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Abgract
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Executive Summary

Republic Act No. 7721 of 1994, dso known as An Act Liberdizing the Entry and Scope
of Operdions of Foregn Banks in the Philippines is one the most consequentid reforms
indituted by the Philippine government in recent years The intent of this act is to change the
competitive landscape of the Philippine banking sector by dlowing greater participation of
foreign banks in the domedic maket on the premise that grester foreign competition will
encourage sounder banking practices. In addition, incentives aitracting foreign ownership  of
Philippine company common gock, induding that of banks have been provided during the
1990s.

Severd authors conjecture that increases in foreign bank entry and foreign penetration in
a domegtic banking market (a) increase competition and therefore act to compd domegtic banks
to operate more efficiently, (b) cause a narowing of domestic bank interest rate spreads and a
decline in profitability as new competitors reduce the market price of funds in an atempt to build
market share, and (C) improve banking practices since foreign banks tend to be less paliticaly
connected and less like to exert sdf-promationd influence on the regulatory authorities. On the
other hand, increases in foregn ownership of domestic bank common sock may dleviae the
problems of lack of effective monitoring and prevdence of rdationd banking practices that are
characteridic of emerging market economies, like the Philippines, where family corporate
groups control a large portion of corporate assts and have dgnificat ownership in large
commadd baks A dedine in group influence is agued to diminish the presence of
reaionship-based banking and in turn may enable large commercid banks to better monitor
corporate activities.

Within this framework, we invesigate how foreign bank entry and changes in foregn
ownership afect the operation and dructure of domedic banks in the Philippines usng bank-
level accounting data and generd meacroeconomic data for the period 1990-1998. Our sample
includes 16 publicly traded expanded commercid banks whose tota assets conditute roughly 70
percent of the tota assets of the entire commercid banking sector during the 1990-1998 time
period. We use two dternative measures of foreign bank presence in this study (1) the proportion
of foreign banks to the totd number of commercid banks as proxy for foreign bank entry, and
(2) the percentage foreign ownership of domestic bank common sock. As measures of bank
operaions, we use interes rae Soreads, accounting profits, non-interest income, operating
expenses, and bank risk as proxied by loan loss provisons.

Fird, we provide and andyze the annua descriptive datigtics on (1) the number, (2) tota
asets, (3) totd depogts, and (4) average Size in tems of totd assets of the entire commercid
banking sector (foreign versus domedtic banks). Second, we present ad andyze the annud
deriptive ddidics on the variables representing bank operdtions and rdative sze of the 16
domestic ECBs in our sample. Third, we describe and analyze the implications of the ownership
sructure of these domestic ECBs. Fourth, we employ a random effects modd to andyze pand
data and to invedigate the impact of a change foreign bank presence on domedtic banks
operaions. In examining this effect we control for other factors that may afect bank operations,
induding messures of ownership gructure (group efiligtion and ownership concentration)  thet
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are common in developing economies, bank-leve variables, and generd economic varigbles
Our mgor findings are asfollows

(1) The number of foregn-owned commercid banks increased fom 4 in 1994 to 14 in 1995, or
on a percentage bass went from 12.1% to 31.1% of the total number of commercid banks.
Smilaly, there has been a gradud rise in the amount of totd assets and ligbilities after 1995.
For example, the average sze of a fordgn-owned commercid bank declined from
PhP21,630.5 million in 1994 to PhP8,247.6 million in 1995. However, by 1998 the average
gze of foragn commercid banks surpassed the 1994 leve reaching PhP29,825.7 million.
This data indicates that foregn banks have indeed taken more dgnificant pogtions in the
Philippine banking sector.

(2) The percentage of foreign ownership in domestic ECBs increased makedly over the years
1992 to 1998. The average percentage ownership by foreign interests in the common gock
of domegtic banks incressed from 8.69% in 1992 to 14.81% in 1998. This rise in foreign
ownership is expected to increese outsde monitoring activity and result in improvements in
bank practices.

(3) Our sample of ECBs have high leves of ownership concentration . This result indicates thet
these banks are closdy controlled. However, we find that the average levd of concentration
has declined over our period of sudy. Comparing ownership data for the pre-liberdizaion
year of 1992 to tha of the podt-liberdization year of 1998, we find that average indder
ownaship declined from 55.34% to 43.25%. In addition, it is interesting to note how
ingders ae plit between direct ingders and group-affilisted compaenies, where direct
indders are defined as directors, officers, and rdated interests (DOSRI). In 1992 the totd
indder ownership portion of 55.34% is composed of 17.77% by DOSRI and 37.57% by
group-affiliated companies.  However, by 1998 DOSRI ownership increased to 23.73%,
while group-filisted ownership dedlined to 19.52%. This suggests a movement by group
dfiliates avay from invesing in ECBs and may be a regponse to this banking and financid
market liberdization. Perhgps group-afiliaed compenies are finding other dternatives for
obtaning funds This may be due to a dedine in the adility of group-affiliated companies to
extract wedth through bank ownership. According to the private interest theory, well-
organized groups are able to use coercive power over the state to capture rents for these
groups a the expense of other digpersed interests. Recent changes in political governance and
accompanying economic reforms may have indeed hindered the &bility of groups to extract
these excess rents.

(4) We find evidence tha foreign bank entry is associaed with a reduction in interest rate
oreads and bank profits, but only for those domegtic banks that are affiliated to a domegtic
family busness group. We surmise tha a dedine in group ownership, and therefore the
relaiond banking ties these budness groups have with cetan dfilialed domestic banks,
cedes an ewironment in which these dfiliged banks ae dgnificantly impacted by
competition from the newly entered foreign banks. Ovedl, it gopears that group-efiliated
banks ae dfected more by foreign entry because group-filited banks have rdaivey
higher pre-liberdization soreads. We take this to be evidence of a decline in the influence of
relationship-based banking.
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(5) We d0 find that as the relative sze of the bank ncreases, the greater the associated decline
in interest rate oreads and profits.  Since we dso find evidence that the smdler banks are
subject to grester decresses in interest rate Spreads, we conclude that the smdler ECBs
repond to foreign competition by increesng ther 9ze more quickly than larger ECBs. From
this reult and our finding in (4), we surmise thet group-afiliated banks and fagter growing
ECBs ae often better politicaly connected with more established rdationships and therefore
liberdization, which deregulated foreign bank entry, had a more profound effect on the
eanings and profits of these politicaly connected banks.  Perhaps these paliticdly connected
bankslost palitica influence during this period.

(6) Our results show that foreign entry corresponds with improvements in operaing efficiencies,
as evidenced by a decline in bank operating expenses, but a deterioration of loan portfolios.
This finding suggests that banking liberdization dlowing increesed foreign entry hes
resulted in grester effidency. The increese in loan loss provisons associated with foreign
bank entry supports the contention that domestic banks are forced to teke on less
creditworthy cusomers due to the increased competition brought by the entry of foreign
banks.

(7) Reatively fagter growing ECBs seem to be able to become more efficient, as indicated by the
inverse reaionship between operating expenses and redive sze. However, group-afiliated
banks, dthough adversdy dffected in terms of revenues ad profits are not found to be
ganing in effidency. Perhgps these group-éffiliated banks provide benefits to other group
corporations that preclude them from markedly reducing operating expenses.

(8) Increases in the percentage ownership by foreign investors in domestic banks are found to be
asociated with an increese in operating expenses and a decrease in nhorrinterest income.
Whereas, operating expenses are shown to dedine with foreign bank entry as expected,
operating expenses increase as the percentage of ownership in domestic banks by foreigners
increases.  This finding suggedts that there is a component of liberdization unrdaed to entry
that causes the adminidrative costs of domedtic banks to rise. Perhaps this is rdated to an
increase  in  intermediation  cods  resulting  from  dricter  provisoning  and  reporting
requirements that accompanied liberdizetion. There may dso be an incresse in cods as
banks ready themsdves for competition, specificdly cods rdaed to activities such as the
hiing of higher-skilled employees traning current employees and the acquigtion or
upgrading of equipment. This suggests thet increases in foreign ownership provide managers
the impetus to modernize their operations. The dedine in norrinterest income associated with
gregter foreign ownership supports a view that with greater levels of foreign monitoring
domestic banks reduce their dependence on non-banking areas of business.

Our generd condusgions based on these findings are as follows:

(1) Recent reforms thet liberdized redtrictions on the involvement of foreign interests in the
domegtic banking market that have been undertaken in the Philippines gopear to have
resulted in favorable consequences. However, the narrowing of interest rate Spreads is
concentrated in banks with higher levds of group-éfiliste ownership and the dedine in
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operding expenses is concentrated in fag growing ECBs.  Therefore, we conclude that
the intent of the banking liberdization, to meke domegtic banks more competitive and
effident, has only worked effectivdy for those Philippine banks that have been
effectively able to respond to this competition.

(2) We expect a generd weskening of reationship-style banking. Our overdl results support
this view snce we find that banks thet are likely to be more politicaly connected suffer
greater declines in soreads and profits and are able to reduce operaing expenses to a
gredter extent. Therefore, we expect banks to become more independent and to lose
much of thar politicd influence.  This should lead to better lending practices, where the
dlocation of funds depends more on merit. As a consequence, we beieve liberdization
of foreign presence will have postive efects on Philippine economic growth and will
enhance the ability of the domestic economy to overcome negetive externd shocks.

From these results and overdl conclusons, we propose the following policy reforms.

While RA. No. 7721 has liberdized foreign bank entry, foreign participation in the domestic
banking market is ill limited. Current laws ill restrict 100 percent foreign ownership of only
up to 14 banks with redrictions on the number of branches that such fully-foreign owned banks
can have. In generd, foreign ownership of banks is currently limited to 60 percent. Our results
uggest that a policy of further opening up of the domesic commercid banking market to
foredgn paticpation, may be bendfidd in teems of incressed efficency of domedic banks
dthough we are not certain as to the exact amount of extra benefit this will bring. Specificaly,
increased foreign competition should be encouraged by dlowing more fully foreign owned banks
to enter the domestic market, increesing the number of branches that fully foreign owned banks
could have, and permitting greater foreign ownership participation in domestic banks.

