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Impact of trade openness on bank risk-taking
behavior: Evidence from a developing country

'Sk Alamgir Hossain'?, Syed Moudud-Ul-Hug®* and Marufa Binta Kader?

Abstract: This study investigates the impact of trade openness along with bank
size, bank growth, liquidity, deposit insurance, industry centralization, and capital
stringency on risk-taking behavior of commercial banks of Bangladesh. To examine
the relationships, it considers 32 commercial banks over a period of 2000 to 2017.
The main result of this study reveals that trade openness provides ample opportu-
nities in lending activities of commercial banks and aids decreasing credit risk as
well as overall bank risk. Hence, it has great implications for the policymakers to
promote trade openness and make banks more competitive.

Subjects: Economics; Finance; Industry & Industrial Studies

Keywords: credit risk; trade openness; liquidity; size; capital stringency

1. Introduction

In the modern era, banks are the most powerful financial organizations in Bangladesh as well as
all over the world. Banks provide essential funds that contribute to economic development. Banks
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This paper investigates the relationship between
trade openness and bank credit risk-taking beha-
vior in the context of a developing economy like
Bangladesh. The main result shows a negative
and significant effect of trade openness on bank
risk-taking. It means trade openness provides
ample spaces for banks doing their operations
through lending activities and fostering banks
reducing credit and overall risk sharply. The result
supports the openness theory of financial devel-
opment. Hence, it has great implications for the
policymakers to promote trade openness in

a large scale for making banks more competitive
in developing economic countries.
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are related to some risk, among which credit risk is one of them. Credit risk is the risk of default on
a debt that may arise from a borrower failing to make required payments. On the other hand,
trade openness refers to the inward or outward orientation of a given country’s economy. As
Bangladesh is a developing country, more trade is gradually opening. Recently, 61 banks are
operating in Bangladesh. The commercial Banks in Bangladesh play a vital in trade openness. All
commercial banks in Bangladesh provide loan as a major amount of their capital to the traders.
That is why commercial banks and the trading systems are directly related to Bangladesh. As
Banks provide a loan as capital to the trade organizations, there avails the question of loan default
or credit risk.

During the global financial crisis during 2007-2008, the concentration may provide to the real
result that the banking system has on economy Agnello and Sousa (2011). This crisis indicates the
emergency of bank regulation to decrease the risk taken by the banks. The unsteady nature of
banks and the propensity of taking more risk are reflected by the recent banking crisis. Lots of
proposals that are formulated to provide strength to the liquidity and capital regulation for
enhancing higher flexible banking industry approved by G-20.

In this paper, we investigate the relationship between trade openness and bank credit risk-
taking behavior. The openness theory of financial development argues that the integration of
a country in global goods and the capital market can promote its development (Rajan & Zingales,
2003).

Though a banking system plays a very significant role in the development of the economy, there
is very few research on this topic. The valuation of a bank’s credit risk, as well as overall risk, is very
necessary for the stakeholders who use their information such as government, borrower, share-
holders, and various regulatory authorities. Shareholders are concerned about the systematic risk
and overall risk. Borrowers are concerned about the financial condition of a bank and for this
reason, they are interested in credit risk . In accordance with this theory in developing and
underdeveloped countries, the established attribute industrial interest groups do not support
financial development for the reason of its increasing competition by making it easy to enter the
market. Trade openness limits the power capability of incumbents to oppose financial develop-
ment. It also creates a stimulus for them to support and increase financial viability.

It is found that higher trade openness decreases bank credit risk-taking. Over the period of 1998
to 2012 in Bangladesh, trade openness provides diversification opportunities to banks in perform-
ing lending activities, which decreases the overall risk of banks. B. N. Ashraf et al. (2016), Yanikkaya
(2003) have examined the arguments of openness theory empirically and largely support the
higher trade and financial openness in developing countries is positively correlated with financial
development. This is a macro-level analysis and shows how openness affects the bank’s risk-taking
behavior. Excessive bank credit to the business sector beyond the optimal level increases the risk.
Besides, Credit risk is also related to the GDP of a country. For example, Zheng et al. (2017b), Zheng
and Moudud-Ul-Huqg (2017) who have explained that the likelihood is that a financial crisis would
occur in a country is higher where the private credit to GDP ratio is higher.

