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Abstract

The regulatory framework in Europe does not prevent banks from tak-
ing large or controlling equity stakes in non-financial firms, potentially con-
tributing to higher levels of bank risk and financial instability. Using a panel
of European commercial banks for the period 2004-2008, we find that higher
levels of equity positions in industrial firms and higher proportions of indus-
trial firms where the bank is the majority shareholder lead to higher bank
activity and insolvency risk. At low levels of shareholder protection, these
risk measures are reduced when equity investments are held for longer, an
effect attenuated at higher levels of shareholder protection.
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1 Introduction

Bank ownership in industrial, i.e. non-financial, firms has for many years been
a common practice in a wide range of countries. In Europe, such activities are
governed by the Second Banking Directive, which came into force on January 1,
1993; it stipulates that banks’ equity investments in a single non-financial firm
may not exceed 15% of the bank’s capital, and not be larger than 60% of its cap-
ital for all such equity investments in non-financial firms taken together. These
regulatory restrictions, however, do not necessarily prevent banks that are well
capitalized from holding large, or even controlling, stakes in non-financial firms’
capital,! thereby potentially contributing to higher levels of bank risk and thus fi-
nancial instability. In the United States, on the other hand, the question of whether
banks should be allowed to hold equity positions in non-financial firms is still ac-
tively discussed, as U.S. banks have historically been prohibited from investing in
the stock of firms for their own account. Santos and Rumble (2006) stress that this
has not prevented them from making these investments through their trust busi-
ness and from voting the stock they hold in trust; however, as this puts only their
clients’ investments at risk, this has generally no consequences for the banks’ risk
position.

There is a substantial, mostly empirical, literature studying the consequences
of bank equity investments for firms, which examines the impact of such equity
investments on firms’ agency costs of debt, their funding, their performance, and
their ability to recover from financial distress.> Some recent studies also investi-
gate the loan pricing effect of banks’ voting stakes in borrowing firms (Ferreira
and Matos 2012, Santos and Wilson 2010). However, from a public policy point
of view, the expected impact of bank equity investments on bank risk is also of
obvious interest, given its overall importance for financial stability.

Whether or not bank equity investments tend to raise or lower bank risk has

1This has been observed more generally by La Porta et al. (1999) in their study of the ownership
structure of firms.
2See Santos (1998) and Barucci and Mattesini (2008) for detailed surveys of this literature.
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been studied mostly from a theoretical perspective, and seems to be far from a
clear cut issue in the literature. From a portfolio theoretic perspective, substitut-
ing debt for (riskier) equity should raise bank profits at the cost of making them
riskier. In Park (2000), having larger equity investments might lead the bank to
encourage firms to take on riskier projects, which might increase the riskiness of
the bank’s combined debt and equity position in the firm. However, as argued by
Pozdena (1991) and Kim (1992), a debt-equity contract may encourage firms to
implement less risky strategies than a pure debt contract, as it lowers the outstand-
ing value of debt to be repaid. John et al. (1994) and Santos (1999) then show that
for banks making equity investments in addition to traditional lending, these two
opposing effects may actually result in banks’ portfolio risk being overall lowered,
or as shown by Lepetit (2003), even lead to a U-shaped relationship, i.e. one where
risk decreases for low levels of equity investment but increases thereafter. Boyd
et al. (1998) further argue that when state verification is costly, allowing banks to
take equity positions in addition to lending to firms may reduce their incentives to
control moral hazard; as they could share in the potential benefits of “misallocat-
ing” investment capital, banks might spend fewer resources on monitoring firms’
projects, leading to increased bank risk.

Intriguingly, this theoretical literature is complemented by very little corre-
sponding empirical work, apart from Lepetit (2003) who studies the relationship
between banks’ risk and their total equity investment using a panel of European,
US and Japanese universal and investment banks for the period 1991-1998; she
finds a U-shaped relationship, i.e. for low levels of overall exposure to equity
investment activities risk decreases, but it increases thereafter.