In order to mitigete the adjustment costs accompanying grester market openness and the
mord hazard problems associated with group-éeffiliatled banks the further liberdization of
foreign bark entry and paticipation should be done in conjunction with built-in safeguards in the
form of credibly enforced government supervison and regulation as wel as gregter reliance on
the market mechanism in monitoring the banking sysem. Prudentid regulations and oversght by
a governmentd agency are essentid means of certifying some sense of economic propriety by
corporate groups and can temper the negative aspects of the reationship-based system of bank
governance in the Philippines.

A policy of gregter reliance on the market mechanism is premised on the potentid thet a
more competitive banking market that results after market opening up can better discipline bank
managers by tempering ther nonvadue maximizing behavior which in tun further improves
bank peformance. However, greater rdiance on the market mechanism in disciplining banks
reguires better informetion and grester information disclosure by banks.

Increesed levd of trangparency and information disclosure would necessitate requiring
disclosure of bank ownership informaion that is detaled enough for regulators to discan
precisdy who owns dgnificant interest in the banks dnce ownership equates to influence over
bank ectivities especidly loans. Ownership data, in addition to borrower data, must be provided
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in an accurate form to regulators and should be made public, especidly in cases of larger
ownership pogtions, for both private and publicly traded corporations. Lowering the mandatory
ownership disclosure from the current regurement of 10 percent or more to 5 percent or more, as
in the United States, and gpplying this to both private and publicly liged companies may result to
a higher degree of accuracy of ownership information. The required informaion on banks
DOSRI loans and the amount of the DOSRI loans and advances that have become past due
should be detailed enough to disclose the idertities of the partiesinvolved.

The messge is tha in the presence of credibly imposed prudentid regulations and
supavidon and dfective monitoring via the market mechanism, group afiliation can be usful
in extracting the benefits from a high degree of banking market openness to foreign banks.
Eventudly, as high levd of trangparency and disclosure become an integrd part of domestic
banking practices, the current banking corporate governance system will be transformed from
that characterized by rdaiond or socid influence to that with more forma controls. We foresee
that as a result of increased foreign competition, current domestic bank corporate governance
dructure will evolve into one in which there is high levd of manegeid professondism, diverse
ovnaship dructure that naturdly encourages improved underwriting criteria and  sounder
banking practices and reduced rdationsip-dyle sysem with banks beng more effective
corporate monitors.
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The Impact of Liberalization of Foreign Bank Entry on the Philippine
Domestic Banking M ar ket

1. Introduction

In recent years the Philippines has embarked on a number of economic policy reforms
amed a libedizing and intenatiiondizing its domedic financid makets In generd, thee
reforms involve the rdaxation or removd of bariers to internaiond invesments and the eassing
of bariers to internationd capitd flows. An important subset of these reforms is centered on
liberdizing redrictions on the involvement of foreign interests in the domedtic banking market.
This liberdizetion is of two gened forms regulaions that dlow the entry of foreigncontrolled
banks, and regulations that provide incentives for foreign ownership of the common gock of
domegtic banks. The mogt consequentid of these regulations is Republic Act No. 7721, which
was pasd in May 1994, and dlows the entry of additiond foreign banks to operate in the
Philippines and dlows a foreign bank to acquire up to a 60 percent interes in an exiding
domestic bank.! The intent of this particular act was b change the competitive landscape of the
Philippine banking sector through an influx of foreign competition and was based on the premise
that greater foreign competition will prompt sounder banking practices. Furthermore, there were
additiond incentives amed & encouraging foregn ownership of the common dock of Philippine
companies, including that of banks that occurred over the years 1992 to 1998 as the Ramos
adminigtration focusad on economic liberdization.

It has been conjectured that increases in foreign bank entry increese competition and,
therefore, act to compd domedic banks to operate more efficiently [Terrd (1986);
Bhattacharaya (1993); McFadden (1994); Levine (1996); Kroszner (1998); Claessens and Jansen
(2000); Claessens, Demirgic-Kunt and Huizinga (2001)]. For example, Kroszner (1998) argues
that greater foreign bank pendrdion in an emerging maket economy improves banking
practices, ance foreign banks tend to be less politicaly connected and are less likey to exert
sf-promaotiond  influence upon regulatory  authorities.  Levine (1996) summarizes purported
bendfits of dlowing foragn bank entry to be (1) the improvement of qudity and avaldbility of
finandd services and the adoption of modern banking skills and technology, (2) dimulaing
devdopment of the bank supervisory and legd framework, and (3) the enhancement of a
country’s access to internationd capitd.  Spedificdly, it is assated that greater foreign
penetration causes domestic bank interest rate spreads to narrow and profitability to decline as
new competitors reduce the market price of funds in an atempt to build market share. However,
direct empiricd evidence demondrating that foreign bank penetration affects interest rate
Jreads and bank effidency is limited. Recent liberdization of foreign bank entry in the
Philippines provides us the unique opportunity to underteke a comprehensve sudy of these
issues within a naurd laboratory setting due to four digtinct advantages  Fird, foreign bank
entry is confined to a Ingle year where a ggnificant number of foreign banks were granted rights
to edablish operations. This dlows us to better isolae the effects of foreign entry.  Second,
confounding effects such as redrictions on cepitd accounts, ae lagdy asent in the
Philippines, as generd economic liberdization took place prior to the liberdization of foreign
bank entry. Third, the sudy of a sngle country alows a more direct test of the affect of foreign
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competition within a uniform environment.  Fndly, unlike many developing countries the
Philippine government plays only a minima role in the ownership of banks A large degree of
date ownership may creste a catd-like environment that could digort results [Cetordli and
Gambera (2001)].

Besdes conddering the impact of foreign bank entry, we dso examine how changes in
the level of foreign ownership affect domedtic banks. Foregn ownership of domestic bank
common gock may hdp dleviae two percaived problems in the Philippine barking mearket,
nandy a lack of effective monitoring and the preponderance of rdationd banking practices [Li
(2000)]. These problems occur in the Philippines, and commonly in other emerging market
economies, due to a corporate governance sysem that is typified by high ownership
concentretion.  In the Philippine case this ownership concentration is centered around family
corporate groups that control a large portion of corporate assets, and likewise, have sgnificant
ownership in the ndion’s large commerdid banks? For example, we find that 10 of the 16 large
domegtic Philippine commercid banks are subject to Sgnificat group ownership.  Additiondly,
when dfiligion is more broadly defined to encompass rdated paties induding group
companies, afiliatled companies, and managerid insders we find dl large commercid banks are
effectivdy controlled by these rdaed paties As a consequence, bank managers are often
related or gppointed by the dominant ownership group, and therefore, owe some alegiance for
thelr postion [see Rivera and Koike (1995)]. The resulting system of relaionship-basaed banking
may hinder economic growth, snce these banks may not fulfil an intermediary role by acting as
effective corporate monitors [Li (2000)].3 Consequently, a dedine of group influence may act to
diminish the presence of rdationship-based banking, and in tun, may engble large commerciad
banks to better monitor corporate activities.

Within this framework, we invedigate how foreign bank entry and changes in foreign
ownership affect the operation and dructure of domestic banks in the Philippines. We undertake
this andyss udng bank-leve accounting data and generd macroeconomic data for the time
period covering 1990-1998. We find evidence tha an increase in foreign bank entry acts to
reduce interet rate oreads and operating expenses.  This evidence supports our conjecture and
the evidence of reated dudies [ Denizer (1999); Claessens Demirglig-Kunt, and Huizinga
(2001)]. However, the narrowing of interest rate Soreads are concentrated only in banks with
higher levds of group-afiliste ownership, while gans in efidency are lower for domedic bank
ubject to rigng foreign ownership of ther shares. We dso uncover evidence that foreign entry
brings aout an increese in loan loss providons amilar to findings of Bagas, Steiner, and
Sdazar (19990), while changes in the percentage of foreign ownership of domedtic banks is
inversdy relaed to the amount of income earned from nontraditional banking sources.

2. Rdated Literature

There ae only a handful of empiricd dudies thet directly examine the impact of
liberdizing foreign bank entry on domedtic banking markets. The most comprehensve of these
is by Claessens, Demirgic-Kunt, and Huizinga (2001). Using bank leve deata for 80 developed
and developing countries over the 1988-1995 period they examine the impact that foreign bank
entry has on domedic bank net interet margins, profitability, nonrinterest income, overhead
expenses, and loan loss provisons. They find that an increese in foreign bank presence is
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asodaed with a reduction in profitability, norrinterest income, and overal operaing expenses
of domestic-owned banks. These reaults are interpreted as evidence that foreign bank entry
improves the efficency of nationd banking markets and provides podtive wefare implications
for adomestic economy.

Sudies invedigeting the effect of bank liberdization for paticular countries incdude
Terrd (1986), Bhattacharaya (1993), McFadden (1994), Clarke, Cull, D’Amato, and Mdalinari
(1999), Denizer (1999), Bargas, Steiner, and Sdazar (1999a), and Bargas, Steiner, and Sdazar
(1999%b). Terd (1986) dudies aggregate accounting data for the banking markets of 14
developed countries and finds thet countries where foreign bank entry is dlowed tend to have
relaively lower gross interest margins, lower before tax profits and lower operaing cods  In
Bhattacharaya's (1993) invedtigaion of the nationd banking markets of Pekigan, Turkey, and
Korea he discovers that entry by foreign banks increased the amount of foreign capitd avaladle
to fund domedtic projects. Through an examinaion of the Audrdian banking sector McFadden
(1994) uncovers evidence that foreign bank entry improves domestic bank operations.

In a sudy of Argentine banks, Clake, Cull, D’Amao, and Moinari’s (1999) daa
supports a contention that greeter foreign bank presence indills competition in some arees for
domedtic banks However, they believe this effect is somewha mitigated snce foregn banks
primarily specidize in aress tha are not in direct competition with domegtic banks. In addition,
their work looks primarily at indirect forms of foreign entry. Mo of the rise in foreign presence
is derived from the foreign acquigtion of troubled domegtic banks and an increase in the Sze of
foreign banks. Denizer (1999) examined the effect of foreign entry on Turkish banks finding
that foreign entry reduced domestic bank profitability and overhead expenses, and interpret this
as evidence that foreign entry increesed efficdency. However, he surmises that the effect of
foreign entry would have been greater if capitd account had been opened earlier. Turkey
dlowed foreign entry starting in 1980, whereas capitd accounts were not opened until 1989.

