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Abstract

This paper investigates the impacts of monetary policy on bank managers’
remuneration in Vietnam and China where excess liquidity is present in the
economies. The study argues that excess liquidity provides the condition to
conceal risk taken by bank managers, and hence their remunerations are im-
proved. However, the capability of excess liquidity in concealing risk is atte-
nuated during the tightening monetary policy regime. The study extends the
relationship between monetary policy and risk taking incentives of bank
managers to the context of excess liquidity condition.
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1. Introduction

The past decades have witnessed large capital inflows into Asian emerging
economies, particularly in Vietnam and China (see [1] [2] [3] [4]), which have
been argued to result in excess liquidity in the banking systems [3] [5]. This is
because the central banks increase money supply to neutralize the currency ap-
preciation pressure [2] [3] [5]. For example, the literature has documented that
excess reserves in the Chinese banking system averaged around 10% of deposit
during 2000s and remained high at 3.3% during 2012 [6] [7] [8]. In Vietnam, the
excess liquidity has been argued to lead to high inflation rate to around 18%
during 2010s [1] [2] [9]. The literature has raised concerns that excess liquidity
condition, Ze. the oversupply of money beyond optimal level, may induce risk
taking behaviors of commercial banks, and hence, lead to financial instability
(for example, [8] [10]). [10] posit that excess liquidity forms the perception of
low illiquidity risk among bank managers, who tend to lend out aggressively to

improve their remunerations. The aggressive lending may take the forms of re-
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laxing credit criteria or lending to borrowers with low creditworthiness. [11]
find evidence that excess reserves in the banking system have a positive effect on
bank managers’ remuneration. In this study, we examine the role of tightening
monetary policy on the relationship between excess liquidity and bank manag-
ers’ remuneration. The central banks can impose tightening monetary policy by
increasing policy interest rates. We argue that tightening monetary policy dete-
riorates the balance sheet position of borrowers and reduces the loan return
probability [12] [13], and hence, materializes the risk concealed by excess liquid-
ity, and attenuates the positive impact of excess liquidity on bank managers’ re-
muneration.

We examine the impact of monetary policy on remuneration of bank manag-
ers in Vietnam and China as the excess liquidity condition is prominent in these
two countries (see [1] [2] [3] [9]). The study contributes to the literature of
monetary policy and risk-taking behaviours of commercial banks in the context
of emerging economies experiencing excess liquidity condition (see [8] [14]).
The study provides empirical evidence that excess liquidity condition measured
by the ratio of M2 to nominal gross domestic product (M2/NGDP) beyond the
optimal level indicated alternatively by Taylor rule (see [15] [16] [17] [18]), Ho-
drick-Prescott filter [19] and Baxter-King filter [20], tends to improve bank
managers’ remuneration. However, tightening monetary policy is found to atte-
nuate this positive relationship. This result provides implications to the conduct
of monetary policy to the wider context including advanced economies which
have recently accumulated excess liquidity as the result of the quantitative easing
policy introduced after the global financial crisis [21].

The remainder of the study has following structure. Section two presents the
literature and arguments. Section three provides dataset and econometric strat-
egy. The data analysis is discussed in section four, followed by the conclusion

and policy implications in section five.

2. Hypothesis Development

This study is connected to two strands of literature, namely, excess liquidity and
monetary policy. A conceptual framework developed by [10] posits that excess
liquidity provides the condition for bank managers to easily conceal the risk they
create through aggressive lending. This is because excess liquidity condition
makes illiquidity risk unlikely and the costly internal audit detecting the risk
taking behaviour of bank managers will only be conducted once the liquidity
shortfall exceeds a certain level [10]. As bank managers are remunerated posi-
tively to the loan volume they generate but negatively to the risk they create, and
as the latter can be concealed by excess liquidity, [11] find evidence that the
presence of excess reserve in the banking system tends to improve bank manag-
ers’ remuneration. In this study, we further examine the relationship between
excess liquidity and bank managers’ remuneration by investigating the mod-

erating role of monetary policy. [12] [13] argue that tightening monetary policy
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weakens firms’ balance sheet as they are re-valuated at higher interest rates, and
hence, reducing their creditworthiness and increasing the likelihood of loan de-
fault. Therefore, tightening monetary policy has been argued to materialize the
risk created by aggressive lending of banks, making the risk less likely to be con-
cealed [8] [22]. For this reason, we argue that the capability of excess liquidity in
concealing the risk is attenuated in the tightening monetary policy regime. We
hypothesis that tightening monetary policy has a negative impact of bank man-
agers’ remuneration. In addition, the nexus of monetary policy rate and excess

liquidity also has a negative relationship with bank managers’ remuneration.