Our paper aims to further the empirical investigation of these issues. To this
end, we go beyond analyzing the relationship between banks’ overall exposure to
equity investment activities and bank risk by examining in much more detail the
strength of banks’ equity involvement in individual industrial firms, their level of
control in these firms, the length of time these equity investments are held for,
and the consequences for bank risk implied by these. We also investigate whether



the degree of shareholder protection, i.e. the ability of shareholders to exercise
control over self-interested managers, matters in this context. For this purpose,
we constructed a novel database with detailed information on banks’ individual
equity investments on a per-firm level, that allows a more refined empirical exam-
ination of the predictions generated by the existing theoretical literature. Given
the established regulatory framework in Europe that allows banks to take possibly
large, or even controlling, equity positions in non-financial firms, we focus our
investigation on a panel of European commercial banks for the period 2004-2008.

We find that having higher levels of equity positions in industrial firms leads
to both higher activity and insolvency risk for commercial banks. Additionally,
higher proportions of industrial firms in which a commercial bank is the majority
shareholder also lead to increased activity and insolvency risk. Both these results
are economically significant, unaffected by the degree of shareholder protection,
and consistent with the theoretical work of Boyd et al. (1998) and Park (2000),
which argued that banks with larger equity investments might have strong incen-
tives to drive firms to take on riskier projects. For low levels of shareholder protec-
tion, we find that banks with higher proportions of longer-term equity investments
in industrial firms have lower activity and insolvency risk. At higher levels of
shareholder protection, however, the magnitude of risk reduction associated with
longer holding times of such equity investments decreases; this is consistent with
a scenario where shareholders that are better able to exert influence over managers
become less passive over time, pushing managers to adopt higher risk strategies.

Taking into account different dimensions of bank’s equity involvement in in-
dustrial firms, we thus find that the greater banks’ potential to influence the behav-
ior of firms they hold equity investments in, the more such equity investments lead
to increased bank risk. Overall, our results demonstrate that the existing regula-
tory framework in Europe seems to do little to prevent banks from taking large or
even controlling equity stakes in non-financial firms, and might thereby contribute
to higher levels of bank risk and thus financial instability.

Section 2 describes our research questions, presents our data and variables, and



derives some descriptive statistics; Section 3 contains our empirical specification
and presents our results; Section 4 discusses robustness and further issues; and
Section 5 concludes the paper.

2 Bankequity involvement: issues and measurement

2.1 Research questions

As discussed in the introduction, the current state of the theoretical literature is
unable to provide clear cut predictions as to how bank equity involvement in in-
dustrial firms impacts on bank risk. Banks engaging in equity investments may
face increased risk through the mechanisms outlined by Boyd et al. (1998) and
Park (2000); John et al. (1994) and Santos (1999), on the other hand, describe
alternative scenarios in which such bank equity involvement might actually lead
to lower bank risk.

These mixed theoretical predictions on the relationship between bank equity
involvement and their level of risk give rise to a number of interesting empirical
research questions, particularly as the degree of equity involvement of banks in
industrial firms can manifest itself along several dimensions. We firstly examine

Question 1 What impact does a bank’s level of equity investment in industrial
firms have on bank risk?

This question is suggested directly by the theoretical literature; it could be
taken further by examining whether the fact that a bank has controlling levels of
equity investments in industrial firms has a particular impact on bank risk. Banks
might have the potential to directly impose their risk preferences on firms in this
case, which, as Park (2000) argues, could lead to those firms adopting riskier
projects, increasing the riskiness of the bank’s investment in the firm. This implies

Question 2 What impact does the fact that a bank has controlling equity stakes
in industrial firms have on bank risk?



An additional dimension of banks’ equity involvement in industrial firms that
might influence bank risk is the time such equity investments are held for. The
risk implications of long-term investments could be very different from those
stemming from more "hit-and-run" investment strategies, as longer-term investors
might be less focussed on short-term earnings growth, with its accompanying
higher risk (Stein 1988, Jacobs 1991, Porter 1992). An alternative channel might
be that longer-term investors might become less actively involved in the firm,
thereby potentially allowing risk-averse managers, whose human capital is tied to
the firm, to favor less risky strategies (Jensen and Meckling 1976). This suggests

Question 3 What impact does the time a bank holds equity investments in indus-
trial firms for have on bank risk?