Bagas Sener, and Sdazar (1999%b) invedigate how the liberdization of foreign
paticpation affected the Columbian finencd sector. They find some confirmation that
liberdization reduced intermediation goreads and loan qudity, but that liberdization increased
adminidration costs. However, when conddering specific reaionships based on the number of
foreign banks entering Columbia they find that intermediation Soreeds are not affected by entry.
A problem is thet it is difficult to evduete the effect of foreign bank entry usng Columbian data
for the following reasons. Fire, the government owned a subgtantid portion (55%) of bank
asts in 1991 when liberdization began. A converson of much of these assets to private banks
throughout the decade may have ovewhdmed any effect atributed to foreign bank entry.
Second, an increese in foreign bank participation goparently took years to occur in any
dgnificant sense. While the percentage of domestic banks with foreign participation was a 7.6%
in 1991, it increased to only 9.7% by 1996 before accderating to 31.4% in 1998.

Thee dudies are subject to some limitations based on their dructure and the countries
dudied. Frd, dudies invedigaing effects across countries are inherently confronted with the
problem of separating out effects associaed with foreign bank entry from effects atributed to
contragting economic and regulaory factors  Second, any effect derived from increesed foreign
penetration depends on whether other financid reforms have taken place, such as, domedtic
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finanda deregulation, drengthening the regulatory and supervisory framework, capitd account
liberdization, and privatization of bank assets [Claessens and Jansen (2000)]. In the
aforementioned dudies, thee other financid reforms have taken place dther smultaneoudy or
ubsequent to the deregulaion of foreign pendraion. Findly, in previous sudies dereguletion
of foreign entry has occurred over long periods of time such that, it becomes more difficult to
isolate associated effects.

There is ds0 a body of rdaed research that highlights the importance of an effective
banking regulatory sysem. Demirglic-Kunt and Detragiache (1998) have demondrated that
countries with wesk inditutiond environments, characterized by ineffective legd enforcement,
inefficient bureaucracies, and corruption, are faced with gregter prospects of indability in ther
banking sector in the time peiod immediady folowing finendd liberdization.  LaPorta,
Lopez-de-Slanes Shlefer, and Vidny (1997) invedigae how ocatan legd and politicd
features evolve and demondrae that a country’s legd sydem is determined primaily by its
culture and higory. Rgan and Zingdes (2000) expand on this work and demondrate a link
between politicd condderations and the inditutiond impediments to finencdd deveopment.
Ovedl, these dudies report tha many countries do not deveop efficent finendd and legd
sysems, even when it is gengdly agreed to be economicaly beneficd, because paliticians fear
a redidribution of economic wedth and the loss of politica control. However, Rgan and
Zingdes (2000) bdieve globdization and technologicd change may be important catdys to
overcome entrenched palitica interests and act as impetus for financia deve opment.

3. Variable Description and Predicted Relationships

As a means of invedigaing the effect of liberdizaion that has teken place in the
Philippines we andyze how greater foreign presence in the domedic banking sector affects
domegtic bank operations. Changes in foreign presence is defined as additiond foreign bank
entry and the change in ownership in domedtic bank common gsock by foreign investors  Our
sample indudes dl 16 domedtic expanded commercid banks (ECBs). We fed this sample forms
an accurate representation of the Philippine domedtic banking market.  These 16 ECBs conditute
on average roughly 70% of the totd assats of the entire commercid banking sector over the
period of sudy, 1990 to 1998 (see Appendix 1). Our sat of domestic ECBs are dl publicly
traded on the Philippine Stock Exchange (PSE) and dl rank as one of the largest 1,000
corporations in the Philippines. Usng these large ECBs dso dlows for a direct investigation of
the effect of foregn bank entry snce the makets sarved and the sarvices provided by new
foreign banks are comparable to those provided by the domestic ECBs. We bdlieve the smdler
domedtic banks not included in our andyss sarve unique market ssgments thet are less likdy
afected by a change in foreign presence. We dso condder other factors that may affect bank
operdtions, specificdly messures of ownership dructure, bank-levd variables and generd
economic variables. The variables used in this Sudy are defined in Table 1.

One way to messure the change in foreign presence is to use a measure of foreign bank
entry. For this vaidble we amply use the proportion of foreign banks to the totad number of
large commercid banks (FOR#). With this variable we conjecture that domegtic banks react a
the time of foragn bank entry in an effort to effectivdly compete agang these new market
entrants”  We posit thet foreign banks are motivated by profit and market penetration and thet
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domestic banks are forced to adopt more efficient bank practices to maintain market share. Our
other messure of foreign presence is the percentage foreign ownership of domedtic bank
common sock. The levd of sock ownership by foregn investors may provide an indication of
the openness and efficiency of that market. A rise in foreégn ownership is thought to increase
outsde monitoring activity and result in improvements in bank practices To demondrate why
this varidble may be important, we find that foreign ownership of domegtic ECBs increased
markedly from 8.69% of the totd in 1992 to 14.81% in 1998.

To evduate how changes in foreign presence affect bank operaions we andyze the
effects of foregn entry on interest rate Soreads, various measures of operating performance, and
rik. Smilar to Terrd (1986), Bagas, Steiner, and Sdazar (1999b), and Claessens, Demirgiic:
Kunt, and Huizinga (2001), we expect interes rate spreads will decline with greater foreign
presence.  This narrowing of interest rate goreads may occur due to ether a decrease in interet
income or an increase in interest expenses.  Interest income may decline if loan rates are reduced
as a bank atempts to fend off dedines in the Sze of ther loan portfolio. Likewise interest
expenses may increase with risng depodt interest rates as the ability to attract new deposts
becomes increasingly competitive.  Interest rate soreads are defined as the average interest rate
recaived by banksfrom their lending activities less the average interest rate pad by banksto
their depositors (IRS).”

HL  Anincreaseinforeign presenceis expected to result in a decline in interest rate Spreads.

We measure a bank’s operating performance with three aternative measures;, accounting
profitability, nonrinterest income, and operding expenses.  Accounting profitability consds of
profits from al sources including interest rate Soreaeds, as wdl as, any profits derived from nor
lending sources. Here we attempt to incdlude the possibility that domestic banks may respond to
increesng competition by seeking dternative sources of busness to replace traditionad bank
busness that was lost. However, the redization of any nonlending profits may occur gradudly.
Therefore, in the time period immediatdy following an increese in foreign bank presence, we
expect that accounting profits will dedine.

H2  Anincreasein foreign presenceis expected to result in a decrease in accounting profits.

We dso look separady at nontlending operations, because many commercid banks in
the Philippines engage in nontreditional banking activities, incdluding investment banking and
brokerage sarvices. In addition, the importance of these activities may increese as competition
erodes the market share of domedtic banks in these traditiona banking aress. We use non
interest income as our proxy for abank’s leve of nortlending activities.

H3:  An increase in foreign presence is expected to result in an increase in non-lending
activities

We andyze the effect a change in foreign presence has on operding expenses since any
associated improvements in manegerid  efficdency and orgenizationd  dructure are expected to
resllt in a decline in operating expensss [Claessens, Demirgiig-Kunt, and Huizinga (2001)].
Smilarly, Berger and Hannan (1998) discuss the possibility theat with an increese in foreign bank
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entry, domestic bank managers may be forced to give up ther shdtered 'quiet lifé and exert
gregter focus on cod efficiency. In ths dudy, operating expenses are proxied by overhead
expenses. These are expenses associated with a bank’s lending and nontlending operations,
induding employee and managerid compensdtion, fringe bendfits deprediation charges,
overhead, and equipment - related expenses.

H4:  Anincreasein foreign presence is expected to result in a decrease in operating expenses.

Claessens, Demirglic-Kunt, and Huizinga (2001) argue that an increese in foreign bank
presence may induce domedic banks to teke on rddively less creditworthy customers, thereby,
increesng bank risk. For example, domestic banks may give grester focus to retal lending as
foradgn competition tekes away safer wholesde busnes.  Therefore, we expect that the
immediate impact of an increase in foreign presence is to increase the risk of domedtic banks as
competition decreases profit margins, induces profit volatility, and encourages the underwriting
of riskier loans [see Shaffer (1998) for a discusson of adverse borrower sdlection]. However, in
the long-run, an opposng effect may occur if competition encourages improved bank
management, including underwriting procedures and grester bank disclosure.  In this study we
proxy bank risk by totd loan loss provisons. We assart that loan loss provsions are a reflection
of the quaity of abank’sloan portfolio.

H5.  Anincreasein foreign presence is expected to increase bank risk in the short term.

4. Datafor the Philippine Banking Industry

We use acoounting-based measures for interest rate spreads, operating performance, and
rsk to drcumvent problems associaed with differences in market liquidity of commercid banks
in our sample, dnce trading ectivity in the Philippine dock market is limited.  Besdes
investigating how a change in foreign presence affects bank operations, we dso include variables
to control for the possble influence of ownership dructure, bank-levd factors, and generd
economic factors as Demirglic-Kunt and Huizinga (1998) find such variables as important. We
gather spedific accounting-based bank data from bank annua reports, the Philippine Stock
Exchange Research Department, and the Securities and Exchange Commission.  Macroeconomic
data and data used to messure foreign bank entry are obtained from the Bangko Sentrd ng
Rlipinas Satidica Center.  Ownership data is obtaned from the Philippine Stock Exchange
Research Department and the Securities and Exchange Commission.

Ownership structure variables indude group affilistion and ownership  concentration.®
Group dfilition is a dichotomous varidble describing whether a bank is conddered afiliated to
a domedtic family corporate group. A domestic bank’s response to a change in foreign presence
may be affected by whether the bank is affiliated to a group. Close ties to a corporate group may
equate to dose rddiond banking ties that are largdy immune to the effects of foreign bank
entry. Or conversdy, foreign bank entry may have a more forceful effect on group-afiliated
firmsif this entry heps reduce rlaiond banking ties.