The higher trade openness provides diversification opportunities, lowers the price for consumers
and leads to more efficient economic growth. This study is examined whether or not trade open-
ness provides opportunities to the banks in the loan market. Openness theory of financial devel-
opment argues that opening up a country to both international trade and financial flows can
promote financial development. However, the major objective of the study is to examine whether
trade openness decreases risk-taking behavior or not. Therefore, this study shades lights to the
existing study by showing the relationship of bank size, bank growth, and credit risk; examining the
liquidity impact on credit risk; and revisiting the impacts of industry-level facts (such as capital
stringency, industry concentration, and deposit insurance) on risk-taking behavior of banks in
Bangladesh.
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The rest of the study proceeds as follows: section two presents the literature review and
hypothesis, section three represents data and variables, four presents empirical results, and five
represents conclusions and recommendations.

2. Literature review and hypothesis

This study examines how trade openness and other factors such as bank size, bank growth,
liquidity, capital stringency, deposit insurance, and industry concentration affect bank risk-taking
behavior of banks with trade openness. Bangladesh is not a fully developed country, it is
a developing country, and the pattern of risk-taking behavior of this country may be different in
many ways. Despite the above international studies, the bank risk-taking behavior, particularly on
the basis of current trade openness situation particularly in Bangladesh, has not been studied and
tested. This study is an endeavor to fill this significant gap by examining the trends of trade
openness and banks' risk-taking behavior. In the context of Bangladesh, higher trade openness
may increase the loan diversification opportunities between internationally trading firms and
domestic firms.

2.1. (a) Trade openness and credit risk

According to Pigka-Balanika (2013), trade openness is an engine for economic growth and it has
a positive and statistically significant relationship between them. Openness and economic growth
are not necessarily always positive. It brings a lot of benefits to many developing countries. The
following studies, e.g., (B. Ashraf et al., 2017; Pigka-Balanika, 2013) examined that trade openness
on bank risk-taking behavior has a strong negative impact. The higher trade openness provides
international diversification opportunities to banks and decreases the impact of the domestic
financial crisis on bank risk (B. Ashraf et al., 2017). Trade openness is a statistically important
determinant of the variation in financial development across countries as well as economic
institutions (Baltagi et al., 2009; Lalon, 2015). The objective of credit management is to maximize
the outcomes of performing asset and minimize the performance of the nonperforming asset as
well as ensure the optimal point of loan and advances along with their efficient management.
A number of studies examined the arguments of openness theory (Baltagi et al., 2009, 2013) and
largely supported this theory from the context of developing countries. The excessive bank risks to
the private sectors beyond the optimal level accompanied by lower credit standards accumulate
and higher the risk of financial sectors. Similarly, a large number of studies found that the
likelihood of a financial crisis occurred in a country is higher when the private credit to GDP ratio
is larger (Borio & Drehmann, 2009). As a result, the lending guidelines should include industry and
business segment focus, types of loan facilities, single borrower and group limit, lending caps. It
should adopt a credit grading system. All facilities should be assigned a risk grade. Trade openness,
which may have either a positive or negative impact on bank risk-taking behavior. Firstly, we can
assume that trade oneness may have a negative impact on risk-taking because it provides loan
diversification opportunities. This study builds on the stand of literature examining bank risk-taking
based on the trade openness perspective of commercial banks of Bangladesh. In addition, the
extant literature has focused on the structure of the banking industry (Boyd & De Nicolo, 2005;
Goetz, 2010). Banking regulation (B. N. Ashraf et al., 2016). A number of recent macro-level studies
found that internationally integrated industries lead to international diversification which is less
exposed to domestic economic condition. As a result, trading borrowers become fewer defaulters
of bank loan which help to decrease credit risk. We will examine other elements and their impact
on credit risk from the context of commercial banks in Bangladesh.

