRO, and NONINC, and with decreases in GDP_G. 

It is interesting to compare these findings with those for foreign banks (in Table 5.3a).  

It appears that for both foreign and domestic banks, to increase the NONINC ratio (the 

ratio of non-interest income to total assets) would require efforts and expenditures 

resulting in an increase in the OHCOST ratio (the ratio of overhead costs to total 

assets). This finding is consistent with the fact that the techniques which are needed for 

fee-based activities tend to be modern and very costly. Such increases in costs, however, 

are not necessarily a bad thing:  if the relevant efforts also result in an increase in 

revenues, it is possible that the net outcome may be a higher profit level. 
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Foreign and domestic banks clearly differ from each other in terms of the impact of 

LOAN:  While the estimated coefficient of LOAN is positive for domestic banks, it is 

negative for foreign banks.  One possible interpretation of this finding is that the loan-

to-assets ratio may be already quite high for domestic banks, so that further increases in 

the ratio would require much extra effort and expenditure for them, whereas the LOAN 

ratio may be not very high for foreign banks yet, so that additional loans can be made 

with low marginal costs. Another possible interpretation is that foreign banks may 

possess more efficient cost management techniques in making loans. 

Beside LOAN, LOSPRO also reveals the substantial difference in the react of foreign 

and domestic banks. A higher ratio of LOSPRO incurs the reduction of OHCOST for 

foreign banks but leads to an increase in OHCOST for local banks. A possible 

explanation for this result is that there is a gap between risk management efficiency of 

foreign banks in comparison with that of domestic banks.  

Another interesting difference between foreign and domestic banks is how their 

OHCOST ratio responds to the annual rate of growth in real GDP:  faster growth in real 

GDP has no significant impact on the cost ratio of foreign banks, but a significant 

decrease in the cost ratio of domestic banks.  One possible interpretation of this finding 

is that the performance of domestic banks may be more dependent on the state of the 

domestic economy than is the case with foreign banks: faster growth in the local 

economy may generate more business opportunities for the domestic banks, with only 

small marginal increases in costs, so that the OHCOST ratio is lower; the same chain of 

effects would also apply in the case of foreign banks, but to a lesser extent, as their 

customers and, therefore, their business may be less reliant on the state of the domestic 

economy.    

5.3.2  Estimation of Non- interest income (NONINC)
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Table 5.4a: Estimation of noninterest income of foreign banks with and without macroeconomic factors 

 (1) (2) 

 

(3) (4) (5) 

 

(6) 

 Dependent 

variable: 

NONINC FE RE 

 

 

GMM FE RE 

 

 

GMM 

OHCOST 0.581*** 0.581*** 0.581*** 0.581*** 0.581*** 0.581*** 

 

(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) 

EQUITY -0.049 0.006 -0.115 -0.027 0.028** -0.074 

 

(0.360) (0.276) (0.331) (0.619) (0.014) (0.355) 

DEPOSIT 0.011 0.002 0.025 0.021 0.021* 0.046 

 

(0.497) (0.640) (0.660) (0.304) (0.070) (0.456) 

LOAN 0.019 0.007 0.018* 0.016 0.006* 0.006 

 

(0.220) (0.413) (0.087) (0.204) (0.066) (0.638) 

LOSPRO 1.844** 1.125*** 1.449 1.727** 1.102*** -0.295 

 

(0.031) (0.000) (0.452) (0.043) (0.000) (0.861) 

ASTSHR -0.039 -0.052 0.137 -0.022 0.022 0.310 

 

(0.622) (0.463) (0.763) (0.789) (0.761) (0.413) 

GDP_G      0.124 0.151 -0.281 

 

 

 

 (0.367) (0.262) (0.497) 

INFLN  

 

 0.028 0.037* 0.043 

 

 

 

 (0.213) (0.078) (0.309) 

Observation 44 44 32 44 44 32 

R-sq 0.5854  0.5424 12 0.6039  0.5009 14 

Hausman (p) 0.5006   0.4188   

LM (p)  0.000   1.000  

AR2(p)   0.132   0.386 

Hansen(p)   0.792   0.976 

p-values in parentheses, * p<0.1, ** p<0.05, *** p<0.01, variables definition see Table 5.1 
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Table 5.4b: Estimation of noninterest income of domestic banks with and without macroeconomic factors 

 (1) (2) 

 

(3) (4) (5) 

 

(6) 

 Dependent 

variable: 

NONINC FE RE 

 

 

GMM FE RE 

 

 

GMM 

OHCOST 0.312** 0.351*** 0.205 0.284* 0.328** 0.410 

 

(0.037) (0.005) (0.543) (0.065) (0.011) (0.105) 

EQUITY 0.009 0.005 0.020 0.010 0.006 0.047 

 

(0.350) (0.590) (0.617) (0.291) (0.493) (0.213) 

DEPOSIT -0.0002 0.0004 0.046 0.0003 0.0008 0.027 

 

(0.947) (0.875) (0.181) (0.913) (0.765) (0.296) 

LOAN -0.005 -0.003 -0.016 -0.006 -0.004 -0.012 

 

(0.175) (0.233) (0.418) (0.182) (0.224) (0.350) 

LOSPRO 0.002 -0.003** 0.025 0.002 -0.003** 0.007 

 

(0.651) (0.019) (0.378) (0.601) (0.028) (0.772) 

ASTSHR -0.008 -0.0004 -0.045 -0.008 -0.0002 -0.021 

 

(0.518) (0.939) (0.331) (0.510) (0.966) (0.681) 

GDP_G      -0.015 -0.007 0.062 

 

 

 

 (0.675) (0.833) (0.528) 

INFLN  

 

 -0.006 -0.006 -0.013 

 

 

 

 (0.403) (0.394) (0.175) 

Observation 296 296 250 295 295 250 

R-sq 0.1142  0.1093 12 0.1177  0.1129 14 

Hausman (p) 0.7242   0.8518   

LM (p)  0.000   0.000  

AR2(p)   0.671   0.962 

Hansen(p)   0.597   0.813 

p-values in parentheses, * p<0.1, ** p<0.05, *** p<0.01, variables definition see Table 5.1 
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Table 5.4a summarizes the results of panel-data regressions using all three estimation 

methods, namely, fixed effects, random effects and GMM to estimate foreign banks’ 

noninterest income ratio (each bank’s noninterest income divided by its total assets). All 

these regressions include, as independent variables, six bank-specific indicators and two 

macroeconomic indicators. In the bottom rows are listed six statistical indicators to 

measure the creditability of estimations. They are number of observation, value of R-

square, results for Hausman test and LM test, the auto regression value and results for 

Hansen test. According to these tests’ results, RE is preferred to both FE and POLS; 

thus, the explanation is based mainly on the RE regression given the results of FE and 

GMM as robustness check. 

As can be seen in Table 5.4a, the coefficients of OHCOST have a significant and 

positive impact at 1 percent on NONINC in all six regressions, matching with our 

expectation. As revealed by Table 5.3a, an increase in NONINC has caused the 

considerable increase in overhead cost, owing to the technological investment. This 

symptom is confirmed in the current table because the more foreign banks invest in 

equipment and techniques, the higher non-interest income they obtain.   

We find evidence that well-capitalized banks possibly gain high non-interest income. 

For instance, the coefficient of EQUITY indicates positive and significant impact in 

Regression (5) using RE and with macroeconomic factors. It may imply that well-

capitalized foreign banks may experience from their economies of scale to increase their 

non-interest income. Nevertheless, this result is not so strong because only one out of 

six coefficients reveals the significant sign. 

Similar to EQUITY, DEPOSIT has shown positive and significant impact at 10 percent 

in Regression (5) using RE. It is noted that foreign banks are subjected to deposit 

restriction; thus, if they can raise more funds, they can increase their return in fee-based 

services.  

Although focusing on fee-based services, foreign banks expand their credit market 

gradually and we can see that an increase in loan probably leads to an increase in 

NONINC, which is evidenced in Regression (3) using GMM and (5) using RE. An 

enlargement of customer base owing to the loan expansion can be attributed to the 

increase in non-interest activities. However, the results for LOAN remain significant 

only in two out of six regressions; thus, they are not so robust. 
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It is interesting that not only LOAN but also LOSPRO contributes to the increase in 

non-interest income. Particularly, the coefficients of LOSPRO have shown positive and 

significant impact in all regressions using FE and RE, namely in Regression (1), (2), (4) 

and (5). Like previous results, the results of Hausman test and LM test state that RE is 

the most suitable model compared with FE and POLS. Consequently, we can conclude 

that owing to the good risk management, foreign banks certainly benefit from the loan 

loss provision.  

Similar to the result for OHCOST, only one coefficient of INFLN presents the positive 

and significant impact on NONINC. It implies the fact that foreign banks may depend 

much on their internal strength and are not much impacted by the outside 

circumstances.  

Like previous results, the model with macroeconomic factors generates the better results 

regarding the statistical meaning, because the p-value of R-square is a bit higher in the 

last three regressions.  

Table 5.4b presents a summary of panel-data regressions using all three estimation 

methods, namely, fixed effects, random effects and GMM to estimate domestic banks’ 

noninterest income ratio (each bank’s noninterest income divided by its total assets). 

The order of independent variables and the statistical tests is the same with Table 5.4a.  

Our findings show that four coefficients of OHCOST have indicated the similar positive 

and significant impact on NONINC to that of foreign banks. This result matches with 

our expectation because both two types of banks increase their technological investment 

to enhance fee-based services. Nevertheless, the investment of foreign banks seems to 

be much more than that of domestic banks. It is evidenced by the number of significant 

coefficients and level of significance. While foreign banks experience all six significant 

coefficients at 1 percent, domestic banks see four out of six significant coefficients and 

only one coefficient shows the significant level at 1 percent.  

Like OHCOST, the coefficients of LOSPRO do match with our assumption when they 

show the negative and significant impact on NONINC in Regression (2) and (5) using 

RE. Due to the inefficient risk management, domestic banks incur high ratio of loan loss 

provision. The more provision will incur the reduction of return. This result is highly 
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opposite to that of foreign banks, which experience an increase in NONINC as the result 

of higher ratio of LOSPRO.  

Surprisingly, while GDP_G and INFLN have shown significant impact on OHCOST of 

domestic banks, they show no significant influence on NONINC. That may indicate that 

macroeconomic factors do not generate much influence on domestic banks’ non-interest 

activities. These results closely concur with that of foreign banks. 

Overall, foreign banks have much different determinants of non-interest income 

compared with that of domestic banks. Specifically, foreign banks see the increase in 

non-interest income as the result of the increase in overhead cost, equity, deposit, loan, 

and loan loss provision and inflation rate. At the same time, domestic banks see the 

increase in non-interest income owing to the increase in overhead cost, and they incur 

the reduction in this income as the result of high ratio of loan loss provision.  

5.3.3 Estimation of margin (MARGIN) 

 

Table 5.5a presents a summary of panel-data regressions using all three estimation 

methods, namely, fixed effects, random effects and GMM to estimate foreign banks’ 

interest margin ratio (each bank’s interest margin divided by its total assets). All these 

regressions include, as independent variables, seven bank-specific indicators, and two 

macroeconomic indicators. In the bottom rows are listed six statistical indicators to 

measure the creditability of estimations. They are number of observation, value of R-

square, results for Hausman test and LM test, the auto regression value and results for 

Hansen test.  

As revealed in Table 5.5a, the negative relationship between OHCOST and MARGIN 

happens similar to our expectation. Specifically, the coefficient of OHCOST shows the 

negative and significant impact on MARGIN in one regression, namely, Regression (3) 

using GMM. The result is significant at 10 percent and only one out of six coefficients 

is significant, so the result is not veryrobust. 
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Table 5.5a: Estimation of margin of foreign banks with and without macroeconomic factors 

 (1) (2) 

 

(3) (4) (5) 

 

(6) 

Dependent 

variable: 

MARGIN FE RE 

 

 

GMM FE RE 

 

 

GMM 

OHCOST 0.101 0.045 -0.252* 0.277 0.131 0.034 

 

(0.646) (0.750) (0.092) (0.175) (0.252) (0.798) 

EQUITY -0.013 0.004 0.187 0.071 0.023 0.11 

 

(0.704) (0.687) (0.173) (0.132) (0.242) (0.108) 

DEPOSIT 0.007 -0.015 0.105 0.056** 0.001 0.062 

 

(0.807) (0.310) (0.367) (0.041) (0.951) (0.233) 

LOAN 0.006 0.012 0.002 -0.006 0.023*** 0.008 

 

(0.788) (0.301) (0.917) (0.748) (0.008) (0.682) 

LOSPRO -1.640 -2.287*** 1.428* -1.598** -2.305*** 0.345 

 

(0.115) (0.001) (0.082) (0.015) (0.001) (0.846) 

NONINC 0.370 0.465* 0.978*** 0.068 0.319 0.486** 

 

(0.340) (0.060) (0.000) (0.837) (0.105) (0.031) 

ASTSHR 0.142 0.067 -0.228 0.133 0.019 0.134 

 

(0.281) (0.541) (0.324) (0.207) (0.915) (0.538) 

GDP_G      0.131 0.110 0.672** 

 

 

 

 (0.626) (0.774) (0.044) 

INFLN  

 

 0.123*** 0.077** 0.0914** 

 

 

 

 (0.002) (0.030) (0.036) 

Observation 44 44 32 44 44 32 

R-sq 0.4253 0.4171 14 0.6554 0.5899 16 

Hausman (p) 0.9818   0.1263   

LM (p)  0.3843   1.000  

AR2(p)   0.335   0.664 

Hansen(p)   0.909   0.904 

p-values in parentheses, * p<0.1, ** p<0.05, *** p<0.01, variables definition see Table 5.1 
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Table 5.5b: Estimation of margin of domestic banks with and without macroeconomic factors 

 (1) (2) 

 

(3) (4) (5) 

 

(6) 

Dependent 

variable: 

MARGIN FE RE 

 

 

GMM FE RE 

 

 

GMM 

OHCOST 1.484*** 1.462*** 1.157*** 1.467*** 1.441*** 0.882** 

 

(0.000) (0.000) (0.001) (0.000) (0.000) (0.031) 

EQUITY 0.033*** 0.037*** -0.020 0.032**  0.037*** -0.049 

 

(0.009) (0.003) (0.719) (0.013) (0.004) (0.524) 

DEPOSIT -0.007** -0.006** -0.024 -0.006**  -0.006** -0.041 

 

(0.029) (0.023) (0.620) (0.040) (0.034) (0.376) 

LOAN 0.0001 0.0007 -0.030 0.001 0.001 -0.016 

 

(0.985) (0.865) (0.355) (0.852) (0.778) (0.538) 

LOSPRO -0.007 -0.006** 0.026 -0.009 -0.006** 0.018 

 

(0.298) (0.035) (0.580) (0.254) (0.043) (0.660) 

NONINC -0.356** -0.344** -0.449 -0.358**  -0.350** 0.060 

 

(0.024) (0.025) (0.440) (0.024) (0.023) (0.929) 

ASTSHR 0.013 0.011 -0.122 0.022 0.016 -0.116** 

 

(0.595) (0.306) (0.125) (0.363) (0.170) (0.033) 

GDP_G      0.168*** 0.161*** -0.061 

 

 

 

 (0.002) (0.001) (0.660) 

INFLN  

 

 0.016**  0.016** 0.015 

 

 

 

 (0.024) (0.015) (0.397) 

Observation 296 296 250 295 295 250 

R-sq 0.5385 0.5371 14 0.5675 0.5665 16 

Hausman (p) 0.4236   0.7226   

LM (p)  0.000   0.000  

AR2(p)   0.661   0.319 

Hansen(p)   0.235   0.254 

p-values in parentheses, * p<0.1, ** p<0.05, *** p<0.01, variables definition see Table 5.1 
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Both DEPOSIT and LOAN remain the positive and significant impact in only one 

regression, namely Regression (4) using FE for DEPOSIT, and Regression (5) using RE 

for LOAN. Similar to the results found in Table 5.4a, foreign banks face restriction in 

raising funds, so if they may have had a chance to increase the fund, they will 

experience a higher margin. In addition, an increase in margin of foreign banks can be a 

consequence of the credit expansion. However, these results are not so strong with 

respect to significance level and number of coefficients.  

Surprisingly, LOSPRO indicates some conflict in the results when both positive and 

negative signs occur. The coefficients of LOSPRO have shown a negative and 

significant impact on interest margin in Regression (2), (4) and (5), but positive impact 

in Regression (3) using GMM. Because the RE model is preferred to FE and POLS 

according to the results from Hausman test and LM test, and results of GMM regression 

is considered as the robustness check, we may conclude that an increase in loan loss 

provision is disadvantageous for foreign banks. It may indicate the requirement on loan 

loss provision has generated the reverse impact on foreign banks’ margin.  

The estimated coefficients of NONINC show the positive and significant impact on 

MARGIN in Regression (2), (3) and (6). This result suggests that existing customers 

using non-interest activities possibly turn to use interest activities as the result of high 

quality service and the offer of service package.  

Among those variables, two out of seven bank-specific indicators have demonstrated an 

insignificant impact on MARGIN; they are EQUITY and ASTSHR.  

In general, there are three factors contributing to foreign banks’ margin, such as LOAN, 

DEPOSIT and NONINC whereas OHCOST and LOSPRO cause the reduction on 

MARGIN.  

Table 5.5b reveals a summary of panel-data regressions using all three estimation 

methods, namely, fixed effects, random effects and GMM to estimate domestic banks’ 

interest margin ratio (each bank’s interest margin divided by its total assets). The 

arrangement of independent variables and statistical value is similar to that of Table 

5.5a. The results of Hausman test and LM test prove that RE is more suitable than FE 

and POLS. Consequently, FE and GMM are used as a robustness check. 
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All six estimated coefficients of OHCOST illustrate positive and highly significant on 

MARGIN. That demonstrates the fact that domestic banks invest much on interest 

activities. Another explanation is that owing to the monopolistic power, domestic banks 

are able to transfer some part of cost to customers that brings them higher return. 

Compared with foreign banks, OHCOST causes a reduction in MARGIN for foreign 

banks. Therefore, domestic banks experience more benefits from OHCOST on 

MARGIN than foreign banks. 

Totally different with foreign banks, four out of six coefficients of EQUITY have 

shown significant and positive impact on MARGIN while this variable indicates 

insignificant impact on MARGIN for foreign banks. That implies the fact that well-

capitalized banks seem to be advantageous regarding the margin. These large banks 

may pursue good competition strategies and enjoy the economies of scale; this case 

matches with the situation of state owned commercial banks. 

The coefficients of DEPOSIT do not match our assumption about the positive impact on 

MARGIN. Four out of six coefficients of DEPOSIT have shown negative and 

significant impact on margin using FE and RE estimations. That may be because 

domestic banks join the mobilization competition which leads to the costly expense for 

fund. It is surprising that domestic banks possess large branch networks to raise funds 

from public over the country but it may be very costly to maintain the large network. 

Compared with foreign banks, DEPOSIT of foreign banks contributes to their margin 

although the result is not very robust. That means foreign banks benefit from deposit 

more than domestic banks. 

It is interesting that coefficients of LOAN do not meet our assumption about the 

positive impact; all six coefficients of LOAN indicate an insignificant impact. This 

result is much different than that of foreign banks. Even though loan is not the focus of 

foreign banks, they experience an increase in margin if they expand their credit. It may 

stem from their good capacity on the risk management because they own good 

monitoring techniques.  

Similar to foreign banks, the loan loss provisions have significantly increased during the 

studied period, and this is reflected in its negative impact on margin of domestic banks. 

In particular, LOSPRO show negative and significant impact on MARGIN in 
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Regression (2) and (5) using RE. Compared with foreign banks, LOSPRO have shown 

the stronger negative impact for foreign banks than domestic banks.  

The results for NONINC are opposite with those of foreign banks. The yearly growth of 

non-interest income has had a significant and negative impact on domestic bank margin 

in four out of six regressions. The results for RE are significant, which gives the 

empirical evidence that domestic banks have to save resources for fee-based services, so 

less resources are spent for loan.  

While asset share of foreign banks does not indicate any impact on foreign banks’ 

margin, asset share of domestic banks shows the negative and significant impact on 

margin in one regression, Regression (6) using GMM. Although the result is not very 

robust, domestic banks may expand their size quickly with respect to the asset share. 

Their management may not keep up with the quick change in banks’ scale; thus 

expansion in asset share is disadvantageous for domestic banks.  

The macroeconomic factors have shown strong impact on domestic banks’ margin, 

because both GDP_G and INFLN indicate positive and significant impacts in FE and 

RE regressions. That means domestic banks benefit from the growing economy and an 

increase in inflation. As mentioned before, domestic banks see more business 

opportunities and benefit from better repayment capacity of customers. These results are 

consistent with those found in the case of foreign banks, but the impact for foreign 

banks is less strong than for domestic banks. 

According to the value of R-square, the model with the control of macroeconomic 

factors achieves higher statistical results because p-values in the last three cases are 

slightly higher than the first three cases.  

In general, foreign banks experience relatively different determinants for their margin in 

comparison with that of domestic banks. There are three attributed factors for foreign 

bank margin, such as DEPOSIT, LOAN and NONINC, GDP_G and INFLN, while 

OHCOST, LOSPRO cause a reduction in MARGIN. Domestic banks see an increase in 

MARGIN as the result of the increase in OHCOST, EQUITY, GDP_G and INFLN, 

whereas ASTSHR, NONINC, LOSPRO and DEPOSIT show the negative impact on 

MARGIN. The magnitude of OHCOST may raise concerns about the monopolistic 

power that may still exist for domestic banks.  
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5.3.4 Estimation of profitability (PROFIT)



114 
 

Table 5.6a: Estimation of profitability of foreign banks with and without macroeconomic factors  

 (1) (2) 

 

(3) (4) (5) 

 

(6) 

 Dependent variable: 

PROFIT FE RE 

 

GMM FE RE 

 

GMM 

OHCOST -1.041*** -0.996*** -1.044*** -0.821*** -0.738*** -0.710*** 

 

(0.004) (0.000) (0.000) (0.000) (0.000) (0.001) 

EQUITY 0.00025 0.0109 -0.110 0.095 0.0484** -0.069 

 

(0.995) (0.346) (0.427) (0.195) (0.015) (0.631) 

DEPOSIT -0.0148 -0.0191 -0.162 0.0393 0.0179 -0.065 

 

(0.697) (0.208) (0.189) (0.308) (0.437) (0.533) 

LOAN 0.057 0.0498 0.030 0.0462 0.0559*** 0.091 

 

(0.311) (0.104) (0.483) (0.325) (0.002) (0.283) 

LOSPRO -3.979** -4.014*** -0.539 -3.859*** -3.541*** 1.936 

 

(0.023) (0.000) (0.625) (0.000) (0.000) (0.438) 

NONINC 1.790*** 1.713*** 1.795*** 1.412*** 1.269*** 1.221*** 

 

(0.004) (0.000) (0.000) (0.000) (0.000) (0.001) 

ASTSHR 0.512 0.45 0.25 0.587 0.517* 0.179 

 

(0.141) (0.145) (0.673) (0.129) (0.087) (0.488) 

GDP_G      0.640*** 0.634** 1.267 

 

   (0.008) (0.013) (0.172) 

INFLN    0.137*** 0.122*** 0.047 

 

   (0.001) (0.004) (0.244) 

Observation 44 44 32 44 44 32 

R-sq 0.3943 0.3818 14 0.4962 0.4682 16 

Hausman (p) 0.7278   0.000   

LM (p)  0.4176   1.000  

AR2(p)   0.221   0.656 

Hansen(p)   0.944   0.998 

p-values in parentheses, * p<0.1, ** p<0.05, *** p<0.01, variables definition see Table 5.1 
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Table 5.6b: Estimation of profitability of domestic banks with and without macroeconomic factors  

 (1) (2) 

 

(3) (4) (5) 

 

(6) 

 Dependent variable: 

PROFIT FE RE 

 

GMM FE RE 

 

GMM 

OHCOST 0.127 0.103 -0.281 0.111 0.0846 -0.654 

 

(0.283) (0.357) (0.546) (0.319) (0.435) (0.280) 

EQUITY 0.0346*** 0.0389*** 0.003 0.0347*** 0.0391*** -0.031 

 

(0.003) (0.001) (0.918) (0.002) (0.000) (0.460) 

DEPOSIT -0.00770*** -0.00780*** -0.049** -0.00729*** -0.00743*** -0.013 

 

(0.002) (0.002) (0.044) (0.001) (0.001) (0.772) 

LOAN 0.00833*** 0.00585** -0.005 0.00829**  0.00578** -0.020 

 

(0.009) (0.021) (0.628) (0.013) (0.020) (0.452) 

LOSPRO -0.011 -0.00601* -0.009 -0.0116 -0.00631* 0.049 

 

(0.137) (0.090) (0.686) (0.110) (0.079) (0.250) 

NONINC 0.425*** 0.415*** 0.586*** 0.413*** 0.401*** 0.638 

 

(0.000) (0.000) (0.000) (0.000) (0.000) (0.273) 

ASTSHR -0.0194 -0.0289*** -0.136* -0.0144 -0.0259*** -0.172*** 

 

(0.347) (0.000) (0.089) (0.501) (0.001) (0.001) 

GDP_G      0.0935*   0.0857* -0.141 

 

 

 

 (0.064) (0.078) (0.294) 

INFLN  

 

 0.00711 0.00632 0.011 

 

 

 

 (0.258) (0.284) (0.488) 

Observation 287 287 243 286 286 243 

R-sq 0.3562 0.3543 14 0.3851 0.3821 16 

Hausman (p) 0.8673   0.9080   

LM (p)  0.000   0.000  

AR2(p)      0.4 

Hansen(p)      0.153 

p-values in parentheses, * p<0.1, ** p<0.05, *** p<0.01, variables definition see Table 5.1 
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Table 5.6a presents a summary of panel-data regressions using all three estimation 

methods, namely, fixed effects, random effects and GMM to estimate foreign banks’ 

profitability ratio (each bank’s before tax profit divided by its total assets). All these 

regressions include, as independent variables, seven bank-specific indicators and two 

macroeconomic. In the bottom rows are listed six statistical indicators to measure the 

creditability of estimations. They are number of observation, value of R-square, results 

for Hausman test and LM test, the auto regression value and results for Hansen test. 

According to the results of Hausman test and LM test, RE is preferred to FE and POLS.  

 All six estimated coefficients of OHCOST indicate the negative and highly significant 

at 1 percent on foreign banks’ profit. This result suggests that foreign banks increase 

technological investment, as can be seen in Table 5.3a regarding non-interest activities, 

leading to the reduction in profit.   

Both LOAN and EQUITY show the positive and significant impact on Regression (5) 

using RE regression. That means credit expansion and enlargement of capital can 

contribute to higher profit.  

Among bank specific factors, LOSPRO shows the strongest negative impact on 

PROFIT. For example, four out of six coefficients of LOSPRO have shown the negative 

and significant impact on profit. These coefficients are significant at 1 percent which are 

found in FE and RE regressions. According to the results from Hausman test and LM 

test, RE is the suitable model, compared with FE and POLS. Therefore, the results in 

case of LOSPRO seem to be highly robust. That suggests foreign banks with high ratio 

of loan loss provision will experience a reduction in profit. That situation may be the 

result of the new requirement on loan loss provision that require banks to reclassify the 

quality of loans to reserve the provision correctly. That incurs the higher ratio of loan 

loss provision for banks. Another possible explanation is that the Asian financial crisis 

(1997) and global financial crisis (2007) worsen the portfolio of loan.  

NONINC reveals the strongest positive impact on profit, which is totally opposite to 

LOSPRO. In fact, the positive relationship between NONINC and PROFIT meet our 

assumption. All six coefficients of NONINC have shown the positive and significant at 

1 percent. That results indicate that the main component for profit is from non-interest 

income. This result concurs with the result found in Table 5.3a; foreign banks have 
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spent much investment in non-interest activities to achieve a considerable increase in 

profit.  

Surprisingly, one coefficient of ASTSHR has shown the positive and significant impact 

on profit in Regression (5) using RE, while this variable appears to be insignificant in 

other regressions. The result reveals that large foreign banks in terms of asset share may 

enjoy economies of scale to earn higher profit.  

Both GDP_G and INFLN have shown positive and significant impact at 1 percent in all 

FE and RE regressions. Although these indicators have not shown strong impact in the 

components of profit, such as NONINC in Table 5.4a and MARGIN in Table 5.5a, as 

the whole profitability, these factors show strong positive impact. It may be explained 

that foreign banks benefit from the growing economy and high inflation rate in 

Vietnam.  

The statistical results of the last three cases are much better than the first three cases 

because the value of R-square is much higher; for instance, 49% instead of 39% of 

change in the dependent variables is explained by independent variables in the last three 

cases.    

Table 5.6b reveals a summary of panel-data regressions using all three estimation 

methods, namely, fixed effects, random effects and GMM to estimate domestic banks’ 

profitability ratio (each bank’s before tax profit divided by its total assets). The 

arrangement of independent variables and statistical value is similar to that of Table 

5.6a. The results of Hausman test and LM test prove that RE is more suitable than FE 

and POLS. Consequently, FE and GMM are used as a robustness check. 

None of coefficients of OHCOST indicate a significant result, which is the total 

opposite to those found in Table 5.6a for foreign banks. That result reflects that 

overhead cost does not impact on the total profit of domestic banks even though it does 

indicate some impact on the components of profit, such as NONINC (positive) and 

MARGIN (positive). Because OHCOST indicates the opposite impact in these two 

components, on average, this impact is totally cancelled out. 

We find, not surprisingly, that well-capitalized banks are more profitable than banks 

that have less capital. The coefficients of EQUITY meet our expectation about the 

positive relationship with profit. Four out of six coefficients of EQUITY have shown 
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the positive and significant impact on PROFIT at 1 percent. Those include the RE 

regressions; thus, the results are highly robust. That confirms the fact that well-

capitalized banks seem to pursue good competition strategies and are able to diversify 

their product line. This result is relatively consistent with that of foreign banks; 

however, the results for domestic banks show the stronger impact than that of foreign 

banks.  

The negative relationship between DEPOSIT and PROFIT does differ from our 

assumption. We assume that domestic banks that concentrate on loan making will enjoy 

higher profit if they can raise more funds. However, the result came out in opposite 

direction, which may indicate the problem occurred due to quick expansion in deposit, 

thereby raising funding cost. This variable indicates a negative and significant impact 

on PROFIT of domestic banks, whereas no significant impact in the case of foreign 

banks.  

All FE and RE regressions in case of LOAN have indicated a positive relationship on 

PROFIT. This result suggests that LOAN is one of the main components of PROFIT 

and those results are highly robust. Compared with foreign banks, LOAN shows a 

stronger impact for domestic banks in comparison to foreign banks.  

It can be true that higher loan loss provision results in a lower profitability. The 

coefficients of LOSPRO indicate a negative and significant impact on PROFIT, like 

those found for foreign banks, but in only two regressions at 10 percent of significance. 

Our results provide empirical evidence that, for the studied period, domestic banks 

suffer from the provision far less than those for foreign banks. This may be explained 

by the fact that domestic banks may gain some government support to solve the bad 

debts, or domestic banks cannot monitor well the bad debts so they set a lower level of 

provision compared with foreign banks.  

Similar to foreign banks, NONINC affects domestic bank profitability positively. Five 

out of six regressions of NONINC indicate the positive and significant impact on 

PROFIT at 1 percent. Together with the results of LOAN, this result suggests that 

LOAN and NONINC are two core components of domestic banks’ PROFIT. Compared 

with foreign banks, the impact of NONINC on PROFIT of domestic banks is less strong 

than that of foreign banks because all six coefficients of NONINC are significant in the 

case of foreign banks. We believe that NONINC is the more important income for 
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foreign banks in comparison to domestic banks, whereas the reverse situation happens 

for LOAN.  

It is interesting that asset share of domestic banks remains a negative and significant 

impact on profit. Four out of six coefficients of ASTSHR indicate a negative and 

significant impact on profit using RE and GMM estimations. In case of RE estimation, 

the significant level is at 1 percent. It would appear that quick expansion in terms of 

asset may incur higher cost for domestic banks. Moreover, the bank management may 

be not suitable when the banks’ size is enlarged too quickly because the managerial 

structure for small size may be much different for extreme size.  

Similar to foreign banks, the growing economy contributes to the increase in profit of 

domestic banks. In particular, two coefficients of GDP_G indicate the positive impact 

on domestic banks’ profit using FE and RE. It confirms the fact that banks have more 

business opportunities when the economy is growing well. It can be seen that GDP_G 

shows stronger impact on foreign banks’ profit than domestic banks’ profit according to 

the level of significance.  

Surprisingly, while foreign banks benefit from the increase in inflation rate, this 

variable indicates no significant profits are made for domestic banks. That means for 

overall profit, macroeconomic factors indicate stronger impact on foreign banks than 

domestic banks.  

In general, determinants of foreign banks’ profitability do differ from that of domestic 

banks. Specifically, NONINC, GDP_G and INFLN shows substantial contribution to 

profit of foreign banks while an increase in LOAN, LOSPRO and OHCOST 

significantly reduce the profit of these banks. Besides, EQUITY and LOAN show a 

small positive impact on foreign banks’ profit.  Regarding domestic banks, the 

determinants contributing to PROFIT include EQUITY, LOAN, NONINC and GDP_G 

while ASTSHR and DEPOSIT show negative impact on PROFIT.     

5.4 FURTHER DISCUSSION  

In this section, the results for determinants on the performance for both foreign banks 

and domestic banks are reported. Through the comparison between these two types of 

banks, the unique characteristics of each type of bank are revealed in detail. All 

regressions are conducted by RE and FE in dealing with individual heterogeneity and 
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the consideration of robust standard error in order to eliminate the heteroskedasticity. 

Following these results, the robustness check with static GMM is reported, which show 

most of the results are robust.     

5.4.1 Cost 

The relationship between equity and cost is reflected in the opposite direction for 

foreign banks and domestic banks. Equity shows a negative impact on foreign banks’ 

cost, while a positive impact on domestic banks’ cost because of different management 

capacity. As revealed by Table 5.2 (descriptive statistic table), foreign banks are still 

limited in their scale, so if they increase their capital, they can manage cost well as the 

result of economies of scale. In contrast, domestic banks expand their scale quickly as 

the result of the minimum capital requirement and it tends to be difficult to manage. 

Moreover, expanding the equity in a short time also contributes to the increased cost as 

the result of high competition on fund mobilization. 

Regarding deposits, the yearly growth of deposits has had a significant and negative 

impact on foreign banks’ cost, whereas it expresses insignificant impact on domestic 

banks’ cost. It may be explained that foreign banks used to be restricted on appealing 

deposits, thus when they can enlarge their fund, they likely depend less on external and 

costly funds. This becomes true when foreign banks achieved equal treatment from 

2011; an increase in funds will lead to a decline in cost.  

It can be seen that while an increase in loan causes a reduction for foreign banks’ costs, 

it increases domestic banks’ cost. That means domestic banks possibly face more risky 

loans while foreign banks are likely to make safer loans. This result is also in line with 

the impact of the “cherry pick” strategy that foreign banks apply to achieve high profile 

customers. This situation may be interpreted as domestic banks have to lend more retail 

customers while foreign banks engage mainly in whole sale transactions. The cost for 

retail lending may be much higher than for whole sale lending (Horen, 2007).  