Smilar to Rgan and Zingdes (2000), we use ownership concentration as our proxy of
14



political obstacles and the levd of trangparency. Because many emerging economies are subject
to high ownership concentration, we are interested in firg defermining if this is the case with
Philippine commercid banks, and if S0, determining the effect this ownership concentration has
on bank operations. Ownership concentration is caculated as the percentage ownership of the
five laget dockholders. We surmise gregter ownership concentration is an indication of the
presence of politicd obstades and a resulting diminished trangparency [see Kroszner (1998)).
Therefore, we expect rddivey higher ownership concentration to lessen any effects from
foreign bank entry.

To control for bank specific effects we indude four bank-leve variadles non-interest
earning asts, funding, operating expensss, and rdative bank gze. These variables are induded
snce they may be directly related to bank profitability and are conggent with previous research
incuding the generd modd of Claessens, DemirgicKunt, and Huizinga (2001). The messure
of norrinteres earning assets controls for the level of assats that do not directly generate interest
income and is usd to proxy for bank efficdency. Funding indudes those bank ligbilities thet
gengrate an interest expense.  Therefore, the leve of funding directly affects interest rate Spreads,
operating performance, and bank risk. Operating expenses are used as an independent variable
in cases where we expect operating efficiency to be an important factor. The rddive gze of the
bank is incdluded to capture any scae efficiency effects that may be present. We hypothesize that
a domedtic bank’s response to foreign bank entry may be reated to the domedtic bank’'s sze,
which proxies for the extent of its rdaionships and reputetion. Having more concrete
relaionships and an enhanced reputation are expected to be pogtively corrdated with the
reative 5ze of the bank.

We a0 indude a set of generd economic variables that may affect interest rate Soreeds,
operding peformance, and bank rik. These vaidbles indude the yealy inflation rate, a
meesure of capitd scardty, reserve requirements, and economic growth. The levd of inflation
controls for the expected direct relationship between inflation with interest rate goreads and
profits. Greater capitd scarcity dlows banks to increase thelr spreads and profits but may have
an adverse impact on loan losses.  The legd reserve requirement ratio is used because changes
in this raio will impact on bank peformance A messure of generd economic growth is
included to control for any effect that generd increases in economic activity may have on bark
operations and profits.

Destriptive datigtics for the entire Philippine commercid banking sector are presented in
Table 2. These data highlight the dramatic jump in the number of foreign-owned commercid
banks darting in 1995, corresponding to regudion passed in 1994. The number of foragn-
owned commercid banks increased from 4 in 1994 to 14 in 1995, or on a percentage basis went
from 12.1% to 31.1% of the total number of commercid banks” Smilaly, a rise in the amount
of totd assets and liabilities began in 1995, but indead of an immediate jump the increese has
been gradud. For example the average Sze of a foregn-owned commercid bank declined from
PhP21,630.5 million in 1994 to PhP8,247.6 million in 1995. However by 1998 the average Sze
of foregn commercid banks surpassed the 1994 levd resching PhP29,825.7 million. In
addition, the average Sze of domesic commercid banks gppears to have increasad in reection to
entry of foragn commedd banks While the average Sze of domedic commercid banks
increesad deadily from 1990 to 1993 from PhP17,176.5 million to PhP24,879.6 million, this
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trend accderated in 1994, perhgps due to anticipation of the regulation liberdizing foreign bank
entry. By 1998 the average Sze of domestic commercid banks had increased to PhP50,975.9
million.

Our gdidics vay from the summay datidics reported by Claessens, Demirglic- Kunt
and Huizinga (2001) and Cetordli and Gambera (2001) for the Philippines For example,
Claessens, Demirglic-Kunt and Huizinga (2001), usng data from BankScope for the years 1988-
1995, gathered a sample of 17 banks in which they found that 46% were foreign having 57% of
bank assts.  In contradt, based on a sample that includes dl domestic commercid banks and Al
foreign banks, we find for the year 1995 that 31% of banks are foreign having 9.1% of bank
assets. Over the period 1990-1998 we find that on average foreign banks make up 21.2% of dl
banks and possess 12.8% of bank assets. In addition, Claessens, Demirglic-Kunt and Huizinga
(2001) and Cetordli and Gambera (2001) report that the three largest banks have a 40% market
share of totd assts, while we find that the market share of the three largest banks averages
320%. These differences in summary daigics are probably due to using different sources for
data Where these previous studies relied on a limited number of banks reported by BankScope,
we collected daa on dl Philippine commercid banks and we crosscheck our daa through
multiple sources.

Table 3 presents datidics for interest rate spreads, accounting profits, norrinterest
income, operding expenses, rik, and rddive sze for the 16 domedic expanded commercid
banks (ECBs) in operation during the years 1990-1998. Interest rate Spreads are shown to vary
widdy between banks. Daa for operating performance (AP, NI, and OE) corroborate this
finding highlighting that some commercid banks perform subdantidly better than others  These
data dso highlight responses to the dructurd changes in the Philippine banking sector.  Interest
rate sporeads, profits, and norrinterest income gopear to decline throughout this period. Whether
those dedlines are assodiaed with changes in foreign presence is invedtigated further in the next
section.  Overdl our results are condgent with Claessens, Demirgiic-Kunt and Huizinga (2001),
except in the case of interest rate oreads. Where they find an average spread of 3.5% over the
1988-1995 period, we find an average soread of 6.4% over the 1990-1998 period. These
differences may be due to sample condruction as referred to previoudy, or due to our sample
excuding two economicaly troubled years, 1988-1989.

Ownership data, reported in Teable 4, reveds tha ECBs ae cosdy controlled.
Compaing ownership data for the preliberdization year of 1992 to that of the pos-
liberdization year of 1998, we find that average indder ownership declined from 55.34% to
43.25%. It is interesing to note how indders are split between direct ingders and group-
dfilisted companies, where direct indders are defined as directors, officers, and rdaed interests
(DOSRI). In 1992 the totd indder ownership portion of 55.34% is composed of 17.77% by
DOSRI and 37.57% by group-éffiliated companies However, by 1998 DOSRI ownership
increesed to 23.73%, while group-éffilialed ownership dedined to 1952%. This suggeds a
movement by group filistes avay from investing in ECBs and may be a response to banking
and finendd make libedizaion.  Pehgos group-dfilided companies are finding other
dtanatives for obtaning funds An dtenaive explandion is tha the ability of group-afiliaed
companies to extract wedth through bank ownership has dedined. According to the private
interest theory developed by Kroszner (1998), well-organized groups are able to use coercive
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power over the date to capture rents for these groups at the expense of other dispersed interedts.
As the influence of these groups dedined after the fal of the Marcos presdency in 1986 and the

subsequent economic reforms, the ability of groups to extract rents may have aso declined.

Further evidence of the concentration of commercid bank control is provided with data
for average ownership of the top one, five, and twenty shareholders, dso reported in Table 4. It
IS interegting to note that these measures of ownership concentration increased from 1992 to
1998. However, thee datigics mugt be viewed with caution for the following reasons.  Firg,
owvnaship data for Philippine companies is difficult to decipher. Some owners mask thar
identities usng front companies or invesors. This was probably more common in the early
1990s as many exMarcos cronies hid assets to avoid government scrutiny.  For example, for the
Philippine Nationd Bank in 1992 the top one five, and twenty ownership stakes were 2.2%,
7.9%, and 15.6%, respectively. By 1998, as the government had sequestered shares deemed to
be illegdly obtaned by exPresdent Marcos cronies the Philippine Nationd Bank ownership
dakes of the top one five, and twenty categories had risen to 45.6%, 84.1%, and 86.6%,
respectively.  As evidence, government ownership increesed from less than 1.0% in 1992 to
45.9% in 1998. Second, there have been problems associated with the reporting of ownership
data by regulaors. Lack of enforcement powers of regulators and severe under-dafing
problems result in ggnificant inaccurades in the filing and recording of mandetory ownership
data

5. Analysisof Foreign Presence

To investigate how achange in foreign ownership affects the operation of domestic banks
we employ a random effects modd to andyze our sample of crosssectiond time-series pane
data that is made up of deata for 16 ECBs over a nine year period. In Table 5 we present results
of three separae modds for each of five dependent varidbles, incduding interest rate Soreads
(IRS), profits (AP), non-interest income (NII), operating expenses (OE), and risk (RSK). In the
firsd modd we present measures of foreign presence that capture both the number of new foreign
banks entering the market (FOR#) and the change in the percentage ownership by foreign
investors (FOR%). The second modd uses these measures of foreign presence interacted with a
dummy variable that desgnates whether tre ECB is dfiliated to a domestic family group (GRP).
The third model again uses these measures of foreign presence but these are ingteed interacted
with the percentage of group ownership in the ECB (GROUP). We include these interaction
teems because a large proportion of productive assets are controlled by domedtic family
corporae groups and the degree of group ownership may affect the reaionship between foreign
entry and a domedtic bank’s operations [for a discusson see Unite and Sulliven (2000)]. For
example, LaPorta, Lopezde-Slanes, and Shlefer (1999) find that in many deveoping countries
the actions of firm manegars are oftentimes controlled by the founding families The control
podtion taken by these founding families hdp reduce ay severe agency problems that are
present in countries with undeveloped corporate governance sysems [Shlefer and Vishny

(1997)).

We find that foregn bank entry (FOR%) is inversdly related to both interest rate spreads
and profits, but only in cases where group-éfiliation is important. For example, interest rate
goreeds and profits Sgnificantly decline in response to the competitive pressures induced by
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foreign entry only when those domegtic banks are afiliated to a domedtic family busness group.
Therefore, it is only when the ECB is dfiliaed to a domestic group that our findings for the
Philippines support those of Terd (1986), Bhattacharaya (1993), McFadden (1994), and
Claessens, Demirglic-Kunt, and Huizinga (2001). We surmise tha a dedine in group ownership,
and therefore the relational banking ties these groups have with certain affilisted domestic banks,
crestes an environment in which these dfiliated banks are dgnificantly impacted by competition
from the newly entered foreign banks. Overdl, it gopears that group-affiliated banks are affected
more foreign entry because group-dfilided banks have rdaively higher pre-liberdization
spreads.” We take thisto be evidence of adedine in the influence of relationship-basad banking.