A further interesting refinement would be to look at whether different degrees
of shareholder protection could influence the relationship between the three di-
mensions of bank equity involvement and bank risk examined so far. The seminal
work of La Porta et al. (1997, 1998) stresses the importance of the degree of
investor protection provided by different countries’ legal environments, as share-
holders in countries with higher levels of shareholder protection will be better able
to exercise control over self-interested managers. This results in

Question 4 Does the degree of shareholder protection have an impact on the re-
lationship between bank risk and bank equity involvement in industrial firms?

To examine these questions, we constructed a novel database using firm-level
data on European commercial banks’ equity investments in industrial firms and
measures reflecting the different dimensions of bank equity involvement under
consideration, as described in the following sections.

2.2 Sample definition

Our study focusses on European commercial banks, for which we extracted both
(unconsolidated) bank financial statement and firm-level equity investment data
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from BvD BankScope, which provides detailed information on the latter only
starting 2004. Our data set therefore covers the period 2004-2008, and includes
the following European countries: Austria, Belgium, Denmark, Finland, France,
Germany, Greece, Italy, Luxembourg, Netherlands, Norway, Portugal, Spain, Swe-
den, Switzerland, and United Kingdom. We construct our data set from individual
cross-sections using annual releases of BankScope to capture the time-varying
dimension of banks’ equity investment. BankScope provides unconsolidated fi-
nancial statement data for 1909 European commercial banks for at least some of
the period considered; when requiring a minimum four observations® for our bank
balance sheet variables, this number drops to 478. After some data cleaning, we
are left with a final sample of 444 commercial banks; Table 1 gives a breakdown of
these by country. Table 2 presents some general descriptive statistics for both our
data set and the corresponding full sample of banks available under BankScope.
For the majority of countries in our sample, the data coverage as measured in per-
cent of total assets lies above 60%, with bank activity characteristics in our sample
very close to those in the wider BankScope one.

[Insert Tables 1 and 2]

2.3 Equity investment measures

BankScope provides detailed information for each firm in which a bank has an
equity stake, in particular the percentage of the firm’s equity held by the bank.
In line with the existing theoretical literature, we focus our study on equity in-
vestments of banks in industrial firms. To examine our Questions 1-4, we then
construct three particular measures to characterize the relevant degrees of bank
equity involvement.

Firstly, to address Question 1, we calculate the percentage of individual indus-
trial firms’ total equity held by a bank, on a per-firm basis. We then calculate the

3This enables us to properly calculate the moments required for our risk measures, but sub-
stantially reduces the number of usable observations.



average of these across all the industrial firms a bank invests in (FIRM_EQ). We
also capture the level of control a bank exerts in industrial firms in which it has
an equity stake, in line with Question 2, by computing the proportion of firms in
which the bank is the majority shareholder, i.e. holds more than 50% of the firm’s
equity (PROP_CONTR). We are further able to compute for how long a bank holds
an equity position in a given firm, which allows us to address Question 3. For this,
we compute the proportion of firms in which a bank consecutively holds equity
investments for 1, 2, 3, 4 or 5 years, respectively (PROP_HTL... PROP_HT5).
These measures could have a potential bias problem, however: a measured hold-
ing time of, say, one year for an equity investment in the year 2004, the beginning
of our sample period, could actually relate to a longer-run investment that just ends
in that year. To correct for this potential mismeasurement, we drop observations
with a holding time of one or two years where an equity investment occurred in the
year 2004 and then calculate the proportion of firms a bank holds equity positions
in for either 3, 4 or 5 years (PROP_LHT); this allows us to differentiate between
short and longer-term equity investment behavior. Finally, to examine Question
4, we interact our equity investment measures FIRM_EQ, PROP_CONTR and
PROP_LHT with an index that captures the different degrees of shareholder pro-
tection in place across Europe (see Section 3.1).