Interestingly, loan loss provision plays the largest part to reduce cost for foreign banks 

but it considerably increases domestic banks’ cost. It may be explained that because 

foreign banks have good monitoring techniques, they pick up the high quality of credit; 

therefore, a small proportion of provision is spent for the bad debts. This result is 

opposite in the case of domestic banks. It may be that domestic banks lend more risky 
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loans as they base their decisions on soft information for lending. For instance, domestic 

banks often make loans based on the closeness of their relationship with customers, 

rather than on customers’ financial health. In addition, the loan loss provision increased 

significantly in Vietnam due to the economic downturn in 2008 (Huỳnh, 2013). As a 

result, a large amount of provision has been used to solve the bad debts for domestic 

banks, resulting in the increase in cost.  

As the investment for these fee-based services requires much capital, an increase in non-

interest activities causes a large increase in overhead costs for both foreign and 

domestic banks; that of foreign banks is far stronger than that of domestic banks. This 

result is in line with the study of Claessens and Horen (2012) when they find that during 

the first two years of acquisition, foreign banks have to face the start-up cost. This cost 

is likely to have affected their performance. Similarly, under competitive pressure, 

domestic banks start to invest in fee-based services to defend their market share from 

foreign entry. However, the level of sophisticated techniques of non-interest activities of 

domestic banks may be far less than that of foreign banks. As a result, domestic banks 

spend less for these activities than foreign banks. 

When the economy grows well, repayment capacity of domestic banks’ customers is 

enhanced. Domestic banks can see the reduction in bad debts; thus their overhead cost 

reduces. In the case of foreign banks, a large percentage of their customers may come 

from international countries; thus their repayment capacity is probably not impacted by 

the economic growth rate. Another possible explanation is that foreign banks have 

chosen high profile customers, who are not so much influenced by the impact of 

economic growth. In contrast, inflation rate indicates a negative relationship with 

foreign banks’ cost, while it shows a positive impact on domestic banks’ cost. This 

result may reflect the anticipation of inflation of foreign banks is better than that of 

domestic banks. In general, it can be seen that regarding cost, foreign banks have many 

factors that help to reduce the cost, while domestic banks see fewer factors.  

5.4.2 Non-interest income 

Cost shows a positive impact on both foreign and domestic banks’ non-interest income, 

in which foreign banks experience the higher impact. The reason may be that domestic 

banks do not focus on non-interest activities as much as foreign banks, so their 

investment may be smaller than foreign banks.  
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When foreign banks acquire a higher equity, their non-interest income increases while 

equity does not show any impact on domestic banks’ income. It can be true that foreign 

banks focus on non-interest activity; when they become well capitalized banks, they 

will have more opportunities to earn high income as the result of economies of scale. 

Nevertheless, the result is not strong.  

The result for deposits stands in line with the fact that more funds are spent on fee-

based activities, and foreign banks enjoy the higher income. In contrast, domestic banks 

see no impact as they focus on interest activity.  

It is interesting that loan loss provision shows the positive impact on foreign banks’ 

non-interest income while a negative impact on domestic banks’ non-interest income. It 

reveals the opposite reactions of banks in which foreign banks focus more on safer 

loans while domestic banks still have to lend to risky customers as the result of high 

competition.    

The result from the inflation impact demonstrates the good forecast capacity of foreign 

banks to increase their income. Inflation rate does not indicate any impact on domestic 

banks.  

5.4.3 Margin 

While the overhead cost indicates a small negative impact on foreign banks’ margin, it 

generates a highly significant and positive relationship with domestic banks’ margin. 

Some reasons can be used to interpret this relation. First, during the studied period, the 

pressure from restructuring progress and foreign entry forces domestic banks to invest 

much on technology, management and training staff.  It is evidenced by the literature, 

during the period 2001-2006, that all banks experienced a reduction in cost efficiency 

due to their increased investment in modern technology, such as the establishment of 

automatic teller machines, and computer software upgrades (Vu and Turnell, 2010). 

Therefore, an increase in investment to develop interest activities helps to increase 

margin for domestic banks. Second, as the number of foreign banks are still much 

smaller than that of domestic banks, domestic banks benefit from their monopolistic 

power, especially state owned banks. As a result, domestic banks can transfer a part of 

their cost to the interest rate.  
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As to the equity, we find some empirical evidence that well-capitalized banks enjoy 

higher margins than less capitalized banks. The ratio of equity to total assets indicates a 

significant and positive relationship with the interest margin of domestic banks, while it 

shows no impact on foreign banks’ margin. This gives some indication that domestic 

banks’ equity has significantly increased during the studied period. To increase the 

safety of the banking system, the Vietnamese government has required all banks to raise 

the capital adequacy ratio (CAR) from 8% to 9% (GOV, 2010c). Consequently, 

domestic banks made an effort to increase capital to keep their asset scale. In addition, 

the increased capital is the result of the minimum capital requirement (GOV, 2010c). As 

domestic banks are larger, they acquire more power and a larger customer base, 

generating higher margins.  

Regarding deposits, domestic banks see the negative impact of deposits on margin, 

while foreign banks have a significantly positive effect. This result stems from the 

inefficient fund raising of domestic banks. Another cause is that when the economy 

goes down after the adverse impact from the frozen real estate market and global 

financial crisis, not many investors are able to expand their productions (Huỳnh, 2013). 

Consequently, it is unlikely for banks to convert the increasing amount of deposit 

liabilities into higher income earnings. In addition, under the downward trend of 

economic development, banks become more careful about making loans as the 

repayment capacity of customers goes down, leading to the higher ratio of redundant 

deposits.  

Although focusing on non-interest services, foreign banks benefit from making loans, 

which is the consequence of efficient credit management. On the other hand, there is no 

impact on domestic banks’ margin. There may be some reasons for this result. First, 

foreign banks make loans based on “hard information”, which works well, especially in 

the crisis. They possess the high standard monitoring technique to prevent them from 

undertaking the high risk loans. Second, owing to the “cherry pick” strategies, they 

appeal to most high profile customers who may not be strongly impacted by the crisis. 

Third, with the world-wide network, foreign banks may be able to evaluate the 

customers’ creditability in many markets, not only in the host market. Consequently, 

foreign banks may gather precious information about customers’ payment capacity that 

domestic banks are unable to cover.  
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Loan loss provision shows the negative relationship with both foreign and domestic 

banks in which the magnitude of the coefficient for foreign banks is much larger than 

that of domestic banks. This consequence probably stems from the requirement for new 

loan classification –Decision 493 (SBV, 2005). This result stands in line with 

Chantapong (2005) when Thai banks increased their loan loss provision after the 

International Loans Classification and Provisioning rules came into effect. Moreover, a 

rise in loan loss provision stems from the impact of the financial crisis (Chantapong, 

2005). During the studied period, Vietnam faced both the Asian crisis in 1997 and the 

global financial crisis in 2007. Another reason may be that differences in customer base 

of each type of bank leads to the different reaction to the loan classification and the 

crisis (Horen, 2007).   

The relationship between the non-interest income and margin maintains a negative and 

significant impact for domestic banks, but a positive and significant impact for foreign 

banks. This result is consistent with the fact that if domestic banks expand loans to earn 

higher margins, fewer resources are left for fee-based services. Nevertheless, foreign 

banks fall into the opposite situation, because they can attract additional customers by 

their good quality service and reputation.    

GDP growth rate impacts positively on the margin of domestic banks and foreign banks 

in which domestic banks see the stronger impact. This result confirms the fact that 

domestic banks’ credit development possibly depends much more on the environmental 

factors than foreign banks.  

Inflation rate reveals the fact that both foreign and domestic banks can adjust their price 

to the change of inflation. Foreign banks benefit more than domestic banks from this 

change as the result of their better forecast technique. An increase in margin as the 

result of increased inflation demonstrates that banks probably increase their price to 

compensate risk in the higher vulnerable circumstance. Similar to the literature, foreign 

banks, which operate in the market with high economic risk, tend to increase their 

margin; this fits the classical risk and return hypothesis (Chen and Liao, 2011). Vietnam 

has experienced the long term with rising inflation, which even reached 23% in 2008; 

thus increasing margin is one way for banks to compensate the risk (WB, 2012). 

In general, the reason for high margin for banks may be consistent with the study of 

Chen and Liao (2011). They argue that the change, which is compliant with Basel risk 
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weights in the host countries, enhances foreign bank margin. In the Vietnamese context, 

the requirement for risk weight capital to meet Basel standard at 8% may be considered 

one of the reasons for the high margin for all banks (Dinh, 2011). These authors point 

out that the higher the margin, the more efficient banks are. In addition, foreign banks in 

developing countries often have higher margins than domestic banks, especially in 

Asian regions, because of high overhead costs (Claessens et al., 2001). This may happen 

in Vietnam.    

5.4.4 Profit 

Overhead cost has a significantly negative effect on foreign banks’ profit, but there is no 

significant relationship between cost and profit of domestic banks. There are some 

reasons for the negative relationship between cost and profit of foreign banks. First, 

foreign banks are still in the establishment stage, especially for subsidiaries that have 

been allowed to enter the market from 2008 onwards. They have to invest much in the 

establishment stage, which leads to an increase in cost and a reduction in profit. Second, 

due to the deregulation on entry from 2008, foreign banks can establish as many 

branches as they can, so network expansion leads to an increase in cost. Previously, 

subsidiaries could not have branches located in the areas outside their head office. 

Moreover, foreign banks apply the “cherry pick” strategy to attract highly skilled staff 

with lucrative potential salaries and opportunities, which is also found in the literature 

(Detragiache, Tressel, and Gupta, 2008). Training costs are also considerable, because 

every organization possesses a unique style of management; thus new staff must be 

trained to keep up with hi-tech equipment and the new business culture. In addition, the 

difference between foreign banks and domestic banks in terms of cost may be explained 

as the result of diseconomies of operating or distant management (Pasiouras and 

Kosmidou, 2007). Similarly, foreign banks may have to overcome the informational 

disadvantage, while domestic banks do not (Claessens et al., 2001). Also, foreign banks 

in low-income countries often see the higher over-head cost in comparison to foreign 

banks in high-income countries, which stems from the overstaffing problem and 

difficulties in examining loans (Claessens et al., 2001).  

Equity indicates highly positive significant impact on domestic banks’ profit, whereas 

only a small positive impact for foreign banks. There are some possible reasons for this 

relationship of domestic banks. First, many banks in Vietnam have to increase their 
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capital significantly to meet the minimum capital requirement (GOV, 1998).  In 

particular, four state owned banks accumulate a huge amount of capital owing to their 

longevity and benefit from leader position, whereas foreign banks’ capital is equal to or 

just over the minimum requirement. Consequently, equity appears to be one of 

contributors to the profitability of domestic banks. This concurs with the study of 

Kosmidou (2006) and Pasiouras and Kosmidou (2007) and Claessens and Horen (2012). 

That means well-capitalized banks face a lower cost of going bankrupt, reducing their 

cost of funding or lowering the need for external fund (Pasiouras and Kosmidou, 2007). 

Moreover, the leverage ratio is limited; banks have more freedom on capital (Claessens 

and Horen, 2012).  

While domestic banks see the negative and highly significant impact of deposits on 

profit, foreign banks do not. This result concurs with the study of Claessens and Horen 

(2012) where they argued that banks that have larger deposits are not more profitable. 

Domestic banks concentrate on offering loans rather than the fee-based services, 

because of their limitations in regards to modern technology. The number of domestic 

banks that participate in this market niche has been increased considerably after the lax 

regulation on entry (Leung, 2009). Many of them are established by economic groups 

whose core activities are not banking. These banks’ scale and management capacity are 

very limited, thus their capacity on fund raising is not efficient. Although foreign banks 

are restricted to raising deposits in local currency in the early stage (Tram, 2011), they 

can be supported from their parent banks. Similarly, according to Claessens et al., 

(2001), foreign banks have more opportunities to raise funds in international markets. 

Moreover, the core activity of foreign banks is fee-based services; thus they may not 

need many depositd, like domestic banks. This result is in line with Claessens and 

Horen (2012), because they discovered that deposits do not matter for foreign banks. 

Foreign banks may concentrate on the small and profitable market niche.  

Loans contribute to the increased profit for both foreign banks and domestic banks in 

which domestic banks see a bigger impact than their counterparts. This also means the 

liquidity assets of banks have a negative relationship with bank performance (Pasiouras 

and Kosmidou, 2007). According to Fitch Rating (2012), domestic banks still account 

for 90% of the credit market, leaving only 10% for foreign banks. Loans are also the 

core activity of domestic banks and play the important component of profit. Although 

focusing on non-interest activities, foreign banks gradually expand their credit market; 
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with their good risk management, an increase in loan leads to a rise in profit for foreign 

banks. Claessens and Horen (2012) found a similar result.   

Surprisingly, loan loss provision shows a bigger negative impact on foreign banks’ 

profit than domestic banks’ profit. There are some reasons explaining this situation. 

First, during the studied period, the new requirement on loan classification was issued 

(SBV, 2005), requiring banks to set up the proper provision for loans. Secondly, it is a 

suspicion that while foreign banks strictly follow the rule, domestic banks may not 

classify their loans correctly. Foreign banks not only have to obey the host market’s 

law, but also, they have to follow their home countries’ regulations, which may be much 

stricter than that in the host country.  Additionally, according to Claessens and Horen 

(2012), an increase in loans causes an increase in risk; thus banks have to provision 

more. Both foreign banks and domestic banks experience an increase in loans, as 

discussed above. According to Claessens et al., (2001), differences in the amount of 

loan loss provision between foreign banks and domestic banks results from the ability to 

scan the credit risk and the willingness to set aside the provision for bad debts, as well 

as whether they follow the conservative provision policy. These authors find that in 

developing countries, there is a big gap in loan loss provision between foreign banks 

and domestic banks.  In regards to the domestic banks, the internal and external auditing 

quality in Vietnam is not strong enough to discover false classification on loans of 

domestic banks. It should be noted that due to the deterioration of bank asset quality 

during the crisis time, more provision and reserves are needed (Chantapong, 2005). This 

situation leads to the reduction in profit for banks.  

An increase in noninterest income leads to a rise in both foreign and domestic bank 

profitability, in which the impact on foreign banks is far stronger than that is found for 

domestic banks. The profit structure of foreign banks differs highly from that of 

domestic banks. While domestic banks earn 80% of their profit from interest activities, 

foreign banks earn 80% of their profit from non-interest income (LVB, 2009). Foreign 

banks develop many sophisticated services regarding payment for international trade, 

such as money transfers, foreign exchange, guarantees, letters of credit, forfeiting, etc. 

Domestic banks focus on providing loans and they cannot compete with foreign banks 

regarding the provision of services. This result is in line with the findings of 

Chantapong (2005). Non-interest income becomes a significant contributor to the 

profitability of foreign banks because of their type of customers. Vietnam is one of the 
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destinations of foreign direct investment with a high FDI/GDP ratio and GDP growth 

ratio, accompanied by the recent entry of foreign enterprises (WB, 2012). Foreign banks 

in Vietnam may first focus on foreign customers from their home countries or from 

other countries, rather than on local customers. Therefore, foreign banks enjoy an 

increase in interest income, because their customers do not pay much attention to the 

interest rates but to the quality of service and safety. Moreover, their customers may 

remain in a loyal relationship since they use almost all the banks’ non-interest services 

(LVB, 2009). Foreign banks are advantageous on the wide international network, which 

possibly attracts customers who operate in multi-markets.  

In addition, with the advantage of worldwide network, foreign banks easily convince 

customers to use their services due to the multi-benefits. For example, being a member 

of a foreign bank, the customers can get discount air tickets to some destinations or 

discount service fees from some banks’ affiliates. Stemming from the economic growth 

rate, the number of rich people in Vietnam has risen quickly. These types of people 

demand high quality products; thus they bank with well-known banks. Almost foreign-

owned banks meet these requirements. Additionally, with huge inflow of foreign 

investment, numerous foreign employees come and work in Vietnam; they prefer to 

bank with foreign banks or banks from their home countries. At the same time, not 

many domestic banks possess overseas branches.  

Interestingly, the impact of non-interest income is much larger than the effect of loans 

for domestic banks. It may be because non-interest activities are far safer than interest 

activities. In addition, although foreign banks focus on these activities, the number of 

foreign banks is still much smaller than domestic banks; thus foreign banks cover a 

small part of the customer base. Therefore, domestic banks still benefit from non-

interest activities. 

Almost all foreign banks’ scales are small, because of the restrictions on expansion and 

the ‘early stage of entry’ factor. Foreign banks are restricted in network expansion when 

they have just entered the market (GOV, 1999). Therefore, if they can increase their 

size, they will earn a higher profit before tax. This result is condordant with that of 

Havrylchyk and Jurzyk (2011), who found that foreign banks in 11 Central Eastern 

European countries experienced the economies of scale if they increased their sizes. 

Foreign banks in Vietnam are still small, and an increase in size will increase their 
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return. In 2001, the median of total assets of Greek subsidiaries was 439 million EUR 

(Kosmidou, Pasiouras, and Tsaklanganos, 2007), while the average total assets of four 

joint venture banks in Vietnam was 76 million USD (author calculated from the data 

source). Compared with domestic banks, foreign banks’ scale is much smaller; thus they 

enjoy the economies of scale, but domestic banks do not. In contrast, Claessens and 

Horen (2012) found that large foreign banks experience the economies of scale, 

demonstrating the fact that foreign banks have better asset management regardless their 

asset size. 

While the expansion of asset share brings a higher profit for foreign banks, domestic 

banks encounter the diseconomies of scale in terms of assets. During the 1990s to 2008, 

domestic banks have accumulated a large amount of assets as the result of the over-

expansion of the stock market (Dinh, 2011). Consequently, the expansion on asset tends 

to be out of banks’ control; they face the diseconomies of scale. This is consistent with 

the study of Pasiouras and Kosmidou (2007).  

5.4.5 Macroeconomic factors 

Both foreign banks and domestic banks take advantage of the growing economy to earn 

higher profit. During the studied period, Vietnam is successful in maintaining the high 

GDP growth rate at around 6%-7% (WB, 2012). This result confirms that when the 

economy grows well, banks have more opportunities and the customers’ repayment 

capacity is improved. This is in line with Pasiouras and Kosmidou (2007). This result 

supports the theory that economic growth is associated with good financial sector 

performance. Foreign banks and domestic banks take advantage of this to offer more 

loans, and the quality of loans also increases owing to the high capacity of repayment. 

Pasiouras and Kosmidou (2007) argued that when the country’s economic development 

is progressing well, customers easily repay their debts. 

Only foreign banks experience an increase in profit as the result of the increased 

inflation rate. That can be attributed to the different level of knowledge about the 

country’s macroeconomic conditions and the expectation regarding inflation rate 

(Pasiouras and Kosmidou, 2007). In spite of domestic banks’ mastering local business 

knowledge, they may be limited in regards to the skilled staff and forecasting 

knowledge or ability to quickly respond to the change in inflation. This result reveals 

the good forecast capacity of foreign banks that help them to adjust their prices on time. 
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The differences in the forecast capacity between foreign banks and domestic banks may 

stem from the technology gap and skilled human resources. In addition, another 

explanation is the differences regarding the customers which each type of bank serve, so 

these customers react differently to the same changes in macroeconomic conditions. 

In conclusion, foreign banks do have different determinants of their performance 

compared with domestic banks, because they each possess different advantages. On the 

one hand, foreign banks benefit from the ownership advantage in terms of risk 

management and advanced technology. On the other hand, domestic banks benefit from 

the government support and the power of pricing as dominant banks in the market, 

especially for state owned commercial banks. Overall, domestic banks probably have to 

reform their operations to be more efficient under foreign bank presence. This 

consequence is expected by the government during its effort to restructure the weak 

banking system. 

5.5 CHAPTER SUMMARY AND FURTHER REMARKS  

The main purpose of this chapter is to investigate the determinants of performance of 

foreign bank and domestic banks. To control for the unobserved heterogeneity, random 

effects (RE) and fixed effects (FE) models are considered. As discussed in Chapter 4, 

both RE and FE require the strict exogeneity assumption, which at times may be too 

strong. Therefore, the generalised method of moments (GMM) method is used for 

robustness checking as it needs sequential exogeneity only. Admittedly, one might 

question if the regression results and the associated statistical inferences are fully 

reliable due to the limited size of the sample (in particular, in the case involving foreign 

banks only and with GMM being applied). This is a difficult issue to resolve, but one 

that is frequently confronted when working with data from emerging economies. We 

believe that, while not perfect, the empirical results are still helpful in identifying and 

comparing the key determinants underlying the performance of domestic and foreign 

banks in Vietnam.  

The analysis is based mostly on four sets of panel-data regressions for the period 1992-

2011. The dependent variable in the first set of regressions is the ratio of overhead costs 

to total asset (OHCOST). In the second, third and fourth sets, it is the ratio of non-

interest income to asset (NONINC), interest margin to asset (MARGIN) and profit to 

asset (PROFIT), respectively.  
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There are two categories of independent variables. The category of greatest interest to 

our present purposes comprises six/seven bank-specific indicators for both foreign and 

domestic banks. In cases where either OHCOST or NONINC is the dependent variable, 

there are six bank-specific indicators, such as the ratio of equity to asset (EQUITY), 

deposit to asset (DEPOSIT), loans to asset (LOAN), loan loss provision to asset 

(LOSPRO), noninterest income to asset (NONINC), overhead cost to asset (OHCOST) 

and asset share (ASTSHR). In cases where either MARGIN or PROFIT is the 

dependent variable, there are seven bank-specific indicators, with both NONINC and 

OHCOST becoming independent variables.  

The second category of independent variables comprises two macroeconomic 

indicators:  growth in real GDP (GDP_G) and CPI inflation (INFLN). In each set of six 

regressions, the first three exclude these macroeconomic indicators, while the last three 

include them. 

Our estimation and test results indicate that, for the regressions being considered, RE 

estimators are superior to both FE and POLS estimators (according to the LM test and 

the Hausman test). Given the space constraints, only FE estimates were reported. These 

FE estimates are taken into account but mainly as a robustness check for RE estimates. 

As for GMM, while it is more flexible in terms of the exogeneity assumption, it might 

not be as efficient as FE and RE due the limited size of the sample. Thus, as a general 

rule, RE estimates receive the most attention.  

The RE empirical results suggest that, in Vietnam, the main determinants of foreign 

banks’ performance are frequently different from those of domestic banks, a finding 

supported by FE and GMM estimates.  Regarding the determination of overhead cost 

(OHCOST), for example, our empirical results suggest that there are three robust 

coefficients for foreign banks: NONINC, LOAN and LOSPRO, and five robust 

coefficients for domestic banks: EQUITY, LOAN, LOSPRO, NONINC, and GDP_G. 

Among these two sets of robust factors, three factors are common: NONINC, LOAN 

and LOSPRO. However, while NONINC shows the same sign for both foreign and 

domestic banks, the signs of LOAN or LOSPRO for foreign banks are opposite to those 

for domestic banks.  
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The finding concerning NONINC’s sign is consistent with the fact that, for both foreign 

and domestic banks, techniques needed for fee-based activities (income) tend to be 

modern and costly. The coefficients of LOAN and LOSPRO are negative for foreign 

banks but positive for domestic banks. This could be because foreign banks and 

domestic banks have dissimilar balance-sheet structures (different sources and uses of 

funds). For example, the loan-to-assets ratio may be already quite high for domestic 

banks, so that further increases in this ratio would require much extra effort and 

expenditure for them, whereas there may still be considerable scope for foreign banks to 

expand lending without incurring a great deal of extra costs.  

In addition, EQUITY and GDP_G coefficients are robust for domestic banks but not for 

foreign banks. Faster growth in real GDP has a significant downward impact on the cost 

ratio of domestic banks (but no significant impact on the cost ratio of foreign banks). 

One possible explanation for this is that domestic banks may be more tied to the state of 

the domestic economy than their foreign bank counterparts. For example, faster growth 

in the local economy may generate more business opportunities for the domestic banks, 

with only small marginal increases in costs, so that the (average) OHCOST ratio is 

lower; the same chain of effects would also apply in the case of foreign banks, but to a 

lesser extent, as their customers and, therefore, their business may be less reliant on the 

state of the domestic economy. 

When it comes to the determination of non-interest income (NONINC), however, we do 

not find significant differences in the major determinants of this dependent variable 

between, on the one hand, foreign banks and, on the other, domestic banks.  For both 

groups of banks, OHCOST is clearly the most robustly significant determinant, and its 

sign is positive:  an increase in the overhead-to-assets ratio is associated with a rise in 

the non-interest-income-to -assets ratio. This result accords with our expectations: if a 

bank (whether domestic or foreign) is willing to increase OHCOST in order to invest in 

equipment, technology, and personnel training, its NONINC is likely to increase.  

As for the determination of the interest-margin-to-assets ratio (MARGIN), only the 

inflation coefficient shows overall robustness for foreign banks; in contrast, there are 

five robust coefficients (OHCOST, EQUITY, DEPOSIT, GDP_G and INFL) for 

domestic banks. The contrasting results suggest that domestic banks are more 

heterogeneous than foreign banks in terms of how their interest margins are determined: 
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while foreign banks’ margins do not depend systematically on bank-specific factors, 

domestic banks’ margins do.  In particular, it appears that domestic banks that are 

willing to incur higher OHCOST ratios, or enjoy higher EQUITY ratios (and perhaps 

better reputation), tend to be able to levy larger interest margins than the other domestic 

banks.  On the other hand, domestic banks that work hard to increase their deposit-to-

assets ratios may have to accept lower interest margins.  

The most interesting results are probably those relating to the determination of the 

profit-to-assets ratio (PROFIT). It is hardly surprising that the NONINC coefficient is 

positive for both foreign and domestic banks:  an increase in non-interest income would 

always increase profit as long as other determinants (especially costs) are held constant. 

Similarly, it is not a surprise that GDP_G is positive for both foreign and domestic 

banks, as both groups of banks tend to enjoy higher profits when the economy is 

booming. 

What is more interesting is that OHCOST shows a significant and negative effect on 

PROFIT for foreign banks, but not for domestic banks. This implies that the marginal 

cost of investment in equipment and technologies outweighs the associated benefits 

(especially non-interest income) for foreign banks. Since most foreign banks are in their 

early years in Vietnam, their investments (a sunk cost) may have been heavy and it 

might take a few years to realize the expected profit. By contrast, domestic banks’ past 

investments may be less heavy, so the marginal costs and benefits of further 

investments are more evenly balanced.  If this interpretation is accurate, it also implies 

that foreign banks may have a longer planning horizon than domestic banks in terms of 

expectations of future returns to current investments.    

Moreover, EQUITY, DEPOSIT and LOAN display robust effects for domestic banks 

only (and not for foreign banks).  Similar to the case of interest margins above, this 

result suggests that domestic banks are more heterogeneous than foreign banks in terms 

of how their profit-to-assets ratio is determined.  In particular, domestic banks that 

enjoy higher equity ratios and achieve higher loan-to-assets ratios tend to be more 

profitable than other domestic banks.  The results also imply a caution against an 

expansion-at-all-costs strategy, as domestic banks with high DEPOSIT ratios tend to 

have lower PROFIT ratios.    
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From the above findings, some recommendations for the domestic banks appear to arise 

rather naturally. For example, it seems clear that they should consider making greater 

investments in advanced technology in order to keep up with their competitors in terms 

of fee-based services and safeguard future profitability. Cooperating with foreign banks 

in adopting technological advances, or learning from their experiences, would also be a 

potentially effective strategy for sustainable development.  

With regard to the bank’s size and market share, care and judicious decisions are 

essential.  The estimation results suggest that higher equity-to-assets ratios offer 

multiple advantages, so very rapid assets expansion may, through reducing the EQUITY 

ratio, incur disadvantages in terms of lower interest margins and profits. Similarly, 

overly aggressive tactics to gain market shares in terms of deposits may be counter-

productive:  higher DEPOSIT ratios tend to be associated with lower MARGIN and 

PROFIT ratios. In the same vein, excessive expansion in lending may not only increase 

costs but also result in high credit risk and operation risk. Thus, domestic commercial 

banks need to evaluate their loans carefully and make appropriate loan loss provision. 

The analysis presented in this chapter suffers from a weakness that is unavoidable under 

present circumstances. Due to the unavailability of multi-year data for many bank-

specific indicators for foreign bank branches (including their assets values), the analysis 

has been applied to 100% foreign-owned subsidiary banks and joint venture banks only.  

This is not a major problem in terms of overall assets value:  by all accounts, the foreign 

banks that are covered in our analysis account for the bulk of the total asset value of all 

foreign banks.  However, the number of foreign bank branches is far greater than the 

combined number of the subsidiary and joint venture banks, and they come from a 

greater range of countries of origin.  It is possible that these foreign bank branches are 

more heterogeneous, in terms of their operational style and performance, than the banks 

covered by our analysis.  In the future, therefore, it would be of much interest to collect 

any available data relating to the foreign bank branches and to investigate their 

performance as well as the determinants of such performance.         
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CHAPTER 6 

IMPACT OF FOREIGN BANKS 

ON LOCAL BANKS IN VIETNAM 

 
 

6.1 INTRODUCTION  

This is the second of the study’s three core chapters, each of which presents analysis of 

an aspect of foreign bank activities in Vietnam.  This chapter focuses on the impact of 

foreign banks on local banks, especially their financial performance.  It helps to address 

a major policy and popular concern, namely whether domestic banks are better or worse 

off because of foreign ban entry.  The analysis will also contribute to the literature with 

regard to whether the spill-over effect of foreign banks dominates the competition 

effect, or the reverse is true.   

There has been significant participation of foreign banks in Vietnam’s financial sector. 

This increased participation of foreign banks has been the result of large inflows of 

foreign invesment, entry deregulation, and restructuring of the local banking system. 

The restructuring process started in 1992 with the transformation of the previous one-

tier banking system into a new, two-tier system, and the process continued through a 

gradual easing of entry restrictions. These developments attracted much interest from 

foreign banks, especially after the US-led embargo on Vietnam was lifted in 1994. The 

country joined ASEAN (the Association of Southeast Asian Nations) in 1995, APEC 

(Asia-Pacific Economic Cooperation) in 1998, and WTO (World Trade Organization) in 

2007.  The FDI share of gross domestic product reached a peak of 9.8 percent in 2008 

(WB, 2012). In the same year, 100-percent foreign owned banks became eligible to join 

the market. Since then, the number of foreign banks in the country has increased 

significantly, and as of 2011, it stood at 58 in, which is fairly comparable to the number 

of domestic banks (FitchRating, 2012).  

It is reasonable to infer from these developments and statistics that domestic banks have 

faced much greater competition as a result of foreign banks’ presence and activities.  To 

remain competitive in the new environment, domestic banks must make important and 

rapid changes in the ways that they operate. Yet, this process of transformation and 

modernisation of local banks has not, to date, been studied extensively. Earlier studies 

(such as Nahm and Vu, 2008) have tended to focus on comparing the performance of 
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foreign banks relative to that of domestic banks; few, if any, have attempted to evaluate 

the impact of foreign bank participation on the financial and operating performance of 

domestic banks. This gap in the literature may have been due to the limited market share 

of foreign banks and the dearth of available data.  

The main purpose of this chapter is, therefore, to gain a more systematic and detailed 

understanding of the impact of foreign banks on domestic banks. In pursuing this 

objective, the chapter will utilise a theoretical framework which is widely accepted in 

the literature, and will adopt a variety of panel-data techniques in estimating the model.  

It will examine not only broad measures of performance, such as overall profit, but also 

narrower indicators (such as overhead costs, or non-interest income), each of which 

contributes to some extent to the overall outcome. It is hoped that the research will 

make a contribution to the literature not only by means of the data and econometric 

techniques used, but also by providing new evidence to help resolve the general 

question of whether the competition effect or the spill-over effect of foreign banks is 

dominant, and in what context.   

As we have seen from the literature survey in Chapter 2, many previous authors tend to 

see the competition effect as being reflected in a reduction of overhead costs (Berger 

and Hannan, 1989; Claessens et al., 2001; Lensink and Hermes, 2004; Hermes and 

Lensink, 2004; Jeon et al., 2011; Manlagnit, 2011). Such decreases in costs are often 

thought of in terms of cost-cutting measures associated with an end of the “quiet life” 

for domestic banks, which is prompted by foreign banks’ entry and the resultant rise in 

the level of competition (Claessens et al., 2001; Lensink and Herms, 2004; Manlagnit, 

2011).  According to Berger and Hannan (1989) and Claessens et al. (2001), increased 

competition also tends to reduce domestic banks’ non-interest income. Similarly, 

Lensink and Herms (2004) found that competition pressure from foreign bank entry in 

high-growth markets tends to reduce domestic banks’ interest margins.  As a result of 

these effects of increased competition, local banks tend to experience a decline in profit 

(Claessens et al., 2001; Lensink and Herms, 2004; Manlagnit, 2011). In general, a 

reduction of overhead costs, non-interest income, interest margins, and overall profits of 

domestic banks are all considered symptoms of the competition effect of foreign bank 

presence.   
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By contrast, the spill-over effect concept takes into account the changes that are made 

by domestic banks in terms of operating methods, management styles and philosophies, 

equipment and technologies, etc. Such changes represent a form of technology transfer 

from foreign to domestic banks, in the sense that superior banking techniques and 

technologies are not possessed exclusively by the former, but are copied and adopted by 

(“spilled over” to) the latter. According to Manlagnit (2011), the spill-over effect may 

result in enough efficiency gains to ensure that domestic banks experience a reduction 

in costs and an increase in profit due to the presence of foreign banks. Lensink and 

Hermes (2004), however, suggest that in developing countries where financial markets 

are relatively under-developed, the spill-over effect on costs may be the opposite of the 

above expectation, especially in the short run. For example, in order to copy the 

advanced banking techniques employed by foreign entrants, domestic banks may be 

forced to invest more on new equipment and technologies, thereby increasing overhead 

costs. Similarly, suitably skilled staff must be attracted and retained, or retrained, and 

this would tend to add to operational costs. In summary, in response to foreign bank 

activities, an increase in domestic banks’ overall profits or an increase in their costs in 

the short run would be consistent with the spill-over effect.    

From a policy perspective, a host government typically expects that allowing foreign 

banks to enter would, by and large, promote efficiency and productivity gains, mainly 

through an upgrading and improvement of domestic banks. In other words, it is 

generally hoped that spill-over effects would play a big role in the process. Findings 

from the current study will enable us to offer some observations regarding this issue in 

the context of Vietnam. 

The remainder of this chapter is organised as follows.  Section 6.2 describes the 

research design, including the main research question, the model to be employed in 

analysing that question, the specific hypotheses to be tested, and the variables and data 

to be used.  Section 6.3 presents the estimation results for four dependent variables:  

overhead costs, non-interest income, interest margins, and overall profits. In each of 

these cases, four panel-data estimation techniques are used:  panel OLS (POLS), fixed 

effects (FE), random effects (RE), and Generalized Method of Moments (GMM). Some 

further discussion of the econometric findings is provided in Section 6.4, and Section 

6.5 concludes by giving a summary of the main points raised in the chapter.    
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6.2 RESEARCH DESIGN 

6.2.1 Research Question 

The main research question being investigated in this chapter is, as indicated above, 

whether the competition effect or the spill-over effect of foreign bank presence on 

domestic bank dominates in the context of Vietnam.    

As summarized in Section 1, the competition effect can be explained in intuitive, 

straightforward terms, and is expected to manifest itself in a general reduction of costs, 

non-interest income, interest margins and overall profits for domestic banks.  The spill-

over effect, by contrast, depends on whether: 

(a) the spill-over of technologies, banking practices, and so on does occur (that is, 

whether domestic banks do adopt the innovations employed by foreign banks) ;  

(b) such spill-overs do generate benefits (such as lower costs, or higher profits) for the 

domestic banks; and 

(c) such benefits actually outweigh the corresponding adverse competition effects.     