In addition, we find that as the rdative gze of the bank (RSZ) increases, the greater will
be the associated dedline in interest rate spreads and profits. Because we d<o find evidence that
the smaler banks are subject to greater decreases in interest rate Spreads, we conclude that the
sndler ECBs respond to foreign competition by increesing their Sze more quickly than larger
ECBs® We surmise that group-affilisted banks and smdler ECBs are often better politicaly
connected with more edablished rdationships, and therefore, liberdization which deregulated
foreign bank entry had a more profound affect on the earnings and profits of these paliticaly
connected banks. It may be tha these politicaly connected banks logt paliticd influence during
this period. These findings support the contention of Rgan and Zingdes (2000), that politicaly
powerful groups will not give up economic power eedly. In the Philippines, this banking
liberdization took place in a time period following a dramatic change in government when the
ex-cronies of the past Presdent Marcos had logt much of ther paliticad influence.  Pdliticaly this
type of deregulation was not possble prior to the pro-market adminidration of Presdent Ramos
that started in 1992 and extended through 1998 [Unite and Sullivan (2000)).

As opposed to group-afiliated banks, the rdativdy faster growing ECBs appear to be
ale to become more efficient, as indicated by the inverse rdaionship between operating
expensss and relaive Sze.  We concdlude tha the intet of the banking liberdization, to make
domedtic banks more competitive and efficient, has worked effectively in the case of this st of
fag growing ECBs.  Group-dfiliaed banks, dthough adversdy dfected in terms of revenues
and profits, are not found to be becoming more efficient. Perhaps these group-affiliated banks
provide benefits to other group corporations that preclude them from markedly reducing

operaing expenses.

We ds find that the entry of foreign banks is directly related to a decline in operating
expensss and an increase in bank risk.  The decline in operdting expenses is conggtent with
findings of Claessens Demirglic-Kunt, and Huizinga (2001). This finding suggests thet banking
liberdization dlowing foreign entry has resulted in grester effidency. The increese in loan loss
provisons asociaed with foreign bank entry supports the contention of Claessens, Demirglc
Kunt, and Huizinga (2001) that domegtic banks are forced to take on less creditworthy customers
due to the increased competition brought by the entry of foreign banks.

Liberdization pertaining to foreign ownership of domestic banks does not appear to have
as an important influence. We find only that increases in the percentage ownership by foreign
investors in domegtic banks (FOR%) cause an increase in operating expenses and a decrease in
noninterest income. Wheress, operating expenses are shown to decline with foreign bank entry
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as expected, operating expenses increase as the percentage of ownersip in domedtic banks by
foreigners increases.  This finding may be comparable to Bargas, Steiner, and Sdazar (1999D),
who find tha there is a component of liberdization unrdaed to entry that causes the
adminigrative costs of domedtic banks to rise  Perhgps this is rdaed to an increese in
intermediation cods resulting from dricter  provisoning and reporting  requirements  thet
accompanied liberdization. There may dso be an increase in codts as banks ready themselves
for competition, specificaly cods rdated to activities, such as, the hiring of higher-skilled
employess, training current employess, and the acquistion of upgrading of eguipment.  This
uggeds that increases in foreign ownership provide managers the impetus to modernize thar
opadions  The dedine in norrinteres income associated with greater foreign ownership
upports a view that with greater levels of foreign monitoring domestic banks reduce their
dependence on non-banking areas of busness.  Although we do not find that foregn ownership
levels are dgnificantly associaed with goreads or profits, there is assumably a corresponding
increese in revenues from traditiona banking sources associated with foreign ownership that
mekes up for this dedine in non-interest income and increase in operating expenses.

Besdes effects rdated to foreign presence, the bank-levd and generd economic factors
we employ as control vaidbles ae found dgnificant in many cases  Profit is found to be
negatively associaed with norrinterest earning assats (NIA), the levd of funding (FND), and
operding expensss (OE). The negdive rdadionship between nontinterest earning assets and
profits suggests that banks that focus on norrinterest earning assets suffer rdatively greater profit
eroson.  This supports a view tha banks are more profitable when they focus on traditiond
banking sarvices. The inverse rdationship between profits and funding highlights an agency
problem present when banks rdy more on depost and non-depost funding then as capitd
sources equity. Berger (1995) discusses how profits should be postively rdaed to equity levels
snce this will encourage more prudent lending, and therefore, better peformance.  The inverse
rlaionship we find between funding and profitability, is therefore expected, snce the levd of
deposts and nondepodt funding are inversdy reated to the leve of equity. The negdive
relationship between operating expenses and profits correspond to results of Denizer (1999) and
Claessens, Demirglic-Kunt, and Huizinga (2001). Our results imply that Philippine banks are
unable to pass higher operating expenses on to customers.

With non-interest income (NI1) as our dependent varigble, we find evidence of a postive
relaionship with operating expenses. This supports the view of Claessens, Demirglic-Kunt, and
Huizinga (2001), that banks incur grester operating expenses in order to generate more income
from dternative sources  Bank risk (RK) is shown to be sgnificantly affected by two bank-
levd variables, non-interes earning assats and the level of funding. The inverse rdationship
between risk and nortrinterest earning assts may be a consequence of banks diversfying their
cash flows sreams by relying on sources of busness rather than only loans. We dso find that
depost and nontdepodt funding increases in conjunction with loan loss provisons.  This points
to a generd increase in risk in the banking sector, snce banks are relying less on equity sources
for funding at the same time bank asset quaity appearsto be deteriorating.

Of the generd economic vaiddles the levd of GDP and reserve requirements ae
postively related to profits, but not interest rate spreads. The effect of GDP growth makes sense
from the aspect that when the sporead between interest revenues and expenses is condant, profits
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will increese as the amount of busness increases with economic activity.  These findings
correspond with findings of Demirglic-Kunt and Detragiache (1998). The direct rdaionship
between profits and resarve requirements is oppodte than expected since higher reserve
requirements reduce the leved of funds avalable to earn interest. Perhgps this is rdated more to
the timing of changes in resarve regquirement by the Bangko Sentrd ng Rilipines where the
Bangko Sentral increases resarve reguirements when bank profits are incressing and cuts reserve
requirements when bank profits are dedining.

Findings that nonrinterest income is pogtively rdaed to the levd of red interest raes is
contrary to findings of Claessns, Demirglic-Kunt, and Huizinga (2001). Our results suggest thet
Philippine banks turn to nontraditional sources of revenues in periods when red interest retes are
high. Opeding expenses ae inversdly rdated to GDP, corresponding to the findings of
Claessens, Demirgiic-Kunt, and Huizinga (2001), but opposte of that found by Denizer (1999).
This indicates that Philippine bankers do not react quickly to economic declines by cutting
operding expenses. The levd of loan loss esarves is found to be postively rdated to the leve
of red interest rates [Smilar to Bargas, Steiner, and Sdazar (1999b)] and negatively related to
GDP [gmilar to Claessens Demirglic-Kunt, and Huizinga (2001), but opposte of findings of
Bargjas, Sener, and Sdazar (1999b)]. Loan qudity of Philippine banks gppears to srengthen as
red interest ratesrise, but deteriorates as expected when the economy suffers.

6. Concludons

Recent reforms underteken in the Philippines that liberdized redrictions on the
involvement of foreign intereds in the domedic banking market appear to have resulted in
favorable consequences.  Ovedl, we find evidence that interest rate oreads narrow and
operding expenses dedine with gregter foreign bank entry. This supports the hypotheses that
foregn compstition reduces interest rate oreads as both domestic and foreign banks vie for the
sane busness, and tha foregn competition forces domedic banks to be more efficient.
However, the narrowing of interest rate Soreads is concentrated in banks with higher levels of
group-filiate ownership, while gans in efficency ae lower for domedic banks subject to
riang foregn owneaship of thar shaes We condude tha the intent of the banking
liberdization, to make domedic banks more competitive and efficent, has worked effectivdy in
the case of larger Philippine banks.  Group-affiliated banks, dthough adversdy affected in terms
of revenues and profits are not found to be gaining in efficiency. Perhaps these group-afiliated
banks provide benefits to other group corporaions that preclude them from markedly reducing
operding expenses.

We ds0 find that the entry of foreign banks is directly rdaed to increases in risk. The
increase in loan loss provisors asociaed with foreign bank entry supports the contention of
Claessens, Demirglic-Kunt, and Huizinga (2001) that domegtic banks are forced to take on less
creditworthy customers due to the increased competition brought by the entry of foreign banks.
The increese in the percentage ownership by foreign investors in domestic banks is shown to
result in an increese in operding expenses and a decrease in nonrinteres income. This
rdaionship may capture an increese in intermedidion codts assuming increeses in foreign
owvnaship is reaed to providing managers the impetus to modernize ther operations. The
decline in nonrinterest income asociated with grester foreign ownership supports a view that
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with gredter leves of foreagn monitoring domedtic banks reduce their dependence on non-
banking aress of busness.

Ovedl, we concdude that foreign competition induce domedic banks to be more
efficdent. As a rexult of these competitive pressures and increesed monitoring, we expect a
generd weskening of rdationship-gyle banking. Our findings support this view, as we find thet
banks that are likdy to be more politicaly connected suffer grester declines in oreads and
profits, and are able to reduce operating expenses to a grester extent. Therefore, overdl we
expect banks to become more independent and to lose much of ther palitical influence.  This
should lead to better lending practices, where the dlocation of funds depends more on merit.  As
a consquence, we bdieve liberdization of foreign presence will have podtive effects on
economic growth and will enhance the ability of the economy to overcome negdive externd
shocks.

