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PREFACE

Financial inclusion is the root of sustainable economic development.
However, being financially included entails access to a wide range of finan-
cial services that respond to one’s needs and capabilities.! This means
targeting seven out of 10 financially excluded Filipinos,” which chal-
lenges Philippine universal and commercial banks (UKBs) to for-mulate
and implement more creative products and services adopted to the needs
of low-to-middle income Filipinos who aspire to be financially included.

Taking on this challenge exposes banks to risks and vulnerabilities, as
they maintain healthy Basel III and BSP-regulated banking indicators. Yet
the local industry managed to achieve this amidst the multiple difficulties
posed by the COVID-19 pandemic.

This work took about six years in the making, starting with my disser-
tation that presented empirical proof to the stability of the Philippine
banking system. Ella and Micha, graduate students then, together with
their research seminar group mates took up the challenge of investigating
important aspects of bank stability, namely bank efficiency and macro
stress testing, could no longer be covered in my dissertation, due to
time constraints. These research papers served as the seedbed of their
individual theses which they successfully accomplished and defended in

1 BSP. National Strategy for Financial Inclusion (2022-2028), pp. 1-3, (https://www.
bsp.gov.ph/Pages/InclusiveFinance /NSFI-2022-2028.pdf).
2 BSP. Financial Inclusion Survey (2019).


https://www.bsp.gov.ph/Pages/InclusiveFinance/NSFI-2022-2028.pdf
https://www.bsp.gov.ph/Pages/InclusiveFinance/NSFI-2022-2028.pdf
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spite of the many COVID-related personal, financial, and health issues
that we all had to grapple with. The data gathered, which was open
to the public, covering up to the third quarter of 2022, provided suffi-
cient information for us to verify if the banks in this study retained their
pre-pandemic stability indicators. They did. This book establishes the
theoretical, conceptual, and empirical evidence behind this remarkable
phenomenon.

Pasig City, Philippines Jovi Clemente Dacanay
Pasig City, Philippines Ella Mae Odtuhan Leonida
Makati City, Philippines Michaela Nicole E. Merinio
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CHAPTER 1

Growing Literature

The five chapters of this book bring together three different studies whose
authors worked as an academic team tasked to delve into the industrial
organization of the Philippine banking industry, using this structure as
a lever to consider the local banking industry as an emerging capital
market. All three authors mentored one another, witnessing the reaction
and behavior of the universal and commercial banking (UKB) industry
to a COVID-19 environment. This study aims to show readers that the
Philippine UKB industry demonstrated resilience to this unprecedented
economic shock and will continue to withstand the global headwinds
affecting the emerging countries of Asia.

The researchers intentionally covered data from 2005 to 2019 due to
the irregularity of data pertinent to measure the market power and effi-
ciency indexes from 2020 to 2021. However, the presence of open access
data from the Bangko Sentral ng Pilipinas (BSP) website shows that the
banking industry is on its way to pre-COVID levels due to their aggres-
sive move to improve capitalization and so withstand anything that would
challenge their stability.

First, this book aims to provide empirical verification that market
competition and market concentration lead to the financial stability of
Philippine UKBs and of the emerging markets in the ASEAN. Second,
cost efficiency contributed to the market power of the Top 20 UKBs. In
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fact, a Lerner index that is adjusted for cost efficiency strongly explains
bank stability. Third, with macro stress testing, one can verify that the
Top 10 Philippine UKBs remained stable in spite of the economic distress
caused by the pandemic and the regulations regarding the extension of
loan payments.

Chapter 2, entitled “Bank Stability and Market Concentration in
the Emerging Capital Markets of Southeast Asia,” discusses the simi-
larities of macroeconomic policies among the seven selected nations of
the Association of Southeast Asian Nations (ASEAN) with regard to
achieving financial and economic stability. Sound macroeconomic funda-
mentals, resilience of financial systems, and bank stability constitute the
core of the emerging capital markets of the upper middle-income and
low-middle-income countries of the ASEAN. For a region that is vulner-
able to external shocks, bank stability arising from the interdependence
of the banking sector and the overall health of the capital markets
usually characterizes a resilient financial system. This study focuses on the
market concentration and stability nexus which signifies that more market
concentration leading to higher capitalization in the banking industry
of the low-middle countries of the ASEAN leads to more stable banks.
One can therefore observe that small developing countries of the ASEAN
whose banking industries vary in size and market concentration all mani-
fest stability before and during the pandemic period even if they remained
vulnerable to various global headwinds.

Chapter 3, entitled “Does Market Competition and Market Concen-
tration Lead to Financial Stability?” focuses on “competition-stability,”
a strand of banking literature that affirms that greater market power
boosts stability. Martinez-Miera and Repullo (2010) argue that a non-
linear, inverted U-shaped relationship between competition and financial
stability, and financial stability and fragility can happen at the same
time. This study verifies the “competition-stability” view in the context
of imperfect competition and a binding bank capitalization regulatory
constraint in the banking industry of the Philippines.