2.2. (b) Bank size and credit risk

Bank size is considered as one of the most significant elements in the risk-taking behavior of banks.
Large size banks can generate different activities. As a consequence, they can diversify their portfolio
which led to a decrease in their risk (Roy, 2008). A significant positive relationship found about this
phenomenon by Jacques and Nigro (1997), Zheng et al. (2017b), Zheng and Moudud-Ul-Huq (2017),
S. Moudud-Ul-Hug (2018), and S. Moudud-Ul-Hug (2019b), among others. On the other hand,
a negative relationship with bank size and the risk was found by Aggarwal and Jacques (1998).
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That means banks with large size take fewer risks than bank with small size. Many studies found that
banks of large size are better in evaluating hard information loan applicants and small banks are
good at evaluating soft information loan applicants. Petersen and Rajan (2002) found that a large
number of studies proved that bank with smaller size lends more loans to local firms than that of
larger banks. Rahman et al. (2015), S. Moudud-Ul-Huq et al. (2018c), and S. Moudud-Ul-Huq et al.
(2018a) have been significantly assumed that bank equity varies to size and considered them as
a measure of banks overall risk. According to Stever (2007), the resources and assets held by small
banks individually have less credit risk than large banks. The rates of loan charge of and default are
higher in large banks. Banks which have small size prefer to make safe loans than large banks. (Berk,
1995) concludes that indicators impose a discount on firms with high systematic risk. This study will
determine the impact of bank size on credit risk positively or negatively.

2.3. (C) Bank growth and credit risk

Bank growth is a bank-level variable which is an important determinant of bank risk. Zheng and
Moudud-Ul-Huq (2017), Zheng et al. (2017b) suggest that banks with higher growth rate are riskier.
Banks that have a higher growth rate than competitors attract more bank customers by providing
low loan rates. In contrast, Kéhler (2015) shows that banks with a larger fraction of income from
not interest activities become more stable and steadier. This effect depends upon the size of
a bank. Banks with larger growth are more likely to engage in more likely balance sheet activities
and they are more likely in violating trading activities. This study examines the impact of bank
growth on the credit risk of the bank.

2.4. (d) Liquidity and credit risk

A large level of liquidity ratio implies that there is a risk for not having enough cash held by the
banks to face the demand of the deposit withdrawals. Liquidity refers to how easily a bank’s assets
can be converted into cash at a lower cost. Banks with higher liquidity ratio are less likely to face
risk arises in operations. Cai and Thakor (2008) examined the interact competition on liquidity risk
and on the interaction between liquidity and credit risk and found out the condition under which
large interbank competition increase loan liquidity and decrease a bank’s overall risk which
includes both liquidity and credit risk. Zheng et al. (2017a), Gupta and Moudud-Ul-Huqg (2020)
suggest that the relationship which is determined between competition and bank risk-taking is not
strong enough to variations in assumption and may not even true (Cai & Thakor, 2008). Boyd and
De Nicolo (2005) found that risk-taking refers to discover the credit or default risk. It is clearly
important to understand how liquidity affects credit risk. Many interesting questions arise from this
study: (1) how liquidity and credit risk of a bank interrelated? (2) what kind of relationships exists
between liquidity and credit risk?

2.5. (f) Capital Stringency and credit risk

Agoraki et al. (2011) suggested that banks that have market power tend to take lower credit risk and
have the lower possibility of default loans. Components of capital stringency are BASEL risk-weight,
credit risk-weight, market risk-weight, etc. According to Agoraki et al. (2011), restriction on activities,
capital requirement, and supervisory power have significant influence as shaping risk behavior of
individual bank. But banks behave differently under various institutional settings. The regulatory
effects which are adopted by transition banking systems are different from developing banking
systems. Capital Stringency may affect competition and risk-taking in various ways (Berger & Udell,
2002; Haselmann & Wachtel, 2007). The entry of newcomers can be restricted by capital stringency.
Few banks will be able to meet the costs that are fixed by regulation. According to Bolt and Tieman
(2004), more stringent capital recruitment compels and a bank to set more strict acceptance proce-
dure to grant new loans. Whether few researchers suggested that capital or asset restriction could be
useful in decreasing risk within a competitive environment (Matutes & Vives, 2000; Repullo, 2004).