7. Policy Recommendations

While RA. No. 7721 liberdized foreign entry, this act dill redricts 100 percent foreign
ownership of only up to 14 banks with redrictions on the number of branches that such fully-
foreign owned banks can have. In generd, foreign ownership of banks is currently limited to 60
percent. Our results suggest that a policy of further opening up of the domesic commercid
banking market to foragn paticpaion, may be beneficdd in teems of increesed efficency of
domedtic banks, dthough we are not catan as to the exact amount of extra benefit this will
bring. Specificdly, increesed foreign competition should be dlowed by dlowing more fully
foreign owned banks to enter the domestic market, increesng the number of branches that fully
foreign owned banks could have, and permitting grester foreign ownership paticipation in
domegtic banks. Claessens and Glaessner (1998) find evidence suggesting thet limited openness
to foregn financid sarvices provides trandates to dower inditutiond development, gregter
fragility, and higher cods of finencid sarvices

However, in order to mitigate the adjusmert cods accompanying greater market
openness and the mora hazard problems associated with group-afiliatled banks, the further
liberdization of foreign bank entry and participaion should be done in conjunction with built-in
safeguards in the form of credbly enforced government supervison and regulation as wel as
gregter rdiance on the maket mechaniam in monitoring the banking sysem. The rationde for
the accompanying safeguardsis asfollows.

Prudentid regulations and overdght by a governmentd agency ae essantid means of
catifying some sense of economic propriety by corporate groups and can temper the negeive
agpects of the reationship-based sysem of bank governance in the Philippines. However, while
it is true that the BSP has implemented measures to further drengthen the banking system,
improve transparency in the banking sysem and promote market discipline in recent years, a
week Philippine bureaucracy has higoricaly proved unable to ensure enforcement (see, eg.,
Unite and Sulliven, 2000; Gonzalez, 1999). The screening of the entry of new foreign banks
should adso be made transparent and based on objective criterion in order to ensure that
regulatory capture is less likdy. In addition, the government should rey less on explict and
implicit guarantees via depogt insurance schemes to reduce the mord hazard  problems
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asociaed with such safety net and in order to put pressure on domedtic banks to improve
productivity and service provison.

A policy of greater reliance on the market mechaniam is premised on the potentid thet a
more competitive banking market thet results after market opening up can better discipline bank
managers by tempering thar nonvaue maximizing behavior (such as excessve risk-taking in
the face of grester competition) which in turn further improves bank performance (see eg.,
Jayaraine and Strahan, 1996). In addition, ownership of banks by the economicaly dominant
family corporate groups cregtes an obvious conflict-of-interest for these banks to act ascorporate
monitors. This is because the managers of these banks may be rdated or gppointed by the
corporate group or are in some sense subservient to these groups. A case in point is the falure of
Orient Bank which is controlled by the Go Family during the 1997 Eagt Adan financid criss
This bank’s falure was dtributed to excessve lending to its DOSRI accounts whose investments
were manly in red edate devdopment. Therefore, greater reliance on the market mechaniam in
disciplining banks requires better information and greater information disclosure by banks These
can be achieved vialegd or regulaory means.

Increesed levd of trangparency and informaion disdosure would necesstae the
folowing policdes in addition to those dready mandaied by the BSP. Ownership information
should be required of banks must be detalled enough for regulators to discern precisdy who
owns dgnificant interest in the banks snce ownership equates to influence over bank activities,
epedidly loans Such informetion will assg regulaors in deermining paties who qudify as
being in the DOSRI category. Ownership data, in addition to borrower data, must be provided in
an accurate form to regulators and should be made public, especidly in cases of larger ownership
postions, for both private and publicly traded corporaions. Current regulation regarding
ownership disclosure requires that owners of 10 percent or more of a corporation’s equity must
disdlose this information to the Securities and Exchange Commisson (SEC). Such ownership
includes the beneficid owner, rddives, and associates. However, these current regulaions are
not adequately enforced and the accurecy of this ownership disclosure is questionable for two
ressons. FHre, blind accounts dlow investors to purchase common sock without disclosure
through numbered accounts whenever these accounts comprise less than 10 percent of
ownaship. Unite and Sullivan (2000) find that, based on the ownership disclosure information
reported to the SEC, this is a common occurrence in publidy lised companies in the Philippines.
A problem occurs if these blind accounts are controlled by a single party and the tota ownership
interest of these acocounts is greater than 10 percent. Second, the wide use of foreign holding
companies enables dockownars to hide holdings under the umbrela of undisclosed foreign
ownership. Therefore, lowering the mandatory ownership disclosure requirement to 5 percent or
more, as in the United States, and applying this to both private and publidly lised companies
may result to a higher degree of enforcement and accuracy of ownership information.

Trangparency of information on loan qudity is dso important not only for regulators but
dso for the public a large. While currently BSP regulations require thet dl banks must publicly
disdlose information about their DOSRI loans and the amount of the DOSRI loans and advances
that have become past due, such information should be detalled enough to disclose the identities
of the partiesinvolved.



The message is that in the presence of credibly imposed prudentid regulations and
upavison and effective monitoring via the market mechaniam, group dfiliaion can be usful
in extracting the benefits from a high degree of banking market openness to foreign banks
Eventudly, as high levd of trangparency and disclosure become an integra part of domestic
banking practices, the current banking corporate governance sysem will be tranformed from
that cheracterized by relaiond or sodid influenceto that with more forma controls.

Findly, in order to reduce the near monopoly of expanded commercid banks lending to
large domestic family corporations or corporate groups, the government should ensure that the

programs of the Smal Business Guarartee and Finance Corporation are fully utilized.

Given thee policies, we bdieve that the current domestic bank corporate governance
dructure will evolve into one in which there is high levd of managerid professondism ad
diverse ownership dructure that naturdly encourages improved underwriting criteria and, in
generd, sounder banking practices. We expect, as a result of competitive pressures and increased
monitoring brought about by increesed foreign bank penetration, a reduced rdaionship-syle
Philippine banking governance system whereéin banks are independent, are void of politicd
connections, have the ability and incentive to better evduate lending applications, have
ggnificant influence over where funds are dlocated through the economy, ad are more reslient
to negative externd shocks.
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Tablel

Description of dependent and independent variables.

Vaiable

Description

Dependent Variables

Interest rate spreads (IRS)

Operating performance
Accounting profitability (AP)
Non-interest income (NI1)
Operating expenses (OE)

Risk (RSK)

the difference between the ratio of interest income on loansto total loans
and theratio of interest expense on total depositsto total deposits

ratio of before-tax profitsto total assets

ratio of non-interest income to total assets

ratio of total overhead expensesto total assets

ratio of loan loss provisions or reserves to total assets

Independent Variables

Foreign presence

Entry number (FOR#)
Foreign ownership (FOR%)

the number of foreign banks as a percentage of all commercia banks
the percentage of foreign ownership

Ownership Structure

Group ffiliation (GRP)
Ownership concentration (OWN)

Group ownership (GROUP)

affiliation to a domestic family corporate group, adummy variable equal
to 1if bank is affiliated and O otherwise

the percentage of insider, group, and related party ownership of the top
twenty owners

the percentage of group ownership of the top twenty owners

Bank-level factors

Norinterest earning assets (NI1A)
Funding (FND)

Operating expenses (OE)
Relative bank size (RSZ)

ratio of cash, non-interest earning deposits at other banks, and other non-
interest earning assetsto total assets

ratio of al short-term and long-term deposits plus other non-deposit short-
term funding to total assets

ratio of overhead expensesto total assets

the total assets of the bank as a percentage of all commercial bankstotal
assets

Genera economic factors

Inflation (INFL)
Capital scarcity (RINT)

Reserve requirement (RR)
Economic growth (GDP)

percentage change in the consumer price index

thereal interest rate, calculated as the nominal interest rate on short-term
government securities minusthe inflation rate

set by Bankgo Sentral Philipinas

the yearto-year percentage changein real gross domestic product




Table 2

Descriptive statisticsfor Philippine commercial banksfor the Period 1990 through 1998. Includesall commercial banks(ALL) except for three Specialized Government Banks (Al-Amarehidamic
Bank, Devel opment Bank of the Philippinesand Land Bank of the Philippines). We categorize these banks as either domestic (DOM) or foreign (FOR) according to the BangkoSentrd ngRilipinas
classification. Total Assetsand Total Deposit Liabilities, and Average Sizeareinmillionsof pesos. Inflation (INFL), Real Interest Rate (RINT), Real Gross Domestic Product Growth Rate (RGDP),
and Bank Asset Concentration (3CON) aredefinedin Table 1. For 1997 and 1998, the Supervisory Reports and Studies Office of the Bangko Sentral ng Pilipinasincluded thetotal assetsand total

depositsof ING Banking Group, Ltd., abranch of aforeign bank, inthe domestic expanded commercial banks total assetsand total deposits, and excluded thesefromthetotd assetsand total depositsof
theforeign commercial banks. We adjusted these reported figures by adding thetotal assetsand total depositsof ING Bank to thetotal assets andtotal deposits of theforeign banks category and

deducting thesamefrom thetotal of the domestic bankscategory. Thefiguresfor ING Bank'stotal assetsand total depositswere obtained from the bank’ spublished statements of condition containedin
theB SP's Philippine Financial System Fact Books1997 and 1998. Prior to 1996, the Supervisory Reports and Studies Office of the Bangko Sentral ng Pilipinas excluded thetotal assetsand total

deposits of three Specialized Government Banks (SGBs) from the totalsfor the entire commercial banking industry. However, dataon the 3 specialized government banks (SGBs) have been

consolidated with commercial banks henceforth. We adj usted these reported figures by deducting the total assetsand total depositsof the three SGBsfromthetotalsfor theentirecommercid banking

industry. Thefiguresfor 3 SGB'stotal assetsand total depositswere obtained from the bank’ s published statements of condition reported in the BSP's Philippine Financial System Fact Books 1996-
1998. Sources include the Bangko Sentral ng Pilipinas (1996, 1997a, 1997b, 1997c, 1998a, 1998b, 1999).