Moreover, a closer examination of (b) would indicate that in the short run the spill-over 

effect on costs may well be to increase them. Overall, therefore, it is much less 

straightforward to detect the existence of the spill-over effect.   

6.2.2 Regression Model 

The above research question, which is essentially about the impact of foreign bank 

activities on domestic banks, will be investigated within the context of a standard model 

in which the performance of a domestic bank depends on a set of bank-specific 

characteristics and economy-wide macroeconomic indicators, as well as on the extent of 

foreign bank presence in the domestic banking system. The model can be represented by 

the following equation:      

        𝑦𝑖𝑡 = 𝛽𝐹𝐵𝑡 + 𝛾𝑩𝑖𝑡 + 𝛿𝑵𝑡 + 𝑎𝑖 + 𝑣𝑖𝑡                                              (6-1)    

where: 

𝑦𝑖𝑡: Indicator of bank performance for domestic bank i at time t 
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FBt: Measure of foreign bank presence in year t. In particular, FBASHR: share of 

foreign banks in the total asset of all banks; FBN: number of foreign banks; FBNr: ratio 

of number of foreign banks to number of all banks  

Bit: A set of indicators relating specifically to domestic bank i at time t  

Nt: A set of macroeconomic indicators for time t 

𝑎𝑖: Time-invariant unobserved effect 

𝑣𝑖𝑡: Time-varying error 

To estimate this model, panel data for various domestic banks and for the years for 

which data are available will be used, and four panel-data estimation techniques will be 

employed:  panel OLS (POLS), fixed effects (FE), random effects (RE) and Generalized 

Method of Moment (GMM). However, since RE dominates POLS in all cases, the result 

of POLS is not reported. Essentially, each regression will be used to examine the impact 

of foreign bank presence on domestic bank performance, with the effects of the 

following variables having been controlled for: (1) key features that are specific to each 

domestic bank and are influential to its performance; and (2) macroeconomic factors 

that affect the performance of all domestic banks. 

6.2.3 Hypotheses  

The main hypotheses can all be expressed in terms of the coefficient β in equation (1) 

H0 (null hypothesis): An increase in foreign bank presence has no impact on the 

overhead costs, non-interest income, interest margins, and overall profits of a given 

domestic bank. 

An estimate for β that is not significantly different from zero would be consistent with 

this hypothesis, and this finding may be interpreted as either (a) both the competition 

effect and the spill-over effect being absent; or (b) the competition effect and the spill-

over effect exist, as hypothesized, but cancel each other out. 

H1 (dominance of competition effect): An increase in foreign bank presence is 

associated with a decline in the overhead costs, non-interest income, interest margins, 

and overall profits of a given domestic bank. 
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An estimate for β that is significant and negative would be consistent with this 

hypothesis, and this finding may be interpreted as an indication that the competition 

effect dominates the spill-over effect. 

H2 (dominance of spill-over effect): An increase in foreign bank presence is associated 

with an increase in the overhead costs, non-interest income, interest margins, and 

overall profits of a given domestic bank. 

An estimate for β that is significant and positive would be consistent with this 

hypothesis, and this finding may be interpreted as an indication that the spill-over effect 

dominates the competition effect. Further discussion of this interpretation will be 

provided in Section 4 (FURTHER DISCUSSION) below. 

6.2.4 Variables and Measurement 

  

Table 6.1 provides a list of the variables used in the analysis.  They fall into four broad 

groups:  measures of a bank’s performance; measures of foreign bank presence; bank-

specific indicators; and macroeconomic indicators.  

Table 6.1 Description of variables   

 

Variables Description 

PROFIT Ratio of before-tax profit to total assets 

OHCOST Ratio of overhead expenses to total assets 

MARGIN Ratio of net interest income to total assets 

NONINC Ratio of non-interest income to total assets 

EQUITY Ratio of capital equity to total assets 

LOAN Ratio loans to total assets 

DEPOSIT Ratio of short term and long term deposits to total assets 

LOSPRO Ratio of loans loss provisions to total assets 

ASTSHR Ratio of total assets of bank to total assets of the industry 

FBASHR Ratio of foreign banks’ assets to total assets of all banks 

FBN1  Number of foreign banks that are subsidiaries  

FBN2 Number of all foreign banks 

FBN1r Ratio of FBN1 to total number of all banks 

FBN2r Ratio of FBN2 to total number of all banks  

GDP_G GDP growth rate (in %) 

INFLN Inflation rate (annual), percentage change in the CPI 
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6.2.4.1 The performance of domestic banks 

Following Claessens et al. (2001), the performance of a bank can be measured using 

information in the bank’s income statement (each measured as a ratio of total assets): 

Profit, Costs, Non-interest income, and Interest margin.  Accordingly, four measures 

(indicators) will be used in this study to measure bank performance from different (but 

related) aspects. Before-tax profit (PROFIT) is used to measure bank profitability, 

which excludes the impact of the tax regime, which may be different across banks. 

Overhead cost (OHCOST) includes administrative costs, fees and service expenses. Net 

interest margin (MARGIN) measures bank efficiency through the interest spread, with 

the supposition that if the interest spread is reduced, banks become more efficient. It 

may also be interpreted as an indicator of profitability in interest-related operations 

(such as deposit taking and making loans). The non-interest-bearing income (NONINC) 

is mainly from fee-based activities. If banks are equipped with modern technology and 

possess appropriate expertise, they will be in a better position to compete with respect to 

non-interest-bearing activities. Therefore, non-interest income is sometimes regarded as 

an indicator of the level of technological and managerial sophistication of a bank.  

6.2.4.2 Foreign bank presence 

In the literature, the presence of foreign banks is typically measured as either (1) the 

ratio of the number of foreign banks to the total number of all banks, or (2) the share of 

foreign banks in the total assets of all banks (Cho, 1990; Claessens et al., 2001; Unite 

and Sullivan, 2003; Lensink and Hermes, 2004; Peria and Mody, 2004; Jeon et al., 

2011; Manlagnit, 2011). This study will not only follow the literature, but will also 

make use of new measures of foreign bank presence to take into account the type of 

foreign banks such as subsidiaries and branches. To our best knowledge, there has been 

no study considering this indicator to date, possibly because of data limitations. 

Accordingly, in this study, foreign banks’ asset share (FBASHR), the number of foreign 

banks that are subsidiaries (FBN1), the number of all foreign banks (FBN2), and the 

ratios of FBN1 and FBN2 to the total number of all banks (FBN1r and FBN2r, 

respectively) are all used as measures of foreign bank presence.  

6.2.4.3 Control variables 

Two sets of variables that may affect the performance of domestic banks will be used: 

bank-specific indicators and macroeconomic variables. 
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Bank specific indicators as explained in chapter 5 

Macroeconomic indicators as explained in chapter 5 

6.2.5 Data  

The data set ranges from years 1992 to 2011, and covers three types of banks: state-

owned commercial banks; private commercial banks; and foreign banks (including 

100% foreign-owned banks as well as joint venture banks). This data set is collected 

from a database of Fitch Ratings called Fitch Fundamental Financial Data (FFFD) in 

2012. The calculation of the number of foreign banks, including branches, was done by 

the author through data collected from the State Bank of Vietnam. The data of 

macroeconomic variables are obtained from the World Bank’s prominent database 

World Development Indicators. 

Table 6.2 Descriptive statistics of foreign bank presence measures, 1992-2011  

       

Year FBASHR FBN1 FBN2 FBN1r FBN2r 

1992 0.008033 1 8 0.071429 0.571429 

1993 0.007156 1 10 0.052632 0.526316 

1994 0.007582 1 13 0.041667 0.541667 

1995 0.020867 2 19 0.064516 0.612903 

1996 0.025916 2 23 0.054054 0.621622 

1997 0.026367 2 25 0.051282 0.641026 

1998 0.015482 2 28 0.045455 0.636364 

1999 0.020588 4 29 0.086957 0.630435 

2000 0.017537 4 30 0.085106 0.638298 

2001 0.017437 4 30 0.081633 0.612245 

2002 0.017255 4 32 0.074074 0.592593 

2003 0.018707 4 33 0.071429 0.589286 

2004 0.016142 4 34 0.067797 0.576271 

2005 0.01739 4 39 0.061539 0.6 

2006 0.014227 5 42 0.068493 0.575343 

2007 0.015152 5 42 0.068493 0.575343 

2008 0.015941 5 45 0.064103 0.576923 

2009 0.039701 9 53 0.103448 0.609195 

2010 0.042268 9 57 0.1 0.633333 

2011 0.03939 9 59 0.108434 0.710843 

Source: Fitch Rating (2012) 

From Table 6.3, it can be clearly seen that the asset share of foreign banks increased 

significantly in 1995, when the number of foreign subsidiaries doubled and the total 
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number of foreign banks jumped by 46 percent, and in 2009, after 100-percent foreign 

owned banks were allowed to enter the market. However, these banks may be adversely 

impacted by the global financial crisis, so their asset share declined slightly in 2011. As 

for the number of banks, foreign banks that are branches tend to be far more numerous 

than those that are subsidiaries. As of 2011, the latter banks represent about 11 percent 

of the total number of all banks, while foreign bank branches represent about 60 

percent, so that all foreign banks together account for more than 71 percent of the 

number of banks in the market. There are several reasons for the large number of 

foreign bank branches in Vietnam. The first reason may be the legal procedures and 

establishment requirements for branches which are much simpler than for subsidiaries. 

The second reason is that Vietnam has just opened the market, so foreign investors tend 

to research and gather basic information about culture and business environment before 

further investment. Last but not least, the market in Vietnam is small and a branch may 

cover almost all of the services for the limited number of existing customers who invest 

in Vietnam.  

6.3 REGRESSION RESULTS  

This section will report the regression results using the fixed effects model, random 

effects model and GMM with robust standard error. The empirical results reveal the 

impact of foreign bank presence on four indicators of domestic banks’ performances: 

overhead costs (OHCOST), non-interest income (NONINC), net-interest margin 

(MARGIN) and profit before tax (PROFIT). 

 

6.3.1  Estimation of Overhead Costs (OHCOST)
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Table 6.3a. Estimation of cost for domestic banks using fixed effects  

 
 (1) (2) (3) (4) (5) (6) (7) (8) (9) (10) 

Dependent 

variable 

OHCOST OHCOST OHCOST OHCOST OHCOST OHCOST OHCOST OHCOST OHCOST OHCOST 

EQUITY 0.0106 0.00859 0.00806 0.0111 0.0146** 0.00952 0.00678 0.00623 0.0104 0.0143** 

 (0.139) (0.254) (0.303) (0.104) (0.034) (0.210) (0.377) (0.402) (0.156) (0.038) 

DEPOSIT -0.00169 -0.00256 -0.00285 -0.00160 0.00000308 -0.00187 -0.00305 -0.00337 -0.00154 0.0000215 

 (0.597) (0.459) (0.438) (0.615) (0.999) (0.585) (0.408) (0.356) (0.653) (0.995) 

LOAN 0.0111*** 0.0107*** 0.0104** 0.0113*** 0.0118*** 0.0119*** 0.0112** 0.0107** 0.0122*** 0.0122*** 

 (0.002) (0.005) (0.017) (0.001) (0.000) (0.008) (0.017) (0.024) (0.007) (0.004) 

LOSPRO 0.00758** 0.00665* 0.00647* 0.00768** 0.0102*** 0.00750** 0.00668* 0.00650* 0.00772** 0.0103*** 

 (0.040) (0.070) (0.077) (0.039) (0.006) (0.046) (0.081) (0.094) (0.042) (0.009) 

NONINC 0.229* 0.227* 0.225* 0.230* 0.242* 0.230* 0.226* 0.222* 0.231* 0.243* 

 (0.094) (0.090) (0.083) (0.093) (0.083) (0.091) (0.085) (0.083) (0.091) (0.083) 

ASTSHR -0.0460** -0.0483** -0.0495** -0.0463** -0.0458** -0.0464** -0.0507** -0.0525** -0.0454** -0.0458** 

 (0.018) (0.014) (0.014) (0.018) (0.018) (0.033) (0.021) (0.015) (0.039) (0.025) 

FBASHR 0.0297     0.0111     

 (0.236)     (0.728)     

FBN1  0.0000161     -0.000164    

  (0.934)     (0.440)    

FBN2   -0.00000772     -0.0000626   

   (0.900)     (0.258)   

FBN1r    0.0256*     0.0164  

    (0.059)     (0.388)  

FBN2r     0.0298***     0.0280*** 

     (0.000)     (0.000) 

GDP_G      -0.0571 -0.0844* -0.0888** -0.0461 -0.0365 

      (0.246) (0.094) (0.043) (0.326) (0.313) 

INFLN      0.0000327 0.0000396 0.0000739 0.0000397 0.00000957 

      (0.735) (0.657) (0.314) (0.695) (0.922) 

Observations 280 280 280 280 280 280 280 280 280 280 

R-squared 0.256 0.252 0.252 0.260 0.307 0.266 0.269 0.274 0.267 0.311 

Hausman (p) 0.8039 0.7211 0.7336 0.7535 0.4961 -2.91 0.9805 0.7960 -6.74  0.9997 

FBASHR: Asset share of foreign banks, FBN1: number of foreign bank subsidiaries, FBN2: number of all foreign banks, FBN1r: ratio of FBN1 to total number of all banks, FBN2r: ratio 

of FBN2 to total number of all banks.  For further variable definition see Table 6.1  

(p-values in parentheses, * p<0.1, ** p<0.05, *** p<0.01)    
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Table 6.3b. Estimation of cost for domestic banks using random effects 

 

  
(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) 

Dependent 

variable 

OHCOST OHCOST OHCOST OHCOST OHCOST OHCOST OHCOST OHCOST OHCOST OHCOST 

EQUITY 0.011* 0.010 0.010 0.012* 0.015** 0.011 0.009 0.008 0.011* 0.014** 

 (0.084) (0.154) (0.187) (0.068) (0.021) (0.121) (0.229) (0.255) (0.092) (0.022) 

DEPOSIT -0.002 -0.003 -0.003 -0.002 -0.001 -0.002 -0.003 -0.003 -0.002 0.000 

 (0.527) (0.435) (0.431) (0.519) (0.868) (0.578) (0.427) (0.375) (0.634) (0.926) 

LOAN 0.015*** 0.014*** 0.014*** 0.015*** 0.015*** 0.015*** 0.015*** 0.015*** 0.016*** 0.016*** 

 (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) 

LOSPRO 0.004*** 0.003** 0.003** 0.004*** 0.004*** 0.004*** 0.003** 0.003** 0.004*** 0.004*** 

 (0.003) (0.014) (0.022) (0.003) (0.000) (0.005) (0.022) (0.031) (0.004) (0.000) 

NONINC 0.268** 0.266** 0.266** 0.268** 0.278** 0.266** 0.263** 0.261** 0.267** 0.276** 

 (0.028) (0.026) (0.025) (0.027) (0.026) (0.031) (0.029) (0.027) (0.032) (0.030) 

ASTSHR -0.006 -0.008 -0.008 -0.007 -0.007 -0.007 -0.010 -0.011 -0.007 -0.008 

 (0.52) (0.455) (0.447) (0.489) (0.478) (0.491) (0.375) (0.332) (0.510) (0.463) 

FBASHR 0.043* 

    

0.027 

     (0.063) 

    

(0.336) 

    FBN1 

 

0.0001 

    

-0.00006 

    

 

(0.550) 

    

(0.766) 

   FBN2 

  

0.00002 

    

-0.00004 

   

  

(0.740) 

    

(0.478) 

  FBN1r 

   

0.032** 

    

0.026 

  

   

(0.022) 

    

(0.142) 

 FBN2r 

    

0.031*** 

    

0.029*** 

 

    

(0.000) 

    

(0.000) 

GDP_G           -0.046 -0.070 -0.077** -0.034 -0.033 

 

     

(0.309) (0.115) (0.043) (0.440) (0.345) 

INFLN 

    

0.00006 0.00006 0.00008 0.00007 0.00003 

 

     

(0.486) (0.421) (0.190) (0.434) (0.697) 

Observations 280 280 280 280 280 280 280 280 280 280 

R-squared  0.2242 0.219 0.2186 0.2277 0.2763 0.2357 0.2369 0.2408 0.2386 0.2818 

LM(p-value) 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 

FBASHR: Asset share of foreign banks, FBN1: number of foreign bank subsidiaries, FBN2: number of all foreign banks, FBN1r: ratio of FBN1 to total number of all banks, FBN2r: ratio 

of FBN2 to total number of all banks.  For further variable definition see Table 6.1  

(p-values in parentheses, * p<0.1, ** p<0.05, *** p<0.01) 
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Table 6.3c. Estimation of cost for domestic banks using GMM 
 (1) (2) (3) (4) (5) (6) (7) (8) (9) (10) 

Dependent 

variable 

COST COST COST COST COST COST COST COST COST COST 

EQUITY -0.0101 -0.0184 -0.0254 -0.00732 -0.00857 -0.0295 -0.0292 -0.0398 -0.0258 -0.00851 

 (0.734) (0.604) (0.398) (0.831) (0.784) (0.374) (0.382) (0.213) (0.482) (0.807) 

DEPOSIT -0.0109 -0.0500 -0.0406 -0.0441 -0.0434 -0.0429 -0.0484 -0.0481 -0.0598 -0.0462 

 (0.763) (0.214) (0.261) (0.283) (0.191) (0.204) (0.175) (0.141) (0.155) (0.188) 

LOAN 0.0131 0.0315 0.0133 0.0352* 0.0253 0.0279* 0.0313* 0.0174 0.0440** 0.0357** 

 (0.280) (0.118) (0.412) (0.078) (0.112) (0.053) (0.080) (0.183) (0.047) (0.028) 

LOSPRO 0.00252 -0.0293 -0.00962 -0.0290 -0.0183 -0.0172 -0.0249 -0.0108 -0.0392 -0.0240 

 (0.906) (0.323) (0.679) (0.353) (0.433) (0.398) (0.304) (0.535) (0.207) (0.294) 

NONINC 0.636 1.179** 0.857* 1.196** 1.007** 0.969** 1.084** 0.846** 1.341** 1.098** 

 (0.206) (0.044) (0.085) (0.033) (0.034) (0.024) (0.031) (0.038) (0.037) (0.025) 

ASTSHR -0.0881** -0.0408 -0.0861* -0.0323 -0.0768* -0.0820 -0.0584 -0.106** -0.0337 -0.0703 

 (0.028) (0.523) (0.091) (0.533) (0.085) (0.151) (0.393) (0.049) (0.657) (0.163) 

FBASHR 0.0814     -0.0332     

 (0.344)     (0.677)     

FBN1  -0.0000393     -0.000296    

  (0.947)     (0.508)    

FBN2   -0.0000354     -0.000124   

   (0.719)     (0.187)   

FBN1r    0.0639     0.00335  

    (0.430)     (0.957)  

FBN2r     0.0294     0.0239 

     (0.220)     (0.323) 

GDP_G      -0.163*** -0.148** -0.227*** -0.125* -0.165*** 

      (0.002) (0.013) (0.000) (0.058) (0.002) 

INFLN      0.000105 0.0000989 0.000140 0.000117 0.0000768 

      (0.351) (0.421) (0.118) (0.456) (0.451) 

Observations 237 237 237 237 237 237 237 237 237 237 

IV(no.) 16 16 16 16 16 18 18 18 18 18 

AR2(p) 0.0934 0.172 0.0384 0.124 0.0701 0.216 0.302 0.188 0.516 0.301 

Hansen(p) 0.139 0.0834 0.103 0.111 0.287 0.221 0.190 0.208 0.422 0.430 

FBASHR: Asset share of foreign banks, FBN1: number of foreign bank subsidiaries, FBN2: number of all foreign banks, FBN1r: ratio of FBN1 to total number of all banks, FBN2r: ratio 

of FBN2 to total number of all banks.  For further variable definition see Table 6.1  

(p-values in parentheses, * p<0.1, ** p<0.05, *** p<0.01)
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6.3.1.1 Fixed Effects (FE) Estimates 

Table 6.3a presents a summary of panel-data regressions using fixed effects to estimate 

domestic banks’ overhead cost ratio (each bank’s overhead cost divided by its total 

assets). All these regressions include, as independent variables, six bank-specific 

indicators, such as EQUITY, DEPOSIT, LOAN, LOSPRO, NONINC and ASTSHR: 

these are listed in the upper rows of the Table. Regressions (6) through (10) include, in 

addition, two macroeconomic indicators, namely GDP_G and INFLN: these are listed 

near the bottom of the Table. In the middle rows are listed five alternative measures of 

foreign bank presence, each of which is included by turns in a separate regression.  

Some of the estimated coefficients of Regressions (1) through (5) are broadly consistent 

with prior expectations. For example, the coefficient for LOAN (representing the ratio 

of each bank’s loan to its total asset) is positive and highly significant in all five 

regressions, suggesting that if a typical domestic bank wishes to increase its loan value 

(relative to its total asset value) it will generally have to incur higher overhead costs 

(also relative to total asset).  Similarly, the coefficient of NONINC (the ratio of non-

interest income of each bank to its total asset) is positive and significant in all five 

cases, indicating that an expansion of fee-based services generally involves higher 

overhead costs. Of course, if revenues increase more than proportionately in such cases, 

the impact on profitability will actually be positive: this appears to have been the case, 

as can be seen in the positive coefficients for PROFIT in Tables 6.7a and 6.7b in a later 

subsection of this chapter. 

The estimated coefficients for LOSPRO (the ratio of loan loss provision to total asset) 

suggest a positive and significant relationship between LOSPRO and OHCOST. When 

banks set aside the provision, this amount of money cannot be spent on operating 

activities such as writing loans or producing fee-based services. Because the fund 

contains interest cost this tends to increase the bank’s overhead cost.  

The estimated coefficients of EQUITY are statistically not significant for four of the 

five regressions being considered. For the fifth, namely Regression (5), the coefficient is 

positive and significant, suggesting that a higher equity ratio may be associated with 

higher overhead costs.  
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It is interesting that the coefficients of ASTSHR indicate a negative and significant 

impact on overhead cost in Regression (1) through (5). This suggests that larger banks 

can pursue good cost management and tend to enjoy lower overhead costs.  

Our main focus is on the estimated coefficients of the measures of foreign bank 

presence. In two of the five regressions, namely in Regressions (4) and (5), the relevant 

coefficient turns out to be significant and positive. In Regression (4), the coefficient of 

FBN1r (the ratio of the number of foreign bank subsidiaries to the number of all banks) 

is significant at 10 percent and in Regression (5), the coefficient of FBN2r (the ratio of 

the number of all foreign banks to the number of all banks) is highly significant at 1 

percent. These results suggest that greater foreign bank presence may increase domestic 

banks’ overhead costs. This finding contradicts expectations based on the competition 

effect, but is consistent with the suggestion by Hermes and Lensink (2004) that 

technology spill-overs in developing countries often increase domestic firms’ costs in 

the short run. These firms are forced to upgrade their existing services, create new 

products, and/or invest in more modern equipment.  

It should be noted, however, that the estimated coefficients of FBASHR (share of 

foreign banks in the industry’s total asset), FBN1 (number of foreign bank subsidiaries), 

and FBN2 (number of all foreign banks) are all statistically not significant in terms of 

their impact on domestic banks’ overhead costs. 

The remaining regressions in Table 6.3a are obtained by including the annual rate of 

GDP growth (GDP_G) and the annual inflation rate (INFLN) in all five regressions. 

The inclusion of these macroeconomic indicators tends to strengthen the estimation 

process, in that R-squared is slightly higher, but individual coefficient estimates retain 

the same significance level across regressions. Specifically, the coefficients of LOAN, 

LOSPRO and NONINC remain positive and significant as they were in the first five 

cases. Similarly, the coefficients of ASTSHR as reported in Regression (6) through (10) 

indicate a negative and significant impact on domestic bank cost which is similar to the 

results from Regression (1) through (5).  

However, now there is only one coefficient of foreign bank participation (instead of two 

as in the first half of the Table) that is significant. That is FBN2r (the ratio of the 

number of all foreign banks to the number of all banks) which shows a positive and 

significant impact on domestic banks’ overhead cost.  
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The annual rate of economic growth is shown to have a negative impact on domestic 

banks’ overhead cost in Regression (7) and (8) while the remaining coefficients are 

negative but insignificant. This result suggests that when the GDP_G growth rate 

increases, banks experience lower overhead cost. When GDP_G increases, more 

business opportunities occur for banks, increasing productivity of facilities and human 

resources. Therefore, banks may see the reduction in overhead costs as the result of a 

low marginal cost. 

The last row of Table 6.3a provides the computed values for the Hausman test statistic. 

In these Hausman tests, the null hypothesis is that the regressors are exogenous (i.e. 

they are not correlated with the time-invariant error). If the null hypothesis cannot be 

rejected, since the random effects (RE) model is more efficient than the  fixed effects 

(FE) model, the RE model is preferred (Green, 2003, chapter 4). The test statistic has a 

chi-square distribution under the null.  If its value exceeds the relevant critical value or 

the associated p-value is less than a set significance level (say, 5%), then the null 

hypothesis is rejected, and the FE model is preferred. If the null hypothesis cannot be 

rejected, the random effects (RE) model is better than the fixed effects (FE) model. It 

can be seen that eight of the ten p-values of Hausman test reject the null hypothesis. 

Although the p-values in the cases of Regressions (6) and (9) are negative, because of 

issues relating to singular inverse matrices, it can be seen clearly that in general, RE is 

preferred to FE. 

6.3.1.2 Random Effects (RE) Estimates 

Table 6.3b reports the results of RE regressions, which are more suitable than FE 

regressions according to the Hausman tests reported in the end of Table 6.3a. The last 

row of Table 6.3b lists the computed values of the Breusch-Pagan Lagrangian 

Multiplier (LM) test statistic. The LM test helps us to decide between an RE regression 

and a simple panel OLS (POLS) regression. The null hypothesis in this test is that 

variances across entities (banks in the present context) are zero (so that the intercept is a 

constant). If there are no significant differences across banks (i.e. no panel random 

effect) then POLS is to be preferred. The test statistic has a chi-square distribution under 

the null. If the test statistic exceeds the relevant critical value or the p-value is less than 

a set significance level (say, 5%), then the null hypothesis is rejected, and RE is 

preferred over POLS. It can be seen that all 10 p-values of LM test are zero, indicating 
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that the RE model is better than Panel Original Least Square model in these cases. All 

independent variables, including six bank-specific indicators, five alternative indicators 

of foreign bank participation and two macroeconomic indicators, are similar to those in 

Table 6.4a.  

Many of the estimated coefficients in Table 6.3b are consistent with the findings 

reported earlier with regard to Table 6.3a, but at a higher level of significance, and more 

coefficients are significant. For example, the coefficients of EQUITY in Table 6.3b 

show a positive and significant impact in Regressions (1), (4) and (5) while in Table 

6.3a, only the coefficient of Regression (5) indicates a significant impact. A similar 

result occurs for LOSPRO in that three regressions, namely (1), (4) and (5), indicate 

significance at 1%, whereas in Table 6.3a, only Regression (5) indicates this 

significance level. The other two regressions (2 & 3) are significant at 5% instead of 

10% as in Table 6.3a. The coefficients of NONINC remain positive and reach the 

significance level of 5% instead of 10%, as previously, in all five regressions. These 

results suggest that in RE regressions, the impact of bank-specific indicators on banks’ 

overhead costs is indicated more strongly than it was in FE regressions as reported in 

Table 6.3a. 

The estimates presented in Table 6.3b do differ from those in Table 6.3a in at least one 

substantive respect: the coefficient for ASTSHR is still negative but no longer 

significant for all of the ten new (RE) regressions, whereas they were highly significant 

for all ten FE regressions shown in Table 6.3a. As mentioned above in regards to the 

Hausman test results, we would be more inclined to rely on the RE findings. Therefore, 

for the banks and the period being studied, we would consider the evidence as 

indicating that the relative size of a bank does not have any significant impact on its 

overhead cost. 

The RE estimates of the impact of foreign bank presence (as measured by five 

alternative indicators) on overhead cost rates differ only slightly from the FE estimates 

reported earlier in Table 6.3a. In particular, the coefficient of FBASHR is now positive 

and significant in Regression (1) whereas it is non-significant in Table 6.3a. The 

relevant coefficient remains significant and positive for Regressions (4), (5) and (10), 

just as before. Overall, four (instead of three) of the ten regressions, namely, 

Regressions (1), (4), (5) and (10), now indicate that foreign bank presence has a 
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significant and positive impact on domestic banks’ overhead costs, providing some 

support for the hypothesized dominance of the technology spill-over effect. This effect 

happens when domestic banks incur higher costs as the result of increased technical 

investments and adopting more advanced bank techniques (Hermes and Lensink, 2004).  

The GDP growth rate shows less impact on overhead cost compared with the results 

reported in Table 6.3a. The coefficient of GDP_G indicates a negative and significant 

impact for only Regression (8) instead of both Regressions (7) and (8) as in Table 6.3a. 

The inflation rate indicates similar results to those in Table 6.3a, where none of the 

relevant coefficients is significant.   

6.3.1.3 Generalized Method of Moments (GMM) Estimates 

Table 6.3c presents a summary of GMM regressions estimating the impact of foreign 

bank presence on domestic banks’ overhead cost. The independent variables are in the 

same order as they were in the previous two Tables:  six bank-specific indicators, five 

alternative foreign bank presence indicators, and two macroeconomic indicators. A key 

advantage of the GMM estimator is that, as the FE model, it allows the regressors to be 

endogenous to the time-variant error; however, with respect to the time-varying errors, 

the GMM estimation only requires the regressors to be sequentially exogenous; in 

contrast, the FE regression requires strict exogeneity (Wooldridge, 2013). However, due 

to the use of internal instrumental variables (IVs), the GMM estimator is much less 

efficient compared with the FE estimation. 

As shown in Table 6.3c, fewer GMM estimates of the coefficients of the bank-specific 

indicators and macroeconomic indicators are significant in comparison with FE and RE 

estimates. Specifically, focusing on Regressions (6) through (10), which include 

macroeconomic factors, it can be seen that LOAN and ASTSHR are significant in only 

a few instances, whereas they were robustly significant in Tables 6.3b and 6.3a. 

Interestingly, the coefficients of NONINC still remain positive and significant in nine 

out of the ten regressions, with only one fewer than in Tables 6.3a and 6.3b. In addition, 

all coefficients of GDP_G are negative and significant, whereas only one or two of them 

were significant in the previous two Tables.  

More importantly, the estimated coefficients of foreign bank participation are all non-

significant.  We can see from Table 6.3c that the coefficients of FBASHR in Regression 
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(1), FBN1r in Regressions (4) and (9); and FBN2r in Regressions (5) and (10) are all 

positive but non-significant. The coefficients of FBASHR in Regression (6), FBN1 in 

Regressions (2) and (7), and FBN2 in Regression (3) and (8) are all negative but non-

significant. Thus the GMM estimates do not support the earlier findings of FE and RE 

regressions, where three and four regressions, respectively, indicated a positive impact 

of foreign bank presence on OHCOST.   

6.3.1.4 Summary 

In this subsection we have found that the RE model is more suitable for estimating 

domestic banks’ overhead cost than both the FE model and POLS. The RE estimates 

indicate that the loan-asset ratio, loan loss provision to total assets ratio, and non-

interest income to asset ratio all have a positive impact on the typical domestic bank’s 

overhead cost to total asset ratio, while the rate of GDP growth has a negative impact on 

it.  

Furthermore, in four out of ten RE regressions, the estimated coefficient for the relevant 

indicator of foreign bank presence is positive, thus providing some limited support for 

one version of the spill-over effect, namely the finding by authors such as Hermes and 

Lensink (2004) that technology spill-overs from foreign firms may raise domestic firms’ 

costs, as the latter may be forced to adopt new methods and practices, or invest in new 

equipment.  

By contrast, GMM estimates provide no indications of any statistically significant 

impact of foreign bank entry on domestic banks’ overhead costs. Overall, it would 

appear that while there is some evidence in support of this impact being positive in the 

case of Vietnam during the study period, such evidence is not very strong. 