2.6. (g) Industry concentration and credit risk
Industry concentration is a structural characteristic of the business sector which is considered as

a degree of production in an industry is dominated by a few large firms. Cornelli et al. (2006)
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Figure 1. The impacts of trade
openness and other control
variables on bank risk-taking.

suggested that industry expertise is significant for banks and analyze banks' stimulus to achieve
expertise in evaluating the creditworthiness of borrowers in the industry. He also indicated that the
models of credit risk should consider banks' industry expertise as an indicator of the relation
between credit risk and factory. From a recent survey of banks' internal credit rating assignment
process, the Basel committee found that formal industry analysis plays an important role in
evaluating ratings to banks’ borrowers, such analysis is given by internal economic analysis units
with the aim of providing a general view of an industrial outlook of the relevant borrowers.

2.7. (h) Deposit Insurance and credit risk

Deposit insurance is a measure which is implemented in many countries to protect the bank
deposit arising from losses caused by the failure of a bank to pay its debt when due. The
consequence of deposit insurance decreases the incentive of bank customers which lead to
a larger amount of risk (Anginer et al,, 2013). It was concluded that during the period of bank
financial crisis, bank risk is lower and systemic stability is higher in countries which implemented
deposit insurance. Merton (1977) found the relationship between deposit insurance and banking
stability. Deposit insurance is the interest of sincere depositors to save them from the financial
crisis of banks that can also enhance social development. Similar to this view, Gropp and Vesala
(2004) indicated that the adoption of deposit insurance is related to fewer bank risks in the
European Countries. Chernykh and Cole (2011) also found that the implementation of deposit
insurance in Russia and results in better financial intermediation. Deposit insurance promotes
moral hazard problems in banking sectors by providing incentives to banks to take the exclusive
risk (Anginer et al., 2013). Insufficient market discipline leads to exclusive risk-taking and results in
banking crisis (Barth et al., 2004; Demirgli¢-Kunt & Kane, 2002).

However, the relationship between deposit insurance, bank risk-taking, and systemic stability is
opposite in the crisis period of 2007-2009. There is a widespread agreement that deposit insurance
affects bank risk in stabilization and moral hazard ways. This study tests the relationship between
deposit insurance and bank credit risk.

This study also examines other elements and their impact on credit risk from the context of
developing countries like Bangladesh.

3. Econometric model
To examine the impact of trade openness on bank risk, we develop the following model (also see
Figure 1):

4 7
Yie = Bo + PrXie + X BXije + X BiXike + €it
j=2 k=5

where, in separate regressions, the dependent variable Y;; represents: the ratio of nonperforming
loan to total loan (NPLTL) is the main measure of performance, and additionally, we use three

Independent Variables Dependent Variable

Trade Openness

Bank Size

Bank Growth

Liquidity

Deposit Insurance
Industry Concentration
Capital Stringency

Bank Risk Taking Behavior
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alternative measures for risk of which the ratio of loan loss provision to total loan (LLPTL) is the
alternative proxy for NPLTL. Another two measures for overall risk have been used such as the
standard deviation of return on assets (SROA), and the standard deviation of return on equity
(SROE) for bank i in year t, where, in equation, subscripts i refers the number of banks (i.e.,
i=1,2,3, .. 32 banks of Bangladesh); j and k cover the number of bank-level and industry-level
control variables, respectively, and t indicates period (i.e., t = 2000, 2001, 2002, ... 2017), 8 is the
series of parameters to be estimated and e;is the error term.

The x;;; variable denotes the bank-specific control variables such as assets growth (AG), bank
size (SIZE), and liquidity (LIQUIDITY). On the one hand, the X« represents the industry-level
variables, i.e., deposit insurance (DI), industry concentration (IC), and capital stringency (CS).

3.1. (a). Conceptual Framework

4. Data and variables

4.1. Data

This study uses bank-level, macroeconomic, and industry-level control variables. As a source of
bank-level data, bank-focus database and financial database of annual reports are chosen. The
monetary units are in US dollar and in constant prices where appropriate. After excluding missing
and inconsistent data, finally, we have 32 commercial banks including government banks, private
banks, Islamic and conventional banks of Bangladesh over the period of 2000 to 2017 and allowed
530 bank-year observations. For macroeconomic data, we relied on the World Development
Indicator database and we gathered industry-level data from Bangladesh bank and Dhaka Stock
Exchange (DSE).