Foreign Total Assets Total Deposits Average Size
Year Total | No % Foreign Domestic Total Foreign Domestic Total Foreign Domestic| INFL RINT GDP 3CON
1990 30 4 13.3| 66,613 446,588 513,201 | 22,610 246,367 312,980 | 16,653.3 17,176.5| 13.2 129 3.04 32.0
1991 31 4 12.9| 64,196 504,605 568,801 | 22,983 299,962 364,158 | 16,049.0 18,689.1| 18.5 5.4 -058 33.2
1992 32 4 12.5| 63,705 581,191 644,896 | 26,043 352,107 415,812 | 15926.3 20,756.8| 8.6 9.4 034 331
1993 32 4 12.5| 75,956 696,630 772,586 | 32,905 438,993 514,949 | 18,989.0 24,879.6 | 7.0 7.1 212 34.5
1994 33 4 12.1| 86,522 889,731 976,253 | 42,073 574,502 661,024 | 21,6305 30,680.4| 8.3 5.5 4.39 34.1
1995 45 14 31.1| 115466 1,156,912 1,272,378 | 42,007 701,667 817,133 | 8,247.6 37,319.7| 8.0 5.4 476 33.3
1996 46 13 28.3| 202,977 1,515,700 1,718,677 | 51,680 831,017 1,033,994 | 15,613.6 45,930.3| 9.1 4.3 5.85 31.4
1997 51 14 27.5| 350,533 1,956,705 2,307,238 | 104,837 1,022,571 1,373,104 | 25,038.1 52,883.9| 5.9 7.7 517 28.2
1998 50 13 26.0| 387,734 1,886,107 2,273,841 | 134,244 1,060,473 1,448,207 | 29,825.7 50,9759 | 9.7 7.7 -048 28.5
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Table 3
Descriptive statistics on selected variables for 16 publicly traded domestic Expanded Commercia Banks (ECBs) for the period 1990 through
1998. For the annud figures, the statistics are reported as percentages and computed based on individua bank data for the each year. Relative
sizeis calculated as the ratio of bank’stotal assets to tota assets of al commercial banks. All other varisbles are defined in Table 1. Sources
include the Philippine Stock Exchange (1997b), individua bank's Annual Reports, and individual bank's audited financial statements submitted to
the SEC and PSE.

0 [ 101 | 992 | 1993 | D994 [ 1995 [ 1996 | 1997 | 1998 | Average
Interest Rate Spread (IRS)
Average .34 9.21 8.06 6.44 6.85 5.60 5.59 6.17 6.87 6.90
Std Dev 5.51 8.40 4.52 3.09 1.70 1.76 1.86 1.75 2.34 1.17
Minimum 1.35 2.27 4.06 3.63 4.34 2.48 2.43 2.56 1.88 5.59
Maximum 22.19 39.16 23.10 17.26 10.29 9.92 9.46 8.89 9.82 9.21
Accounting Profit (AP)
Average 2.87 2.70 2.65 2.33 2.32 2.24 2.44 1.97 1.17 2.30
Std Dev 0.94 1.06 0.90 0.66 0.64 0.43 0.48 0.64 1.68 0.50
Minimum 1.35 0.39 0.48 0.83 1.38 1.42 1.86 0.67 -4.09 117
Maximum 4.77 4.60 4.13 3.26 3.98 3.02 3.52 3.05 3.41 2.87
Norrnterest income (NIT)
Average 3.83 2.70 3.56 2.96 2.44 2.81 2.24 2.08 2.23 2.76
Std Dev 0.98 0.86 1.91 0.56 0.65 2.60 1.03 0.79 0.64 0.61
Minimum 2.35 0.78 2.18 2.18 1.65 1.63 0.66 0.99 1.49 2.08
Maximum 6.28 4.37 10.29 3.78 4.43 12.42 4.49 3.92 3.62 3.83
Operaling EXpenses (OE)
Average 3.95 4.13 4.32 4.20 4.02 3.70 3.44 3.19 3.66 3.85
Std Dev 0.70 0.60 0.99 0.83 0.80 0.70 0.53 0.52 0.60 0.38
Minimum 2.98 3.08 3.05 2.99 3.04 2.83 2.60 2.44 2.62 3.19
Maximum 5.25 5.81 6.66 6.10 5.97 5.37 4.51 4.26 4.7/5 4.32
Loan Losses (RSK)
Average 0.60 0.26 0.25 0.18 0.16 0.82 0.25 0.80 1.43 0.53
Std Dev 0.40 0.24 0.22 0.17 0.12 2.22 0.20 0.45 1.03 0.43
Minimum 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.08 0.01 0.16
Maximum 1.30 0.73 0.67 0.51 0.37 9.11 0.84 1.50 4.43 1.43
Rdaive Size (RS2)
Median 4.46 4.68 4.57 4.74 4.74 4.80 4.54 4.28 4.21 4.56
Std Dev 2.69 2.68 2.55 2.52 2.83 2.58 2.80 2.80 2.48 4.57
Minimum 0.43 0.46 0.52 0.59 0.63 0.64 0.59 0.53 0.52 421
Maximum 14.31 16.49 15.14 17.05 15.18 13.79 13.03 11.84 12.77 4.80




Table 4

Descriptive statistics on o wnership variablesfor 15 publicly traded domestic Expanded Commercial Banks(ECBs). Ownership variablesarebased on datafor
year end 1992 and 1998 and descriptive statistics are computed based on individual bank datafor the respectiveyear. Ownership figuresare based onthe
percentage ownership by category of thetop 20 shareholders. Insidersare defined asdirectors, officers, related interests, and group-affiliated companies.
DOSRI ownershipisdefined asdirectors, officers, related i nterests. Onebank isexcluded fromtheorigina sampleduetolack of ownership datafor 1992 or any
of the years between 1990 and 1993. Sourcesincludethe Philippine Stock Exchange (1997b), individual bank's Annual Reports, and individual bank'saudited
financial statementssubmitted tothe SEC and PSE. Although sourcesaredifferent, figuresreportedinthesevarioussourcesareall based onthe bank'saudited
financial statements as of the end of each year.

Ownership Ownership from 1992 Ownership from 1998
Category Average Minimum Maximum | Average Minimum Maximum
Foreian Ownership 8.69 0.00 39.97 14.81 0.00 40.00
Insiders 55.34 0.00 89.07 43.25 0.00 68.31
DOSRI 17.77 0.00 60.74 23.73 0.00 58.02
Group 37.57 0.00 87.01 19.52 0.00 48.92
Government 2.26 0.00 19.54 5.32 0.00 48.90
Other 33.73 10.90 99.01 36.63 6.63 69.80
Top One 18.17 2.24 39.97 25.12 7.50 48.52
Top Five 50.36 7.93 81.77 61.22 25.93 93.67
Top Twenty 73.94 15.55 99.99 81.29 58.66 99.54




Table 5
The regressions are estimated using arandom effectsmodel for asampleof 16 Philippinecommercial banksfor theyears 1990-1998. Parameter estimatesof

separate regressions relating various dependent variables- (1) bank interest rate spreads, (2) profits, (3) non-interest income, (4) operating expenses, or (5) risk-
to aset of independent variables. Variablesaredefinedin Table 1. (t-statisticsin parenthesesarebased onWhite' s(1980) heteroskedasti city-consistent

variances and standard errors).

Depen(ttl)tlent Interest Rate Spreads (IRS) Profits (AP) Non-interest income (NI1I) Operating expenses (OE) Risk (RSK)
Variable
Intercept | -3.10** | -3.16** | -2.84** -0.47 -0.69 -0.18 0.21 0.10 0.25 -4.,49* -4.40* -4.50* 8.17** 8.07* | 8.35**
(-2.53) | (-2.44) | (-2.44) | (-0.13) | (-0.19) | (-0.05) | (0.22) (0.10) (0.26) (-19.72) | (-18.69) | (-20.01) (2.51) (2.56) | (2.57)
NIA 0.20 0.17 0.16 -0.83* | -0.88* | -0.86* 0.09 0.07 0.07 -0.02 -0.03 -0.02 -0.38** | -0.41** [ -0.42**
(1.06) (0.93) (0.97) | (-2.94) | (-3.08) | (-2.94) | (0.57) (0.50) (0.47) (-0.54) | (-0.61) (-0.60) (-2.19) | (-2.36) | (-2.38)
FND -0.01 -0.49 -0.60 -9.72* | -10.68* | -10.19* -1.02 -1.34%* -1.11 -0.31 -0.47 -0.29 3.80%** | 3.12%** | 3.52%**
(-0.01) | (-0.47) [ (-0.61) | (-3.98) | (-4.12) | (-4.20) | (-1.53) | (-2.03) (-1.60) | (-1.03) | (-1.39) (-0.88) (1.81) (1.78) | (1.71)
OE 0.36 0.32 0.39 -1.28*** - -1.23 0.75* 0.70* 0.76* 0.96 0.88 0.98***
(1.45) (1.31) (1.61) | (-1.67) | 1.41*** | (-1.58) | (3.72) (3.67) (3.77) (1.63) (1.62) | (1.68)
RSz -0.24** [ -0.20** | -0.24** | -0.28*** | (-1.78) -0.27 0.07 0.07 0.09 -0.14* -0.13* -0.13* 0.07 0.10 0.10
(-2.33) | (-2.02) | (-2.35) | (-1.95) - (-1.64) [ (0.93) (1.03) (1.31) (-4.45) | (-4.43) (-4.01) (0.92) (1.30) | (1.25)
GRP 0.63* 0.31 0.30*** [ 0.69* 0.26*** 0.46 -0.07 -0.41 -0.14 0.01 -0.17 0.03 -0.16 -0.81 -0.33
(3.41) (0.99) (1.72) (2.87) | (-1.69) | (1.64) | (-0.51) | (-1.22) (-1.02) (0.25) (-1.50) (0.38) (-0.68) | (-0.96) | (-1.26)
OWN -0.80 -0.58 - -1.73 -0.17 -1.98 -0.07 -0.07 0.08 -0.06 -0.13 -0.02 0.50 0.65 0.58
(-1.25) | (-0.88) [ 1.28*** | (-1.54) | (-0.34) | (-1.33) | (-0.17) | (-0.20) (0.16) (-0.24) | (-0.49) (-0.05) (0.51) (0.70) | (0.46)
INFL -0.08 -0.08 (-1.72) -0.07 -1.71 -0.07 0.12 0.12 0.12 -0.01 0.01 -0.01 0.12 0.11 0.12
(-0.49) | (-0.51) -0.08 (-0.28) | (-1.60) | (-0.28) | (1.30) (1.28) (1.33) (-0.32) | (-0.38) (-0.29) (1.01) (1.02) | (1.03)
RINT -0.10 -0.11 (-0.52) | -0.67** | -0.08 -0.67** 0.39% 0.38* 0.39* -0.05%** | -0.05** | -0.05*** 0.66* 0.65% 0.66*
(-0.60) | (-0.63) -0.11 (-2.35) | (-0.32) | (-2.36) | (4.59) (4.59) (4.62) (-1.89) | (-1.99) (-1.87) (6.69) (6.80) | (6.92)
GDP -3.41 -3.49*** | (-0.63) | 13.76* | -0.69** | 13.78* | 2.28*** 2.18 2.27*%** | -1.23* -1.24* -1.23* -6.46** | -6.61** [ -6.45**
(-1.63) | (-1.68) - (4.25) | (-2.39) | (4.28) (1.66) (1.58) (1.66) (-2.71) | (-2.78) (-2.70) (-2.24) | (-2.35) | (-2.28)
RR -0.18 -0.17 3.40%** | 4.87* 13.53* | 4.87*
(-0.42) | (-0.38) | (-1.67) | (4.76) | (4.17) | (4.71)
FOR# -0.09 0.03 -0.17 0.07 4.91* 0.17 -0.11 -0.02 -0.09 -0.19* -0.15* -0.20* 1.06* 1.27% 1.13*
(-0.81) | (0.24) (-0.40) [ (0.38) | (4.83) | (0.80) | (-1.38) [ (-0.14) (-0.95) | (-7.16) | (-3.95) (-6.45) (3.49) (2.89) | (3.58)
FOR% 0.64 1.28 0.04 0.99 0.32 1.12 -0.97* [ -0.95*** | -0.80*** 1.50% 1.22% 1.47* -1.12 -0.64 -0.87
(1.02) (1.61) (0.31) (0.72) | (1.51) | (0.75) | (-2.74) | (-1.90) (-1.86) (5.69) (3.15) (5.02) (-1.13) | (-0.61) | (-0.88)
FOR#* -0.24%** 0.87 1.09 -0.19 -0.08 -0.41
GRP (-1.65) | (1.28) (0.76) (-1.36) (-1.59) (-1.14)
FOR%* -1.21 -0.48** 0.06 0.47 -0.79
GRP (-1.26) (-1.99) (0.11) (1.11) (-0.93)
FOR#* -0.00 -0.61 -0.18 0.04 -
GROUP (-0.00) | (-1.33) (-0.73) (0.41) 0.44***
FOR%* -0.87* -1.03 -1.62 -0.02 (-1.67)
GROUP (-2.79) (-0.23) (-0.91) (-0.02) -2.32
-0.94 (-0.84)
(-0.33)
R? (%) 17.27 19.24 23.88 53.28 54.24 53.74 33.07 33.91 33.38 50.53 52.04 50.64 23.54 24.34 23.89
* significant at the 0.01 level* * significant at the 0.05 level* * significant at the 0.10 level