6.3.2  Estimation of Non-interest Income (NONINC)
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Table 6.4a Estimation of non-interest income for domestic banks using fixed effects 
 (1) (2) (3) (4) (5) (6) (7) (8) (9) (10) 

Dependent 

variable 

NONINC NONINC NONINC NONINC NONINC NONINC NONINC NONINC NONINC NONINC 

OHCOST 0.368** 0.362** 0.359** 0.370** 0.409*** 0.372** 0.368** 0.363** 0.375** 0.411*** 

 (0.016) (0.016) (0.016) (0.015) (0.006) (0.014) (0.014) (0.014) (0.013) (0.005) 

EQUITY 0.00526 0.00596 0.00607 0.00519 0.00270 0.00562 0.00644 0.00621 0.00526 0.00278 

 (0.613) (0.561) (0.554) (0.618) (0.797) (0.590) (0.530) (0.543) (0.617) (0.792) 

DEPOSIT 0.0000113 0.000195 0.0000411 0.000129 -0.000739 0.0000660 0.000360 0.000183 0.000000451 -0.000717 

 (0.997) (0.952) (0.990) (0.968) (0.819) (0.983) (0.907) (0.954) (1.000) (0.820) 

LOAN -0.00953* -0.00984* -0.0103* -0.00966* -0.0102** -0.00995* -0.0100* -0.0102* -0.0102* -0.0103* 

 (0.053) (0.054) (0.053) (0.054) (0.046) (0.059) (0.063) (0.061) (0.057) (0.056) 

LOSPRO 0.00381 0.00430 0.00438 0.00388 0.00185 0.00380 0.00424 0.00417 0.00382 0.00173 

 (0.449) (0.359) (0.332) (0.432) (0.722) (0.455) (0.374) (0.374) (0.438) (0.746) 

ASTSHR -0.0121 -0.0129 -0.0144 -0.0112 -0.00872 -0.0119 -0.0118 -0.0129 -0.0120 -0.00832 

 (0.329) (0.336) (0.325) (0.355) (0.430) (0.386) (0.414) (0.378) (0.393) (0.514) 

FBASHR -0.0344     -0.0272     

 (0.342)     (0.528)     

FBN1  -0.000160     -0.000105    

  (0.379)     (0.630)    

FBN2   -0.0000432     -0.0000380   

   (0.342)     (0.477)   

FBN1r    -0.0245     -0.0221  

    (0.288)     (0.465)  

FBN2r     -0.0222     -0.0213 

     (0.105)     (0.141) 

GDP_G      0.0222 0.0254 0.0232 0.0149 0.0201 

      (0.668) (0.622) (0.615) (0.792) (0.655) 

INFLN      -0.0000164 -0.0000113 0.00000935 -0.0000257 0.000000348 

      (0.821) (0.876) (0.906) (0.730) (0.996) 

Observations 280 280 280 280 280 280 280 280 280 280 

R-squared 0.119 0.118 0.119 0.120 0.136 0.120 0.119 0.120 0.121 0.137 

Hausman (p) 0.8297 0.7780 0.7229 0.8300 0.8868 0.9285 0.9180 0.9094 0.9228 0.9593 

FBASHR: Asset share of foreign banks, FBN1: number of foreign bank subsidiaries, FBN2: number of all foreign banks, FBN1r: ratio of FBN1 to total number of all banks, FBN2r: ratio 

of FBN2 to total number of all banks.  For further variable definition see Table 1  

(p-values in parentheses, * p<0.1, ** p<0.05, *** p<0.01) 
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Table 6.4b Estimation of non-interest income for domestic banks using random effects 

  
(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) 

Dependent 

variable 
NONINC NONINC NONINC NONINC NONINC NONINC NONINC NONINC NONINC NONINC 

OHCOST 0.404*** 0.400*** 0.399*** 0.406*** 0.440*** 0.408*** 0.404*** 0.401*** 0.410*** 0.441*** 

 (0.001) (0.001) (0.001) (0.001) (0.000) (0.001) (0.001) (0.000) (0.000) (0.000) 

EQUITY 0.005 0.005 0.006 0.004 0.002 0.005 0.006 0.006 0.005 0.002 

 (0.601) (0.534) (0.521) (0.612) (0.833) (0.571) (0.493) (0.502) (0.603) (0.822) 

DEPOSIT 0.00005 0.0003 0.0003 0.0001 -0.0008 0.0001 0.0005 0.0004 0.0001 -0.0007 

 (0.987) (0.916) (0.935) (0.961) (0.804) (0.960) (0.861) (0.896) (0.973) (0.815) 

LOAN -0.006** -0.006** -0.006** -0.006** -0.007** -0.006** -0.006** -0.006** -0.007** -0.007**  

 (0.038) (0.044) (0.041) (0.037) (0.019) (0.032) (0.039) (0.038) (0.030) (0.019) 

LOSPRO -0.003** -0.003** -0.003** -0.003** -0.004*** -0.003** -0.003** -0.003** -0.003** -0.004*** 

 (0.019) (0.020) (0.017) (0.015) (0.005) (0.020) (0.023) (0.022) (0.014) (0.005) 

ASTSHR -0.0026 -0.0024 -0.0027 -0.0021 -0.0015 -0.0022 -0.0017 -0.0021 -0.0022 -0.0013 

 (0.598) (0.637) (0.610) (0.654) (0.731) (0.661) (0.745) (0.695) (0.661) (0.787) 

FBASHR -0.035         -0.028       

  (0.287) 

    

(0.486) 

    FBN1 

 

-0.0001 

    

-0.00009 

    

 

(0.377) 

    

(0.661) 

   FBN2 

  

-0.00004 

    

-0.00003 

   

  

(0.363) 

    

(0.525) 

  FBN1r 

   

-0.025 

    

-0.022 

  

   

(0.244) 

    

(0.439) 

 FBN2r 

    

-0.023* 

    

-0.022*   

 

    

(0.072) 

    

(0.097) 

GDP_G           0.024 0.030 0.028 0.017 0.021 

 

     

(0.605) (0.521) (0.498) (0.735) (0.607) 

INFLN 

    

-0.00001 -0.000006 0.00001 -0.00002 0.000006 

           (0.875) (0.929) (0.874) (0.774) (0.929) 

Observations 
280 280 280 280 280 280 280 280 280 280 

R-squared  0.1141 0.1124 0.1132 0.1151 0.1324 0.1154 0.1139 0.1149 0.1162 0.1333 

LM (p) 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 

FBASHR: Asset share of foreign banks, FBN1: number of foreign bank subsidiaries, FBN2: number of all foreign banks, FBN1r: ratio of FBN1 to total number of all banks, FBN2r: ratio 

of FBN2 to total number of all banks.  For further variable definition see Table 1  

(p-values in parentheses, * p<0.1, ** p<0.05, *** p<0.01) 
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Table 6.4c Estimation of non-interest income for domestic banks using GMM model 
 (1) (2) (3) (4) (5) (6) (7) (8) (9) (10) 

Dependent 

variable 

NONINC NONINC NONINC NONINC NONINC NONINC NONINC NONINC NONINC NONINC 

OHCOST 0.133 0.180 0.171 0.220 0.310 0.224 0.220 0.245 0.295 0.352 

 (0.653) (0.439) (0.558) (0.338) (0.315) (0.441) (0.404) (0.455) (0.265) (0.243) 

EQUITY 0.0175 0.0153 0.00565 0.0189 0.00595 0.0109 0.0101 0.0105 0.0144 0.00815 

 (0.505) (0.527) (0.803) (0.455) (0.801) (0.627) (0.641) (0.677) (0.514) (0.750) 

DEPOSIT 0.0403* 0.0378* 0.0315 0.0421** 0.0337 0.0304 0.0325* 0.0311 0.0379* 0.0351 

 (0.063) (0.055) (0.121) (0.044) (0.113) (0.105) (0.078) (0.126) (0.054) (0.109) 

LOAN -0.0240** -0.0260** -0.0279*** -0.0259*** -0.0266*** -0.0277*** -0.0291*** -0.0267*** -0.0295*** -0.0285*** 

 (0.023) (0.011) (0.009) (0.009) (0.004) (0.003) (0.003) (0.006) (0.002) (0.002) 

LOSPRO 0.0343** 0.0341** 0.0340** 0.0347** 0.0299** 0.0318** 0.0341*** 0.0309** 0.0339*** 0.0300** 

 (0.038) (0.012) (0.018) (0.017) (0.039) (0.014) (0.006) (0.015) (0.007) (0.017) 

ASTSHR -0.0532 -0.0513 -0.0607 -0.0415 -0.0294 -0.0502 -0.0570 -0.0498 -0.0390 -0.0228 

 (0.262) (0.330) (0.277) (0.371) (0.473) (0.356) (0.333) (0.423) (0.460) (0.627) 

FBASHR 0.0268     -0.0232     

 (0.758)     (0.715)     

FBN1  -0.0000196     -0.000124    

  (0.961)     (0.711)    

FBN2   -0.0000389     -0.0000187   

   (0.687)     (0.834)   

FBN1r    0.00444     -0.0134  

    (0.937)     (0.737)  

FBN2r     -0.0157     -0.0142 

     (0.450)     (0.455) 

GDP_G      0.00126 -0.00689 0.0207 0.0155 0.0401 

      (0.985) (0.909) (0.794) (0.799) (0.600) 

INFLN      -0.0000480 -0.0000435 -0.0000361 -0.0000531 -0.0000263 

      (0.642) (0.665) (0.690) (0.634) (0.765) 

Observations 237 237 237 237 237 237 237 237 237 237 

IV(no.) 14 14 14 14 14 16 16 16 16 16 

AR2(p) 0.817 0.893 0.940 0.887 0.836 0.954 0.966 0.949 0.975 0.882 

Hansen(p) 0.357 0.494 0.543 0.427 0.537 0.448 0.554 0.430 0.604 0.612 

FBASHR: Asset share of foreign banks, FBN1: number of foreign bank subsidiaries, FBN2: number of all foreign banks, FBN1r: ratio of FBN1 to total number of all banks, FBN2r: ratio 

of FBN2 to total number of all banks.  For further variable definition see Table 1  

(p-values in parentheses, * p<0.1, ** p<0.05, *** p<0.01) 
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6.3.2.1 Fixed Effects (FE) Estimates 

Similar to the case in Subsection 3.1.1, Table 6.4a presents a summary of panel-data 

regressions estimating domestic banks’ non-interest income (as a percentage of each 

bank’s total asset) using fixed effects. The regressions and independent variables are 

arranged in a similar order to Table 6.3a:  Regressions (1) through (5) include only 

bank-specific factors and foreign bank presence indicators as independent variables. 

Regressions (6) through (10) include, in addition, two macroeconomic variables.   

The estimated coefficients of Regressions (1) through (10) are broadly consistent with 

our expectations.  For example, LOAN (representing the ratio of each bank’s loans to its 

total asset) is negative and significant in all ten regressions. This can be explained in 

terms of the observation that if a bank tends to focus (in a relative sense) on its lending 

activities, then its relative focus on non-interest activities will tend to decrease.   

As the Hausman test statistics presented in the last row of Table 6.4a indicate, RE 

estimates would be superior to FE estimates for these regressions.  Thus, our interest in 

the FE estimates listed in this Table is less about what these estimates indicate 

themselves, and more about how they compare with the RE estimates (to be discussed 

in the next subsection) and whether any differences that are found might help us to 

identify sources of potential bias in the RE estimates. 

For our present purposes, the estimated coefficients for foreign bank presence are of 

particular interest. All ten FE estimates presented in Table 6.4a are not significantly 

different from zero, suggesting that neither the competition effect nor the spill-over 

effect is clearly dominant in this context.  It must be kept in mind, however, that these 

are FE estimates, and as such they are likely to be less accurate than the RE estimates to 

which we now turn. 

6.3.2.2 Random Effects (RE) Estimates 

Like Table 6.3b in the previous Subsection, Table 6.4b presents a summary of RE 

regressions: in the new regressions, the dependent variable is the non-interest income to 

asset ratio of domestic banks. All independent variables, including six bank-specific 

indicators, five alternative indicators of foreign bank participation and two 

macroeconomic indicators, are similar to those in Table 6.4a. 
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Many of the RE estimated coefficients in Table 6.4b are consistent with the FE 

estimates reported earlier in Table 6.4a.  For example, LOAN is again negative and 

significant in all ten regressions–one difference is that all of the RE estimates are 

significant at the 5 percent level, while nine of the ten FE estimates were significant at 

the 10 percent level. Similarly, OHCOST is again positive and significant in all ten 

regressions, and again the RE estimates are more highly significant than the FE 

estimates. As before, EQUITY, DEPOSIT and ASTSHR are non-significant in all ten 

regressions, and GDP_G and INFLN are non-significant in all of the last five 

regressions, that is, Regressions (6) through (10).  

The RE coefficients for LOSPRO in Table 6.4b do differ from the FE estimates (in 

Table 6.4a): in the new Table, LOSPRO becomes significant and negative for all of the 

ten RE regressions, while they were not significant for any of the ten FE regressions 

shown in the old Table.  

Importantly, the RE estimates of the impact of foreign bank presence (as measured by 

five alternative indicators) on domestic banks’ non-interest income are also slightly 

different from the FE estimates reported earlier in Table 6.4a. In particular, in 

Regressions (5) and (10), the RE coefficients of FBN2r (ratio of the number of all 

foreign banks to the number of all banks) in Table 6.4b are negative and significant, 

while the corresponding FE coefficients (in Table 6.4a) were non-significant. Given that 

the Hausman test results favour the RE model over the FE model for these regressions, 

we are inclined to rely more on RE estimates than on FE estimates. Two of the ten RE 

estimates suggest that an increase in the presence of foreign banks would tend to reduce 

the relative importance of non-interest income to domestic banks, thus providing limited 

support for the competition effect.  

The computed values of the Breusch-Pagan Lagrangian Multiplier (LM) test statistic 

listed in the last row of Table 6.4b indicate that RE regressions are more appropriate 

than POLS regressions in this context. Consequently, it is reasonable to disregard POLS 

estimation.  

6.3.2.3 Generalized Method of Moments (GMM) Estimates 

As a final robustness check, we also run the above regressions using GMM. Table 6.4c 

presents a summary of GMM regressions estimating domestic banks’ non-interest 
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income. The independent variables are the same as in the previous two Tables:  six 

bank-specific indicators, five alternative foreign bank presence indicators, and two 

macroeconomic indicators. 

As shown in Table 6.4c, LOAN remains negative and highly significant in all ten 

regressions in Table 6.4c, which is consistent with the RE and FE estimates.  In 

addition, EQUITY, ASTSHR, GDP-G and INFLN all remain non-significant–again, 

consistent with the RE and FE findings.  However, the coefficients of OHCOST are no 

longer significant. It is also rather surprising that the coefficients of DEPOSIT become 

positive and significant in five of the ten GMM regressions–namely, Regression (1), (2), 

(4), (7) and (9), whereas none of them was significant in either Table 6.4a or Table 6.4b. 

Similarly, LOSPRO coefficients become positive and significant, which is opposite to 

the case for RE estimates (in Table 6.4b). Given the differences between GMM and RE 

estimates for OHCOST, DEPOSIT and LOSPRO, we believe these estimates are to be 

treated with caution.  

Given the present purposes, it is encouraging that there is much greater consistency 

between GMM and RE estimates with regard to the impact of foreign bank presence on 

domestic banks’ non-interest income. In particular, all ten GMM coefficients of foreign 

bank presence are non-significant, an outcome which is very similar to that for FE 

estimates (where all ten were non-significant) and for RE estimates (where only two out 

of ten were significant).  

6.3.2.4 Summary 

As before, we found that the RE model is more suitable than either POLS or the FE 

model for estimating domestic banks’ non-interest income.  RE estimates suggest that 

the loan-asset ratio (LOAN) and loan loss provision to asset ratio (LOSPRO) both have 

negative effects on the typical domestic bank’s non-interest income to asset ratio, while 

the overhead cost-asset ratio (OHCOST) has a positive impact on it.  

RE estimation results also suggest that the effect of foreign bank presence, as measured 

by a range of indicators, on domestic banks’ non-interest income is neither positive nor 

negative, but close to zero.  In eight out of the ten RE regressions considered, the 

relevant coefficient is not significantly different from zero.  In the remaining two 

regressions, foreign bank presence is measured by the ratio of number of all foreign 
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banks to the number of all banks (FBN2r) and the relevant coefficient is negative and 

significant at the 10 percent level, thus providing some limited support for the 

hypothesized dominance of the competition effect.  

GMM estimates, used mainly as a robustness check, are broadly consistent with RE 

estimates regarding the impact of foreign bank presence:  in all of the ten regressions 

considered, the relevant coefficient is not significantly different from zero.  The broad 

picture presented by both RE and GMM estimates appear to be that foreign bank 

presence does not have a big impact on the relative importance of non-interest income 

to domestic banks. 

There are some differences between GMM and RE estimates with regard to the impact 

of LOSPRO, OHCOST and of the deposit-asset ratio (DEPOSIT). While RE estimates 

suggest that LOSPRO has a negative effect on NONINC, GMM estimates suggest that 

the effect is positive. Similarly, while RE estimates for OHCOST are positive and 

significant, GMM estimates are non-significant. As for DEPOSIT, GMM estimates 

suggest that the coefficient may be positive (being significant in five of the ten 

regressions), whereas RE estimates suggest that it is close to zero.  Given this lack of 

robustness, the evidence regarding the coefficients of OHCOST, DEPOSIT and 

LOSPRO should be regarded as inconclusive.  

 

6.3.3  Estimation of Interest Margin (MARGIN)
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Table 6.5a Estimation of net-interest margin for domestic banks using fixed effects 
 

 (1) (2) (3) (4) (5) (6) (7) (8) (9) (10) 

Dependent 

variable 

NIM NIM NIM NIM NIM NIM NIM NIM NIM NIM 

OHCOST 1.427*** 1.446*** 1.454*** 1.426*** 1.354*** 1.463*** 1.510*** 1.529*** 1.448*** 1.379*** 

 (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) 

EQUITY 0.0381*** 0.0378*** 0.0379*** 0.0362*** 0.0390*** 0.0441*** 0.0434*** 0.0410*** 0.0446*** 0.0398*** 

 (0.002) (0.002) (0.002) (0.003) (0.002) (0.001) (0.001) (0.002) (0.000) (0.002) 

DEPOSIT -0.00206 -0.00180 -0.000899 -0.00318 -0.00215 0.00131 0.00147 0.000966 0.00102 -0.00117 

 (0.473) (0.549) (0.787) (0.275) (0.490) (0.678) (0.651) (0.775) (0.742) (0.698) 

LOAN -0.00197 -0.000297 0.00197 -0.00218 -0.00136 -0.000708 0.00123 0.00171 0.000681 -0.00102 

 (0.776) (0.967) (0.781) (0.771) (0.860) (0.916) (0.858) (0.805) (0.925) (0.891) 

LOSPRO 0.0000284 -0.000767 -0.000914 -0.00107 0.00175 -0.000503 -0.00221 -0.00281 -0.00127 -0.0000977 

 (0.997) (0.926) (0.912) (0.896) (0.833) (0.951) (0.782) (0.723) (0.874) (0.991) 

NONINC -0.327* -0.328* -0.321* -0.329* -0.301* -0.335* -0.340* -0.333* -0.331* -0.310* 

 (0.073) (0.070) (0.070) (0.072) (0.099) (0.057) (0.052) (0.056) (0.053) (0.077) 

ASTSHR 0.0181 0.0230 0.0305 0.0141 0.00937 0.0389 0.0468* 0.0479* 0.0373 0.0203 

 (0.488) (0.342) (0.189) (0.596) (0.721) (0.141) (0.065) (0.058) (0.136) (0.455) 

FBASHR 0.0999**     0.186***     

 (0.035)     (0.001)     

FBN1  0.000601**     0.00115***    

  (0.027)     (0.000)    

FBN2   0.000176**     0.000285***   

   (0.012)     (0.001)   

FBN1r    0.0519     0.133***  

    (0.150)     (0.002)  

FBN2r     0.0378*     0.0432** 

     (0.081)     (0.039) 

GDP_G      0.290*** 0.322*** 0.293*** 0.320*** 0.213*** 

      (0.000) (0.000) (0.000) (0.000) (0.000) 

INFLN      0.000178** 0.000124 -0.0000149 0.000234*** 0.000142* 

      (0.037) (0.128) (0.861) (0.010) (0.092) 

Observations 280 280 280 280 280 280 280 280 280 280 

R-squared 0.551 0.555 0.565 0.547 0.559 0.604 0.611 0.612 0.607 0.593 

Hausman (p) 0.6365 0.5282 0.4632 0.6242 0.7056 0.8161 -48.46 0.3695 0.8151 0.9139 

FBASHR: Asset share of foreign banks, FBN1: number of foreign bank subsidiaries, FBN2: number of all foreign banks, FBN1r: ratio of FBN1 to total number of all banks, FBN2r: ratio 

of FBN2 to total number of all banks.  For further variable definition see Table 1  

(p-values in parentheses, * p<0.1, ** p<0.05, *** p<0.01) 
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Table 6.5b Estimation of net-interest margin for domestic banks using random effects 

  
(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) 

Dependent 

variable 

MARGIN MARGIN MARGIN MARGIN MARGIN MARGIN MARGIN MARGIN MARGIN MARGIN 

OHCOST 1.390*** 1.403*** 1.406*** 1.391*** 1.325*** 1.417*** 1.449*** 1.460*** 1.404*** 1.346*** 

 (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) 

EQUITY 0.038*** 0.038*** 0.038*** 0.036*** 0.039*** 0.044*** 0.043*** 0.041*** 0.045*** 0.041*** 

 (0.000) (0.001) (0.001) (0.001) (0.000) (0.000) (0.000) (0.001) (0.000) (0.000) 

DEPOSIT -0.0018 -0.0016 -0.0009 -0.0028 -0.0017 0.0012 0.0011 0.0006 0.0010 -0.0008 

 (0.496) (0.551) (0.767) (0.285) (0.535) (0.676) (0.705) (0.844) (0.723) (0.748) 

LOAN 0.0007 0.0018 0.0032 0.0004 0.0016 0.0008 0.0020 0.0022 0.0019 0.0011 

 (0.893) (0.720) (0.484) (0.935) (0.785) (0.855) (0.661) (0.619) (0.698) (0.844) 

LOSPRO -0.0021 -0.0022 -0.0020 -0.0027 -0.0015 -0.0017 -0.0022 -0.0025 -0.0020 -0.0019 

 (0.446) (0.416) (0.487) (0.307) (0.600) (0.574) (0.422) (0.348) (0.504) (0.518) 

NONINC -0.279* -0.280* -0.276* -0.280* -0.253 -0.296* -0.298* -0.289* -0.292* -0.268*   

 (0.084) (0.079) (0.079) (0.083) (0.115) (0.059) (0.056) (0.065) (0.055) (0.084) 

ASTSHR 0.017* 0.019** 0.022** 0.015 0.014 0.029** 0.031*** 0.029*** 0.027*** 0.019 

 (0.085) (0.037) (0.015) (0.146) (0.224) (0.011) (0.005) (0.006) (0.008) (0.111) 

FBASHR 0.100**         0.182***       

  (0.019) 

    

(0.000) 

    FBN1 

 

0.0005** 

    

0.001*** 

    

 

(0.014) 

    

(0.000) 

   FBN2 

  

0.0001*** 

   

0.0002*** 

  

  

(0.004) 

    

(0.000) 

  FBN1r 

   

0.0527 

    

0.131*** 

  

   

(0.114) 

    

(0.000) 

 FBN2r 

    

0.039** 

    

0.044**  

 

    

(0.046) 

    

(0.019) 

GDP_G           0.282*** 0.307*** 0.278*** 0.313*** 0.209*** 

 

     

(0.000) (0.000) (0.000) (0.000) (0.000) 

INFLN 

    

0.0001** 0.0001* -0.000007 0.0002*** 0.0001**  

 

     

(0.014) (0.085) (0.922) (0.002) (0.046) 

Observations 280 280 280 280 280 280 280 280 280 280 

R-squared  0.5502 0.5536 0.5637 0.5454 0.5578 0.6029 0.6095 0.6095 0.6063 0.5923 

LM (p) 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 

FBASHR: Asset share of foreign banks, FBN1: number of foreign bank subsidiaries, FBN2: number of all foreign banks, FBN1r: ratio of FBN1 to total number of all banks, FBN2r: ratio 

of FBN2 to total number of all banks.  For further variable definition see Table 1  

(p-values in parentheses, * p<0.1, ** p<0.05, *** p<0.01) 
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Table 6.5c Estimation of net-interest margin for domestic banks using GMM 
 (1) (2) (3) (4) (5) (6) (7) (8) (9) (10) 

Dependent 

variable 

NIM NIM NIM NIM NIM NIM NIM NIM NIM NIM 

OHCOST 1.246*** 1.293*** 1.088*** 1.046*** 0.470 1.392*** 1.543*** 1.314*** 1.261*** 0.474 

 (0.001) (0.000) (0.000) (0.000) (0.122) (0.000) (0.000) (0.000) (0.000) (0.124) 

EQUITY 0.0414 0.0390 0.0296 0.0405 0.0288 0.0589* 0.0684** 0.0490 0.0582** 0.0297 

 (0.182) (0.209) (0.392) (0.146) (0.432) (0.064) (0.020) (0.108) (0.024) (0.422) 

DEPOSIT 0.0249 -0.00393 -0.0192 0.00254 -0.0448 0.0282 0.0225 0.0121 0.00854 -0.0439 

 (0.508) (0.897) (0.531) (0.936) (0.206) (0.332) (0.449) (0.646) (0.775) (0.213) 

LOAN -0.0159 0.00625 0.0156 0.00164 0.0198 -0.00799 0.00118 0.00370 0.00707 0.0197 

 (0.453) (0.778) (0.493) (0.941) (0.433) (0.701) (0.960) (0.825) (0.778) (0.443) 

LOSPRO 0.0282 -0.000605 -0.00943 0.0120 -0.00757 0.0161 0.00315 0.00496 0.00123 -0.00688 

 (0.445) (0.982) (0.720) (0.692) (0.796) (0.512) (0.900) (0.795) (0.963) (0.811) 

NONINC -0.831 -0.381 -0.106 -0.313 0.470 -0.762 -0.679 -0.539 -0.336 0.463 

 (0.140) (0.463) (0.830) (0.539) (0.455) (0.103) (0.178) (0.117) (0.550) (0.465) 

ASTSHR -0.0793 -0.0167 -0.0283 -0.0520 -0.132 -0.0266 0.0350 -0.00300 0.00547 -0.133* 

 (0.388) (0.842) (0.735) (0.553) (0.115) (0.786) (0.738) (0.974) (0.951) (0.094) 

FBASHR 0.194     0.231**     

 (0.170)     (0.011)     

FBN1  0.00105**     0.00138***    

  (0.042)     (0.006)    

FBN2   0.000250*     0.000316***   

   (0.051)     (0.007)   

FBN1r    0.190**     0.187***  

    (0.019)     (0.002)  

FBN2r     0.0891***     0.0899*** 

     (0.006)     (0.008) 

GDP_G      0.203** 0.291*** 0.166* 0.253*** -0.0168 

      (0.029) (0.002) (0.053) (0.003) (0.833) 

INFLN      0.000118 0.0000795 -0.0000289 0.000190 -0.0000115 

      (0.442) (0.545) (0.772) (0.170) (0.926) 

Observations 237 237 237 237 237 237 237 237 237 237 

IV(no.) 16 16 16 16 16 18 18 18 18 18 

AR2(p) 0.572 0.754 0.268 0.671 0.248 0.508 0.612 0.992 0.993 0.235 

Hansen(p) 0.192 0.393 0.331 0.426 0.739 0.133 0.279 0.207 0.287 0.748 

FBASHR: Asset share of foreign banks, FBN1: number of foreign bank subsidiaries, FBN2: number of all foreign banks, FBN1r: ratio of FBN1 to total number of all banks, FBN2r: ratio 

of FBN2 to total number of all banks.  For further variable definition see Table 1  

(p-values in parentheses, * p<0.1, ** p<0.05, *** p<0.01)
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6.3.3.1 Fixed effect (FE) regressions 

Table 6.5a presents a summary of panel-data regressions estimating domestic banks’ 

interest margin (as a percentage of each bank’s total asset) using fixed effects. As the 

format of this Table is very similar to that of Tables 6.3a and 6.4a above, our discussion 

in this subsection will be very brief to avoid unnecessary repetition.  

The Hausman test statistic values in the last row of Table 6.5a indicate that RE 

estimates are, in general, more suitable than FE estimates for these regressions–a 

finding consistent with that of the two preceding subsections (for OHCOST and 

NONINC).  We thus regard the FE estimates that are being discussed here as mainly a 

robustness check for the RE estimates, to be discussed in Subsection 3.3.2.  

In nine of the ten regressions being considered, the relevant coefficient of foreign bank 

presence is positive and significant. For example, the estimate for FBASHR (ratio of 

total foreign bank asset to the total asset of all banks) in Regression (1) indicates a 

positive relationship (at 5% significance): the greater the market share of foreign banks 

as a group, the higher the interest margin ratio (MARGIN) of domestic banks.  

Similarly, both FBN1 (number of foreign bank subsidiaries) in Regression (2) and 

FBN2 (number of all foreign banks) in Regression (3) have positive coefficients which 

are significant at 5%: the greater the number of foreign banks in the market, the higher 

the interest margin of domestic banks. The only regression where this coefficient is not 

significant is Regression (4), where the coefficient would have been considered 

statistically significant had we chosen a significance level of 15 percent instead of 10 

percent.  

The FE estimates in Table 6.5a also suggest that OHCOST and EQUITY have a 

positive impact on MARGIN, while NONINC has a negative impact.  There is also 

some evidence (in two out of ten regressions) that ASTSHR may have a positive 

impact. As for macroeconomic factors, both GDP_G and INFLN appear to have a 

positive impact on MARGIN, although the evidence for INFLN is weaker.  

6.3.3.2 Random Effect (RE) regressions 

Table 6.5b presents a summary of panel-data regressions estimating domestic banks’ 

interest margin using random effects. The format of this Table is similar to that of 
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Tables 6.3b and 6.4b.  In the last row of the new Table, we can see that all ten p-values 

of the LM test statistic indicate that the RE model is preferred, with a very high 

significance level, to POLS model.  

RE estimates of the impact of foreign bank presence on domestic banks’ interest margin 

are consistent with the FE estimates discussed above in Subsection 3.3.1. In nine of the 

ten RE regressions, the relevant coefficient is positive and significant (at the 5 and 1 

percent levels).  In the remaining regression, Regression (4), the estimate would have 

been significant at 12 percent. These estimates suggest that the higher the level of 

foreign bank participation in the local banking system, the higher the interest margin to 

asset ratio for the typical domestic bank. This finding is, as far as domestic banks’ 

margins are concerned, consistent with Hypothesis H2, namely that the spill-over effect 

dominates the competition effect.   

As for the impact of bank-specific and macroeconomic factors, RE estimates give 

indications broadly similar to those of FE estimates.  Both OHCOST and EQUITY are 

again positive and highly significant, and NONINC is again negative and significant 

(except in Regression (5) where it would have been significant at 12 percent).  ASTSHR 

is positive and, in seven of the ten RE regressions, significant. GDP_G is positive and 

highly significant, while INFLN is positive and significant in four of the five relevant 

RE regressions.   

6.3.3.3 Generalized Method of Moments (GMM) Regressions 

Table 6.5c summarises panel-data regressions estimating MARGIN using GMM, which 

is being employed mainly as a robustness check for the RE regressions.  This Table is in 

the same format as that of Tables 6.3c and 6.4c. 

The coefficients of greatest interest to us are, again, those for the level of foreign bank 

presence.  GMM estimates suggest that foreign bank presence has a positive impact on 

MARGIN.  The GMM estimate for FBN1r in Regression (4) of Table 6.5c is positive 

and highly significant (at 2 percent), whereas the corresponding FE and RE estimates 

were not significant. In addition, GMM estimates are generally larger than RE and FE 

estimates in terms of magnitude. However, the GMM estimate for FBASHR in 

Regression (1) is no longer significant. Overall, GMM estimates are broadly consistent 
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with RE and FE estimates in providing strong support for the spill-over effect of foreign 

bank presence (Hypothesis 2).   

In regards to the impact of bank-specific and macroeconomic factors, GMM estimates 

differ from RE estimates in many instances.  In particular, with GMM, EQUITY is now 

significant in only three (rather than all ten) regressions, and NONINC is now 

significant in none (it would have been significant in three regressions at the 15 percent 

level, compared with ten regressions with RE estimates).  Similarly, INFLN is now 

significant in no (rather than in four of the five) regressions. Further, GMM estimates 

for ASTSHR tend to be negative, with one (for Regression (10)), being significant at 10 

percent, and another (Regression (5)) just missing this significance level, whereas the 

corresponding RE estimates were mostly positive. The lack of robustness in estimates 

for ASTSHR and INFLN means that they must be treated with caution. On the other 

hand, GMM estimates for OHCOST and GDP_G are broadly consistent with RE 

estimates.      

6.3.3.4 Summary 

In estimating domestic banks’ net interest margin to asset ratio (MARGIN) we have 

found, once again, that the RE regression model is more suitable than either the FE 

model or POLS. With regard to the impact of foreign bank presence, the results are 

highly consistent across the three estimation techniques: in nine of the ten regressions 

considered, the level of foreign bank presence has a positive impact on domestic banks’ 

margins. This finding is consistent with those by Hermes and Lensink (2004) for 

countries with relatively low levels of financial development, and Xu (2011) for China.  

It provides strong support for the hypothesised spill-over effect.  

As for the other independent variables, it would appear that both OHCOST and GDP_G 

have positive impacts on MARGIN.  There is some evidence that EQUITY and INFLN 

have positive impacts, while NONINC has a negative impact, but such evidence is not 

very strong, as it is not consistent across the estimation techniques used.  The impact of 

the remaining independent variables (including ASTSHR) is likely to be close to zero, 

or is subject to great uncertainty. 