With this current environment, does bank competition and concentra-
tion lead to financial stability?

Using the techniques of traditional and the new empirical industrial
organization literature, the study verified the occurrence of competition-
stability in an imperfectly competitive and loans market-concentrated
UKB industry under a binding regulatory bank capitalization environ-
ment. In a banking industry with dominant and fringe banks, the sampled
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Top 20 banks of the Philippines are expected to exercise market power
by charging higher loan rates to improve their profit margins and moni-
toring technology. According to Schliephake (2016), banks resort to this
practice to acquire sufficient earnings and so increase their capital buffer.

To test the competition-fragility and competition-stability views, the Z-
index (indicator for financial stability vis-a-vis overall bank risk exposure
and insolvency), non-performing loans (NPL) to total loans ratio (indi-
cator for portfolio risk), and, the equity to total assets ratio (indicator for
bank capitalization) were used as dependent variables and regressed, using
the generalized method of moments (GMM). Market power, on the other
hand, was measured by the adjusted Lerner index, Herfindahl-Hirschman
Index or HHI (for deposits and loans), and other bank-specific control
variables, following the methodology used by Berger et al. (2009).

The GMM regression method allows for correction for heteroscedas-
ticity, weak serial correlation, and endogeneity via robust estimators and
assumes a non-normal but asymptotic to zero probabilistic distribution for
the means of the dependent and independent variables. Varying methods
of the financial stability indicator, the Z-index, were used to test resilience
from bank insolvency and regulatory distress, i.e., using return-on-assets,
return-on-equity, BSP-proposed risk-weighted capitalization ratios.

The results show that in an environment of imperfect competition,
dominant banks experience an increase of profit margins through higher
markups and a decline in NPL. These combined occurrences lessen the
probability of insolvency thereby increasing the stability of the larger
banks. However, the strategy of increasing their loans and deposits market
shares also exposes them to higher default and market risks, or financial or
economic shocks which cause significantly higher equity returns volatility,
thereby increasing bank fragility.

The empirical results verify that the profit margin and risk-shifting
effects among the Top 10 banks outweigh the buffer effect. On the
other hand, the Next 10 banks achieved higher profit margins that were
channeled to bigger capitalization ratios. One can therefore hope that as
greater market concentration continues, dominant banks will promote a
market environment that pursues higher capital ratios to boost stability in
the UKB industry.

Chapter 4 “Does Income Diversification Contribute to Achieving Bank
Efficiency and Stability in periods of Increased Competition?” tackles how
empirical studies churn out ambiguous results regarding the effects of
bank competition and income diversification on performance in terms of
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cost and profit efficiency and stability. This is despite literature that eluci-
date the importance of cost and profit efficiency to determine a bank’s
performance. Using the Lerner index as a measure for bank market power
and Stochastic Frontier Analysis to estimate bank cost and profit efficiency
scores, this study aims to verify whether a high level of income diversifi-
cation contributes to the efficiency and stability of the Philippines” Top
20! UKBs in periods of increased competition.

The GMM panel estimation has shown that competition is negatively
related to cost and profit efficiency and stability, which supports the infor-
mation generation hypothesis and competition-fragility view. The results
also show that a high level of income diversification alone is detrimental
to bank efficiency and stability. However, when a high level of income
diversification comes with a high level of market power, banks improve
in efficiency and stability. Due to this, domestic banks, particularly the
dominant ones, thrive in an imperfectly competitive market despite their
diverse income sources. The erosion of market power adversely affects
bank performance, which is more evident in those with highly diversified
income. These results imply that a high level of income diversification can
intensify the negative impact of market competition on cost and profit
efficiency and bank stability.

Chapter 5 “Macro Stress Testing of the Philippines” Top 10 UKBs: An
Analysis of the Effect of Economic Distress on the Bank’s Credit Quality”
intends to address financial instability in emerging markets. A growing
share of NPLs in the loan portfolio of banks in developing economies
signifies greater risks for banking stability. In the wake of continuing
global economic uncertainty, one must understand the importance of
macro stress testing to gauge a bank’s level of preparedness to manage
risks in the financial system. Stress testing, a key technique for quantifying
risks, constitutes a series of tests to assess the vulnerability of a financial
system to “exceptional but plausible” macroeconomic shocks. Thus, this
paper aims to answer the question, “Does increased economic distress, in
the context of lower bank competition, lead to lower credit quality?”.