Table 3 shows some descriptive statistics of these measures over the period
2004-2008. The commercial banks in our sample have on average an equity posi-
tion in 47 industrial firms (with a maximum of 3497), hold on average more than
30% of the firms’ equity, and are the majority shareholder in more than 27% of the
firms in which they hold an equity position. The largest proportion of equity hold-
ings has a holding time of only one year, with a decrease in the proportions held
for longer periods. Interestingly, though, commercial banks hold more of firms’
equity the longer the time of their involvement. While total equity investments
(both financial and non-financial) amount to around 2% of total assets (EXPOS1)
for the banks in our sample, banks’ total equity investments represent on average
more than 27% of their equity (EXPOS2).



[Insert Table 3]

2.4 Bank risk measures

We consider several commonly used measures of bank risk computed from ac-
counting data.* To reflect bank activity risk, we use the standard deviation of re-
turn on equity (SD_ROE) and return on assets (SD_ROA), respectively. To proxy
bank insolvency risk, we use the logarithm of two Z-score measures,® defined as
LOG_Z =In((100 + ROE) /SD_ROE) and, more commonly, LOG_ZP =
In ((ROA + EQ_TA) /SD_ROA), where ROE and ROA are average return on eq-
uity and return on assets, and EQ_TA is the average equity to total assets ratio (all
in percentages).

Table 4 presents descriptive statistics for our different bank risk measures. To
have an initial look at whether a bank’s taking of equity positions in industrial
firms has an impact on its risk, we first split the sample between banks that en-
gage in such equity investments and those that do not, and perform mean tests
on our summary statistics. We observe that commercial banks without equity in-
vestments in industrial firms have a lower standard deviation of return on equity
SD_ROE, accompanied by lower insolvency risk, i.e. higher levels of both our
Z-score measures LOG_Z and LOG_ZP. We then further split the subsample of
banks that have equity investments in industrial firms into those with above and
below average levels of such equity investment FIRM_EQ. Again, commercial
banks with relatively high levels of equity investments in industrial firms display
a higher standard deviation of return on equity SD_ROE, which is further accom-
panied by a higher implied probability of insolvency.

[Insert Table 4]

40Only 58 of the 444 commercial banks in our sample are listed on the stock market; relying on
market based risk measures would thus severely reduce the sample.

5Both Z-score measures are based on the Bienaymé-Chebyshev inequality, as in Hannan and
Hanweck (1988) and Boyd et al. (1993). As Z-scores are highly skewed, we use their natural
logarithms as in Laeven and Levine (2009) and Houston et al. (2010).



3 Empirical analysis

3.1 Model specification

The univariate analysis of the previous section already indicated that banks with
relatively high levels of equity investments in industrial firms display both higher
activity and insolvency risk. We now extend our analysis to a multivariate frame-
work to properly examine the four questions regarding the relationship between
bank equity involvement in industrial firms and bank risk introduced in Section
2.1.

In Questions 1-3, we examine if the degree of bank equity involvement in
industrial firms, through their level of equity investment, the control they exercise
and/or the time they hold these equity positions for, has an impact on bank risk.
As the first dimension is highly correlated with the remaining two (see Table Al
in the Appendix), we examine these separately in the following two specifications

DEP_VAR; = ag + a1FIRM_EQ; + a2EXPOSL; + asNL_TA;
+ a4sNONINT; + asEQ_TA; + asLOG_TA; + a7GR_TA;
+ agSUP_REG; + agACT_REST; + a1oXi + € (1)

DEP_VAR; = fio + f1PROP_CONTR; + ,PROP_LHT; + 3EXPOSI,;
+ ANL_TA; + BsNONINT; + S6EQ TA; + A7LOG_TA;
+ fsGR_TA; + f9SUP_REG; + p10ACT_REST; + p11Xi + € (2)

Our dependent variables DEP_VAR are the activity risk measures SD_ROA and
SD_ROE and the insolvency risk measures LOG_Z and LOG_ZP, as defined in
Section 2.4. The degree of equity involvement of banks is represented in Equation
(1) by the mean of each bank’s equity investments as a percentage of individual
industrial firms’ total equity, FIRM_EQ. In Equation (2), we consider the two
other dimensions of banks’ equity involvement: PROP_CONTR is the proportion
of firms a bank holds equity investments in where it is the majority shareholder,
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and PROP_LHT is the proportion of firms a bank holds equity positions in for
either 3, 4 or 5 years.