6.3.4  Estimation of Profit (PROFIT)
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Table 6.6a Estimation of profitability for domestic banks using fixed effects 
 

 (1) (2) (3) (4) (5) (6) (7) (8) (9) (10) 

Dependent 

variable 

PROFIT PROFIT PROFIT PROFIT PROFIT PROFIT PROFIT PROFIT PROFIT PROFIT 

OHCOST 0.0641 0.0775 0.0845 0.0658 0.0633 0.0854 0.121 0.134 0.0778 0.0764 

 (0.550) (0.468) (0.427) (0.550) (0.586) (0.381) (0.210) (0.161) (0.440) (0.474) 

EQUITY 0.0373*** 0.0380*** 0.0380*** 0.0353*** 0.0333*** 0.0417*** 0.0423*** 0.0404*** 0.0410*** 0.0338*** 

 (0.002) (0.002) (0.001) (0.004) (0.005) (0.001) (0.001) (0.001) (0.001) (0.003) 

DEPOSIT -0.00471* -0.00415 -0.00359 -0.00567** -0.00640** -0.00241 -0.00185 -0.00230 -0.00297 -0.00569** 

 (0.096) (0.142) (0.212) (0.049) (0.028) (0.377) (0.503) (0.412) (0.259) (0.026) 

LOAN 0.00865* 0.0101** 0.0115** 0.00856* 0.00795* 0.00926** 0.0109** 0.0111** 0.0103** 0.00844* 

 (0.050) (0.027) (0.016) (0.055) (0.071) (0.034) (0.014) (0.013) (0.024) (0.059) 

LOSPRO -0.00627 -0.00654 -0.00654 -0.00745 -0.00793 -0.00619 -0.00718 -0.00754 -0.00740 -0.00887 

 (0.471) (0.443) (0.433) (0.394) (0.381) (0.444) (0.370) (0.354) (0.361) (0.294) 

NONINC 0.442*** 0.441*** 0.444*** 0.441*** 0.440*** 0.432*** 0.428*** 0.432*** 0.435*** 0.431*** 

 (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) 

ASTSHR -0.0166 -0.0116 -0.00619 -0.0197 -0.0221 -0.00184 0.00573 0.00623 -0.00389 -0.0139 

 (0.439) (0.567) (0.762) (0.364) (0.334) (0.931) (0.771) (0.747) (0.854) (0.552) 

FBASHR 0.0683*     0.125***     

 (0.076)     (0.005)     

FBN1  0.000477**     0.000859***    

  (0.030)     (0.001)    

FBN2   0.000135**     0.000209***   

   (0.017)     (0.001)   

FBN1r    0.0301     0.0806**  

    (0.275)     (0.012)  

FBN2r     0.00585     0.00743 

     (0.666)     (0.588) 

GDP_G      0.187*** 0.220*** 0.196*** 0.196*** 0.115** 

      (0.003) (0.001) (0.002) (0.002) (0.032) 

INFLN      0.000136* 0.0000988 -0.00000207 0.000167** 0.000123 

      (0.065) (0.178) (0.980) (0.027) (0.133) 

Observations 271 271 271 271 271 271 271 271 271 271 

R-squared 0.370 0.380 0.391 0.363 0.357 0.424 0.442 0.440 0.419 0.387 

FBASHR: Asset share of foreign banks, FBN1: number of foreign bank subsidiaries, FBN2: number of all foreign banks, FBN1r: ratio of FBN1 to total number of all banks, FBN2r: ratio 

of FBN2 to total number of all banks.  For further variable definition see Table 1  

(p-values in parentheses, * p<0.1, ** p<0.05, *** p<0.01) 
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Table 6.6b Estimation of profitability for domestic banks using Random Effects 

  (1) (2) (3) (4) (5) (6) (7) (8) (9) (10) 

 Dependent 

variable 

PROFIT PROFIT PROFIT PROFIT PROFIT PROFIT PROFIT PROFIT PROFIT PROFIT 

OHCOST 0.038 0.046 0.049 0.041 0.040 0.054 0.077 0.086 0.047 0.049 

 (0.712) (0.660) (0.647) (0.692) (0.711) (0.588) (0.441) (0.395) (0.646) (0.630) 

EQUITY 0.038*** 0.038*** 0.038*** 0.036*** 0.035*** 0.042*** 0.042*** 0.041*** 0.042*** 0.035*** 

 (0.000) (0.000) (0.000) (0.001) (0.001) (0.000) (0.000) (0.000) (0.000) (0.001) 

DEPOSIT -0.004* -0.004 -0.003 -0.005* -0.006** -0.002 -0.002 -0.002 -0.003 -0.005**  

 (0.098) (0.133) (0.172) (0.050) (0.027) (0.329) (0.396) (0.316) (0.224) (0.024) 

LOAN 0.006** 0.007** 0.007** 0.006* 0.005* 0.006** 0.007** 0.007** 0.007** 0.005*   

 (0.046) (0.026) (0.014) (0.062) (0.082) (0.025) (0.014) (0.018) (0.019) (0.061) 

LOSPRO -0.002 -0.0027 -0.0026 -0.003 -0.003 -0.0026 -0.0027 -0.0028 -0.003 -0.004 

 (0.415) (0.419) (0.444) (0.320) (0.296) (0.462) (0.429) (0.404) (0.375) (0.235) 

NONINC 0.454*** 0.453*** 0.453*** 0.453*** 0.452*** 0.441*** 0.438*** 0.442*** 0.444*** 0.442*** 

 (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) 

ASTSHR -0.025*** -0.023*** -0.021*** -0.027*** -0.029*** -0.016*** -0.014** -0.015** -0.018*** -0.024*** 

 (0.000) (0.000) (0.000) (0.000) (0.000) (0.007) (0.015) (0.012) (0.002) (0.001) 

FBASHR 0.065*         0.121***       

  (0.053) 

    

(0.001) 

    FBN1 

 

0.0004** 

    

0.0007*** 

    

 

(0.027) 

    

(0.000) 

   FBN2 

  

0.0001** 

    

0.0001*** 

   

  

(0.012) 

    

(0.001) 

  FBN1r 

   

0.028 

    

0.075*** 

  

   

(0.271) 

    

(0.007) 

 FBN2r 

    

0.006 

    

0.008 

 

    

(0.604) 

    

(0.504) 

GDP_G           0.182*** 0.206*** 0.183*** 0.188*** 0.113**  

 

     

(0.001) (0.000) (0.001) (0.001) (0.020) 

INFLN 

    

0.0001** 0.00008 -0.000007 0.0001** 0.0001 

 

     

(0.045) (0.182) (0.925) (0.013) (0.105) 

Observations 271 271 271 271 271 271 271 271 271 271 

R-squared 0.3684 0.3768 0.3866 0.3606 0.3556 0.4201 0.4357 0.4326 0.4152 0.3842 

FBASHR: Asset share of foreign banks, FBN1: number of foreign bank subsidiaries, FBN2: number of all foreign banks, FBN1r: ratio of FBN1 to total number of all banks, FBN2r: ratio 

of FBN2 to total number of all banks.  For further variable definition see Table 1  

(p-values in parentheses, * p<0.1, ** p<0.05, *** p<0.01) 
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Table 6.6c Estimation of profitability for domestic banks using GMM 
 (1) (2) (3) (4) (5) (6) (7) (8) (9) (10) 

Dependent 

variable 

PROFIT PROFIT PROFIT PROFIT PROFIT PROFIT PROFIT PROFIT PROFIT PROFIT 

OHCOST -0.608 -0.470 -0.584** -0.625* -0.910* -0.591 -0.417 -0.493 -0.617 -1.063** 

 (0.227) (0.102) (0.040) (0.096) (0.053) (0.177) (0.265) (0.214) (0.141) (0.031) 

EQUITY 0.0398 0.0429 0.0389 0.0389 0.0303 0.0414 0.0528** 0.0479* 0.0405 0.0257 

 (0.259) (0.193) (0.243) (0.266) (0.346) (0.151) (0.043) (0.080) (0.130) (0.453) 

DEPOSIT 0.0205 -0.000439 -0.0136 0.0109 -0.0265 0.0102 0.00709 0.00122 0.00218 -0.0324 

 (0.631) (0.990) (0.690) (0.790) (0.323) (0.672) (0.769) (0.956) (0.937) (0.229) 

LOAN -0.0126 -0.000483 0.0116 -0.00923 0.00740 -0.000231 0.00147 0.00528 0.00278 0.0114 

 (0.549) (0.981) (0.531) (0.707) (0.714) (0.988) (0.933) (0.714) (0.886) (0.597) 

LOSPRO 0.0470 0.0272 0.0151 0.0433 0.0219 0.0324 0.0256 0.0230 0.0293 0.0211 

 (0.248) (0.375) (0.570) (0.283) (0.420) (0.151) (0.278) (0.210) (0.272) (0.415) 

NONINC 0.244 0.423 0.683 0.364 0.941** 0.437 0.385 0.478* 0.551 1.055** 

 (0.646) (0.389) (0.124) (0.531) (0.029) (0.169) (0.289) (0.068) (0.183) (0.019) 

ASTSHR -0.136 -0.0990 -0.0915 -0.132 -0.165** -0.112* -0.0766 -0.0825 -0.105 -0.184** 

 (0.119) (0.151) (0.155) (0.116) (0.041) (0.094) (0.250) (0.212) (0.111) (0.011) 

FBASHR 0.209     0.187**     

 (0.172)     (0.028)     

FBN1  0.000909*     0.00102**    

  (0.056)     (0.011)    

FBN2   0.000227*     0.000256**   

   (0.062)     (0.023)   

FBN1r    0.147*     0.131***  

    (0.055)     (0.008)  

FBN2r     0.0599**     0.0612** 

     (0.034)     (0.026) 

GDP_G      0.0363 0.109 0.0641 0.0676 -0.0808 

      (0.640) (0.114) (0.392) (0.336) (0.354) 

INFLN      0.000140 0.0000843 -0.0000161 0.000167 0.00000774 

      (0.312) (0.476) (0.870) (0.212) (0.947) 

Observations 230 230 230 230 230 230 230 230 230 230 

IV(no.) 16 16 16 16 16 18 18 18 18 18 

AR2(p) 0.975 0.633 0.453 0.986 0.0739 0.540 0.716 0.706 0.427 0.0947 

Hansen(p) 0.177 0.169 0.243 0.272 0.604 0.0584 0.0955 0.0933 0.232 0.768 

FBASHR: Asset share of foreign banks, FBN1: number of foreign bank subsidiaries, FBN2: number of all foreign banks, FBN1r: ratio of FBN1 to total number of all banks, FBN2r: ratio 

of FBN2 to total number of all banks.  For further variable definition see Table 1  

(p-values in parentheses, * p<0.1, ** p<0.05, *** p<0.01) 



 
 

169 

 

6.3.4.1 Fixed Effects (FE) Estimates 

Table 6.6a presents coefficients from FE regressions estimating domestic banks’ 

profitability (expressed as a percentage of each bank’s total asset). The Table adopts the 

same format as that of Tables 6.3a, 6.4a and 6.5a. The computed values for the 

Hausman test statistic presented in the last row of Table 6.6a indicate that in eight out of 

the ten regressions shown, the RE model is to be preferred over the FE model. Although 

the verdict is less clear-cut in the cases of Regressions (7) and (8), because of issues 

relating to singular inverse matrices, it is clear that overall, the RE model is more 

suitable than the FE model in the present context.  Accordingly, we will rely more on 

RE estimates and will use these FE estimates mainly as a robustness check on RE 

estimates, to be discussed next. 

The coefficients of greatest interest to us are, of course, those associated with measures 

of foreign bank presence.  The estimate for FBASHR (ratio of total foreign bank asset 

to the total asset of all banks) in Regressions (1) and (6) indicates a positive 

relationship: the greater the market share of foreign banks as a group, the higher the 

profitability of domestic banks.  Similarly, FBN1 (number of subsidiaries) in 

Regressions (2) and (7), and FBN2 (number of all foreign banks) in Regressions (3) and 

(8) both have positive and significant coefficients:  the more foreign banks there are in 

the market, the greater the profitability of the domestic banks. When FBN1 and FBN2 

are expressed as percentages of the total number of banks, however, the resultant 

variables, FBN1r and FBN2r respectively, are significant in only one of the four 

relevant regressions, namely Regression (9). Thus, seven of the ten relevant FE 

estimates are positive and significant.    

It is noteworthy, moreover, that Regressions (6) through (10), which include two 

macroeconomic indicators as explanatory variables and are arguably more 

comprehensive than Regressions (1) through (5), provide stronger support for the 

hypothesis that the relevant coefficient is positive: four of the five estimates from 

Regressions (6) through (10) are significant, compared with three of the five estimates 

from Regressions (1) through (5). Thus, four of the five “preferred” FE estimates are 

positive and significant, thereby providing considerable support for the spill-over effect.  

This finding is consistent with the familiar explanation that foreign banks may bring 

with them certain advantages, some of which cannot be completely internalised and 
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therefore spill over to domestic banks, resulting in greater profit-to-asset ratios for the 

latter banks. 

As for the coefficients for the other independent variables, FE estimates suggest that 

EQUITY, LOAN, NONINC, and GDP_G all have positive impacts on PROFIT. They 

also suggest that DEPOSIT may have a negative impact, and INFLN may have a 

positive impact, but this finding is not robust across the various regressions.  

6.3.4.2 Random Effects (RE) Estimates 

Table 6.6b provides coefficients from RE regressions estimating domestic banks’ 

profitability. All independent variables, including seven bank-specific indicators, five 

alternative indicators of foreign bank participation and two macroeconomic indicators, 

are similar to those in Table 6.6a. The Breusch-Pagan Lagrangian Multiplier (LM) test 

values shown in the last row of Table 6.6b are all very high, confirming that the RE 

model is superior to POLS in the present context.   

The RE estimates of the impact of foreign bank presence (as measured by five 

alternative indicators) on PROFIT are similar to the FE estimates reported earlier in 

Table 6.6a. In particular, of the ten regressions considered, seven yield RE estimates 

that are significant and positive: these are the same regressions that produced seven 

positive FE estimates in Table 6.6a. Regressions (6) through (10), which include two 

macroeconomic indicators as explanatory variables, again provide stronger support 

(with four out of five estimates being significant) for the hypothesized spill-over effect 

than do Regressions (1) through (5), which yield three significant estimates. Given that 

the Hausman test results generally favor the RE model over the FE model, it is 

encouraging to note that the new RE estimates provide even stronger support for the 

spill-over hypothesis than the previous FE estimates: the RE estimates tend to be more 

highly significant than the corresponding FE estimates. 

Many of the estimated coefficients in Table 6.6b are consistent with the findings 

reported earlier with regard to Table 6.6a.  For example, EQUITY, LOAN and 

NONINC are again positive and significant in all ten regressions. Similarly, GDP_G is 

again positive and significant in all of the last five regressions (it is not included in the 

first five). As before, OHCOST and LOSPRO are not significant in all regressions, 
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while DEPOSIT’s negative impact is not robust across the ten regressions, and INFLN’s 

positive impact is not robust across the last five.  

The estimates presented in Table 6.6b do differ from those in Table 6.6a in at least one 

substantive respect: the coefficient for ASTSHR is significant (and negative) for all of 

the ten new (RE) regressions, but was not significant for any of the ten FE regressions 

shown in Table 6.6a. In view of the Hausman test results, we would be more inclined to 

trust the RE findings. They suggest that, for the banks and the period being studied, a 

bigger size was actually disadvantageous in terms of profit-to-asset ratios. 

6.3.4.3 Generalized Method of Moments (GMM) Estimates 

As a final robustness check, we also run the above regressions using GMM. Table 6.6c 

presents a summary of GMM regressions estimating PROFIT.  

As shown in Table 6.6c, far fewer GMM estimates of the coefficients of the bank-

specific indicators and macroeconomic indicators are statistically significant than was 

the case with FE and RE estimates.  In particular, focusing on Regressions (6) through 

(10) which do take explicit account of macroeconomic factors, it is clear that EQUITY, 

LOAN, NONINC and GDP_G are significant in only a few instances, whereas they 

were robustly significant in Tables 6.6b and 6.6a. Indeed, there is no independent 

variable whose coefficient remains significant across three or more of these five 

regressions. 

There is much greater consistency between GMM and RE (or FE) estimates with regard 

to the impact of foreign bank presence on domestic banks’ profitability. For example, 

GMM estimates indicate a statistically significant (and positive) impact for all five of 

the regressions that do include macroeconomic indicators, namely Regressions (6) 

through (10):  RE estimates indicated the same for four of these regressions.  Similarly, 

of the regressions that do not include the macroeconomic variables, namely Regressions 

(1) through (5), both GMM and RE estimates indicate a significant impact for 

Regressions (2) and (3). By contrast, whereas GMM indicates a significant impact for 

Regressions (4) and (5), RE indicated significance for Regression (1). Finally, just as 

the case with FE estimates (in Table 6.6a) and RE estimates (Table 6.6b), Regressions 

(6) through (10) in Table 6.6c provide stronger support for the spill-over effect than 
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Regressions (1) through (5), which do not include macroeconomic indicators. Overall, 

GMM estimates provide considerable support for this hypothesized effect. 
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6.3.4.4 Summary 

We have found that the RE model is more suitable for estimating domestic banks’ 

profitability than either the FE model or POLS.  RE estimates suggest that foreign bank 

presence (as measured by a range of indicators) exerts a positive impact on domestic 

banks’ profitability, thus supporting the hypothesized spill-over effect. Further, they 

suggest that the equity-asset ratio, loan-asset ratio, non-interest income over asset ratio, 

and the GDP growth rate all have robust, positive effects on the typical domestic bank’s 

profit-asset ratio. GMM estimates, used mainly as a robustness check, tend to differ 

from RE estimates with regard to the impact of bank-specific and macroeconomic 

indicators. However, they are broadly consistent with RE estimates with regard to the 

impact of foreign bank presence: both sets of estimates tend to support the spill-over 

effect. 

6.4 FURTHER DISCUSSION  

We now turn to further discussion of the estimation results relating to the impact of 

foreign bank presence on the performance of domestic banks.   

Following standard practice in the literature, our analysis of the impact of foreign bank 

participation in the domestic system has been framed mainly in terms of competition 

effect versus spill-over effect. Although in principle both types of effects may occur 

simultaneously, and indeed may even be closely related, recent authors have tended to 

view them as competing concepts or scenarios (Manlagnit, 2011). In what follows, 

therefore, we will use the term competition effect to refer to the direct impact of foreign 

competitors’ activities on domestic banks (such as loss of market share, fewer 

opportunities for non-interest income activities, or reduced profits) and to domestic 

banks’ direct reactions (such as cost reductions, or a narrowing of interest margins).  By 

contrast, the term spill-over effect will be used where domestic banks are induced to 

make longer-term changes that are imitative of, or inspired by, foreign banks, such as a 

purchase of new equipment, adoption of new technologies or new banking practices.  

These changes have the potential to increase efficiency and productivity, thus reducing 

costs and increasing profits in the longer term.  In the short term, however, they may 

actually increase costs, thus potentially reducing profits, especially if the host country is 

a developing economy and/or the local financial markets are not well developed. 
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6.4.1 Impact on Overhead Costs (OHCOST) 

In four out of ten RE regressions of OHCOST, the relevant coefficient indicates that an 

increase in foreign bank presence is associated with an increase in domestic banks’ 

overhead cost-to-asset ratio; in the remaining regressions, the estimated coefficient is 

not significantly different from zero. These results appear to contradict expectations 

based on the competition effect (that competition from foreign banks would tend to 

reduce domestic banks’ costs).  They also run counter to the prediction made by earlier 

supporters of the spill-over effect (that in copying foreign banks, domestic banks would 

reduce costs in the long term).   

They are, however, consistent with the conclusion of some recent supporters of the 

spill-over effect.  For example, Lensink and Hermes (2004) and Xu (2011) point out 

that often there is a large gap in technology between foreign and domestic banks. 

Domestic banks stand to gain from the spill-over of new banking techniques and skilled 

management but in order to realise these potential benefits they must undertake 

increased investment (Hermes and Lensink, 2004). Further, as foreign banks possess 

better screening techniques, they can pick up high profile customers, leaving the low 

profile customers for domestic banks. As the result, domestic banks have to incur higher 

credit risk, leading to a high cost (Unite and Sullivan, 2003). Thus, particularly in 

developing countries, the spill-over effect may include the situation that overheads 

increase, because this symptom is considered a pre-condition for the spill-over effect 

(Lensink and Hermes, 2004). These authors argue that after the technological 

investment stage, these techniques help banks to improve cost efficiency as the result of 

high productivity and the replacement of labour intensive products by capital intensive 

products. Unite and Sullivan (2003) explain that the positive relationship between the 

percentage of ownership by foreign investors with cost depends on the fact that banks 

have to apply stricter provisioning and reporting requirements. Besides, they argue that 

banks may prepare themselves for competition by recruting highly-skilled staff, 

increasing the training of workers and employing advanced equipment.  

Figure 6.1 shows movements in the median overhead cost-asset ratio during recent 

years for five groups of banks:  foreign banks from high-income countries, foreign 

banks from other countries, domestic state-owned banks, domestic banks with minority 

foreign interests, and other domestic banks.  It can be seen clearly that the OHCOST 
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ratio of foreign banks from high-income countries (the red, dashed line) rose sharply 

after 2008.  It would appear that the state-owned domestic banks (the green, dotted line) 

were making adjustments throughout the period shown, with their OHCOST ratio rising 

from the lowest position at the beginning to second highest position by the end of the 

period.  It is possible that these adjustments were part of a technological spill-over from 

foreign to domestic banks. 

Figure 6.1:  Median Overhead Cost-Asset Ratio for Various Groups of Banks,  

2002-2011 

 

  Source: SBV (2012a) 

It is important to keep in mind, however, that the four (out of ten) RE estimates 

mentioned above represent only a limited level of support for the spill-over effect 

overall, as six other RE estimates, as well as ten GMM estimates, indicate no 

statistically significant impact of foreign bank presence on domestic banks’ overhead 

costs. Thus, although there is some evidence in support of this impact being positive in 

the case of Vietnam during the study period, such evidence does not appear to be very 

strong. 

One possible interpretation of this lack of strong evidence of either a positive or a 

negative impact is that perhaps both competitive (negative) and spill-over (possibly 

positive) effects exist simultaneously, and neither effect is strong enough to dominate 

the other.  A second possible explanation is that the process of liberalizing foreign bank 

0

0.005

0.01

0.015

0.02

0.025

0.03

0.035

0.04

0.045

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011

FB HI

FB Oth

DB SO

DB For

DB Oth



 
 

176 

 

entry was very gradual during the study period. For example, Decree 13 issued in 1999 

imposed many restrictions on foreign banks’ operations and activities, including 

network expansion, type and amount of funds that they could accept, and minimum 

capital requirements for new establishments (Tram, 2011). Such restrictions were 

reduced very gradually, so perhaps there has not been sufficient time for the effects on 

costs to unfold fully.  

In recent years, all these restrictions have been removed, with national treatment 

becoming effective from 2011, and so foreign banks are attracting more and more 

customers from domestic banks because they provide better international and domestic 

payment services. Consider, as an example, the Hongkong Shanghai Banking 

Corporation: in 2007, only 3 percent of Vietnamese companies traded with this bank; by 

2010 this rate had increased remarkably to 50 percent (Nguyen, 2010). The impact of 

such foreign bank successes on domestic banks’ costs will probably become much 

clearer in the near future. 

6.4.2 Impact on Non-interest Income (NONINC) 

Claessens et al. (2001) found a negative relationship between foreign banks’ share in  

the total number of banks and non-interest income. Similarly, Unite and Sullivan (2003) 

found a negative relationship between the percentage of bank ownership by foreign 

investors and non-interest income. They suggested that domestic banks are subjected to 

higher levels of foreign monitoring on their operations, so they tend to concentrate on 

traditional activities, such as loans, rather than explore new products, such as new fee-

based services that may involve higher risk.  

Our own estimation results provide only limited support for the competition effect, with 

two (out of ten) RE regressions yielding a negative and significant estimate for the 

relevant coefficient. In the remaining eight RE regressions and all ten of the GMM 

regressions, this coefficient is not significantly different from zero. The broad picture 

appears to be that foreign bank presence does not have a big impact on the relative 

importance of non-interest income to domestic banks. 

Foreign banks tend to be good at non-interest activities because they possess high-tech 

equipment and skilled management which are core requirements in providing fee-based 

services. Consequently, their shares in this market niche are often disproportionately 
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large, and domestic banks may experience a reduction in non-interest income because of 

the competition.  Yet, this is also a key area of banking services where domestic banks 

need to emulate and learn from their foreign counterparts in order to upgrade their 

operations and enhance their performance. Thus, both the competition and spill-over 

effects might be at work at the same time, and which effect dominates is likely to 

depend on the market and time period in question. 

Figure 6.2 shows the median NONINC ratio for the various groups of banks during 

recent years. The red, dashed line represents the group of foreign banks from high-

income countries: it is generally far higher than the lines for the group of foreign banks 

from other countries and for the domestic bank groups. The green, dotted line represents 

the domestic state-owned banks. From this figure, it is apparent that the latter group has 

made an attempt to increase NONINC, but long-term success in this regard may be 

difficult.  

Figure 6.2: Median Non-interest Income to Asset Ratio for Various Groups of 

Banks, 

2002-2011 

 

  Source: SBV (2012a) 

6.4.3 Impact on Interest Margin (MARGIN) 

Lensink and Hermes (2004) found a positive relationship between foreign bank 

presence and domestic banks’ margin, and they claimed the reason is domestic banks 
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still have monopolistic power to set their prices. Another study by the same authors, 

namely Hermes and Lensink (2004), argued that this positive relationship holds only in 

the less developed financial markets and not in the highly developed ones. Similarly, Xu 

(2011) found that domestic Chinese banks’ margins have a positive relationship with 

foreign bank presence.  

Our own results are highly consistent across the three estimation techniques:  in nine of 

the ten RE regressions considered, the level of foreign bank presence has a positive 

impact on domestic banks’ margin, and the same holds for nine of the ten GMM 

regressions, although the memberships of the two sets of nine regressions are not 

identical. This finding is consistent with those of Hermes and Lensink (2004) and Xu 

(2011), as discussed above.     

According to data collected from Fitch Rating (2012), which has been mentioned in 

Chapter 2, domestic banks still dominate the market with a market share of about 85%; 

the SOCBs by themselves account for 60% of the market. That means domestic banks 

still have some monopolistic power in setting their prices. This is in line with the study 

of Nahm and Vu (2008), who found that SOCBs in Vietnam can set a higher price 

compared with other types of banks: they suspect that these banks may still possess 

monopolistic power.  Following Lensink and Hermes (2004), we might explain the 

above positive relationship in terms of domestic banks’ monopolistic power to set 

prices.  However, this explanation may not be entirely convincing, for it does not 

explain why domestic banks did not raise prices to the fullest extent possible before the 

entry of foreign banks, nor why they choose to raise prices when foreign bank presence 

increases. 

Figure 6.3 suggests an alternative explanation–one that is in line with the spirit of the 

spill-over effect.  The figure displays movements in the median margin-asset ratio for 

foreign banks and domestic banks as two separate groups.  Except for a brief period in 

2002-2004, foreign banks’ interest margin (the red, dashed line) was larger than that of 

domestic banks (the green, dotted line).  It might have been the case that with the gap 

between foreign and domestic margins being so large and persistent during the second 

half of the 1990s, domestic banks chose to emulate foreign banks and raise their 

margins:  there is a discernible and rising trend in domestic banks’ margins during the 

2000s.  
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According to this interpretation, interest margins may be less of an indicator of a bank’s 

efficiency (as is commonly assumed) than an indicator of its scope for earning profits 

from borrowing and lending activities.  As an indicator of efficiency, domestic banks’ 

margins can be expected to decline, reflecting higher efficiency in response to increased 

competition from foreign banks. As an indicator of profitability, however, this margin 

may well increase if domestic banks learn from their foreign counterparts and converge 

toward their margin level. The new explanation is also consistent with movements in 

the profit/asset ratio, which is the subject of the next discussion.           

Figure 6.3: Median Interest Margin to Asset Ratio for Foreign and Domestic 

Banks, 

1995-2012 

 

Source: Fitch Rating (2012) 

6.4.4 Impact on Profit-Asset Ratio (PROFIT) 

Contrary to predictions based on the competition effect, Unite and Sullivan (2003) 

found a positive relationship between the number of foreign banks and domestic banks’ 

profit.  A similar finding was made by Hermes and Lensink (2004), who report that the 

interaction of foreign bank number with private credit, and the interaction of foreign 

bank number with GDP-per capita, have positive impacts on domestic banks’ profit.  

The latter finding implies that the positive relationship holds only for developing 

countries and/or local financial markets that are not highly developed.    
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Our own estimation results are consistent with the findings by Unite and Sullivan 

(2003) and Hermes and Lensink (2004). Seven (of the ten) RE estimates, and nine 

GMM estimates suggest that foreign bank presence exerts a positive impact on domestic 

banks’ profitability.   

Unite and Sullivan (2003) explained their finding by suggesting that, when faced with 

competition from foreign banks, domestic banks tend to focus on interest-related 

activities, which they may perform better than the modern fee-based services. As a 

result of this specialisation, domestic banks can increase their interest revenues, one 

core component of banks’ profit. A more general explanation, one that does not 

preclude the eventual success of (at least) some domestic banks at fee-based activities, 

is based on the ideas underlying the concept of the spill-over effect: there may be 

technological or managerial aspects of the foreign banks’ activities that are both 

superior and transferrable.  By acquiring such technologies, knowledge and skills, 

domestic banks will enhance their performance, including profitability.  

Figure 6.4 shows the median profit-asset ratio for groups of foreign banks and domestic 

banks. It is clear that during recent years the profit ratio of foreign banks from high-

income countries (the red, dashed line) has generally been substantially higher than that 

of domestic banks, especially state owned ones (the green, dotted line). One possible 

interpretation of the broad trend displayed by the latter during the 2000s is that, having 

observed the gap between their foreign counterparts and themselves during the second 

half of the 1990s, these SOCBs tried to emulate foreign banks and succeeded in raising 

their profitability from the lows experienced during the aftermath of the Asian Financial 

Crisis of 1997.      
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Figure 6.4:  Median Profit-Asset Ratio for Various Groups of Banks, 

2002-2011 

 

Source: Fitch Rating (2012) 

Vietnam’s Decree 22, issued in 2006, allows foreign investors (often overseas banks 

which are not in a position to enter the market as a majority or sole owner) to hold up to 

20 percent share in a domestic bank if they wish to be strategic foreign investors (GOV, 

2006b). As such, they provide commitment in writing to support local partners with 

regard to finance, technological upgrading and staff training. The importance of such 

strategic alliances is evidenced in the improved performance of three SOCBs, which are 

partially privatised, and eleven private banks with foreign shareholders (Vu, 2013; and 

Huyen, 2014). These improvements also illustrate the types of gains that domestic 

banks can make through copying foreign banks. 

In summary, it would appear that the experiences of Vietnam’s banking industry during 

the study period tend to support Hypothesis 2 (dominance of spill-over effect over 

competition effect) although there is some limited evidence that the competition effect 

may be dominant with regard to the determination of domestic banks’ non-interest 

income. An important implication of these findings is that the entry and activities of 
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foreign banks have resulted in a number of spill-over benefits for domestic banks and 

the local economy.  

 

  

6.5 CHAPTER SUMMARY  

The main purpose of this chapter is to investigate the impact of foreign bank presence 

and activities on domestic banks. The analysis is based mostly on four sets of panel-data 

regressions for the period 1992-2011. The dependent variable in the first set of 

regressions is the ratio of overhead costs to total asset (OHCOST) for domestic banks.  

In the second, third and fourth sets, it is the ratio of non-interest income to asset 

(NONINC), interest margin to asset (MARGIN) and profit to asset (PROFIT), 

respectively. Each set comprises ten RE (Random Effects) regressions, as well as ten FE 

(Fixed Effects) and ten GMM (Generalized Method of Moments) regressions, with the 

latter twenty regressions serving mainly as a robustness check.   

There are three categories of independent variables. The category of greatest interest to 

our present purposes comprises five alternative measures of foreign bank presence, 

namely foreign banks’ share of the total assets of all banks in each year (FBASHR), the 

number of foreign banks that are subsidiaries (FBN1), the number of all foreign banks 

(FBN2), and the ratios of FBN1 and FBN2 to the total number of all banks in the 

market (FBN1r and FBN2r, respectively).  

The second category of explanatory variables comprises bank-specific indicators that 

are often used in the literature for similar regressions, such as the ratio of equity to asset 

(EQUITY), loans to asset (LOAN), noninterest income to asset (NONINC), deposit to 

asset (DEPOSIT), loan loss provision to asset (LOSPRO) and each bank’s share of the 

total assets of all banks (ASTSHR).  These bank-specific indicators are included in 

every regression.   

The third category of independent variables comprises two macroeconomic indicators:  

growth in real GDP (GDP_G) and CPI inflation (INFLN). In each group of ten 

regressions, the first five exclude these macroeconomic indicators, while the last five 

include them. 
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Our estimation and test results indicate that, for the regressions being considered, RE 

estimators are superior to both FE and POLS estimators. To conserve space, POLS 

estimates were not reported. FE estimates are taken into account but mainly as a 

robustness check for RE estimates. The same comment applies to GMM estimates 

which are known to be often less efficient than corresponding FE and RE estimates.       

RE estimates suggest that the impact of foreign bank presence on domestic banks’ profit 

and interest margin ratios is positive, a finding supported by FE and GMM estimates. 

As for the impact of foreign bank presence on overhead cost and noninterest income 

ratios, four (of the ten) RE estimates for OHCOST are significant and positive, and two 

RE estimates for NONINC are negative. Both of the latter findings are supported by FE 

estimates but not by GMM.  Overall, our results suggest that foreign bank presence 

exerts a positive impact on PROFIT and MARGIN.  There is some evidence that such 

presence may also exert a positive impact on OHCOST and a negative impact on 

NONINC, but the evidence (particularly in the case of NONINC) is not strong. 

We also make use of disaggregated data regarding these four performance indicators for 

five groups of banks in Vietnam: foreign banks from high-income countries, foreign 

banks from other countries, domestic banks that are state-owned, domestic banks with 

minority foreign interests, and other domestic banks. Examination of trends and patterns 

in these variables across the various groups of banks over recent years helps us to gain a 

more detailed understanding of how the estimated coefficients might be interpreted.   

Overall, it appears that both competition and spill-over effects of foreign bank presence 

may have existed simultaneously during the study period, but the spill-over effect may 

have dominated the competition effect in determining domestic banks’ profitability, 

interest margins and possibly overhead costs. The competition effect might have 

dominated the spill-over effect in determining domestic banks’ non-interest income, but 

the evidence in support of this tentative conclusion is not strong. 

From the policy viewpoint, an important implication of the above findings is that, 

during the study period, opening up Vietnam’s financial system to foreign banks has 

generated a number of benefits for domestic banks and, by implication, for their 

customers and the wider economy. The main channels through which these benefits 

accrue appear to have been the spill-over effects, whereby domestic banks learn from 

and emulate the strongest of foreign banks.   
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CHAPTER 7 

IMPACT OF ORIGIN AND ENTRY FORM  

OF FOREIGN BANKS ON LOCAL BANKS 

 

7.1 INTRODUCTION  

This chapter is the last of the study’s three core chapters.  In essence, the current chapter 

presents an extension of the analysis provided in Chapter 6. The previous chapter 

revolved around a central question:  did foreign bank presence and activities affect 

domestic banks’ performance, and if so, did the competition effect or the spill-over 

effect dominate? In this chapter, we shall delve more deeply, and investigate whether 

the answers depend on where the foreign banks came from, and/or on the form of their 

entry (as a branch or a subsidiary) into the domestic market 

If, for example, foreign bank presence exerted a positive effect on domestic banks’ 

profit through a demonstration and technology diffusion process, then intuitively it 

might be expected that the effect would be stronger with respect to foreign banks from 

advanced economies in comparison with banks from developing economies: the former 

banks are likely to possess more sophisticated techniques and equipment; thus there is 

greater scope to learn from them than from banks that originate in developing countries. 

On the other hand, it may be that the “cultural distance” (in a very broad sense) between 

domestic banks and banks from developing countries is smaller than between domestic 

banks and banks from advanced financial markets, so that domestic banks find it more 

“natural” and feasible to copy and emulate banks from developing economies than those 

from advanced economies. Similarly, it is possible that, among foreign banks, 

subsidiaries might exert a greater impact than other types of banks, as the former tend to 

be larger and to operate more autonomously with respect to the parent banks. 

It is clear that answers to these sorts of questions are of much potential interest to host 

country authorities, who would probably prefer to see stronger rather than weaker spill-

over effects, and weaker rather than stronger competition effects. Yet, this type of 

analysis has been very rare in the literature. It is hoped that the research presented in 

this chapter will make a contribution by helping to address this gap in the literature.    
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In keeping with Chapter 6, if domestic banks’ profit, non-interest income or interest 

margin decline, this will be taken to suggest that the competition effect dominates; and 

if these measures of domestic banks’ performance increase, this will be taken to suggest 

that the spill-over effect dominates.  As for costs, the interpretation is somewhat more 

complicated: a decline in costs can be consistent with both the competition effect and 

(particularly in the longer term) the spill-over effect, while an increase in costs may well 

signal the presence of the spill-over effect (especially in a short-term and developing-

economy context).  

This chapter is divided into five sections. The next section, Section 7.2, will describe 

the methodology and data employed. Similar to Chapter 6, the current chapter will also 

utilise three panel-data estimation methods, namely fixed effects, random effects and 

GMM. The estimation results will be reported in Section 7.3, where four dependent 

variables are analysed, namely, overhead cost, non-interest income, interest margin and 

overall profits. Further discussion is accommodated in Section 7.4, and a summary of 

the main points raised in the chapter will be provided in Section 7.5. 

7.2 RESEARCH DESIGN  

7.2.1 Research Questions 

The core research question underlying this chapter is “does the impact of foreign bank 

presence on domestic banks depend on the origin and entry form of the relevant foreign 

bank?” 

The above main question gives rise to two sub-questions:  

(a) Are banks from high-income countries more or less likely than banks from middle-

income countries to generate competition and/or spill-over effects on domestic banks? 

(b) Are foreign subsidiaries more or less likely than foreign bank branches to generate 

competition and/or spill-over effects on domestic banks? 

The estimation results will help to answer these sub-questions and to form a big picture 

which accommodates various aspects of foreign banks’ impact on local banks.  
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7.2.2 Regression Model  

To address the above research sub-questions, we use a model based on the one 

introduced in Chapter 6, with some slight variations to allow for different specifications 

of foreign bank presence. The model is of the form:  

        𝑦𝑖𝑡 = 𝛽𝐹𝐵𝑡 + 𝛾𝑩𝑖𝑡 + 𝛿𝑵𝑡 + 𝑎𝑖 + 𝑣𝑖𝑡                                              (7-1)    

where: 

𝑦𝑖𝑡: Indicator of bank performance for domestic bank i at time t 

Bit: A set of indicators relating specifically to domestic bank i at time t  

Nt: A set of macroeconomic indicators for time t 

𝑎𝑖: Time-invariant unobserved effect 

𝑣𝑖𝑡: Time-varying error 

To address the first research sub-question, we will use two indicators of foreign bank 

presence: 

FBNr_D1: ratio of number of foreign banks from developed countries to the total 

number of all banks; and 

FBNr_D2: ratio of number of foreign banks from developing countries to the total 

number of all banks.  

To address the second research sub-question, we will use two other indicators of foreign 

bank presence: 

FBN1r: ratio of number of subsidiaries (including 100 percent foreign owned banks and 

joint venture banks) to number of all foreign banks; and 

FBN3r: ratio of number of foreign branches to number of all banks. 

As in Chapter 6, four panel-data estimation techniques are applied in turn to each 

regression: panel OLS (POLS), fixed effects (FE), random effects (RE) and Generalized 

Method of Moment (GMM). Again in common with Chapter 6, each regression will 

involve three sets of independent variables, specifically: (1) key features that are 

specific to each domestic bank and are influential to its performance; (2) 
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macroeconomic factors that affect the performance of all domestic banks; and (3) 

indicators of foreign bank presence, as described above.  

7.2.3 Hypotheses  

The main hypotheses can all be expressed in terms of the coefficient β in equation (1). 

H0 (null hypothesis): An increase in foreign bank presence has no impact on the 

overhead costs, non-interest income, interest margins, and overall profits of domestic 

banks. 