4.2. Variables

4.2.1. Dependent variables

Our main risk variable is NPLTL. We also use three alternative measures for risk (please see section
3 and Table 1), they are LLPTL, SROA, SROE. NPLTL is the credit risk indicator which represents the
ratio of non-performing loans to total loans. Another credit risk indicator is LLPTL which is the ratio
of loan loss provisions to the total loss.

SROA is the standard deviation of the annual values of return on an asset before loan loss
provision and taxes, and measure the volatility of the bank’s total operating income (o(ROA = Net
Income After Tax/Total Assets). SROA also represents the overall operating risk of a bank. SROE is
the standard deviation of return on equity (6(ROE = Net Income After Tax/Total Shareholders’
Equities). Above all, alternative measures of risk have been used to check and validate the main
result.

4.2.2. Main variable
Trade openness is the main independent variable. Trade openness is equal to (Export + Import)/
GDP. Here, Exports Imports and GDP are measured in US dollar.

4.2.3. Bank control variables

In this study, three bank-level control variables were used: 1. Bank Size. 2. Bank Growth 3. Liquidity.
Bank size is the logarithm of bank annual total assets (S. Moudud-Ul-Hug, 2019a) (S. Moudud-Ul-
Huq et al, 2018a) (S. Moudud-Ul-Hug, 2020) (S. Moudud-Ul-Huq et al., 2020) (S. Moudud-Ul-
Hug et al., 2020). Bank growth is the year to year asset growth of a bank. The banks which have
high growth can have different risk-taking incentive than small or low growth bank (B. Ashraf et al.,
2017). Liquidity is the ratio of total loans to the total deposit. In respect of credit risk, it is
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Table 1. Description of the variable

Variable Symbol Definition
Risk NPLTL The ratio of nonperforming loan to total loan.
SROA The standard deviation of return on assets (Volatility of ROA).
SROE The standard deviation of return on equity (Volatility of ROE).
LLPTL The ratio of loan loss provision to total loan.
Bank Size SIZE Natural logarithm of total assets.
Bank Growth AG Year to Year assets growth of the bank.
Liquidity LIQUIDITY The ratio of total loan to the total deposit.
Trade Openness T0 Trade Openness is the sum of export and import divided by
GDP.
Deposit Insurance DI Dummy variable, Equal to 1 if a country has explicit deposit
and 0 otherwise.
Industry IC This is a measure of HHI which indicates the sum of squared
Concentration market shares of all of the banks in the industry.
Capital Stringency cs Meos#res compliance with BASEL guideline regarding risk
weights.

considered an important one. High level of liquidity is represented as a high level of loans and
advances which means there is a high level of investment in risk-weighted assets. Therefore, it will
lead the bank to a high level of risk (Berger & Udell, 1995).

4.2.4. Industry-level variable

Bankindustry is directly related to credit risk which plays animportant role in the risk-taking behavior of
banks. The variables are 1. Capital Stringency, 2. Industry Concentration. 3. Explicit Deposit Insurance.
Capital stringency represents the state in which the bank has complied with the BASEL requirements. It
reflects the type of fund that may be used as capital. Banking industry pattern may influence the risk-
taking behavior of a bank significantly. For that reason, we include the banking industry concentration
variable. This is defined as the percentage of total asset of all banks in a country. Deposit insurance is
ameasure to implement for the protection of bank depositors either fully or partly. Deposit insurance is
a dummy variable which equals 1 if the bank's explicit deposit insurance otherwise 0.

5. Empirical results
The empirical result consists of three parts, those are: Descriptive Statistics, Correlation Analysis
and, Main Results. The results are broadly described below:

5.1. Descriptive statistics
Descriptive statistics of all are presented in the following Table 2. Our main risk is NPLTL. We also
use three alternative measures of risk, they are LLPTL, SROA and SROE.