In both specifications, we control for the degree of exposure of banks to equity
investment activities by including the ratio of total equity investments to total
assets EXPOS1.5 We also introduce a set of commonly used control variables (as
in Lepetit et al. 2008), accounting for business differences with the average net
loans to total assets ratio NL_TA and the average ratio of net non-interest income
to total operating income NONINT, for leverage with the average equity to total
assets ratio EQ_TA, for size with the logarithm of average total assets LOG_TA,
and for acquisition effects with the average growth rate of total assets GR_TA.
Due to their strong correlation, we orthogonalize NL_TA with respect to NONINT
(see Table Al). We add the average profitability measures X € {ROA, ROE} to the
activity risk equations. We also introduce two country-level indices for strength
of supervisory regime (SUP_REG) and bank activity restrictions (ACT_REST),’
drawn from the World Bank’s 2008 Bank Regulation and Supervision database,
in line with Laeven and Levine (2009) and Shehzad et al. (2010).

Finally, in Question 4, we investigate whether differences in regulations re-
garding shareholder protection existing across Europe have an impact on the rela-
tionship between bank risk and bank equity involvement in industrial firms, as bet-
ter protected shareholders will be more able to exercise control over self-interested
managers. For this we use the revised anti-director rights index in Djankov et al.
(2008), which ranges in principle from 0 to 6 and considers shareholders’ voting
powers, their ease of participation in corporate voting, and their legal protection

6BvD BankScope only provides the value of total equity investments in all types of firms
together (i.e. financial and non-financial), so we are unable to characterize banks’ exposure to
equity investment in industrial firms on their own. In principle, we could reconstruct this if we had
total equity data for the firms banks invest in; however, BankScope does not provide this. Attempts
to find this information elsewhere failed, as we do not have a BvD identifier for on average 15600
firms per year; this makes identification of these through other means impracticable: as they are
not covered by any of the Bureau van Dijk (BvD) databases, they are presumably of rather small
size.

"The latter variable in particular allows for the different national degrees of regulations gov-
erning bank equity investments in non-financial firms.
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against expropriation by managers. For our European sample we observe a large
degree of heterogeneity in the level of shareholder protection, with the index hav-
ing a mean of 3.5 and ranging from 2 to 5 (see Table A2 in the Appendix). In
order to examine Question 4, we then augment Equations (1-2) with interaction
terms between the shareholder protection index (SH_PROCT), scaled to have a
minimum of zero for ease of interpretation, and our measures of bank equity in-
volvement (i.e. FIRM_EQ, PROP_CONTR and PROP_LHT), as follows

DEP_VAR; = ao+a1FIRM_EQ; +a2FIRM_EQ; -SH_PROCT; + a3EXPOSL;
+ a4NL_TA; + asNONINT; 4+ asEQ_TA; + a7LOG_TA;
+agGR_TA; +agSUP_REG; +a10ACT_REST; +a11SH_PROCT; +a12Xi +€i
3)
DEP_VAR; = fo + f1PROP_CONTR; + f2PROP_CONTR; - SH_PROCT;
+ B3PROP_LHT; + B4PROP_LHT; - SH_PROCT; + BsEXPOSL;
+ BeNL_TA; + B7NONINT; + SsEQ_TA; + SsLOG_TA;
+B10GR_TA; + 11SUP_REG; + B12ACT_REST |+ B13SH_PROCT; + 14X +€i
4)

3.2 Results and discussion

Our regression analysis is restricted to be cross-sectional due to the time-invariant
nature of our holding time measures. We need to allow for the possibility that
the relationship between bank equity involvement and bank risk under investiga-
tion might in fact be facing an endogeneity problem: it is conceivable that banks
which generally pursue higher risk strategies might actually be predisposed to
engage in such equity investment activities in industrial firms. To address this
problem in an instrumental variables framework, we ultimately drew on set of in-
struments related to general business conditions, drawn from the World Bank’s
World Development Indicators, as it proved impossible to find valid bank level
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instruments.®