1 From 2005 to 2021, the BSP reports a total of 46 UKBs. The authors consider this
as the total number of UKBs in the Philippines. Some failed to submit their records to
the BSP from 2020 to 2021, thus list in the BSP database totaled to only 41. As of the
first quarter of 2022, 45 UKBs submitted their balance sheets to the BSP. The reduced
number was due to the merger of Landbank and United Coconut Planters Bank in 2021.
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The research will undertake four different stages that correspond to
the following objectives: (1) to review the historical influence of macroe-
conomic variables and bank competition on the credit quality of the Top
10 Philippine UKBs; (2) to measure the relationship between macroeco-
nomic variables, namely output growth, interest rates, inflation, exchange
rate, and remittances; (3) to forecast the macroeconomic indicators under
mild and moderate stress scenarios; and (4) to quantify the effect of
economic distress on the credit quality of the Top 10 UKBs and the entire
industry. The study used the NPL ratio as the empirical measure for credit
quality. In terms of scope, it focuses on assessing the relationship between
credit quality and the interested macroeconomic variables and does not
attempt to predict the probability of a bank failure under stress scenarios.

Given the presence of the top 10 UKBs and bank behavior under the
indicated macroeconomic stress scenarios, this chapter shows that lower
remittances, GDP growth rate, and inflation, together with an increase in
the interest rate and a level of exchange rate, contribute to forecasting an
NPL ratio of 1.8%. This is in the scenarios of below 5% forecasts of credit
rating agencies and Basel III regulation amidst the pandemic. Considering
that the NPL ratio is well within the Basel III regulation of 5%, the UKB
industry will continue to be stable.

The chapters look to convince monetary authorities of the emerging
markets of the ASEAN to maintain macroeconomic policies that effec-
tively foster financial stability. Such markets are conducive to bank stability
resulting from cost-efficient and well-capitalized dominant banks.
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CHAPTER 2

Bank Stability and Market Concentration
in the Emerging Capital Markets
of Southeast Asia

INTRODUCTION

Emerging capital markets refer to financial markets in developing coun-
tries that are experiencing growth and rapid economic development.
Robust capital markets and financial systems, increased foreign invest-
ments, improved regulatory frameworks, enhanced financial infrastructure
and institutions, and a growing middle class and high-risk and return
profiles often characterize these markets. Moreover, they offer investment
opportunities in sectors, such as technology, manufacturing, infrastruc-
ture, and services.

Governments of emerging market economies often implement
economic reforms to attract foreign investments. These reforms may
involve deregulation, the privatization of state-owned enterprises, and
the opening up of financial markets to foreign investors. The regula-
tory environment of emerging capital markets may still be evolving, as
authorities strive to establish effective regulations and frameworks to
support fair and transparent markets. These include regulations on secu-
rities offerings, investor protection, corporate governance, and disclosure
requirements. Emerging capital markets develop financial institutions,
such as stock exchanges, bond markets, and commodity exchanges, to
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facilitate capital flows and investment. They may also establish regula-
tory bodies to oversee and enforce transparency and investor protection
measures.

Likewise, the rise of a middle class with increased purchasing power
is a key characteristic of emerging markets. Such is the case of Malaysia,
Thailand, and, recently, Indonesia whose GDP per capita reached at least
US$ 4256 in 2004, 2008, and 2021, respectively, enabling them to
achieve upper middle-income status.! Figure 2.1 shows per capita GDP of
the six selected countries of the Association of Southeast Asian Nations
(ASEAN). The selected ASEAN countries in this study have complete
databases from 2000 to 2022. In order to see the trend line of the other
six ASEAN member countries, high-income Singapore was excluded from
the graph as its GDP per capita is double that of Malaysia.

The expanding consumer base creates opportunities for businesses and
attracts foreign companies looking to tap into new markets. Emerging
capital markets often entail higher risks compared to more developed
markets due to factors, such as political instability, currency volatility, and
less mature regulatory frameworks. Examples of these are Brazil, Russia,
India, China, Mexico, South Africa, and Turkey. However, they also
offer possibly higher returns on investment, attracting investors seeking
growth opportunities. These markets present opportunities for domestic
and international investors looking to diversify their portfolios and partic-
ipate in the growth of these economies. In particular, Asia is expected to
surpass the projected growth of other regions (See Table 2.1).

The emerging capital markets, also referred to as emerging markets in
ASEAN, differ from the above-mentioned countries in terms of economic
development, regulatory framework, market size, and regional dynamics.
Rapid economic growth, an expanding middle class, and increased urban-
ization typically characterize the markets of Indonesia, Thailand, Malaysia,
the Philippines, and Vietnam (see Table 2.2). As of 2022, ASEAN
contributed 9.9% to the global economy, much more than Europe (See
Table 2.3). ASEAN’s emerging markets primarily attract regional and
international investors seeking exposure to high-growth economies in
Southeast Asia. Emerging capital markets in the ASEAN have been the

LIn this regard, please refer to the following World Bank classification: less than
US$1035 GNI per capita (low-income); $1036-$4085 GNI per capita (lower middle-
income); US$4086-$12,615 (upper middle income); over US$12,615 (high income).
Upper middle-income countries have a GDP of US$4256-$13,205.