An estimate for β that is not significantly different to zero would be consistent with this 

hypothesis, and this finding may be interpreted as either (a) both the competition effect 

and the spill-over effect being absent; or (b) the competition effect and the spill-over 

effect exist as hypothesized but cancel each other out. 

H1 (dominance of competition effect): An increase in foreign bank presence is 

associated with a decline in the overhead costs, non-interest income, interest margins, 

and overall profits of domestic banks. 

An estimate for β that is significant and negative would be consistent with this 

hypothesis, and this finding may be interpreted as an indication that the competition 

effect dominates the spill-over effect. 

H2 (dominance of spill-over effect): An increase in foreign bank presence is associated 

with an increase in the overhead costs, non-interest income, interest margins, and 

overall profits of domestic banks. 

An estimate for β that is significant and positive would be consistent with this 

hypothesis, and this finding may be interpreted as an indication that the spill-over effect 

dominates the competition effect. Further discussion of this interpretation will be 

provided in Section 7.4 (FURTHER DISCUSSION) below. 

In the event that either H1 or H2 is considered to hold, it will be of interest to observe 

whether the relevant effect (competition or spill-over) is more likely to be generated by 

foreign banks from developed or developing countries, and by foreign subsidiaries or 

foreign bank branches. 
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7.2.4 Variables and Measurement 

Table 7.1 provides a list of the variables used in the analysis. As before, there are four 

broad groups, namely, measures of a bank’s performance, measures of foreign bank 

presence, bank-specific indicators, and macroeconomic indicators.  

As all the indicators reflecting bank-specific characteristics, dependent variables, and 

macroeconomic factors were described in Chapter 6, it suffices to discuss at this point 

only the four indicators of foreign bank presence, focusing on origin and entry form of 

foreign banks.  

Table 7.1 Description of variables   

 

Variables Description 

PROFIT Ratio of before-tax profit to total assets 

OHCOST Ratio of overhead expenses to total assets 

MARGIN Ratio of net interest income to total assets 

NONINC Ratio of non-interest income to total assets 

EQUITY Ratio of capital equity to total assets 

LOAN Ratio loans to total assets 

DEPOSIT Ratio of short term and long term deposits to total assets 

LOSPRO Ratio of loans loss provisions to total assets 

ASTSHR Ratio of total assets of bank to total assets of the industry 

FBNr_D1  Ratio of number of foreign banks from developed countries 

to total number of all banks (in industry).  

FBNr_D2 Ratio of number of foreign banks from developing countries 

to total number of all banks. 

FBN1r Ratio of number of foreign subsidiaries to total number of all 

banks 

FBN3r Ratio of number of foreign bank branches to total number of 

all banks  

GDP_G GDP growth rate (in %) 

INFLN Inflation rate (annual), percentage change in the CPI 

 

In the literature, few studies provide the measurement of foreign bank presence with 

regard to the form of entry of foreign banks. In some rare research, Poghosyan et al. 

(2010) claim that “green-field” banks (subsidiaries) show the stronger impact on 

domestic banks than acquisitions (banks with equal or more than 50% of the total share 

belongs to foreign investors) do. These authors do not clarify which specific effect was 

generated, spill-over or competition, but they conclude that due to foreign bank entry, 

the domestic banking system becomes more efficient. Another study, Jeon et al. (2011), 
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affirms that “green-field” banks create stronger spill-over effects than merger or 

acquisition banks. They explain the reason is that “green-field” banks aim to acquire 

market share quickly so they lower their interest rates. This strategy forces domestic 

banks to be more efficient in order to protect the market share. Further, among foreign 

bank types, foreign banks which are safer will create stronger impact as the result of the 

existence of the remarkable efficient gap between foreign banks and domestic banks, 

with the condition that they locate in less concentrated host countries (Jeon et al., 2011). 

The different impact generated by foreign banks also depends on the degree of the 

closeness of the relationship between foreign banks and their parent banks (Wu et al., 

2011). For instance, take-over banks remain a closer relationship with parent banks than 

subsidiaries; thus they are less responsive to the monetary policy (Wu et al., 2011). This 

finding may imply that take-over banks may achieve strong support from parent banks; 

this creates stronger competitive pressure on domestic banks to some extent.  

In regards to the origin of foreign banks, Wu et al. (2011) also state that foreign banks 

from OECD countries respond better to the host countries’ tightening monetary policy 

than other types of foreign banks. Similarly, Horen (2007) asserts that foreign banks 

from developing countries hold 27 percent of the total number but only 5% of total 

assets. That indicates the fact that foreign banks from developing countries are often 

small in terms of asset share. Moreover, these banks like to enter into neighbouring 

nations (Horen, 2007). Horen (2007) found that these banks are also willing to enter the 

countries with weak institutions while foreign banks from developed countries are not. 

The author explained this phenomenon occurs because these banks have the advantage 

of dealing with weak institutions, which they may be accustomed to facing in their own 

countries. In all, Horen (2007) summarised that foreign banks from developing 

countries significantly contribute to the development of the banking industry in 

developing countries.  

Because hardly any research considered in detail the impact of foreign banks in regards 

to the origin and form of entry of foreign banks, this situation motivated the decision to 

conduct the current study. To make a clear classification of foreign banks, we chose 

four foreign bank presence indicators, namely, FBNr_D1, FBNr_D2, FBN1r and 

FBN3r. We will not consider the asset share of these types of banks because branches 

often do not have separate financial reports, while they account for a significant portion 

in the total number of foreign banks. Therefore, we expect that this pioneer study using 
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the number of branches versus other types of banks will provide a comprehensive 

understanding of the impact of foreign banks and provide an important addition to the 

literature.  

To measure foreign bank presence, whether from developed or developing countries, 

and whether the banks are branches or subsidiaries of foreign parent banks, we use 

indicators that are based on the number of banks in various categories. In particular, 

FBNr_D1 is the ratio of the number of foreign banks from developed countries to the 

total number of all banks, FBNr_D2 the ratio of the number of foreign banks from 

developing countries to the total number of all banks, FBN1r the ratio of the number of 

foreign subsidiaries to the total number of all banks, and FBN3r the ratio of the number 

of foreign bank branches to the total number of all banks.  

While there are many antecedents to this practice (using bank numbers to measure level 

of foreign bank presence) in the literature (see Chapter 2 for some examples), our main 

reason for relying on it rather than on measures based on market shares is data 

limitation. For example, we consider FBASHR (foreign banks’ share of the total assets 

of all banks in the industry) a useful, but imperfect, measure of foreign bank presence.  

(This is why in Chapter 6, FBASHR was used as only one of five alternative measures 

of foreign bank activities level.) Because data for foreign bank branches’ assets are 

unavailable to us, data for FBASHR are based on the assets of foreign subsidiaries only. 

Thus, although FBASHR may be used as a proxy for the asset share of all foreign 

banks, it cannot be disaggregated into separate indicators (relating to foreign branches 

and to subsidiaries). As a result, it (and indicators like it) cannot be used for the analysis 

reported in Sub-section 7.3.2 below. It is true that, in principle, disaggregated versions 

of FBASHR can be used for the analysis presented in Sub-section 7.3.1. In that case, 

however, it is not clear how appropriate they would be as indicators of the relative 

market shares of foreign banks from developed versus developing countries, because for 

much of the sample period, most of the foreign bank subsidiaries in Vietnam originated 

in advanced economies. By contrast, the proportion of foreign bank branches that 

originated in developing countries was quite substantial (see Chapter 3 for detail). As a 

robustness check, the analysis in Sub-section 7.3.1 below is replicated with 

disaggregated indicators of asset shares (similar to FBASHR). To avoid unnecessary 

repetition and conserve space, the results are not reported in detail below, but they are, 

by and large, consistent with the findings presented herein.   
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7.2.5 Data  

The data set ranges from years 1992 to 2011, and covers four types of banks, namely, 

state-owned commercial banks, private commercial banks, foreign subsidiaries and 

foreign bank branches. 

Table 7.2 provides descriptive information for foreign bank presence in terms of origin 

and form of entry.   

 

Table 7.2: Descriptive statistic of foreign bank presence measures, 1992-2011 

Year FBN_R_D1 FBN_R_D2 FBN1r FBN3r 

1992 0.428571 0.142857 0.071429 0.500000 

1993 0.263158 0.263158 0.052632 0.473684 

1994 0.333333 0.208333 0.041667 0.500000 

1995 0.322581 0.290323 0.064516 0.548387 

1996 0.324324 0.297297 0.054054 0.567567 

1997 0.333333 0.307692 0.051282 0.589744 

1998 0.340909 0.295455 0.045455 0.590909 

1999 0.326087 0.304348 0.086957 0.543478 

2000 0.340426 0.297872 0.085106 0.553192 

2001 0.326531 0.285714 0.081633 0.530612 

2002 0.296296 0.296296 0.074074 0.518519 

2003 0.285714 0.303571 0.071429 0.517857 

2004 0.271186 0.305085 0.067797 0.508475 

2005 0.292308 0.307692 0.061539 0.538462 

2006 0.273973 0.301370 0.068493 0.506849 

2007 0.273973 0.301370 0.068493 0.506849 

2008 0.282051 0.294872 0.064103 0.512821 

2009 0.298851 0.310345 0.103448 0.505747 

2010 0.288889 0.344445 0.100000 0.533333 

2011 0.313253 0.397590 0.108434 0.602410 

Source: Fitch Rating (2012) 

As can be seen from Table 7.2, the ratio of number of foreign banks from developed 

countries shows the reverse trend compared with that of foreign banks from developing 

countries. In particular, the ratio of the number of the former started at 42.8 percent in 

1992, it gradually declined to 27.3 percent in 2007, before a slight recovery at 31 

percent in 2011. On the other hand, the ratio of number of the latter, beginning at 14.2 
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percent, kept rising and reached its peak at 39.7 percent in 2011, which is about 8 

percent higher than the other type of banks. This situation is consistent with Horen 

(2007), who concluded that foreign banks from developing countries like to enter into 

neighbouring countries and are willing to deal with weaker institutions. Vietnam, a 

developing country, tends to attract more foreign banks from developing countries 

rather than foreign banks from developed countries.  

Regarding the form of entry, Table 7.2 indicates that the ratio of the number of foreign 

banks increased significantly during the studied period, in which the number of foreign 

bank branches accounts for more than half of the industry. In particular, at the beginning 

of the period, the ratio of number of foreign subsidiaries amounted to only 7 percent. 

This ratio rose slowly during the 20 year period and reached a peak at 10.8 percent in 

2011. At the same time, starting at 50 percent of share regarding number, foreign bank 

branches developed their number quickly and achieved the highest ratio at 60.2 percent 

at the end of the period.  

In general, it can be seen from the Table 7.2 that foreign bank branches expand quicker 

than foreign subsidiaries in Vietnam, and foreign banks from developing countries 

account for a higher proportion than the other banks. 

7.3 REGRESSION RESULTS  

This section will report the regression results using the fixed effects model, random 

effects model and GMM with robust standard error, whereby the results of all three 

methods are reported simultaneously in one table. The empirical results summarise the 

impact of foreign bank presence regarding: (1) foreign banks from developed versus 

developing countries; (2) subsidiaries versus branches on four indicators of domestic 

banks’ performances: overhead costs (OHCOST), non-interest income (NONINC), net-

interest margin (MARGIN) and profit before tax (PROFIT). 

 

7.3.1  Does foreign banks’ impact vary according to their origin?  

7.3.1.1 Estimation of Overhead cost (OHCOST) 

Table 7.3 summarises the regressions estimating domestic banks’ overhead cost ratio 

with the use of measures of foreign bank presence that take account the origin of foreign 
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banks, and using FE, RE and GMM estimators, with and without macroeconomic 

factors. There are three sets of independent variables, namely six bank-specific factors, 

two foreign bank presence indicators and two macroeconomic factors. Regressions (4) 

through (6) include these two macroeconomic factors, whereas the first three 

regressions do not. As in the tables of Chapter 6, the computed values for Hausman and 

LM test statistics are reported at the bottom of the table.  

It can be seen that the estimated coefficients and diagnostic statistics of Regressions (1) 

through (6) are broadly consistent with those presented in Tables 6.3a, 6.3b and 6.3c. In 

particular, the Hausman and LM test statistics again indicate that the RE model is 

superior to FE and POLS for this set of panel data. 

 

Table 7.3: Estimation of overhead cost for domestic banks using measures of 

foreign bank presence that take account of the origin of foreign banks, 1992-2011 

  

 

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

Dependent 

variable: COST 
 

FE RE GMM 

 

FE RE GMM 

EQUITY 0.012* 0.013** 0.020 0.011* 0.012** 0.016 

 

(0.061) (0.044) (0.267) (0.065) (0.046) (0.407) 

DEPOSIT -0.001 -0.001 -0.006 -0.001 -0.001 -0.013 

 

(0.675) (0.677) (0.737) (0.642) (0.642) (0.498) 

LOAN 0.010*** 0.015*** 0.011 0.011*** 0.015*** 0.023*** 

 

(0.002) (0.000) (0.201) (0.003) (0.000) (0.009) 

LOSPRO 0.010*** 0.004*** 0.003 0.010*** 0.004*** -0.006 

 

(0.004) (0.000) (0.822) (0.003) (0.000) (0.637) 

NONINC 0.234* 0.272** 0.466 0.228* 0.265** 0.567*   

 

(0.052) (0.021) (0.148) (0.065) (0.029) (0.054) 

ASTSHR -0.052*** -0.010 -0.066*** -0.050*** -0.010 -0.050*   

 

(0.003) (0.367) (0.008) (0.004) (0.354) (0.085) 

FBNr_D1 0.060*** 0.055*** 0.058* 0.076*** 0.073*** 0.063 

 
(0.004) (0.005) (0.063) (0.000) (0.000) (0.153) 

FBNr_D2 0.013 0.019* 0.022 0.002 0.005 0.005 

 

(0.222) (0.067) (0.184) (0.823) (0.576) (0.768) 

GDP_G  

  

0.012 0.010 -0.080 

 

 

  

(0.686) (0.764) (0.121) 

INFLN  

  

0.0001 0.0001 0.0001**  

 

 

  

(0.231) (0.146) (0.014) 

N 280 280 237 280 280 237 

R-sq 0.325 0.2892 

 

0.336 0.3037 

 LM (p) 0.000   0.000   

Hausman (p)  0.1504   0.6100  

IV(no.)  

 

16  

 

18 

AR2(p)  

 

0.125  

 

0.101 

Hansen(p)  

 

0.0622  

 

0.142 
FBNr_D1: ratio of number of banks from developed countries, FBNr_D2: ratio of number of banks from 

developing countries. For further variable definition, see Table 7.1. 

(p-values in parentheses, * p<0.1, ** p<0.05, *** p<0.01)  
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 Our main focus is on the estimated coefficients of the measures of foreign bank 

presence, FBNr_D1 (the ratio of number of foreign banks from developed countries to 

total number of all banks) and FBNr_D2 (the ratio of number of foreign banks from 

developing countries to total number of all banks). In both RE regressions, that is 

Regressions (2) and (5), as well as in three of the other four regressions, the coefficient 

of FBNr_D1 is significant and positive. At the same time, in only one of the two RE 

regressions, Regression (2), and in none of the other four regressions, is the coefficient 

of FBNr_D2 significant.  

Taken together, these estimates suggest that foreign bank presence tends to increase 

domestic banks’ overhead costs, but also that this impact tends to hold more reliably in 

the case of foreign banks that come from developed countries than those that come from 

developing economies. This finding is not only consistent with the conclusion reached 

in Chapter 6, namely that the evidence tends to support alternative hypothesis H2 

(dominance of the spill-over effect with regard to overhead costs), it also adds to that 

conclusion by providing evidence that, in this case, the spill-over effect is attributable 

mainly to foreign banks from advanced economies rather than from developing ones. 

Almost all bank-specific factors have maintained similar signs to those found in Table 

6.3a, 6.3b and 6.3c. In particular, the coefficients of EQUITY, LOAN, LOSPRO and 

NONINC indicate the positive and significant impact on OHCOST. Among them, 

EQUITY impacts OHCOST significantly in all FE and RE regressions, while other 

factors mentioned above indicate significant signs in almost all regressions.  

Surprisingly, the coefficients of ASTSHR remain negative and significant in all FE and 

GMM regressions, but not RE regressions, which is similar to the results from Table 

6.4a and c. As mentioned before, RE regression is preferred to FE and POLS, so we can 

conclude that the negative relationship between ASTSHR and OHCOST may be not be 

very robust. Among bank-specific indicators, only estimated coefficients of DEPOSIT 

are non-significant, which are consistent with the results from Table 6.3b in Chapter 6.   

It is interesting that the macroeconomic factors have demonstrated a completely 

different direction to those found in Chapter 6. In particular, the GDP growth rate 

illustrates no significant impact on overhead cost, while this indicator shows a negative 
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and significant impact in several regressions in Table 6.3a, b and c. The same situation 

occurs for inflation rate, which indicates a negative and significant relationship with 

OHCOST in Regression (6) in Table 7.3, whereas it illustrated no significant impact in 

all three Table 6.3 a, b and c in Chapter 6. This circumstance may be explained by the 

fact that, since different foreign presence indicators have been used, the impact of 

GDP_G may be cancelled out, while the impact of inflation emerges. The negative 

relationship between inflation rate and overhead cost suggests that domestic banks tend 

to benefit from their anticipation capacity on inflation fluctuation to adjust the interest 

rate.  

7.3.1.2   Estimation of Non-interest Income (NONINC) 

Table 7.4: Estimation of non-interest income for domestic banks using measures of 

foreign bank presence that take account of the origin of foreign banks, 1992-2011  

 

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

Dependent 

variable: 

NONINC 

 

 

FE RE GMM 

 

 

FE RE GMM 

OHCOST 0.404*** 0.438*** 0.214 0.400*** 0.433*** 0.296 

 

(0.003) (0.000) (0.382) (0.003) (0.000) (0.210) 

EQUITY 0.002 0.001 -0.004 0.002 0.001 -0.0004 

 

(0.805) (0.846) (0.829) (0.827) (0.860) (0.985) 

DEPOSIT -0.0009 -0.0008 0.022 -0.001 -0.001 0.026 

 

(0.752) (0.782) (0.158) (0.710) (0.742) (0.123) 

LOAN -0.010** -0.007** -0.026*** -0.010** -0.007** -0.028*** 

 

(0.036) (0.020) (0.001) (0.041) (0.019) (0.001) 

LOSPRO 0.002 -0.004*** 0.029** 0.001 -0.004*** 0.030*** 

 

(0.680) (0.005) (0.023) (0.692) (0.005) (0.004) 

ASTSHR -0.010 -0.001 -0.052 -0.010 -0.002 -0.039 

 

(0.377) (0.689) (0.209) (0.396) (0.667) (0.397) 

FBNr_D1 -0.016 -0.019 -0.004 -0.006 -0.009 -0.012 

 

(0.328) (0.218) (0.904) (0.748) (0.639) (0.792) 

FBNr_D2 -0.024 -0.024 -0.019 -0.028 -0.028 -0.014 

 

(0.158) (0.159) (0.391) (0.170) (0.169) (0.518) 

GDP_G  

  

0.034 0.032 0.005 

 

 

  

(0.431) (0.437) (0.948) 

INFLN  

  

0.00002 0.00003 -0.00002 

 

 

  

(0.740) (0.719) (0.785) 

N 280 280 237 280 280 237 

R-sq 0.136 0.1326 

 

0.138 0.1347 

 LM (p) 0.000   0.000   

Hausman 

(p) 

 

0.9113  

 

0.9799  

IV(no.)  

 

16  

 

18 

AR2(p)  

 

0.731  

 

0.757 

Hansen(p)  

 

0.57  

 

0.575 
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FBNr_D1: ratio of number of banks from developed countries, FBNr_D2: ratio of number of banks from 

developing countries. For further variable definition, see Table 7.1.  

(p-values in parentheses, * p<0.1, ** p<0.05, *** p<0.01)  

Table 7.4 presents the estimation of non-interest income ratio of domestic banks 

regarding origin of foreign banks, using three estimated methods, such as FE, RE and 

GMM with and without macroeconomic factors. The order of bank-specific indicators, 

foreign bank presence indicators and macroeconomic factors is similar to Table 7.3. The 

first three regressions exclude macroeconomic factors while the last three include them. 

The results for the Hausman test and LM test are placed at the bottom of the table.   

As we can see from Table 7.4, all estimated coefficients of foreign bank presence do not 

indicate any significant impact on domestic banks’ non-interest income. Therefore, this 

result indicates that we do not have enough evidence to reject the null hypothesis.  We 

recall the result from table 6.4a, b and c; this result stands in line with the results found 

in Table 6.4a and 6.4c, except 6.4b. In Table 6.4b, in Regression (5) and (10), the ratio 

of number of foreign banks to total number of banks (FBN2r) indicates a negative and 

significant impact on domestic banks’ non-interest income. That means the ratio of 

number of all foreign banks to total number of banks does create a significant impact, 

but when the ratio of number is divided into two groups, they may not be large enough 

to generate a significant impact.   

While the impact of foreign banks creates totally different results, the results for bank 

specific indicators are highly consistent with those reported in Table 6.4b in Chapter 6. 

In particular, the coefficients of OHCOST remain positive and significant in all FE and 

RE regressions, while they are non-significant in GMM regressions. According to the 

result of Hausman test and LM test, RE is preferred to FE and POLS, thus the results 

are highly robust. It once again confirms that domestic banks have to increase their 

technological investment to improve the existing non-interest activities or even produce 

new services to respond to the competition. Another possible explanation is that the 

more fee-based services banks involve the higher cost banks experience. However, if 

the revenue from these activities is larger than the expense for them, banks gain the net 

non-interest income; this may be the case in this circumstance.  

Moreover, the coefficients of LOAN indicate a negative and significant impact in all six 

regressions, suggesting the hypothesis that because of the limitations in resources, more 

resources are spent for loans, and fewer resources are left for non-interest income. This 
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result may be a consequence of being a local bank; domestic banks would seem to focus 

on loans rather than non-interest income owing to their large network and long history 

on loan making. In contrast, to practice non-interest activities, much more technological 

investment is needed, and more staff must be recruited.  

Additionally, the coefficients of LOSPRO show a negative and significant impact on 

non-interest income in Regression (2), (3), (5) and (6); that means they are significant in 

RE and GMM regressions. Because RE regression is preferred to FE and POLS, we can 

conclude that banks which contain a high ratio of bad debts have a low capacity to 

practice the non-interest activities. Alternatively, it may be because of the high amount 

of provision, there are fewer resources left for fee-based activities.  

From Table 7.4, we can see that the coefficients of EQUITY, DEPOSIT and ASTSHR 

show no significant impact on NONINC. These results are concordant with the results 

of Table 6.4a and 6.4b but 6.4c in which DEPOSIT have shown positive and significant 

impact.    

None of coefficients of macroeconomic factors show a significant impact on domestic 

banks’ non-interest income, which is similar to the results of Table 6.4a, 6.4b and 6.4c, 

confirming that economic growth rate and inflation rate do not create any influence on 

fee-based services of banks.  

Overall, the results from Table 7.4 cannot reaffirm the competition effect of foreign 

bank presence on domestic banks, like it has been shown in Table 6.4b in Chapter 6. 

7.3.1.3   Estimation of net interest margin (MARGIN) 

The estimation of domestic banks’ interest margin ratio with the use of measures of 

foreign bank presence that consider the origin of foreign banks is presented in Table 7.5. 

All the independent variables, foreign bank presence indicators and macroeconomic 

factors are listed in a similar order as those in Table 7.4. Nevertheless, OHCOST and 

NONINC are now independent variables which are controlled as bank-specific factors, 

so there are seven bank-specific indicators.   

The Regression (1) through (3) present the results of estimation using RE, FE and 

GMM without macroeconomic factors, while the Regression (4) through to (6) shows 

the results of the regressions with macroeconomic factors. The results of the Hausman 
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test and LM test are reported at the bottom of the table. According to these tests, RE is 

preferred to FE and POLS.  

Like previous tables, the coefficients of foreign bank presence are of greatest interest 

(Table 7.5). The coefficient of FBNr_D1 indicates a negative sign in all six regressions 

but only the coefficient in Regression (1) is significant at 10%. That means an increase 

in the ratio of number of all foreign banks from developed countries does reduce the 

domestic banks’ margin but the result is not very robust so it provides a weak evidence 

of competition effect.   

Table 7.5: Estimation of margin for domestic banks using measures of foreign 

bank presence that take account of the origin of foreign banks, 1992-2011  

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

Dependent 

variable: 

MARGIN FE 

 

 

RE GMM 

 

 

FE RE GMM 

OHCOST 1.425*** 1.375*** 1.065*** 1.429*** 1.374*** 1.189*** 

 

(0.000) (0.000) (0.002) (0.000) (0.000) (0.001) 

EQUITY 0.042*** 0.043*** 0.059** 0.042*** 0.043*** 0.065**  

 

(0.000) (0.000) (0.031) (0.001) (0.000) (0.016) 

DEPOSIT 0.001 0.001 0.009 0.0008 0.001 0.024 

 

(0.646) (0.597) (0.646) (0.780) (0.726) (0.244) 

LOAN 0.001 0.003 0.006 -0.0003 0.001 -0.005 

 

(0.808) (0.530) (0.692) (0.960) (0.734) (0.788) 

LOSPRO -0.0007 -0.001 0.002 -0.001 -0.002 0.012 

 

(0.924) (0.526) (0.894) (0.884) (0.410) (0.477) 

NONINC -0.293* -0.249 -0.252 -0.301* -0.252 -0.472 

 

(0.073) (0.106) (0.515) (0.067) (0.102) (0.235) 

ASTSHR 0.031 0.023** -0.051 0.029 0.022** -0.048 

 

(0.132) (0.013) (0.474) (0.202) (0.025) (0.529) 

FBNr_D1 -0.051* -0.045 -0.033 -0.026 -0.018 -0.062 

 

(0.095) (0.135) (0.545) (0.483) (0.623) (0.387) 

FBNr_D2 0.081*** 0.081*** 0.093** 0.077*** 0.076*** 0.113*** 

 

(0.002) (0.001) (0.012) (0.007) (0.004) (0.002) 

GDP_G 

 

 

 

0.146*** 0.147*** 0.020 

  

 

 

(0.008) (0.003) (0.828) 

INFLN 

 

 

 

0.000006 0.00001 -0.0001*   

  

 

 

(0.945) (0.831) (0.076) 

N 280 280 237 280 280 237 

R-sq 0.593 0.5920 

 

0.605 0.6035 

 LM (p) 0.000   0.000   

Hausman(p)  0.4353   0.1892  

IV(no.) 

 

 18  

 

20 

AR2(p) 

 

 0.395  

 

0.874 

Hansen(p) 

 

 0.105  

 

0.119 
FBNr_D1: ratio of number of banks from developed countries, FBNr_D2: ratio of number of banks from 

developing countries. For further variable definition, see Table 7.1.  

(p-values in parentheses, * p<0.1, ** p<0.05, *** p<0.01)  
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Whereas the coefficient of FBNr_D2 demonstrates a strong positive and significant 

impact in all six regressions at 1 percent, suggesting that the ratio of number of all 

foreign banks from developing countries demonstrates a strong spill-over effect. These 

results concur with the results in Table 6.5b as the coefficients of FBN2r (the ratio of 

number of foreign banks to total number of banks) maintain a positive and significant 

impact on MARGIN in both models, with and without macroeconomic factors. In 

general, foreign banks from developed countries tend to create the competition effect, 

whereas the foreign banks from developing countries generate the spill-over effects. 

Because the spill-over effect appears much stronger than the competition effect, the 

result meets the alternative hypothesis (H2) that the dominance of spill-over effect is 

generated under the impact of foreign bank presence. This result implies that domestic 

banks are more strongly influenced by foreign banks from developing countries than 

foreign banks from developed countries in terms of margin. In regards to bank-specific 

factors, the estimated coefficients of OHCOST, EQUITY, NONINC and ASTSHR 

indicate consistent results with the previous results in Table 6.5b in Chapter 6. 

Specifically, OHCOST (representing the ratio of overhead cost to its total asset) is 

positive and highly significant in all six regressions. Similar results were found for the 

coefficients of EQUITY, suggesting that well-capitalized banks benefit from the 

banking operations and their competitive strategies. In addition, they still maintain some 

level of monopolistic power to set the prices, as previously concluded by Lensink and 

Hermes (2004). The coefficient of NONINC indicates a negative and significant impact 

on MARGIN in Regression (1) and (4), while it shows no significant impact in the rest 

of the four regressions. These results seem to be less strong than those found in Table 

6.5b in Chapter 6, where we can see that nine coefficients of NONINC out of ten 

regressions have shown negative and significant impact on MARGIN. Similarly, the 

coefficient of ASTSHR indicate a positive and significant association in two 

regressions, namely, Regression (2) and (4) in RE regressions. Like the result of 

NONINC, the result of ASTSHR indicates a weaker relationship compared with that 

which was reported in Table 6.5b. On the bottom of the table, according to the results of 

Hausman test and LM test, the RE model is preferred to FE and POLS. Consequently, 

the results suggest that the larger banks, in terms of asset share, are advantageous for 

domestic banks’ margin. As indicated in Table 7.5, all coefficients of DEPOSIT, LOAN 

and LOSPRO are non-significant, which accords with the results found in Table 6.5a, 

6.5b and 6.5c.  
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Not surprisingly, the annual rate of economic growth is shown to have a positive 

influence on domestic banks’ margins, evidenced by the positive and significant 

coefficients in Regression (4) and (5). This result suggests that domestic banks can gain 

higher margins in the growing economic circumstances. However, inflation rate 

indicates a negative and significant impact on margin in only Regression (6). Compared 

with GDP_G, inflation rate has a smaller impact on margins. When referring back to 

Table 6.5b, only the results of GDP_G are robust, while the results of inflation rate fall 

on the opposite side, namely, negative instead of positive impact.   

7.3.1.4   Estimation of before tax profit (PROFIT) 

Table 7.6: Estimation of profitability for domestic banks using measures of foreign 

bank presence that take account of the origin of foreign banks, 1992-2011   

 

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

Dependent 

variable: 

PROFIT FE RE GMM FE RE GMM 

OHCOST 0.144 0.093 -0.424 0.153* 0.100 -0.298 

 

(0.133) (0.327) (0.216) (0.099) (0.271) (0.431) 

EQUITY 0.036*** 0.038*** 0.047* 0.037*** 0.038*** 0.054**  

 

(0.001) (0.000) (0.069) (0.001) (0.001) (0.034) 

DEPOSIT -0.003 -0.003 0.005 -0.003 -0.003 0.025 

 

(0.291) (0.290) (0.770) (0.301) (0.300) (0.188) 

LOAN 0.009** 0.006** 0.001 0.008** 0.005* -0.006 

 

(0.013) (0.039) (0.924) (0.029) (0.074) (0.642) 

LOSPRO -0.009 -0.003 0.021 -0.009 -0.003 0.029 

 

(0.200) (0.258) (0.303) (0.198) (0.238) (0.114) 

NONINC 0.438*** 0.449*** 0.540* 0.438*** 0.451*** 0.313 

 

(0.000) (0.000) (0.096) (0.000) (0.000) (0.305) 

ASTSHR -0.0001 -0.018*** -0.075 -0.001 -0.019*** -0.061 

 

(0.992) (0.006) (0.203) (0.955) (0.003) (0.316) 

FBNr_D1 -0.085*** -0.075*** -0.080* -0.087** -0.075** -0.151**  

 

(0.006) (0.007) (0.088) (0.033) (0.048) (0.023) 

FBNr_D2 0.048*** 0.044*** 0.071** 0.053** 0.048** 0.098*** 

 

(0.004) (0.003) (0.012) (0.019) (0.019) (0.002) 

GDP_G 

 

 

 

0.027 0.035 -0.107 

  

 

 

(0.671) (0.582) (0.257) 

INFLN  

 

-0.00005 -0.00005 -0.0002** 

  

 

 

(0.575) (0.562) (0.032) 

N 271 271 230 271 271 230 

R-sq 0.43 0.4242  0.433 0.4273  

LM (p) 0.000   0.000   

Hausman (p)  0.9996   -0.480  

IV(no.) 

 

 18  

 

20 

AR2(p) 

 

 0.725  

 

0.574 

Hansen(p)  0.152  

 

0.248 
FBNr_D1: ratio of number of banks from developed countries, FBNr_D2: ratio of number of banks from 

developing countries. For further variable definition, see Table 7.1. 
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(p-values in parentheses, * p<0.1, ** p<0.05, *** p<0.01)  

 

Table 7.6 summarizes the results of panel-data regressions estimating domestic banks’ 

profitability with the use of measures of foreign bank presence that consider the origin 

of foreign banks. Three estimated methods are applied, namely FE, RE and GMM. The 

independent variables include seven bank-specific indicators, two foreign bank 

indicators and two macroeconomic factors. All independent variables are organized 

similarly to the previous tables.  

As usual, our great focus is on the impact of foreign bank presence in which two 

indicators indicate significant but opposite signs in all six regressions. In particularly, 

the coefficients of FBNr_D1 indicate the negative and significant signs in all six 

regressions. On the other hand, the coefficients of FBNr_D2 show the reverse signs in 

all six regressions. This result suggests that foreign banks from developed countries 

create competition effect whereas foreign banks from developing countries generate the 

spill-over effect. Moreover, the impact of FBNr_D2 appears to be stronger than 

FBNr_D1 basing on the significant level. These results match with the alternative 

hypothesis (H2) that the spill-over effect dominates the impact of foreign bank presence 

on domestic banks. Recall the results from Table 6.6b in Chapter 6, we can see that two 

coefficients of FBN2 (the number of all foreign banks) and one coefficient of FBN1r 

(ratio of number of subsidiaries to total number of banks) indicate the positive and 

significant impact on PROFIT. Therefore, this result in Table 7.6 concurs with the result 

found in Table 6.6b in which foreign bank presence creates the spill-over effect on 

domestic banks. That means the competition effect has been cancelled out, as we can 

see in Table 6.6b.   

As can be seen from Table 7.6, almost all coefficients of bank-specific factors exerted a 

similar impact as the results in Table 6.6b in Chapter 6. In particular, in Regression (1), 

the coefficients of EQUITY, LOAN and NONINC indicate a positive and significant 

impact on banks’ PROFIT. These results are similar to Regression (2). However, in 

Regression (2) the coefficient of ASTSHR became negative and significant at 1 percent, 

whereas it was not significant in Regression (1). According to the results of Hausman 

test and LM test, reported at the bottom of Table 7.6, the RE model is more suitable for 

this panel data over FE and POLS. Therefore, we can conclude that well-capitalized 

banks experience the benefit for PROFIT, while quick expansion in assets may lead to 
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the disadvantage for PROFIT. It may imply that when banks target to expand their 

credit, they may overlook the safety regulations, leading to a high ratio of bad debts.  

Besides, the coefficients of LOAN and NONINC have shown positive and significant 

signs. These findings demonstrate that both loan and non-interest incomes play the 

crucial roles for banks’ revenue. In Regression (3) using GMM, the coefficients of 

EQUITY and NONINC still remain positive and significant but at the lower level of 

significance compared with those in Regression (1) and (2). In contrast, the coefficients 

of LOAN and ASTSHR show no significant impact, which are totally different in the 

first two regressions. 

Regressions (4) through to (6) include the macroeconomic factors, and the estimated 

coefficients indicate relative consistency through FE, RE and GMM regressions. In 

particular, the coefficients of EQUITY have remained positive and significant in all 

three regressions. The coefficients of LOAN are still positive and significant in FE and 

RE regressions. The same result occurred for the coefficient of ASTSHR, which 

remained negative and significant in Regression (5) through RE regression as it was in 

Regression (2). It is interesting that with the control of macroeconomic factors, the 

coefficient of OHCOST became positive and significant in Regression (4). Another 

small difference is that the coefficient of NONINC was no longer significant in 

Regression (6), while it was significant in Regression (3) using the GMM.  