Rather than follow a simple instrumental variables approach, we use the two-
step efficient generalized method of moments (GMM) estimator, which gives es-
timates that are efficient for, and standard errors that are robust to, arbitrary het-
eroskedasticity. From our larger set of instrument candidates, we determine an
appropriate subset of instruments for each of our Equations (1-4) and each of
the four risk measures. We check that these instruments are relevant by test-
ing for underidentification using the Kleibergen-Paap rk LM statistic,® which is
heteroskedasticity-robust. As we have a sufficient number of instruments, we can
test their validity, in the sense that they are appropriately uncorrelated with the
error term, by performing Hansen tests of overidentifying restrictions;? Hansen’s
J-statistic is similarly heteroskedasticity-robust. We then lastly test whether our
equity involvement measures are in fact endogenous using the corresponding C
(or GMM distance) test.'> When we cannot reject the null of exogeneity of re-
gressors, we estimate our equations using simple OLS instead, correcting for het-
eroskedasticity following White’s methodology.

The estimation results regarding Question 1 using Equation (1) are then pre-
sented in Table 5, those for Questions 2 and 3 using Equation (2) in Table 6, and
the ones for Question 4 using Equations (3—4) in Tables 7 and 8. We note that
the validity of the instruments used in our 1V regressions, as tested with Hansen’s
J-statistic, is generally not put in doubt, despite the fact that these are not strictly
bank specific.

80ur set of instrument candidates consists of the following: business entry rate (new registra-
tions as % of total), business extent of disclosure index, cost of business start-up procedures (% of
GNI per capita), ease of doing business index, employment in industry (% of total employment),
highest marginal corporate tax rate, highest marginal individual tax rate, market capitalization of
listed companies (% of GDP), patent applications (residents), research and development expendi-
ture (% of GDP), researchers in R&D (per million people), rigidity of employment index, start-up
procedures to register a business (number), strength of legal rights index, time required to enforce
a contract (days), time required to start a business (days), total tax rate (% of profit).
9See Kleibergen and Paap (2006).
105ee Hayashi (2000, pp. 217-218).
11See Hayashi (2000, pp. 218-220).
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Consistent with our univariate analysis of Section 2, we find in response to
our Question 1 that higher equity involvement of commercial banks in industrial
firms (FIRM_EQ) leads to higher levels of activity risk (Table 5). Additionally,
commercial banks with higher levels of equity involvement present higher levels
of insolvency risk. These results are consistent with the simple portfolio theoretic
argument that increased equity holdings lead to increased risk, the channel out-
lined by Park (2000) that banks with larger equity investments might have more
incentives to allow firms to pursue riskier projects, and the moral hazard related
mechanisms described by Boyd et al. (1998) that might similarly result in in-
creased bank risk. Furthermore, both of these results are economically significant:
on average, a 1% increase in a bank’s mean level of equity investments (as a per-
centage of individual industrial firms’ total equity) leads to an almost 3% increase
in the bank’s probability of insolvency,'? and a roughly half percent increase in
its activity risk (SD_ROA, SD_ROE).

Addressing Questions 2 and 3, using our alternative specification of Equa-
tion (2), we find that the two complementary dimensions of bank equity involve-
ment in industrial firms matter. Commercial banks that have a higher proportion
of investment in firms where they are the majority shareholder (as expressed by
PROP_CONTR) have both higher activity and insolvency risk (Table 6). This is
in support of the arguments of Park (2000) that banks have the incentive, and
as majority shareholder the means, to drive firms to take on riskier projects. In
terms of economic significance, we find that a 1% increase in the proportion of
industrial firms where a bank is the majority shareholder leads on average to a
roughly 2% increase in the bank’s probability of insolvency, but only a one fifth
percent increase in its activity risk. Our results further show that commercial
banks with higher proportions of longer-term equity investments (as measured by
PROP_LHT) have lower activity risk, whereas the impact on insolvency risk is
only weakly significant. This would be consistent with banks pursuing "hit-and-

12Note that the Bienaymé-Chebyshev inequality implies an upper bound of the probability of

insolvency pas p < [exp (M)]_2 where M € {LOG_Z, LOG_ZP}, as in Hannan and Hanweck
(1988) and Boyd et al. (1993).
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run" strategies regarding firms with riskier projects, but adopting more long term
investments in firms with less risky behavior, or the alternative mechanism where
long-term investors become less actively involved in the firm, potentially allowing
managers to favor less risky strategies. The impact of longer holding times is only
economically significant for banks’ insolvency risk: on average, a 1% increase in
a bank’s proportion of longer-term investments in industrial firms leads to a 1.5%
increase in its probability of insolvency.