3. Methodology and Data
3.1. Data

We collect banking data for Vietnam and China from Thomson Reuters Eikon
for the period from 2006 to 2015. In cases of missing data, we also collect finan-
cial statements from commercial banks’ websites. We examine commercial
banks only as other types of banks may not be profit-maximization oriented.
Only banks with data of more than 3 consecutive years are considered. Our final
sample consists of 123 banks with 733 annual observations. Macro data are col-
lected from World Bank Database, International Monetary Fund, and websites
of State Bank of Vietnam and People’s Bank of China.

3.2. Econometric Model

Following [10] [11] we apply the below econometrics model to capture the im-
pact of monetary policy on bank managers’ remuneration in the context of

excess liquidity:

REM, = ﬂlREMi,/—I +ﬂ2GLi,t—] +133R1SK1',:—1 +ﬁ4R0Ai,t—1
+ﬂ5ELi,t—1 +BMF,_, +ﬂ7ELi,t—l xMF,, +B,GDF,_,
+ Country + ¢,

Following [11], bank managers’ remuneration (REM) is measured as the ratio of
personnel expenses to total assets. As bank managers are argued to be remune-
rated based on the loan they generate and the risk they create [10], we include
the logarithm of gross loan (GL) and RISK measured by ratio of loan loss provi-
sion to net interest revenue. We index the monetary policy (MP) as the change
in policy interest rate. As refinance rate and deposit benchmark rate are argued
as effective policy rates in Vietnam [23] and China [6], we employ them to cap-
ture monetary policy stance for Vietnam and China, respectively. We also con-
trol for bank performance by return on assets (ROA), and economic perfor-
mance by growth rate of gross domestic products (GDP). We also include a
dummy variable for country (Country).

Following [3], we measure excess liquidity (£L) based on the ratio of broad
money M2 to nominal gross domestic products (M2/NGDP) with three alterna-
tive methods. For the first method, we measure excess liquidity as the difference
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between actual M2/NGDP ratio and the theoretical ratio suggested by Taylor
Rule [16]. Taylor Rule suggests that money supply is a function of three va-
riables, namely, real GDP per capita growth rate, inflation and real interest rate
(see [15] [16] [17] [18]). Any positive deviation from the suggested M2/NGDP
value, ie. positive error term, is considered as excess liquidity. Therefore, we
collect the positive residuals from the Taylor Rule regression to reflect excess li-
quidity condition. The regression model for excess liquidity based on Taylor
Rule is reported in Appendix 1. With regard to the second and the third me-
thods, we apply Hodrick-Prescott filter (HP) [19] and Baxter-King filter (BK)
[20] respectively to capture the trends of M2/NGDP. We collect the positive
deviations from the trends as excess liquidity condition.

The interaction term between monetary policy and excess liquidity
(ELI.,,_l X MP,_I) indicates the impact of monetary policy on remuneration in the
presence of excess liquidity. We employ two-step System Generalised Method of
Moments (SGMM) estimator [24] [25] [26] to deal with any potential endogene-
ity problem. The model residuals are free of serial correlation and unit root. Ta-
ble 1 summarizes data descriptions for the variables. Remuneration varies be-
tween 0.006% and 2.08% of total assets. Excess liquidity spans between 8.2% and

53.83% of NGDP across different measurements.

3. Estimation Results

The regression results are reported in Table 2. Regarding to control variables,
loan loss provision (RISK) has a negative relationship with remuneration, while
higher bank profitability (ROA) and higher economic growth rate (GDP) in-
crease remuneration. The result for gross loan is controversial as it shows a neg-
ative impact on remuneration. With regard main variables, we find that excess
liquidity condition in the economy improves bank managers’ remuneration in
China and Vietnam. This result is statistically significant and in line with the
findings of [11] and supports the argument that excess liquidity helps conceal

the risks that bank managers take and hence enhances their remuneration.

Table 1. Summary statistics for remuneration regression variables.