Table 2 displays that the mean value of NPLTL and LLPTL are 0.749 and 0.292, respectively. The NPLTL
ranges from a maximum.45 to a minimum .00 with a standard deviation of .0825. On the other hand,
LLPTL ranges from a maximum .54 to minimum .00 with a standard deviation of. 0411. It is also observed
that the average credit risk that is proxied by SROA and SROE are .817 and 10.770, respectively. SROA
takes the maximum and minimum value of 3.73 and .00, respectively. The maximum value of SROE is
51.91 and the minimum value is .84. Average Trade Openness is .3508 and ranges from a maximum and
minimum value of .46 and .24 with a standard deviation of .060. The average value, maximum, minimum
and standard deviation with a median of Liquidity, Bank Size, Bank Growth, Capital stringency, Industry
Concentration, and Deposit Insurance have also been portrayed in Table 2.
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Table 2. Descriptive statistics

N Minimum Maximum Mean Std. Deviation
NPLTL 530 .00 45 .0749 .083
LLPTL 530 .00 54 .0292 041
SROA 530 .00 3.73 8174 612
SROE 530 .84 51.91 10.7702 9.574
TO 530 24 46 .3508 .060
AG 530 .00 218.79 8.0091 13.893
Size 530 .05 14.85 11.3151 1.210
Liquidity 530 .06 1.54 .8203 126
DI 530 1.00 11.00 1.0189 434
IC 530 -843.92 3426.95 210.9618 370.966
CS 530 -25.88 24.17 10.6992 4.045

5.2. Correlation analysis

Pearson correlation coefficients between variables are presented in Table 3. The main objective of our
paper is to determine the impact of trade openness on bank risk-taking behaviour. From Table 3 we see
that trade openness is negatively and significantly correlated with both credit risk and overall risk which
means that with higher trade openness, credit risk and overall risk-taking behaviour of banks decreasing.
It is also revealed from the table that bank growth has a negative significant relationship with credit risk.
Bank size has a positive significant relationship and it suggests that bank with high growth has high risk.
Liquidity has a negative significant relationship with the risk that implies that bank with higher liquidity
takes a low level of risk. Deposit insurance is a dummy variable which significantly negative relation with
risk. Industry concentration has positive significant and capital stringency has a negative significant
impact on risk. Moreover, the highest correlation between independent variables (size and trade open-
ness) is 0.497. As per Kennedy (2008), if the correlation exceeds 0.70, then it shows a multicollinearity
problem. Hence, there is no issue of multicollinearity in the model which we have been used in this study.

5.3. Main results

In this study, the Generalized Method of Moments (GMM) system panel estimator has been used
which is developed by Alonso-Borrego and Arellano (1999) and Blundell and Bond (2000) and
applied for our dynamic panel data to address the endogeneity and unobserved heteroscedasticity
and autocorrelation problems of the model (S. Moudud-Ul-Huq et al., 2018a). Table 4 shows the
main results from the GMM estimator. In this paper, our prime variable is NPLTL, we also used three
alternative risk measures SROA, SROE, and LLPTL. Our main concern is to find out the relationship
between trade openness and credit risk. We also used two other independent variables to examine
the impact on credit risk. They are the bank-level variables and industry-level variables.

From Table 4, it is observed that trade openness is negatively and significantly related to credit risk
proxied by NPLTL and LLPTL and overall risk proxied by SROA and SROE. It implies that the higher the trade
openness, the lower the bank overall and credit risk which supports the results of B. Ashraf et al. (2017)
and opposite of Luo et al. (2016). Bank growth (AG) is positively related to NPLTL, LLPTL which indicates
a higher probability of generating credit risk and overall risk with accelerating banking assets. The result
corroborates to Zheng et al. (2017b). And SROA were negatively and significantly related to SROE. Bank
size is positively and significantly related to the three risks except for SROA which is complied with the
theory of “too-big-to-fail” and the result of Zheng and Moudud-Ul-Hugq (2017), indicating that larger the
bank size greater the possibility to become failure with a high burden of risk. Liquidity is significantly and
negatively related to the two-credit risk and positively related to overall risk. It means that banks with
higher liquidity take lower credit risks. Deposit insurance is a dummy variable which is negatively and
significantly related to bank risks. Capital stringency is negatively and significantly related to credit risk
where insignificantly negatively related to SROA and positively related to SROE. At the end, J-statistic
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Table 4. The effect of trade openness on risk