Interestingly, the result on the impact of macroeconomic factors seems to be opposite to 

the results in Table 6.6b in Chapter 6. For instance, all three coefficients of GDP_G are 

non-significant in Table 7.6, whereas all five regressions of GDP_G indicated a strong 

positive and significant impact in Table 6.6b. Second, the coefficient of INFLN showed 

a negative and significant impact in only Regression (6) in Table 7.6, while two 

coefficients of INFL out of five were positive and significant in Table 6.6b in Chapter 6. 

These results may stem from the application of the different indicators of foreign bank 

presence that may have cancelled out the impact of GDP_G, and makes a reverse 

impact of inflation rate. 

7.3.1.5 Summary  

Hausman and LM tests indicate that RE estimators are better than FE and OLS 

estimators for our regressions. In the regressions of OHCOST (overhead costs), both of 
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the two RE estimates of the coefficient for FBNr_D1 are positive, while one of the two 

RE estimates of the coefficient for FBNr_D2 is positive.  These estimates suggest that, 

consistent with H2 (the spill-over effect being dominant), a higher level of foreign bank 

presence tends to be associated with higher overhead costs for domestic banks. 

Moreover, this association tends to hold more reliably for foreign banks from developed 

than for those from developing countries. Estimates from the other four regressions of 

OHCOST (two FE, and two GMM) are broadly supportive of these findings.    

In terms of non-interest income, there is was no significant coefficient of either 

FBNr_D1 or FBNr_D2 found although they all indicate negative signs. This result 

stands in line with the null hypothesis (H0), which hold that foreign bank presence does 

not create any impact on non-interest income of domestic banks. However, this result is 

considerably different from the results reported in Table 6.4b using RE in Chapter 6; 

this indicates that the ratio of number of foreign banks to total number of banks has had 

a negative and significant impact on domestic banks’ non-interest income. That means 

foreign bank presence does create the competition effect on local banks, which causes a 

reduction in non-interest income. Nevertheless, this effect cannot be confirmed in Table 

7.4.  

As can be shown in Table 7.5, the result of Hausman test and LM test reveal that RE is 

more suitable for this data set than FE and OLS. In the regressions of MARGIN, none 

of RE regressions of FBNr_D1 indicate a significant impact whereas both two RE 

regressions of FBNr_D2 show a positive and highly significant effect on MARGIN. 

From this result, we can conclude that the spill-over effect is dominant which concurs 

with the alternative hypothesis (H2). This result suggests that the higher participation of 

foreign banks from developing countries results in an increase in domestic banks’ 

margin. The results from two FE regressions and two GMM regressions for FBNr_D2 

support this conclusion.  

In terms of profit, the estimated coefficients of FBNr_D1 indicate the competition effect 

while that of FBNr_D2 illustrate the spill-over effect in all six regressions. The level of 

significance attests to the fact that the spill-over effect dominates the competition effect. 

This result implies that more foreign banks from developing countries enter the market, 

domestic banks will experience an increase in profit. This situation matches with the 

alternative hypothesis (H2) with regard to the dominant role of spill-over effect. The 

results from the rest of the four regressions using FE and GMM support this conclusion. 
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7.3.2 Does foreign banks’ impact vary according to their form of entry?  

7.3.2.1   Estimation of overhead cost (OHCOST) 

Table 7.7 reflects the results of the estimation on domestic banks’ overhead cost with 

the use of measures of foreign bank presence with regard to form of entry, using FE, RE 

and GMM estimators, with and without macroeconomic factors. Similar to Table 7.3, 

there are six bank-specific factors, two indicators of foreign bank presence and two 

macroeconomic factors.  

Table 7.7: Estimation of cost for domestic banks regarding form of entry, 1992-

2011 

 

 

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

Dependent 

variable: 

OHCOST 

 

 

FE RE GMM 

 

 

FE RE GMM 

EQUITY 0.012** 0.013** -0.021 0.010 0.011* -0.022 

 

(0.049) (0.034) (0.624) (0.148) (0.084) (0.385) 

DEPOSIT -0.0006 -0.0009 -0.065 -0.001 -0.001 -0.048 

 

(0.836) (0.770) (0.322) (0.626) (0.697) (0.219) 

LOAN 0.011*** 0.015*** 0.034 0.010** 0.015*** 0.016 

 

(0.000) (0.000) (0.189) (0.013) (0.000) (0.223) 

LOSPRO 0.010*** 0.004*** -0.031 0.010*** 0.004*** -0.005 

 

(0.003) (0.000) (0.448) (0.004) (0.000) (0.799) 

NONINC 0.243* 0.278** 1.208 0.245* 0.279** 0.844*   

 

(0.063) (0.025) (0.143) (0.052) (0.025) (0.062) 

ASTSHR -0.048*** -0.009 -0.051 -0.055*** -0.012 -0.139*** 

 

(0.005) (0.371) (0.271) (0.005) (0.284) (0.002) 

FBN1r -0.003 0.003 -0.106 -0.038 -0.023 -0.108**  

 

(0.761) (0.820) (0.461) (0.183) (0.413) (0.038) 

FBN3r 0.045*** 0.045*** 0.082 0.056*** 0.052*** 0.104*** 

 

(0.000) (0.000) (0.122) (0.000) (0.000) (0.005) 

GDP_G  

  

-0.112* -0.094* -0.274*** 

 

 

  

(0.054) (0.079) (0.000) 

INFLN 

  

-0.00005 -0.00001 -0.0002 

 

 

  

(0.618) (0.888) (0.205) 

N 280 280 237 280 280 237 

R-sq 0.322 0.2897 

 

0.344 0.3095 

 LM (p) 0.000   0.000   

Hausman 

(p)  0.2828   0.1711  

IV(no.)  

 

16  

 

18 

AR2(p)  

 

0.328  

 

0.196 

Hansen(p) 

 

0.414  

 

0.603 
FBN1r: ratio of number of foreign bank subsidiaries, FBN3r: ratio of number of foreign bank branches. 

Further variable definition see Table 7.1, (p-values in parentheses, * p<0.1, ** p<0.05, *** p<0.01). 

  



 
 

206 

 

Two indicators of foreign banks include FBN1r (the ratio of number of foreign 

subsidiaries) and FBN3r (the ratio of number of foreign bank branches). Regressions (1) 

through to (3) exclude two macroeconomic factors, while regressions (4) through to (6) 

include them. As previous tables, the computed values for Hausman and LM test 

statistics are placed at the bottom of the table. According to these tests’ results, RE 

regression is preferred to FE and POLS.  

Our greatest concentration is on the coefficients of FBN1r and FBN3r, which are highly 

consistent to the results found in Table 6.3b in Chapter 6. The impact of foreign banks 

depending on the form of entry demonstrates both positive and negative associations, 

and also, different levels of significance between FBN1r and FBN3r. In particular, only 

one coefficient of FBN1r in Regression (6) using GMM indicates a negative and 

significant sign. Conversely, the coefficients of FBN3r are positive and significant in 

five out of six of the regressions. This result provides evidence that the ratio of number 

of foreign bank branches exerts a strong spill-over effect, while the ratio of number of 

foreign subsidiaries wields a weak competition effect. In general, the results confirm the 

alternative hypothesis (H2) about the dominant role of the spill-over effect. 

Alternatively, the higher the numbers of foreign bank branches that enter the market, the 

greater the cost for domestic banks. Recall the results in Table 6.3b in Chapter 6: One 

coefficient of FBN1r and two coefficients of FBN2r (the ratio of number of all foreign 

banks to total number of banks) have shown positive and significant impact. This result 

provides evidence that the spill-over effect, which was generated from the impact of the 

ratio of the number of foreign bank branches, cancels the weak competition effect of the 

ratio of the number of foreign subsidiaries. In other words, domestic banks’ overhead 

costs are mainly affected by the number of foreign bank branches.   

Regarding bank-specific factors, the coefficients of EQUITY, LOAN, LOSPRO, 

NONINC and ASTSHR have maintained the expected signs and accord with the results 

found in Table 6.3a, b and c in Chapter 6. Specifically, the coefficients of EQUITY 

indicate apositive and significant sign in Regression (1), (2) and (5); that means an 

increase in banks’ capital will incur a higher overhead cost for banks. Next, the 

coefficient of LOAN and LOSPRO remain positive and significant in FE and RE 

regressions. It is worth noting that RE regression will be more suitable than FE 

regression in accordance with Hausman test reported in the end of Table 7.7. Therefore, 

these results confirm that credit expansion also causes an increase in overhead cost for 
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banks. Moreover, banks seem to have a high ratio of loan loss provision, which may be 

a result of inefficient management, leading to increased costs. Similarly, the positive 

and significant relationship between OHCOST and NONINC is seen in Regression (1), 

(2), (4) and (5), which may imply that domestic banks have to improve their fee-based 

services by upgrading the existing ones and introducing additional new ones. As a 

result, banks incur a higher cost. The last bank-specific indicator is the ratio of asset 

share (ASTSHR), which reveals a negative and significant relationship with OHCOST 

in Regression (1), (4) using FE, and (6) using GMM. This result means the sizeable 

banks may see some advantage from economies of scale in terms of overhead costs; this 

result is concordant with the results in Table 6.3a using fixed effects and 6.3c using 

GMM in Chapter 6. However, as RE is preferred to fixed effects, we can conclude that 

the relationship between asset share and overhead cost has not yet indicated a 

significant impact.  

The results for macroeconomic factors are relatively consistent with the results found in 

Table 6.3b. For example, all three regressions for economic growth rate are in line with 

the previous results (Table 6.3b) when the coefficients of GDP_G remain negative and 

significant. It provides the support for the fact that in the well-performed economy, the 

repayment capacity of banks’ customers increases and there are more business 

opportunities occurring for banks. This result is in line with the results that were found 

in Table 6.3b, but the impact of GDP_G seems to be stronger here because there was 

only one regression of GDP_G over six regressions that indicated a significant and 

negative impact in Table 6.3b. On the other hand, none of the coefficients of inflation 

rate indicated a significant impact, which accords with the results in Table 6.3b. 

7.3.2.2   Estimation of non-interest income (NONINC) 

Table 7.8 presents the estimation of non-interest income for domestic banks regarding 

form of entry of foreign banks using FE, RE and GMM. There are six bank-specific 

indicators, two indicators for foreign bank presence and two macroeconomic factors that 

are arranged similarly to those in the above table. The computed values for Hausman 

and LM test statistics are reported at the bottom of the table. These tests indicate that 

RE regression is more suitable for the data than FE and POLS. Estimation of FE 

regression is reported as a robustness check.  
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Table 7.8: Estimation of non-interest income for domestic banks regarding form of 

entry, 1992-2011 

 

 

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

Dependent 

variable: 

NONINC 

 

 

FE RE GMM 

 

 

FE RE GMM 

OHCOST 0.418*** 0.446*** 0.316 0.434*** 0.456*** 0.493 

 

(0.002) (0.000) (0.162) (0.002) (0.000) (0.154) 

EQUITY 0.003 0.002 0.011 0.004 0.003 0.015 

 

(0.719) (0.771) (0.623) (0.635) (0.673) (0.504) 

DEPOSIT -0.0004 -0.0004 0.039** 0.0001 0.00008 0.041*   

 

(0.887) (0.880) (0.049) (0.959) (0.977) (0.064) 

LOAN -0.009** -0.007** -0.025*** -0.009* -0.007** -0.025**  

 

(0.037) (0.023) (0.006) (0.060) (0.028) (0.019) 

LOSPRO 0.001 -0.003*** 0.030** 0.001 -0.003*** 0.024 

 

(0.705) (0.008) (0.026) (0.793) (0.009) (0.110) 

ASTSHR -0.006 -0.0005 -0.012 -0.001 0.001 0.030 

 

(0.498) (0.912) (0.754) (0.878) (0.712) (0.702) 

FBN1r -0.006 -0.006 0.035 0.013 0.013 0.032 

 

(0.736) (0.733) (0.582) (0.572) (0.567) (0.623) 

FBN3r -0.030* -0.031** -0.035 -0.037** -0.038** -0.048 

 

(0.064) (0.046) (0.301) (0.025) (0.014) (0.385) 

GDP_G  

  

0.061 0.063 0.110 

 

 

  

(0.228) (0.202) (0.395) 

INFLN 

  

0.00003 0.00003 0.00007 

 

 

  

(0.621) (0.550) (0.692) 

N 280 280 237 280 280 237 

R-sq 0.138 0.1352 

 

0.143 0.1409 

 LM (p) 0.000   0.000   

Hausman(p)  0.9498   0.9896  

IV(no.)  

 

16  

 

18 

AR2(p)  

 

0.949  

 

0.727 

Hansen(p) 

 

0.399  

 

0.365 
FBN1r: ratio of number of subsidiaries, FBN3r: ratio of number of branches. Further variable definition 

see Table 7.1, (p-values in parentheses, * p<0.1, ** p<0.05, *** p<0.01). 

  

As shown in Table 7.8, the results of coefficients of foreign bank presence are highly 

consistent with our expectation with regards to the competition effect. The coefficients 

of FBN3r are negative and significant in Regression (1), (2), (4) and (5) using FE and 

RE. These results support the hypothesised competition effect when foreign bank 

branches become the strong competitors in the fee-based services market. In contrast, all 

coefficients of FBN1r show no significant impact although their signs are negative in 

Regression (1) and (2), but positive in the rest four regressions. In general, we can 

conclude that the ratio of number of branches generates competition effects while the 

ratio of number of subsidiaries does not create any significant impact. This result 
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matches with the alternative hypothesis (H1), which contends that the competition 

effect dominates the impact on local banks. Referring to the result from Table 6.4b, we 

can see that the coefficients of FBN2r (the ratio of number of all foreign banks to total 

number of banks) indicate a negative and significant relationship with NONINC in both 

models, with and without macroeconomic factors. Therefore, the competition effect, 

which is generated by the foreign branches, is confirmed. Once again, it can be seen 

from the results that domestic banks face the competition pressure mainly from the 

increase in the number of foreign bank branches. 

As expected, almost all the coefficients of bank specific indicators are consistent with 

those results reported in Table 6.4b. For example, OHCOST in all FE and RE 

regressions have shown a positive and highly significant impact on NONINC. 

Moreover, all coefficients of LOAN are negative and significant as the result of 

resource limitation. Similarly, the relationship between LOSPRO and NONINC indicate 

a negative and significant impact in Regression (2) and (5) using RE. However, one 

exception occurred for Regression (3) using GMM, where the coefficient of LOSPRO 

has remained positive and significant. Following the results from Hausman test and LM 

test at the bottom of Table 7.8, RE regression is better than FE and OLS. Consequently, 

we believe that LOSPRO maintains a negative relationship with NONINC because of 

the increased cost from the bad debts.  

The results for macroeconomic factors show the consistency with those found in Table 

6.4b, where both GDP_G and INFLN do not generate any significant impact. This result 

suggests a consistent conclusion, namely, that during the studied period, 

macroeconomic factors have not yet been found to have any significant impact on non-

interest income. 

7.3.2.3   Estimation of margin (MARGIN) 

Table 7.9 summarizes the results of estimation of margin for domestic banks regarding 

form of entry of foreign banks using FE, RE and GMM estimators. The order of 

dependent variables is listed in the same way with Table 7.8. However, in this table, 

OHCOST and NONINC become independent variables, so the number of bank-specific 

indicators reaches seven instead of six, as was the case in Table 7.7 and 7.8. As usual, 

the first three cases are regressed, excluding macroeconomic factors, whereas the last 

three cases include two macroeconomic factors. The results of Hausman and LM tests 
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are reported at the bottom of the table. These tests’ results demonstrate the RE is 

preferred to FE and POLS; thus the explanation will largely be based on RE results and 

results will be taken from FE and GMM estimators as a robustness check.  

Table 7.9: Estimation of margin for domestic banks regarding form of entry, 92/11  

 

 

(1) (2) (3) (4)              (5) 

 

(6) 

Dependent 

variable: 

MARGIN 

 

 

FE RE GMM 

 

 

FE RE GMM 

OHCOST 1.346*** 1.317*** 0.619** 1.444*** 1.387*** 0.436 

 

(0.000) (0.000) (0.047) (0.000) (0.000) (0.261) 

EQUITY 0.038*** 0.039*** 0.040 0.044*** 0.045*** 0.037 

 

(0.001) (0.000) (0.235) (0.000) (0.000) (0.298) 

DEPOSIT -0.002 -0.001 -0.035 0.001 0.0009 -0.040 

 

(0.396) (0.463) (0.312) (0.729) (0.719) (0.301) 

LOAN -0.001 0.001 0.021 0.0006 0.002 0.018 

 

(0.834) (0.801) (0.364) (0.922) (0.676) (0.468) 

LOSPRO 0.001 -0.001 -0.007 -0.001 -0.001 -0.003 

 

(0.823) (0.568) (0.782) (0.885) (0.526) (0.903) 

NONINC -0.299* -0.249 0.391 -0.329* -0.283* 0.524 

 

(0.082) (0.120) (0.525) (0.056) (0.081) (0.375) 

ASTSHR 0.007 0.012 -0.119 0.036 0.026** -0.158 

 

(0.747) (0.248) (0.102) (0.113) (0.011) (0.151) 

FBN1r 0.026 0.025 0.070 0.131*** 0.123*** 0.050 

 
(0.375) (0.378) (0.376) (0.000) (0.000) (0.615) 

FBN3r 0.043* 0.046* 0.107*** 0.002 0.008 0.142*** 

 
(0.083) (0.054) (0.001) (0.914) (0.730) (0.008) 

GDP_G   0.317*** 

   

0.302***             -0.027 

 

 

  

(0.000) (0.000) (0.832) 

INFLN 

  

0.0002*** 0.0002*** -0.0001 

 

 

  

(0.006) (0.003) (0.501) 

N 280 280 237 280 280 237 

R-sq 0.56 0.5581 

 

0.607 0.6061 

 LM (p) 0.000   0.000   

Hausman(p)  0.7060   0.6410  

IV(no.)  

 

18  

 

20 

AR2(p)  

 

0.146  

 

0.211 

Hansen(p) 

 

0.791  

 

0.741 
FBN1r: ratio of number of subsidiaries, FBN3r: ratio of number of branches. Further variable definition 

see Table 7.1,  (p-values in parentheses, * p<0.1, ** p<0.05, *** p<0.01). 

  

Similar to previous interpretation, our greatest concentration is on the impact of foreign 

bank presence on domestic banks, which is represented by FBN1r and FBN3r. 

Specifically, both FBN1r and FBN3r show the same positive and significant impact on 

MARGIN, but at different significance levels. In particular, the coefficients of FBN1r 

(the ratio of number of foreign subsidiaries) have demonstrated a significant impact at 1 

percent of significance in Regression (4) using FE and (5) using RE. On the other hand, 
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FBN3r (the ratio of number of foreign bank branches) affects domestic banks’ margin  

positively and significantly in Regression (1) using FE and (2) using RE at 10 percent of 

significance, and in Regression (3) and (6) using GMM at 1 percent of significance. We 

can see that FBN1r has exerted a highly significant impact only in the model that 

controls for macroeconomic factors. Unlike FBN1r, FBN3r illustrates its significant 

impact in both models, with and without macroeconomic factors. This result implies 

that FBN3r would tend to exert a stronger impact than FBN1r. Overall, the results 

match the alternative hypothesis (H2) that the increase in number of foreign banks will 

lead to a higher margin for domestic banks. Among two types of banks, foreign bank 

branches appear to create the stronger spill-over effect. In the results in Table 6.5b, one 

coefficient of FBN1r has a positive and significant impact in Regression (9), two 

coefficients of FBN2r showed a positive and significant impact in Regression (5) (the 

ratio of number of all foreign banks), and (10) yielded impact in both models, with and 

without macroeconomic factors. These consistent results suggest that the spill-over 

effect of foreign bank presence is robust.    

When we make a comparison between this table and Table 6.5b in Chapter 6, we can 

clearly see consistent results regarding the impact of bank-specific indicators. For 

instance, the coefficients of OHCOST have demonstrated a stronger significant and 

positive impact on margin through five over six regressions. Recall the coefficients of 

OHCOST in Table 6.5b were all positive and significant at 1 percent in ten regressions. 

The same result was found for EQUITY, where its coefficients were positive and highly 

significant in all regressions using FE and RE. Similarly, all ten regressions in Table 

6.5b in Chapter 6 also indicated this similar relationship between EQUITY and 

MARGIN. Next, the coefficients of NONINC indicate a negative and significant sign in 

Regression (1), (4) and (5), demonstrating the fact that when more resources are used 

for fee-based services, fewer resources are left for the credit market. Referring to Table 

6.5b, nine over ten regressions a negative and significant relationship between NONINC 

and MARGIN was found. Only one coefficient of ASTSHR in Regression (5) has 

yielded a positive and significant impact on domestic banks’ margins. This result 

reveals a less strong impact of ASTSHR on MARGIN, as depicted in Table 6.5b, where 

seven over ten regressions described a significant and positive impact. Almost all the 

results in the current table, are similar to those in Table 6.5b, suggesting that these 

results are robust.   



 
 

212 

 

The results of the impact of macroeconomic factors are very consistent with our 

expectation and with the results in Table 6.5b. The coefficients of GDP_G remain 

positive and significant in Regression (4) and (5), indicating that good economic 

conditions help to improve the banks’ margin. Normally, high economic growth is often 

associated with high inflation rate; domestic banks may anticipate the change in 

inflation well enough to increase their prices for risk compensation. Nevertheless, these 

results are significant in FE and RE regressions, while GMM regression shows non-

significant impact. The results of Hausman test and LM test at the bottom of the table 

indicate that all six regressions provide evidence to reject the null hypotheses. 

Consequently, RE regression is preferred to FE and OLS. In general, we may conclude 

that GDP_G and INLN show their positive impact on margin, but the results are not 

very robust, because the coefficients in the GMM model illustrate non-significant signs. 

 7.3.2.4   Estimation of Profit (PROFIT) 

Table 7.10 presents the estimation of domestic banks’ profitability regarding form of 

entry of foreign banks using FE, RE and GMM estimators, with and without 

macroeconomic factors. The dependent variables include seven bank-specific factors, 

two foreign bank presence indicators and two macroeconomic factors, which are 

arranged in the order similar to those in Table 7.9. The coefficients FBN1r (the ratio of 

number of foreign subsidiaries) and FBN3r (the ratio of number of foreign bank 

branches) are two foreign bank indicators. 

Regarding our main focus of interest, the coefficients of FBN1r and FBN3r indicate 

opposite results. In particular, the regression of FBN1r shows positive and highly 

significant results in Regression (4) using FE and (5) using RE. Whereas, the 

coefficients of FBN3r indicate a negative and significant impact at 1 percent in the same 

regressions, namely, Regression (4) and (5). These results provide the evidence for the 

spill-over effect in the case of FBN1r and competition effect in the case of FBN3r. 

However, although both results indicate the same level of significance, the magnitudes 

of FBN1r appear to wield a stronger impact than that of FBN3r, resulting in the 

dominant role of spill-over effect. They also match with the alternative hypothesis (H2) 

about the existence of the dominant role of the spill-over effect over the competition 

effect. Recall in Table 6.6b, all foreign presence indicators show positive and significant 
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impacts on PROFIT, suggesting that domestic banks benefit from the spill-over effect 

stemming from the impact of FBN1r. Therefore, the alternative hypothesis is confirmed.   

 

 

 

Table 7.10: Estimation of profitability for domestic banks regarding form of entry, 

1992-2011  

 

 

 

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

Dependent 

variable: 

PROFIT 

 

 

FE RE GMM 

 

 

FE RE GMM 

OHCOST 0.082 0.051 -0.871* 0.169* 0.112 -0.943*   

 

(0.459) (0.631) (0.077) (0.075) (0.256) (0.083) 

EQUITY 0.034*** 0.036*** 0.037 0.040*** 0.041*** 0.036 

 

(0.002) (0.001) (0.249) (0.000) (0.000) (0.241) 

DEPOSIT -0.005** -0.005* -0.017 -0.002 -0.003 -0.018 

 

(0.037) (0.051) (0.570) (0.307) (0.272) (0.507) 

LOAN 0.008** 0.006* 0.004 0.010*** 0.006** 0.005 

 

(0.045) (0.072) (0.840) (0.010) (0.020) (0.803) 

LOSPRO -0.008 -0.003 0.027 -0.010 -0.003 0.028 

 

(0.356) (0.322) (0.321) (0.180) (0.274) (0.262) 

NONINC 0.434*** 0.448*** 0.788* 0.398*** 0.414*** 0.824*   

 

(0.000) (0.000) (0.095) (0.000) (0.000) (0.052) 

ASTSHR -0.018 -0.027*** -0.175** 0.009 -0.013** -0.188**  

 

(0.364) (0.000) (0.030) (0.608) (0.027) (0.047) 

FBN1r 0.035 0.031 0.063 0.126*** 0.113*** 0.061 

 

(0.134) (0.174) (0.345) (0.000) (0.000) (0.393) 

FBN3r -0.008 -0.006 0.062 -0.048*** -0.040*** 0.068 

 

(0.513) (0.618) (0.121) (0.002) (0.002) (0.136) 

GDP_G  

  

0.259*** 0.239*** -0.0363 

 

 

  

(0.000) (0.000) (0.750) 

INFLN 

  

0.0002*** 0.0002*** -0.00001 

 

 

  

(0.002) (0.001) (0.941) 

N 271 271 230 271 271 230 

R-sq 0.364 0.3616 

 

0.447 0.4400 

 LM (p) 0.000   0.000   

Hausman 

(p)  0.8708   0.2227  

IV(no.)  

 

18  

 

20 

AR2(p)  

 

0.195  

 

0.118 

Hansen(p) 

 

0.591  

 

0.593 
 FBN1r: ratio of number of subsidiaries, FBN3r: ratio of number of branches. Further variable definition 

see table 7.1, (p-values in parentheses, * p<0.1, ** p<0.05, *** p<0.01). 

  

 Regarding bank-specific factors, there are some minor differences compared with the 

results found in Table 6.6a and b. First, the coefficients of OHCOST have demonstrated 

a negative and significant impact on PROFIT in Regression (3) and (6) using GMM, 
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which are consistent with Table 6.6c in Chapter 6 using GMM. However, when using 

fixed effects, one coefficient of OHCOST becomes positive and significant in 

Regression (4), which was different from the result found in Table 6.6a, where none of 

coefficient of OHCOST showed any significant impact. However, at the bottom of the 

table, the results of Hausman test and LM test support the conclusion that RE is more 

suitable than FE and POLS. In this case, the coefficients of OHCOST using RE have 

shown no significant impact. As a result, OHCOST would have not yet indicated 

significant impact on PROFIT using RE, but they tend to indicate a negative impact on 

domestic banks’ profit, as indicated in Regression (3) and (6), using GMM.  

The estimated coefficients of EQUITY, LOAN and NONINC are generally consistent 

with our hypotheses. First, the coefficients of EQUITY are positive and significant at 1 

percent in Regression (1) and (4) using FE and (2) and (5) using RE regressions. This 

result is also in line with those in Table 6.6b in Chapter 6, suggesting that well-

capitalised banks pursue good organisational structures and competitive strategies that 

help to improve profit. Second, similar to the coefficients of EQUITY, the coefficients 

of LOAN have a positive and significant impact on profit in Regression (1) and (4) 

using FE, and in (2) and (5) using RE. Moreover, the coefficients of NONINC indicate 

a positive and highly significant impact on profit in all six regressions. When combining 

the relationship of loan with profit and of non-interest income with profit, we see that 

both credit and fee-based services play a crucial part in banks’ revenue. Not only are the 

results for EQUITY highly consistent, but the results for LOAN and NONINC are 

highly consistent with those in Table 6.6b in Chapter 6; therefore, these results are 

highly robust. All coefficients of LOSPRO have yielded non-significant results, which 

can also be seen in Table 6.6b.  

The coefficients of DEPOSIT and ASTSHR are broadly consistent with the results 

found in Table 6.6b in Chapter 6. In particular, the coefficients of DEPOSIT have a 

negative and significant impact on profit in Regression (1) and (2), suggesting that 

raising more funds will be disadvantageous for banks’ return. This is consistent with the 

results reported in Table 6.6b; four out of ten regressions of DEPOSIT indicate a 

negative and significant impact on PROFIT. Furthermore, the coefficients of ASTSHR 

show similar results, yielding a negative and significant sign in Regression (2), (3), (5) 

and (6). This result means asset expansion would seem to be disadvantageous for banks’ 

profit because of the low quality of assets. It would seem that the impact of ASTSHR in 
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Table 6.6b is much stronger than that in Table 7.10 because in the former table, all ten 

regressions have revealed a negative and significant impact of ASTSHR on PROFIT.   

As expected, the coefficients of GDP_G and INFLN show similar positive and 

significant impact on banks’ profit in Regression (4) and (5) using RE and FE. They 

again affirm the hypothesis that economic growth contributes to domestic banks’ return. 

In case of inflation, the positive relationship means that domestic banks would have 

well anticipated the change in inflation rate to adjust their prices on time. Regarding the 

magnitude of coefficients, the impact of GDP_G is much stronger than inflation rate. 

7.3.2.5   Summary   

According to the results of Hausman test and LM test, in all four tables, RE regression 

is preferred to FE and POLS estimators. In the regressions of OHCOST, both two RE 

regressions of FBN3r show a positive and highly significant impact, whereas none of 

RE estimates of the coefficient for FBN1r indicates significant results. This result 

implies the dominant role of the spill-over effect, which meets the alternative hypothesis 

(H2). That means foreign bank branches generate the spill-over effect on domestic 

banks’ costs while foreign subsidiaries do not exert any impact.  

In terms of non-interest income, all the coefficients of FBN3r using RE regressions 

show a negative and significant impact while none of the coefficients of FBN1r using 

RE regressions indicates a significant effect. This result matches the alternative 

hypothesis (H1), which supports the existence of the competition effect. Alternatively, 

the greater the numbers of foreign bank branches that participate in the market, the 

lower the non-interest income domestic banks achieve.  

Regarding margin, all estimations of both FBN1r and FBN3r using RE regressions 

indicate positive and significant impact. According to the level of significance, FBN1r 

appears to demonstrate a stronger spill-over effect than that for FBN3r. In general, the 

results stand in line with the alternative hypothesis (H2) about the spill-over effect. 

Different from the case of non-interest income, in the case of margin, both forms of 

entry indicate spill-over effects. Nevertheless, domestic banks seem to be exposed to a 

stronger impact from foreign subsidiaries.   

In case of profit, the coefficients of FBN1r illustrate the spill-over effect, while the 

coefficients of FBN3r indicate the competition effect in both FE and RE regressions 
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with macroeconomic factors. The magnitude of the coefficients of FBN1r are much 

larger than that of FBN3r, suggesting that the spill-over effect dominates the 

competition effect. In other words, domestic banks appear to be subjected to the spill-

over effect, which is generated by foreign bank branches. This matches with the 

alternative hypothesis (H2) about the dominant role of the spill-over effect. 

7.4  FURTHER DISCUSSION  

We now turn, in Subsection 4.1 below, to a further discussion of the estimation results 

relating to the impact of foreign bank presence in terms of origin and form of entry on 

the performance of domestic banks. Section 4.2 then follows, with a focus on estimation 

results relating to the influence of other factors, including bank-specific indicators as 

well as macroeconomic indicators. 

7.4.1  Impact of Foreign Banks  

 7.4.1.1 Developed and developing country banks 

In terms of the estimation of overhead cost, foreign banks from developed countries 

have shown the dominant spill-over effect as a result of their numerous advanced 

techniques and equipment, forcing domestic banks to raise their technological 

investment. The increased overhead costs in the short term are considered to be spill-

over effects in developing countries (Hermes and Lensink, 2004).  

Regarding non-interest income, foreign banks, regardless their origin, have shown no 

significant effect on domestic banks. This result suggests that foreign banks may 

develop their own market niche that could be different from domestic banks’ share.  

Foreign banks from developing countries affect domestic banks’ margin positively and 

this impact dominates the competition effect from other foreign banks. This result may 

be explained by the fact that foreign banks from developing countries may develop 

similar product lines and their technology may feasibly to be adopted by domestic 

banks. This result is concordant with the study of Hermes and Lensink (2004), which 

found that foreign banks from developing countries contribute significantly to domestic 

banks’ performance in developing countries.   

With regard to profit, the result is in line with that of margin, confirming the important 

contribution of foreign banks from developing countries.  
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7.4.1.2 Subsidiaries and Branches  

In terms of overhead cost, foreign bank branches generate spill-over effects, which 

dominate the competition effect compared with other type of banks, because the ratio of 

number of branches is much higher than that of the subsidiaries. This result accords 

with Claessens et al. (2001), since they argued that the mere presence of foreign banks 

in terms of number does create competition pressure. We assume this pressure is the 

spill-over effect in the short term, which was previously studied by Hermes and Lensink 

(2004).   

It is apparent that foreign bank branches exert the dominant competition effect on 

domestic banks’ non-interest income. It may be because branches directly compete with 

domestic banks in a similar range of fee-based services. Moreover, almost all the 

subsidiaries started their business in 2009 when 100 percent foreign owned banks were 

allowed to join the market. As a result, their market share may not be sufficiently 

significant to exert any impact. On the other hand, branches were allowed to join the 

market at the beginning of the studied period. Therefore, these branches would seem to 

occupy the significant market share, leading to strong pressure on domestic banks to be 

more efficient.  

Similarly, foreign bank branches exert stronger spill-over effects than other type of 

banks on domestic banks’ margins. This is because of the numerous branches that have 

been operating in the market and their concentration may be similar to domestic banks’, 

expanding credit market. Meanwhile, subsidiaries remain limited in number and have a 

short history of operation.  

 

In regards to profit, in line with previous interpretations, foreign bank branches seem to 

be direct competitors of domestic banks due to their numerous numbers and similar 

product lines. As a result, domestic banks experience a reduction in profit when more 

foreign bank branches enter the market. However, the spill-over effect created by the 

participation of foreign subsidiaries appears to be much stronger than the competition 

effect. On average, domestic banks’ profitability tends to increase as the result of the 

presence of foreign subsidiaries.  
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7.4.2  Impact of Bank-specific and Macroeconomic Factors  

Almost all the results for bank specific factors and macroeconomic factors are similar to 

those found in Chapter 6. Therefore, the explanation generated in Chapter 6 can now be 

confirmed due to the results of the current study. To prevent redundancy, it is not 

necessary to repeat the discussion of Chapter 6 for these results. 

 

 

7.5 CHAPTER SUMMARY AND FURTHER REMARK 

The main purpose of this chapter is to extend the analysis presented in Chapter 6, by 

investigating whether the impact of foreign bank presence and activities on domestic 

banks varies according to the origin and/or entry form of the relevant foreign banks. 

Toward that purpose, we employ two measures of foreign bank presence that take 

account of where foreign banks come from: the ratio of number of foreign banks from 

developed countries to total number of all banks in each year (FBNr_D1), and the ratio 

of number of foreign banks from developing countries to total number of all banks in 

each year (FBNr_D2). Similarly, there are two measures of foreign bank presence that 

take account of the entry form taken by foreign banks:  the ratio of number of foreign 

subsidiaries to total number of all banks in each year (FBN1r), and the ratio of number 

of foreign branches to total number of all banks in each year (FBN3r). 