We find for all our specifications that banks’ overall exposure to equity in-
vestment activities, as measured by the ratio of total equity investments (financial
and non-financial) to total assets (EXPOS1), has no significant impact on either
activity or insolvency risk. Re-running our Equations (1) and (2) without our re-
fined equity involvement measures (FIRM_EQ, PROP_CONTR and PROP_LHT)
does, however, show that banks with higher ratios of total equity investments to
total assets display higher activity and insolvency risk (see Table A3 in the Appen-
dix). Taken together, we obtain the interesting result that bank risk is affected by
banks’ different dimensions of equity involvement in industrial firms, but appears
unrelated to their overall equity investment activity and thus, by deduction, their
equity involvement in non-industrial, i.e. financial firms.

Turning to Question 4, we observe from Table 7 that the relationship between
the level of bank equity investment in industrial firms (FIRM_EQ) and bank ac-
tivity and insolvency risk, estimated with Equation (3), does not depend on the
degree of shareholder protection (SH_PROCT). In Table 8, we then examine the
relationship between our two alternative measures of bank equity involvement and
bank risk, estimated using Equation (4). Apart from for the LOG_ZP insolvency
risk measure, we find that the degree of shareholder protection does not affect
the relationship between the proportion of firms a bank is majority shareholder of
and bank risk; as majority shareholder, the bank already has the ability to control
the firm’s manager, so the level of general shareholder protection becomes less
relevant in this case.

We do, however, find that the degree of shareholder protection does have a
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significant impact on the relationship between both activity and insolvency risk
and the time a bank’s equity investments in industrial firms are held for. At low
levels of shareholder protection, holding such equity investments for longer re-
sults in lower bank activity and insolvency risk, consistent with shareholders that
are unable to exert strong direct influence on managers becoming more passive,
thus leaving those managers to pursue less risky strategies. At higher levels of
shareholder protection, longer holding times of equity investments lead to smaller
decreases in bank activity risk, to the point that the impact becomes insignificant
where shareholder protection is at its maximum; this is consistent with sharehold-
ers that are better able to exert influence over managers becoming less passive
over time, pushing managers to adopt higher risk strategies. We observe a re-
lated pattern for the insolvency risk measures: longer holding times reduce the
magnitude of the reduction of insolvency risk at median shareholder protection
levels; however, the impact of longer holdings times actually becomes reversed at
maximum levels of shareholder protection, i.e. holding its equity investments in
industrial firms for longer increases a bank’s insolvency risk in this case.

Overall we find that higher levels of equity positions in industrial firms are
associated with both higher activity and insolvency risk. Additionally, higher pro-
portions of industrial firms in which a commercial bank is the majority share-
holder also lead to higher activity and insolvency risk. Both of these relationships
are economically significant; neither of them, however, is strongly affected by the
degree of shareholder protection. Banks with higher proportions of longer-term
equity investments in industrial firms have lower activity and insolvency risk at
low levels of shareholder protection. With higher levels of shareholder protection,
the magnitude of risk reduction implied by longer holding times of such equity in-
vestments decreases; at the maximum level of shareholder protection, this results
in the marginal effect of longer holding times becoming insignificant for activity
risk, whereas it actually leads to increased levels of insolvency risk. Our results
therefore show, across different dimensions of bank’s equity involvement in in-
dustrial firms, that the more the bank has the ability to influence the behavior of
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firms or their managers, the more such equity investments lead to increased bank
risk.