Variable NPLTL LLPTL SROA SROE
TO -0.3976*** -0.10799** -0.78067*** -1.17462**
(=4.40599) (-3.10983) (-4.9868) (-2.18912)
AG 0.000192* 0.000114* 0.002647* -0.01218**
(1.654106) (0.625405) (1.52022) (=2.94614)
SIZE 0.009386** 0.007858*** -0.0113* 0.190066***
(2.164756) (3.690764) (-0.68239) (4.282279)
LIQUIDITY —0.10143*** -0.08207* 0.044966* 0.470288**
(=3.44874) (-1.24885) (0.470571) (2.107965)
DI -0.00573** -0.00481** -0.00793** -0.01797***
(=2.27441) (-3.2113) (-1.98272) (-3.16874)
IC 1.54E-05* 7.20E-06* -5.23E-05% 8.25E-05*
(1.717067) (1.28463) (-1.07573) (1.51736)
CS -0.00335*** -0.00218*** -0.00588* 0.002525*
(-3.69637) (~4.20707) (-0.74676) (0.468745)
C 0.228491*** 0.071582*** 1.253806*** 8.545639***
(6.018934) (1.111433) (5.398931) (5.568796)
J-statistic 0.294 0.341 0.427 0.483
(probability)
AR(1) 0.009 0.056 0.090 0.055
AR(2) 0.180 0.202 0.185 0.177
Prob. (F-statistic) 0 0 0.016246 0
Instrument rank 8 8 8 8

supports the instruments which we have been used here. AR (1) and AR (2) are first and second-order
autocorrelation. Ultimately, it validates our main results that also glimpse the test of goodness of fit.

6. Conclusion

This study develops and tests the model for bank risk-taking behaviour on the basis of trade open-
ness, bank growth, bank size, liquidity, deposit insurance, industry concentration, and capital strin-
gency by using a sample of 32 commercial banks for a period of 2000 to 2017. The prime objective of
this study is to identify the impact of trade openness on bank risk-taking behaviour. In this study, we
used two types of risks, namely, credit risk (NPTL and LLPTL) and overall risk (SROA and SROE) in our
analysis. Finding suggests that trade openness is negatively related to bank credit risk and overall risk.
Hence, regulators need to promote bank for open operations and ensure ample spaces for competi-
tion. We find that bank growth has a positive relation with risk, and banks with large growth have
large risk. So, it will be suggested that banks with higher growth have to maintain a credit limit for
getting rid of the risk. Banks with large size take a higher risk than bank with small size. This is an
important bank risk determinant. It is concluded that large banks are more likely to take the risk of
loan default. Larger banks should be careful in providing loans to the credit sector. Another risk
determiner is liquidity. Liquidity is not so much important for overall risk but credit risk. Liquidity has
a positive relation with overall risk and negative relationship with credit risk. That indicates that the
banks which have higher liquidity are in the risk of credit risk than that of smaller banks. The results
also show that industry concentration is positively related to credit risk. Higher industry concentration
caused a higher risk. We found capital stringency has a negative relationship with risk. Higher capital
stringency lowers the risk. So, banks should hold capital above the minimum requirements to absorb
potential future risk. It is also evident from the empirical results that deposit insurance has a negative
relation with bank credit risk. Therefore, higher deposit insurance helps to decrease the credit risk of
a bank.

This analysis provides beneficial information to the bank regulatory authority, traders, govern-
ment, creditors, shareholders, bondholders, and other relevant stakeholders to judge the true risks

Page 11 of 14



Alamgir Hossain et al., Cogent Economics & Finance (2020), 8: 1765468
https://doi.org/10.1080/23322039.2020.1765468

<k cogent +-economics & finance

of commercial banks in Bangladesh. Future research would be carried out in considering non-bank
financial institutions such as insurance and leasing firms and considering cross-country analysis to
get more insightful information regarding this issue.
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