Other explanatory variables are exactly the same as in Chapter 6. They include bank-

specific indicators, such as the ratio of equity to asset (EQUITY), loans to asset 

(LOAN), noninterest income to asset (NONINC), deposit to asset (DEPOSIT), loan loss 

provision to asset (LOSPRO) and each bank’s share of the total assets of all banks 

(ASTSHR). Also included are two macroeconomic indicators:  growth in real GDP 

(GDP_G) and CPI inflation (INFLN). As before, four indicators of domestic banks’ 

performance are used as dependent variables:  the ratio of overhead costs to total asset 

(OHCOST); the ratio of non-interest income to asset (NONINC); interest margin to 

asset (MARGIN) and profit to asset (PROFIT).  

Each dependent variable is estimated through RE (Random Effects) regressions, as well 

as FE (Fixed Effects) and GMM (Generalized Method of Moments) regressions.  

Hausman and LM test results indicate that, for the regressions being considered, RE 
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estimators are more suitable than both FE and simple POLS estimators. To save space, 

POLS estimates are not reported. FE and GMM estimates are taken into account but 

mainly as a robustness check for RE estimates.       

RE estimates (with broad support from FE and GMM estimates) suggest that foreign 

bank presence tends to increase domestic banks’ overhead costs (OHCOST), and that 

this impact is more likely to hold in the case of foreign banks from developed countries 

than in the case of banks from developing economies. In particular, five out of six 

coefficients of FBNr_D1 indicate significant impact, with four of them being significant 

at 1 percent. By contrast, FBNr_D2 indicates positive impact in only one regression, 

and only at the 10 percent significance level. Thus, it appears that foreign banks from 

advanced countries rather than developing countries were responsible for the spill-over 

effect on domestic banks’ overhead cost. In this regard, foreign banks originating from 

different types of economy do exert differential impact on domestic banks.  

In the previous chapter (Chapter 6) we found some evidence suggesting that the 

presence of foreign banks as a group may have a negative impact on the non-interest 

income ratio (NONINC) of domestic banks, consistent with the competition effect, 

although the evidence was rather weak.  The econometric results of this chapter indicate 

that neither group of foreign banks (from developed or developing countries) has a 

significant impact on NONINC, thus confirming the tenuousness of the above finding 

from Chapter 6.  

With regard to domestic banks’ MARGIN ratio, Chapter 6’s results indicate that foreign 

banks as a group tend to have a positive impact on this variable, consistent with the 

spill-over effect dominating the competition effect.  Estimation results from the current 

chapter suggest that this overall positive impact has in fact been the net result of a 

strong spill-over effect, generated by foreign banks from developing countries, and a 

relatively weak competition effect, generated by foreign banks from developed 

countries. Specifically, all six coefficients of FBNr_D2 are positive, with five of them 

being significant at 1 percent. On the other hand, only one coefficient of FBNr_D1 is 

significant (and negative), at 10 percent.  

One possible interpretation of this result is that foreign banks from developing countries 

may concentrate on interest activities that are similar to those of domestic banks. Their 

methods and technologies are also more familiar and can be adopted more readily by 
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domestic banks.  Thus, expansion and marketing efforts by these foreign banks generate 

much spill-over effect on domestic banks. By contrast, foreign banks from more 

advanced economies may use complex risk management techniques and sophisticated 

IT software that are not easily transferrable to domestic banks, but simply give these 

foreign banks a competitive edge.  Overall, the spill-over effect (generated by banks 

from developing countries) dominated the competition effect (generated by banks from 

developed economies) in this particular case.  

The contrast between the impact of foreign banks from developing countries and banks 

from developed economies is even starker when domestic banks’ profit-to-assets ratio 

(PROFIT) is considered.  Specifically, foreign banks from developing countries tend to 

generate spill-over effects resulting in higher PROFIT for domestic banks: all six 

coefficients of FBN2r_D2 are positive. In contrast, foreign banks from developed 

economies tend to generate competition effects which are reflected in lower PROFIT for 

domestic banks: all six coefficients of FBN1r_D1 are negative.  

The latter result is consistent with two of the findings above.  First, we have just seen 

above that foreign banks from advanced countries tend to exert a (weak) competition 

(downward) effect on domestic banks’ MARGIN, which tends to reduce profit. Second, 

we saw earlier that these foreign banks also generate a spill-over (upward) effect on 

domestic banks’ OHCOST, which again reduces profit.  Similarly, the former result is 

consistent with a finding presented earlier: as foreign banks from developing countries 

impact strongly and positively on domestic banks’ margins, their presence and activities 

contribute to increasing these banks’ profit.  

The latter half of the chapter investigates whether foreign banks’ impact depends on 

their entry form.  For example, from Chapter 6, we know that foreign banks in general 

exert a positive effect on domestic banks’ OHCOST, indicating a spill-over effect; the 

question now is whether such effect varies systematically between foreign banks which 

entered the market as subsidiaries and those which entered as foreign bank branches. 

Our analysis in this chapter suggests that the spill-over effect is due mainly to foreign 

bank branches: foreign subsidiaries do not appear to have much effect on domestic 

banks’ cost ratios.         

Nor do foreign subsidiaries have much effect on domestic banks’ NONINC.  It is only 

foreign branches that appear to have a negative impact, with four of the six relevant 
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coefficients being significant, indicating a competition effect. As for the impact on 

MARGIN, again it is foreign branches that appear to have a positive effect, with four of 

the six coefficients being significant, indicating a spill-over effect.  The estimated 

coefficient for foreign subsidiaries is not robust.  The clearest contrast between the two 

entry forms is obtained when domestic banks’ PROFIT ratio is considered.  In two of 

the six regressions, foreign subsidiaries exert a positive impact while foreign bank 

branches have a negative influence.  But the evidence is rather weak, because neither 

entry form has a significant impact in the other four regressions. 

It can be seen that the presence of foreign bank branches tends to generate a competition 

effect on domestic banks’ non-interest income, but spill-over effects on their overhead 

costs, interest margins and (possibly) profit-competition. In contrast, foreign 

subsidiaries may have a competition effect on domestic banks’ /overhead cost/profit, 

and little impact on other aspects (margin and profit: spill-over) of their performance. 

These results are consistent with the earlier results regarding the origin of foreign banks:  

overall it would appear that banks from developing countries are more likely than those 

from developed countries to bring benefits for domestic banks. (Recall that almost all 

foreign subsidiaries originate in developed countries, while many foreign branches 

come from developing countries.)  

The analysis in this chapter suffers from at least one weakness.  Due to the 

unavailability of data for various indicators of foreign branches, it has not been possible 

to measure the level of foreign bank presence using banks’ asset values.  Instead, we 

have been restricted to measures based on the number of banks only. Yet the scale of 

foreign bank branches’ operations is typically far smaller than that of foreign 

subsidiaries, so treating each bank as equal may be problematic. This is an area where 

future research may be profitably conducted, as more data become available officially 

or are compiled by interested researchers.  

   

 



 
 

222 

 

CHAPTER 8 

 

CONCLUSION 

 

This last chapter in the study comprises three sections.  Section 8.1 presents a summary 

of the main findings from our research, and their implications for policy makers as well 

as for domestic banks.  Section 8.2 highlights the study’s main contributions to the 

literature, and Section 8.3 discusses some of its limitations and possible directions for 

further research. 

8.1 SUMMARY OF MAIN FINDINGS AND IMPLICATIONS 

This study was conducted to contribute to knowledge regarding the performance and 

impact of foreign banks in Vietnam in recent decades. From the review in Chapter 2, a 

number of gaps were identified in the literature regarding this topic. The main purpose 

of our research is to help address three of those gaps.  Specifically, the study focuses on 

three key research questions (RQs), as follows. 

RQ1: what are the main determinants of foreign and domestic bank performance 

in Vietnam?    

RQ2: with regard to the effects of foreign bank presence on domestic banks in 

Vietnam, does the competition effect or the spill-over effect dominate? 

RQ3: does the impact of foreign bank presence on domestic banks depend on the 

origin and/or entry form of the relevant foreign bank? 

To address these research questions, the study employed two complementary research 

methods, namely (a) analytical review and synthesis, and (b) econometric estimation.  

Chapter 3 uses the first method to provide background information about the economic 

and financial liberalisation process in Vietnam, which first began in the late 1970s, and 

has helped the country to achieve rapid growth and greater integration with the regional 

and global economies. In line with these general trends, the country’s banking industry 

has undergone major regulatory and structural changes. Over time, privately owned 

domestic banks, both with and without significant foreign share interests, began to 
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compete with state-owned commercial banks (SOCBs) and, by 2010, to surpass them in 

size.  

For a developing (lower middle-income) country, Vietnam’s banking industry is 

relatively large in size, with the total credit provided by the industry amounting to more 

than 100% of GDP. To some extent, this has been due to the relatively low level of 

development in the stock market and the private debt markets.  In any case, the rapid 

growth in banking deposits and assets has been linked with a rise in credit risk. Indeed, 

non-performing loans (NPLs) have become an important policy issue, with credible 

press reports suggesting that the true NPL ratio for many domestic banks may be 10% 

or higher.       

Foreign banks began to have a significant presence in post-reunification Vietnam from 

the early-1990s. At that time, they were allowed to enter the market under three 

alternative forms: joint venture with local partners (where the foreign share must be 

50% or less), branch of a foreign bank located overseas, or representative office.  Their 

operations were tightly regulated to prevent them from impacting the domestic banks 

too suddenly and too heavily. Since 2008, foreign banks were allowed to establish fully 

foreign-owned subsidiaries in the country, and foreign bank branches began receiving 

national treatment in 2011.          

Foreign banks have also been allowed, indeed encouraged, to enter into cooperation 

arrangements with domestic banks. Private domestic banks with significant foreign 

share interests (up to 30%) have been among those which expanded their market shares 

most rapidly in recent decades.  Indeed, by 2010, they had become the second largest 

group of banks, with a combined share of about 27.4% of total bank asset value, 

compared with 45.8% for the largest group (SOCBs).  The third largest group comprises 

private domestic banks with no significant foreign ownership, with a combined share of 

22.6% of total bank asset. By contrast, the big foreign banks that entered the market as 

100% foreign owned entities accounted for only 2.9%, and the foreign joint venture 

banks only 1.3%, of the total asset. 

The available data indicate that the erosion of the SOCBs’ market dominance has been 

attributable to the emergence and growth of private domestic banks, both with and 

without foreign minority ownership, rather than to the entry and growth of foreign 

banks.  Yet it is also clear that this outcome has been, to a large extent, predetermined 
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by regulations that restricted foreign banks’ operations for many years, thus allowing 

domestic banks time for adjustment to the new, international competition.   

Chapter 4 describes in detail the data and econometric techniques employed in Chapters 

5, 6 and 7 to investigate the three key RQs. The main source of data is the Fitch 

Fundamental Financial Data database provided by Fitch Ratings; this database allows us 

to compile data for a range of bank-specific indicators (such as asset value, deposit 

value, profit before tax, overhead cost, and interest income) for 42 banks over the period 

1992-2011. Unfortunately, such data are not available on a consistent and reliable basis 

for foreign bank branches, so these foreign branches have to be excluded from the main 

(1992-2011) data set. 

A second important data source is the State Bank of Vietnam (SBV), which provides us 

with data to compile data series indicating the number of banks in the various 

categories, such as foreign bank branches, foreign bank subsidiaries, SOCBs, private 

domestic banks with minor foreign interests, and the number of banks of all types.  SBV 

data are also available, for a small number of years only, for bank-specific indicators–

these allow us to perform consistency checks where data are available from both the 

SBV and Fitch Ratings. Other sources of data include the World Bank and the Asian 

Development Bank, especially for macro-economic data series.  

Four main econometric estimation techniques are employed in conjunction with the 

main (1992-2011, Fitch Ratings) dataset; these are panel ordinary least squares (POLS), 

random effects (RE), fixed effects (FE) and generalized method of moments (GMM). 

The FE and RE models are used in recognition of the possibility of heteroskedasticity 

and endogeneity problems. The Hausman test is used to help decide whether RE or FE 

is more suitable. In addition, the Lagrangian Multiplier (LM) test helps to decide if RE 

or POLS is more appropriate.  GMM estimator is used mainly as a robustness check for 

the results obtained with the use of FE and RE, as GMM estimates are known to be 

often less efficient than corresponding FE and RE estimates. As it turned out, the 

Hausman and LM test results consistently indicate that the RE model is more 

appropriate than either the FE or the POLS model. In Chapters 5-7, therefore, POLS 

estimates are not reported to save space, and FE estimates are presented as a robustness 

check only (as are GMM estimates). Thus, as a general rule, RE estimates receive the 

most attention.  
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The panel data set is unbalanced because the required information is not available for all 

banks for every year. This includes the cases where existing banks were merged or 

closed and new banks were established, so the number of observations in the sample 

varies from year to year. 

Findings regarding RQ1: what are the main determinants of foreign and domestic 

bank performance in Vietnam?  

The performance of both foreign banks and domestic banks is measured by four 

indicators, namely overhead cost (OHCOST), non-interest income (NONINC), interest- 

margin (MARGIN) and before tax profit (PROFIT), all of which are expressed as ratios 

of the relevant bank’s total asset value. The analysis in Chapter 5 is based mostly on 

four sets of panel-data regressions for the period 1992-2011, with each of the four above 

indicators being the dependent variable in a set of regressions. Due to data 

unavailability, the sample of foreign banks does not include foreign branches. The 

independent variables considered include both bank-specific indicators, such as the ratio 

of equity to asset (EQUITY), deposit to asset (DEPOSIT), loans to asset (LOAN), and 

asset share (ASTSHR), and macro-economic indicators.  

The estimation results suggest that, in Vietnam, the main determinants of foreign banks’ 

performance are frequently different from those of domestic banks. For example, in 

regressions of OHCOST, the coefficient of LOAN is typically negative for foreign 

banks but positive for domestic banks. This could be because the loan-to-assets ratio 

may be already quite high for domestic banks, so that further increases in this ratio 

would require much extra effort and expenditure, whereas there may still be 

considerable scope for foreign banks to expand lending without incurring a great deal of 

extra costs. In the same vein, the coefficient for GDP_G is robustly negative for 

domestic banks but not for foreign banks. One possible explanation for this is that 

domestic banks may be more sensitive than their foreign bank counterparts are to the 

state of the domestic economy.  

As for the interest-margin-to-assets ratio (MARGIN), it appears that domestic banks are 

more heterogeneous than foreign banks in terms of how their margins ratio is 

determined:  while foreign banks’ margins do not depend systematically on bank-

specific factors, domestic banks, which are willing to incur higher OHCOST ratios, or 

enjoy higher EQUITY ratios (and perhaps better reputation), tend to be able to levy 
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larger interest margins.  On the other hand, domestic banks that work hard to increase 

their deposit-to-assets ratios may have to accept lower interest margins.  

The most interesting results are probably those relating to the determination of the 

profit-to-assets ratio (PROFIT). For example, OHCOST shows a significant and 

negative effect on PROFIT for foreign banks but not for domestic banks. This implies 

that the marginal cost of investment in equipment and technologies outweighs the 

associated benefits (especially non-interest income) for foreign banks. Since most 

foreign banks are in their early years in Vietnam, their investments (a sunk cost) may 

have been heavy and it might take a few years to realize the expected profit. By 

contrast, domestic banks’ past investments may be less heavy, so the marginal costs and 

benefits of further investments are more evenly balanced.  It is also possible that foreign 

banks may have a longer planning horizon than domestic banks in terms of expectations 

of future returns to current investments.    

Moreover, EQUITY, DEPOSIT and LOAN, display robust effects for domestic banks 

only (and not for foreign banks).  Similar to the case of interest margins above, this 

result suggests that domestic banks are more heterogeneous than foreign banks in terms 

of how their profit-to-assets ratio is determined. In particular, domestic banks that enjoy 

higher equity ratios and achieve higher loan-to-assets ratios tend to be more profitable 

than other domestic banks. The results also imply a caution against an expansion-at-all-

costs strategy, as domestic banks with high DEPOSIT ratios tend to have lower 

PROFIT ratios.    

A number of recommendations for the domestic banks arise rather naturally from the 

above findings. First, domestic banks should consider making greater investments in 

advanced technology acquisition and skilled human resources development in order to 

keep up with their competitors in terms of fee-based services and safeguard future 

profitability. Second, cooperating with foreign banks in adopting technological 

advances, or learning from their experiences, would also be a potentially effective 

strategy for sustainable development.  

Third, with regard to the bank’s size and market share, care and judicious decisions are 

essential. The estimation results suggest that higher equity-to-assets ratios offer multiple 

advantages, so very rapid assets expansion may, through reducing the EQUITY ratio, 
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incur disadvantages in terms of lower interest margins and profits. Similarly, overly 

aggressive tactics to gain market shares in terms of deposits may be counter-productive: 

higher DEPOSIT ratios tend to be associated with lower MARGIN and PROFIT ratios. 

In the same vein, excessive expansion in lending may not only increase costs but also 

result in high credit risk and operational risk. Thus, domestic commercial banks need to 

evaluate their loans carefully and make appropriate loan loss provisions. According to 

Decree 493/2005/QD-NHNN (SBV, 2005), all banks are required to strictly evaluate 

their loans’ quality and make proper provisions. Although this decree adversely impacts 

banks’ margins, domestic banks should adhere closely to the rules to reduce their 

exposure to bad debts and enhance their soundness and stability in the long term. 

Findings regarding RQ2: with regard to the effects of foreign bank presence on 

domestic banks in Vietnam, does the competition effect or the spill-over effect 

dominate? 

In the literature, a reduction of overhead costs, non-interest income, interest margins, 

and/or overall profits of domestic banks are generally considered manifestations of the 

competition effect of foreign bank presence. By contrast, the spill-over effect concept 

takes into account the changes that are made by domestic banks in terms of operating 

methods, management styles and philosophies, equipment and technologies, and so on. 

Such changes represent a form of technology transfer from foreign to domestic banks, 

in the sense that superior banking techniques and technologies are copied and adopted 

by (“spilled over” to) the latter. In principle, the spill-over effect may result in enough 

efficiency gains to ensure that domestic banks experience a reduction in costs and an 

increase in profit. Lensink and Hermes (2004), however, suggest that in developing 

countries where financial markets are relatively under-developed, the spill-over effect 

on costs in the short run may be to increase them, because domestic banks may be 

forced to invest more on new equipment and technologies, and suitably skilled staff. 

Thus, an increase in domestic banks’ overall profits or an increase in their costs in the 

short run would be consistent with the spill-over effect.    

From a policy perspective, a host government typically expects that allowing foreign 

banks to enter would promote efficiency and productivity gains among the domestic 

banks. In other words, it is generally hoped that spill-over effects would play a big role. 

Do spill-over effects dominate competition effects in Vietnam’s banking industry?  To 
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help answer this question, Chapter 6 uses a conceptual framework which is very similar 

to that of Chapter 5.   

To measure foreign bank presence, five alternative indicators are added, in turn, to the 

list of independent variables; these five indicators are: foreign banks’ share of the total 

assets of all banks in each year (FBASHR), the number of foreign banks that are 

subsidiaries (FBN1), the number of all foreign banks (FBN2), and the ratios of FBN1 

and FBN2 to the total number of all banks in the market (FBN1r and FBN2r, 

respectively). While FBASHR does not cover the foreign bank branches (due to data 

unavailability), FBN2 and FBN2r do.   

Our RE estimates suggest that the impact of foreign bank presence on domestic banks’ 

profit and interest margin ratios is positive, which is a finding supported by FE and 

GMM estimates. As for the impact of foreign bank presence on overhead cost and 

noninterest income ratios, four (of the ten) RE estimates for OHCOST are significant 

and positive, and two RE estimates for NONINC are negative. Both of the latter 

findings are supported by FE estimates but not by GMM. Overall, our results suggest 

that foreign bank presence exerts a positive impact on PROFIT and MARGIN. There is 

some evidence that such presence may also exert a positive impact on OHCOST and a 

negative impact on NONINC, but the evidence (particularly in the case of NONINC) is 

not strong.  

Thus, it appears that both competition and spill-over effects of foreign bank presence 

have existed simultaneously in Vietnam during the study period, but the spill-over effect 

dominated the competition effect in determining domestic banks’ profitability, interest 

margins and possibly overhead costs. The competition effect might have dominated the 

spill-over effect in determining domestic banks’ non-interest income, but the evidence 

in support of this tentative conclusion is not strong. 

An important policy implication of the above findings is that, during the study period, 

opening up Vietnam’s financial system to foreign banks has generated a number of 

benefits for domestic banks and, by implication, for their customers and the wider 

economy. The main channels through which these benefits accrue appear to have been 

the spill-over effects whereby domestic banks learn from and emulate the strongest of 

foreign banks. 
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From the viewpoint of domestic banks, an obvious implication of the above findings is 

that they should make the most of the opportunities for gaining spill-over benefits by 

copying and emulating foreign banks, and making judicious investments to upgrade 

their technology and skills levels.    

Findings regarding RQ3: does the impact of foreign bank presence on domestic 

banks depend on the origin and/or entry form of the relevant foreign bank? 

To investigate this research question, Chapter 7 employs two measures of foreign bank 

presence that take account of where foreign banks come from: the ratio of number of 

foreign banks from developed countries to total number of all banks in each year 

(FBNr_D1), and the ratio of number of foreign banks from developing countries to total 

number of all banks in each year (FBNr_D2). Similarly, there are two measures of 

foreign bank presence that take account of the entry form taken by foreign banks:  the 

ratio of number of foreign subsidiaries to total number of all banks in each year 

(FBN1r); and the ratio of number of foreign branches to total number of all banks in 

each year (FBN3r). Other explanatory variables are exactly the same as in Chapter 6, 

and include bank-specific indicators, as well as two macroeconomic indicators.  

Our estimation results suggest that the impact of foreign bank presence on domestic 

banks’ OHCOST is more likely to be positive in the case of foreign banks from 

developed countries than in the case of banks from developing economies. In the latter 

case, the impact is more likely to be close to zero. Thus, it is foreign banks from 

advanced countries rather than developing countries that were mainly responsible for 

the spill-over effect on domestic banks’ overhead cost.  

With regard to domestic banks’ MARGIN ratio, the estimation results indicate that the 

overall positive impact that foreign banks as a group tend to have on this ratio has in 

fact been the net result of a strong spill-over effect, generated by foreign banks from 

developing countries, and a relatively weak competition effect, generated by foreign 

banks from developed countries. It is possible that foreign banks from developing 

countries may concentrate on interest activities that are similar to those of domestic 

banks. Their methods and technologies are also more familiar and can be adopted more 

readily by domestic banks. Thus, expansion and marketing efforts by these foreign 

banks generate much spill-over effect on domestic banks. By contrast, foreign banks 

from more advanced economies may use complex risk management techniques and 
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sophisticated IT software that are not easily transferrable to domestic banks, but simply 

give these foreign banks a competitive edge.   

As for domestic banks’ profit-to-assets ratio (PROFIT), foreign banks from developing 

countries tend to generate spill-over effects resulting in higher PROFIT for domestic 

banks, while foreign banks from developed economies tend to generate competition 

effects which are reflected in lower PROFIT for domestic banks. Because foreign banks 

from developing countries impact strongly and positively on domestic banks’ margin, 

their presence and activities contribute to increasing these banks’ profit. In comparison, 

foreign banks from advanced countries tend to generate a spill-over (upward) effect on 

domestic banks’ OHCOST, and a (weak) competition (downward) effect on their 

MARGIN, both of which tend to reduce profit. 

In response to the sub-question of whether foreign banks’ impact depends on their entry 

form, our results suggest that the spill-over effect on domestic banks’ OHCOST is due 

mainly to foreign bank branches. Foreign subsidiaries do not appear to have much effect 

on domestic banks’ OHCOST, nor on NONINC and on MARGIN.  It is only foreign 

branches that appear to have a negative impact on NONINC, and a positive effect on 

MARGIN. In regards to PROFIT ratio, there is some evidence that foreign subsidiaries 

exert a positive impact, while foreign bank branches have a negative influence, but the 

evidence is rather weak. 

Thus, the presence of foreign bank branches tends to generate a competition effect on 

domestic banks’ non-interest income, but spill-over effects on their overhead costs, 

interest margins and (possibly) profit. In contrast, foreign subsidiaries may have a 

competition effect on domestic banks’ profit, and little impact on other aspects of their 

performance. Overall, it would appear that banks from developing countries are more 

likely than those from developed countries to bring benefits for domestic banks. (Most 

foreign subsidiaries originate in developed countries, while many foreign branches 

come from developing countries.) 

From the viewpoints of both policy makers and domestic banks, the above findings may 

be particularly useful in the near term. It may be that foreign banks from developing 

countries have similar product lines and banking techniques to those of domestic banks, 

so the latter can readily borrow ideas and copy practices from those banks. In the longer 
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term, as domestic banks become more sophisticated themselves, the role of banks from 

developed countries in the technology transfer process may become more critical.   

 

Further remarks regarding strategic cooperation arrangements between domestic and 

foreign banks 

One possible strategy for domestic banks and the authorities to accelerate the spill-over 

of foreign banks’ superior technology and practices is to promote cooperation 

arrangements between domestic and foreign banks, based on the principle of mutual 

benefits. Although some risks and challenges may arise during the cooperation, with 

careful and good-faith preparations, the cooperation can bring considerable benefits to 

both sides.  The cooperation between Tech-com bank and HSBC is a good example of 

how cooperation can bring more advantages than disadvantages (see case study in 

Chapter 3).  By contrast, the cooperation between Sacombank and ANZ serves as an 

example of how a mismatch of technologies from the two sides was not managed well, 

thus failing to deliver many of the expected benefits. 

Recommendation regarding data accessibility 

In recent years new channels have been developed to allow information exchange 

between the monetary authorities and the public. This has helped to build the trust of the 

public. To enhance this process, more information about the banking industry should be 

made accessible to the public. If members of the public (including academic 

researchers) are provided with adequate information and knowledge, they can help to 

monitor the operation and the health of the industry effectively. During the current 

research, it became evident that information about foreign banks in Vietnam is very 

hard to obtain. To facilitate good governance, further studies of the topic should be 

encouraged and supported. The SBV itself should periodically release reports about 

foreign banks’ activities and make the relevant data available on a consistent basis in the 

public domain.   

8.2 CONTRIBUTIONS 

This study contributes to the literature by addressing three gaps in existing knowledge 

about the performance and impact of foreign banks. First, it represents the first attempt 
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(to our knowledge) to analyse systematically, at the micro (individual bank) level, the 

determinants of both domestic and foreign banks in Vietnam.  Comparisons of these 

determinants across these two broad groups of banks allow us to draw some 

implications for domestic banks with regard to possible changes in operational 

strategies in order to be more like foreign banks and, therefore, more competitive 

against them.   

Second, by providing evidence from Vietnam, the study adds to the body of empirical 

findings world-wide regarding the relative strengths of the spill-over and the 

competition effects of foreign banks on domestic banks.  As can be seen from the 

literature survey in Chapter 2, many previous authors tend to see the competition effect 

in terms of a reduction of overhead costs, due to cost-cutting measures prompted by 

foreign banks’ entry. The rise in the level of competition and the end of the “quiet life” 

also tends to reduce domestic banks’ non-interest income, interest margins, and profit. 

By contrast, the spill-over effect arises when superior banking techniques and 

technologies are not retained exclusively by foreign banks, but are copied and adopted 

by (“spilled over” to) domestic banks. These spill-over effects may be sufficiently 

strong to result in an increase in profit for domestic banks, even though in the short run 

and for host countries with relatively under-developed financial markets, there may be 

an increase in costs, as domestic banks invest in equipment, technologies, and skilled 

staff to catch up.  Findings from the current study suggest that, in the context of 

Vietnam, the spill-over effect tends to dominate the competition effect. 

Third, this study is probably the first in both the Vietnamese and the international 

literatures to consider the question of whether the impact of foreign banks on domestic 

banks depends on the origin and/or entry form of the relevant banks.  Interestingly, our 

results suggest that foreign banks from developing countries are more likely to generate 

spill-over effects in Vietnam than banks from developed countries. 

In the process of addressing the above three research gaps, the study also makes a 

contribution by making available to non-Vietnamese readers and scholars information 

and analysis about the banking industry in a country that, to date, is still rather under-

reported in the international literature. Producing a systematic snapshot and background 

overview of the industry is not a trivial task, as data and information about it tend to be 

fragmentary, come from diverse sources, and frequently contain inconsistencies. By 
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assembling a reasonably consistent dataset using data from Fitch Ratings, the SBV, the 

World Bank and the ADB, the study offers a resource that can be used by future 

researchers.   

 

   

8.3 LIMITATIONS OF STUDY AND POSSIBLE DIRECTIONS FOR FURTHER 

RESEARCH 

This study is subject to at least two important limitations.  First, data for many bank-

specific indicators are not available for foreign bank branches on a consistent, multi-

year basis.  In the public domain, these bank branches generally do not report their 

financial statements separately; their activities are included instead in consolidated 

statements of the relevant parent banks. Therefore, the main dataset of this study, which 

is compiled mostly from data provided by Fitch Ratings, has a number of missing 

observations relating to foreign bank branches.  

An implication of this lack of suitable data is that the analysis presented in Chapter 5, 

concerning the determinants of foreign and domestic banks’ performance, covers only 

100% foreign-owned subsidiary banks and joint venture banks.  While this is not a 

major problem in terms of overall assets value (information from other sources 

indicates that the foreign banks that are included in the analysis account for the bulk of 

the total asset value of all foreign banks) the number of foreign bank branches is far 

greater than the combined number of the subsidiary and joint venture banks, and they 

come from a greater range of countries of origin.  It is possible that these foreign bank 

branches are more heterogeneous, in terms of their operational style and performance, 

than the banks covered by our analysis.  In the future, therefore, it would be of much 

interest to collect any available data relating to the foreign bank branches and to 

investigate their performance as well as the determinants of such performance.   

Another implication of the lack of financial data for foreign bank branches is that, in 

conducting the analysis for Chapter 7, where we investigate whether the impact of 

foreign banks on domestic banks varies according to the (origin and/or) entry form of 

the relevant foreign banks, it was not possible to measure the level of foreign bank 

presence under the foreign bank branch entry form using banks’ asset values. Instead, 
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we have been restricted to measures based on the number of banks only. Yet the scale of 

foreign bank branches’ operations is typically far smaller than that of foreign 

subsidiaries, so treating each bank as equal may be problematic. This is an area where 

future research may be profitably conducted, as more data become available officially 

or are compiled by interested researchers. 

It should be noted that the above problem is far less serious for the first part of Chapter 

7, where the question relates to the origin of foreign banks, and where data for assets 

value are available for the 100% foreign-owned subsidiaries and joint venture banks: 

these banks together easily dominate the foreign bank branches in terms of assets value. 

Robustness checks were conducted through regressions using such assets-value-based 

measures, and the results were consistent with those reported in the chapter.  The 

problem is similarly alleviated in Chapter 6, where the presence/activity level of foreign 

banks is measured by means of five alternative measures, four of which are number-of-

bank-based and one is assets-value-based.   

A second important limitation is that most of the analysis, especially the econometric 

estimation in Chapters 5 through to 7, has been conducted on the basis of an implicit 

assumption that the structure of the various relationships being studied has remained 

stable throughout the study period.  To a large extent, it has been necessary to make this 

assumption because there are not enough data observations to break the study period 

into sub-periods. The author does recognize, however, that during the study period, 

Vietnam and its banking industry underwent major changes. In particular, regulations 

governing the operations of foreign banks in the country have been liberalized 

considerably over the years, and it is only to be expected that the relevant changes have 

impacted the ways that foreign banks conducted their business, and in turn, the ways 

that domestic banks are affected by foreign banks.  Therefore, in the current study, the 

author has made an effort to supplement the econometric findings with analytical 

reviews and syntheses of available (but often fragmentary) data to form a more 

complete and nuanced overall picture.  Examples of such reviews and syntheses can be 

found in Chapter 3, where we present a review of the background to the study’s 

econometric analyses, and also in sections of Chapters 5 and 6, where trends and 

patterns in recent-year data are discussed to provide added context for the econometric 

results.  In the future, when national treatment of foreign banks has become 

commonplace and restrictions on their operations have all been lifted, and when 



 
 

235 

 

competition is likely to be far tougher for domestic banks than in the past, the current 

analyses should be replicated to see whether key findings, such as the dominance of the 

spill-over effect, still hold.             

Because the banking industry has gone through a considerable number of mergers and 

acquisitions in recent years, it may be useful for future research to examine measures of 

market concentration in the industry when evaluating the impact of foreign banks. In 

addition to measures of accounting and financial performance, it may also be useful to 

analyse measures of cost efficiency and profit efficiency in comparing the performance 

of domestic and foreign banks. A survey should be conducted to gain a better 

understanding of the attitude of domestic bankers regarding the impact of foreign banks 

on their own organization, its competition strategies, and its customer-bank 

relationships. Another survey could focus on foreign banks’ attitude and opinions 

regarding their experience with the local market, and what advantages and 

disadvantages they have encountered in Vietnam.  
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Appendix  

 

List of merged banks from 2011 to 2014 

Bank be 

merged 

Date With bank Reason Result after merge 

SCB, 

Ficombank, 

Tin Nghia 

Bank  

01/01/2012 SCB Liquidity issue 

as using short 

term funds for 

long term loans 

(on real estate)  

Support of BIDV and 

State Bank. State Bank 

gives the discount 

loans, BIDV gives the 

support funds of 2,400 

billion VND. This 

program lasts for 3 

years.  

After 1 year, the 

liquidity issue has been 

improved.  

Habubank 28/2/2012 SHB Short term 

bonds to 

Vinashin which 

leads to the bad 

debt ratio was 

23.66% which 

equals 3,729 

billion VND 

SHB achieves the 

bigger scale with total 

assets of 120,000 

billion VND, equals 

the scale of banks 

belonging to G14, 

charter capital is 9,000 

billion VND, with 

5,000 staff, own 90 

transaction points from 

Habubank, CAR is 

11.39% (Habubank got 

only 4%) 

Deposit increases 

120% compared with 

2011, bad debts to 

31/12/2012 was 4,847 

billion VND (equals 

8.5% total loans).  

 

Trust Bank September 

2012 

Self 

restrctured 

Liquidity issue 

and risk 

management 

Focus on loans for 

agriculture in Mekong 

Delta and target to 

provide loans for 

construction materials, 
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housing.  

Western 

bank 

16/3/2013 Petrol 

Vietnam 

Financial 

Company 

(PVFC) 

Liquidity issue, 

cross 

ownership 

between Pertrol 

Vietnam with 

PVFC. 

New name: 

PVCombank 

New bank achieves 

total asset of 105,641 

billion VND, charter 

capital at 9,000 billion 

VND and in 2015 the 

charter capital will 

increase to 12,000 

billion VND 

Navibank  Self 

restructure 

New brand 

name: Public 

bank 

 

Tienphong 

bank 

    

GP bank     

Proposal: 

Southern 

bank 

25/3/2014 Sacombank Has been 

approved by 

the Shareholder 

Meeting 

Similar owners,  

New sacombank will 

get 16,500 billion 

VND of charter capital, 

total assets will be 

about 240,000 billion 

VND, its scale ranks 

only after four big state 

owned banks.  

MDB 

(Mekong 

Delta bank) 

Proposal Maritime 

Bank 

 Have some similar 

primary shareholders. 

Own similar bad debt 

ratio (at 31/12/2013) 

MB: 2.71%, MDB: 

2.65%.  

PG bank 

(Petro 

Group 

bank) 

Proposal Vietinbank Still keep the 

same name and 

become a 

affiliate of 

Vietin bank 

 

Sources: Vũ (2013), Huyen (2014) 
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