31



Appendix 1

List of the 16 domestic Expanded Commercia Banks (ECBSs) present in the Philippines between 1990 and 1998.
Thetotal assets amounts are for year-ended 1994 and 1998 and are in millions of pesos. Percent of total assets
refersto theindividual ECB’ stotal assets as a percentage of total assets of all commercia banks excluding the
specialized government banks (see Table 4).

Total Assets 1994 Total Assets 1998

Bank Name amount percent amount percent
The Bank of the Philippine ISlands 95,805.41 9.81% 218,854.01 9.62%
ChinaBanking Corporation 29,025.06 29™% 57,099.45 251%
Equitable Banking Corporation 30,652.37 314% 109,102.96 480%
Far East Bank & Trust Company 69,224.73 70% 136,515.42 600%
Metropolitan Bank & Trust Company 120,048.02 12.30% 290,318.92 127M%
Philippine Bank of Communications 11,991.45 123% 34,528.50 152%
Philippine Commercia International 73,100.31 74% 148,655.21 6.54%
Bank

Philippine Nationa Bank 148,208.06 15.18% 200,629.98 8.82%
Philippine Trust Company 10,386.93 106% 21,488.42 095%
Prudential Bank 17,592.53 180% 25,366.08 112%
Rizal Commercia Banking Corporation 52,762.86 540% 109,939.96 483%
Security Bank Corporation 20,310.22 208% 55,639.54 245%
Solidbank Corporation 21,798.04 223% 52,729.42 23%
The Philippine Banking Corporation 6,630.65 068% 13,883.40 061%
Union Bank of the Philippines 26,296.71 26%% 46,195.72 203%
Urban Bank, Inc. 614211 063% 11,912.04 052%
Total 739,975.46 75.80 1,532,859.03 6741

Sources: Philippine Stock Exchange Investments Guide 1997; Individua bank's Annual Reports; Individua bank's audited financial statements
submitted to the SEC and PSE. Although sources are different, figures reported in these various sources are all based on the bank's audited
financial statements as of the end of each year.



Endnotes

! Republic Act No. 7721 (RA7721), titled “An act liberdizing the entry and scope of operaions
of foreign banks in the Philippines’, was passed into lawv on May 18, 1994. Bangko Sentrd
Circular No. 21 dated October 14, 1994 provided the implementing rules and regulations.
RA7721 dlowed the entry of foreign banks through one of the following methods. Fird, ten new
foregn banks were dlowed entry into the Philippines with each given full banking authority and
the rights for up to sx branches. Second, an unredtricted number of foreign banks were dlowed
up to a 60% ownership sake in any new Philippine banking subsdiary. Third, an unredricted
number of foreign banks were dlowed to acqure, purchase, or own up to a 60% ownership steke
of an exiding bank. This Act amended the Generd Banking Act of 1948, which had previoudy
been amended by Republic Act No. 337. Republic Act No. 337 had limited the number of
foreign banks operating in the Philippinesto four.

2 We define corporate governance from an agency perspective amilar to Shlefer and Vishny
(1997). Corporate governance is viewed as the reaionship between corporate stakeholders and
managers and how these participants determine the direction and performance of the corporation.
Corporate stakeholders can include both holders of equity and debt, as well as employees and
suppliers. In other words, corporate governance focuses on who controls corporate assets and on
the decisontmeaking process regarding where capitd funds are dlocated.

® For example, severe economic downturns occurred in Thailand, South Korea, and Indonesia in
1997, a least in part, due to problems exacerbated by the ownership Structure of banks and the
rldionship between these banks and corporate groups [Krugman (1998); Li (2000)]. In
addition, Philippine banks are found to concentrate their lending to large, related corporations
raising concerns about lending risk [Hutcheroft (1998)].

4 Gnce this variadle ignores the rdative size of a bank, we dso indude a messure of foreign
bank penetration. The vaiable used to measure foreign bank penetration is the percentage of
foreign bank assts to totd assets in the banking sector (FSZ). Use of this variable assumes thet
grester competitive pressures result from a higher percentage of bank assats in foreign hands.
Results of our tests usng FSZ are amilar to those using FOR#, and therefore, are not reported.

®> Claessens, Demirgiic-Kunt and Huizinga (2001) and Demirglic-Kunt and Huizinga (1998) use
net interet margin as a measure of bank interest goread.  They define net interet margin as the
ratio of net interest income to tota assets, where net interest income equals totd interest income
less totd interest expense. We instead chose to focus on interest earned and paid through more
traditiond banking activiies ~ For example totd interes income indudes income from
invesments and trading account securities, as wel as interbank loan receivables and deposts
with other banks.

® We ds0 induded a varidble that meesures the asset concentration of the three largest banks
(3CON). If foreign entry is important, this entry may decrease the concentration of bank assdts.
We find that assat concentration increases from 31.98% in 1990 to 34.52% in1994. Wheress in
the pod-liberdization period asset concentration declines from 33.32% in 1995 to 28.53% in
1998. However, in subseguent tests we found this variable did not have a sgnificant effect and
have therefore el ected not to report related results.



" Prior to the passage of RA No. 7721 in May 1994, the four foreign banks that operated a branch
or branches in the Philippines were the Bank of America, Citibank, Standard Chartered Bank,
and The Hong Kong and Shanghai Banking Corporaion Limited. After the passage of RA No.
7721, ten new foreign commercid banks began operaions in the Philippines in 1995 using the
fird entry mode which was the establishment of branches with full banking authority. These
banks, induding home country and year that operations began, are as follows. ANZ Banking
Group Ltd. from Audrdia sarted operations in 1995, Bangkok Bank Public Co. Ltd. from
Thailand in 1995, Devdopment Bank of Singapore from Singapore in 1995, Deutsche Bank AG
from Gamany in 1995, ING Bank from the Nethelands in 1996, Internationd Commercid
Bank of China from Tawan in 1995, Korea Exchange Bank from South Korea in 1995, The
Bank of Tokyo-Mitsubishi Ltd. from Jgpan in 1996, The Chase Manhatan Bank from the USA
in 1995, and The Fuji Bank Ltd. from Jgpan in 1997. However, in 1998, Development Bank of
Singapore (DBS) changed to the third mode of entry, acquiring an exising bank. DBS merged
with a domegic commercid bank cdled the Bank of Southeast ASa to form what is now cdled
DBS Bank Philippines, Inc. which is dassfied as a subgdiary of a foreign bank. Four foreign
banks began operations in the Philippines usng the second entry mode between 1995 and 1998.
Thee are Banco Santander Philippines, Inc. which is mgority owned by Banco Santander, SA.
from Span and which dated operaions in 1996, Chinarugt (Phils Commercid Bank
Corporation in 1996, Dao Heng Bank, Inc. in 1996, and Maybank in 1998.

8 We find that for the pre-liberdization period from 1990-93 the IRS of group-dfiliated banks
averaged 9.05%, while for the non-affiliated banks IRS averaged 6.11%. In the post
liberdization period from 1995-98, IRS was more Smilar between these subsamples. For group-
afiliated banks IRS averaged 6.43% and for non-affiliated banks 5.58%.

® We find that for the pre-liberdization period the IRS of the three smdlest ECBs averaged
12.29%, while the IRS of the three largest ECBs averaged 6.43%. In the pod-liberdization
period the IRS between these sthsamples of ECBs became more smilar.  For the smaler ECBs
IRS averaged 6.16%, while for the larger ECBs IRS averaged 5.33%.