[Insert Tables 5-8]

4 Robustness and further issues

We explore several variations of our previous analysis to further investigate our
results. We re-run Equations (1-2) on a sample containing only banks that actually
engage in equity investments in industrial firms (i.e. with positive FIRM_EQ). We
have 353 such banks, with a mean FIRM_EQ of 38.5%; we obtain results very
similar to the ones for the larger sample, with additionally a strongly significant
reduction in bank insolvency risk associated with longer-term equity investments
(see Tables 9-10). We further note the absence of an endogeneity problem for this
sample, indicating that whether or not a bank pursues equity investment activities
in industrial firms depends on its risk profile, whereas the different degrees of
equity involvement for those banks that engage in this kind of activity do not
depend on bank risk.

We then examine whether the relationship between the level of equity invest-
ment of banks and their level of risk is non-linear, a possibility demonstrated
theoretically by Lepetit (2003) which shows that bank risk might decrease for low
levels of equity investment in an industrial firm but then increase beyond a given
point. For this we add the demeaned square of FIRM_EQ to Equation (1), but do
not find any support for such a U-shaped relationship for our sample (Table 11).13

We further examine a possible size effect in the relationship between equity
involvement and bank risk by running Equations (1-2) separately on samples con-
taining large and small banks, respectively (with a threshold of total assets of one
billion euros; see Tables 12-15). We find for both large and small banks that

13Note that this U-shaped relationship might be difficult to detect in our sample as the equity
investment measure FIRM_EQ is averaged across all industrial firms a particular bank holds equity
investments in.
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higher levels of equity positions in industrial firms, or higher proportions of in-
dustrial firms in which the bank is the majority shareholder, are associated with
higher activity and insolvency risk. Longer term equity involvement in industrial
firms decrease both activity and insolvency risk for large banks only, with no such
effect observed for small banks.

[Insert Tables 9-15]

5 Conclusion

We examined whether the equity investments of banks in industrial firms have an
impact on bank activity and insolvency risk. This is of obvious interest from a
public policy point of view, not least because the theoretical literature’s predic-
tions of this relationship are far from clear cut. We constructed a novel database
on European commercial banks for the period 2004-2008 which is fine enough to
consider three dimensions of the characteristics of banks’ equity involvement in
individual industrial firms. We also examined whether the degree of shareholder
protection, i.e. the ability of shareholders to exercise control over self-interested
managers, matters in this context.

We found that commercial banks’ having higher levels of equity positions in
industrial firms results in both higher activity and insolvency risk. Additionally,
higher levels of control in industrial firms, i.e. higher proportions in which a com-
mercial bank is the majority shareholder, are also associated with higher activity
and insolvency risk. Both of these results are economically significant: e.g., a 1%
increase in a bank’s mean level of equity investments (as a percentage of individ-
ual industrial firms’ total equity) leads on average to an almost 3% increase in the
bank’s probability of insolvency. These results are consistent with the theoretical
work of Boyd et al. (1998) and Park (2000), which argued that banks with larger
equity investments might have strong incentives to push firms to take on riskier
projects; neither of these two relationships was found to be strongly affected by
the degree of shareholder protection.
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When levels of shareholder protection are low, we found that banks with
higher proportions of longer-term equity investments in industrial firms have lower
activity and insolvency risk. At higher levels of shareholder protection, the mag-
nitude of risk reduction associated with longer holding times of such equity in-
vestments decreases; when shareholder protection is at its maximum, the mar-
ginal effect of longer holding times becomes insignificant for activity risk as a
consequence, whereas insolvency risk, on the other hand, actually increases when
banks hold their equity investments for longer. This relationship is consistent with
a scenario where shareholders that are better able to exert influence over managers
become less passive over time, pushing managers to adopt higher risk strategies.

Considering different dimensions of bank’s equity involvement in industrial
firms, we thus observe that the greater banks’ potential to influence the behavior
of firms they hold equity investments in, the more such equity investments lead to
increased bank risk. We importantly also find that the existing regulatory frame-
work in Europe, which limits bank equity investments in terms of banks’ level
of capital, seems to do little to prevent banks from taking large or even control-
ling equity stakes in non-financial firms, thereby contributing to higher levels of
bank risk and thus financial instability. Future regulatory reforms in this area, be
it in Europe, the U.S. or elsewhere, might therefore consider limiting bank equity
investments 