Variable Mean Std. Dev. Min Max
REM 0.00531 0.003059102 0.000057 0.020854
GL 12.2769 4.321948 5.70378 25.3979
RISK 0.14633 0.1026856 —-0.04655 0.46472
ROA 0.00972 0.004669185 0.00025 0.02458

GDP 0.10034 0.03998337 0.03779 0.142
EL - Taylor Rule 0.1176 0.1734927 0 0.523807
EL - HP filter 0.08217 0.1025397 0 0.331034
EL - BK filter 0.08325 0.1675185 0 0.538364

MP -0.0012 0.01873699 -0.0647 0.0622
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Table 2. Remuneration regression results.

REM (remuneration) EL-Taylor Rule  EL-HP filter EL-BK filter
REM (lag 1) 0.869*** 0.888*** 0.861**
(0.0335) (0.0278) (0.0297)
GL (gross loan) —0.00789*** —0.00554*** —0.00612%**
(0.00222) (0.00168) (0.00220)
RISK (loan loss provision) —0.000994 —0.00287*** —0.00368***
(0.000887) (0.000762) (0.00107)
ROA (return on assets) 0.0272* 0.0149 0.0179
(0.0144) (0.0154) (0.0182)
GDP 0.0138*** 0.0122%** 0.0134%**
(0.00248) (0.00214) (0.00298)
Country 0.0206 0.0305 0.0609**
(0.0320) (0.0272) (0.0271)
EL (excess liquidity) 0.0994*** 0.0762*** 0.0695*
(0.0265) (0.0273) (0.0376)
MP (monetary policy rate) —0.00815* —0.00671 —0.0126**
(0.00460) (0.00517) (0.00527)
EL x MP —0.279%** —-0.116* —0.298***
(excess liquidity x monetary policy rate) (0.0524) (0.0688) (0.0997)
Observations 610 610 610
Number of instruments 45 49 41
Number of groups 123 123 123
AR (1) -3.128 -2.915 —2.854
Prob. 0.002 0.004 0.004
AR (2) —-1.466 -1.016 -1.183
Prob. 0.143 0.310 0.237
Hansen test 42.33 49.05 38.14
Prob. 0.217 0.154 0.210

Note: 1. ***, ** and * denote statistical significance at the 1%, 5% and 10% significance levels, respectively.
2. Robust standard errors adjusted for heteroskedasticity are reported in parentheses.

Higher policy interest rates (MP) are found to reduce bank managers’ remune-
ration. This supports the argument that tightening monetary policy weakens
bank balance sheet position [12] [13], making risk less likely to be concealed [22]
and hence, reducing bank managers’ remuneration. Interestingly, the interaction
between excess liquidity and policy interest rate has a statistically negative effect
on remuneration. This result indicates that tightening monetary policy atte-
nuates the capability of excess liquidity in concealing risk and hence reducing

bank managers’ remuneration.
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4. Conclusion

This study investigates the impact of tightening monetary policy on bank man-
agers’ remuneration in Vietnam and China where the excess liquidity condition
is present. The study finds that excess liquidity condition helps conceal risk bank
managers take and improves their remuneration while tightening monetary pol-
icy reduces the remuneration. In addition, we also find that tightening monetary
policy attenuates the capability of excess liquidity in concealing risk, and hence,
reducing bank managers’ remuneration. These results suggest that excess liquid-
ity condition may induce bank managers to take risk to improve their remunera-
tion. Tightening monetary policy should be considered to restrain the risk taking
behavior of bank managers to maintain the soundness and stability of the bank-

ing systems.
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Appendices
Appendix 1: Excess Liquidity Measurement Based on Taylor Rule

Following [15] [16] [17] [18], we estimate the optimal money supply from the

following model using Ordinary Least Squares estimator (OLS).

M?2/NGDP, = a,, + o, RIR, + at, Inflation, + ¢;GDPPC, + ¢,

where M2/NGDP is the ratio of broad money to nominal GDP. The regressors
are real interest rate (R/R), inflation (/nflation) and growth rate of real GDP per
capita (GDPPC). The sample covers the period of 2005-2016 with quarterly data.
The model is regressed separately for Vietnam and China. The positive residuals
are collected as excess liquidity and averaged to form annual observations. The

regression results are provided upon request.
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