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WHAT IS THE FUTURE

OF THE BANK BRANCH

IN THE MIDST OF THE 4.0
INDUSTRIAL REVOLUTION?
ANSWERS FROM VIETNAM

Abstract

Digital channels (websites, bank apps, mobile banking) are incrementally improving

as a result of technology innovation and changing customer behavior. The unprec-
edented Covid-19 pandemic has just added to this trend by urging people to work
and make all financial transaction through the Internet. In this context, the question

arises of whether banks should revive their physical branches or take the opportunity
to shift to mainly digital platform? This research focuses on the branch network trend

of Vietnamese commercial banks during the period 2012-2019 to answer the ques-
tion, what is the contribution of bank branch networks to the banks’ profits. Panel data

from 22 largest Vietnamese commercial banks in terms of owners’ capital has been

analyzed, using Random Effect Model (REM) regression models. The results show that

Vietnamese banks are still expanding their branch networks, despite the fact that bank
customers are increasingly engaging in digital bank services. The number of branches

has a positive correlation with the banks’ profits, although there is a disparity between

large network banks and the rest. The research suggests some implications that can help

optimize the branch network in the context of digitalization in an emerging market.

Keywords branch network, bank branching, distribution channel,
digital banking, profitability, Covid-19
JEL Classification G21, G41, M31

INTRODUCTION

Brick and mortar branch network used to be an important competitive
advantage of commercial banks. A large branch network helps a bank
to attract more customers, increase loan volumes, deposits and sales
of services (Capgemini, 2012; Berger et al., 1997; Orlow et al., 1996;
Blazheski, 2006). Physical branches also increase the bank’s identity
and creditability, improve customer satisfaction and keep customer
loyalty (Kekevi, 2020; Brevoort & Wolken, 2008; Hannan & Prager,
2004, 2006; Park & Pennacchi, 2008). However, the fourth industri-
al revolution has changed the way in which customers interact with
their banks (Mekinji¢, 2019). As a result, physical bank branches are
gradually replaced by digital distribution channels (Spiegel et al.,1996;
Kempson & John, 2000; King, 2012) as most of the daily banking
transactions can be done through banking apps and other online
channels. The break out of the unprecedented Covid-19 pandemic is
another remarkable enabler that makes the go online trend stronger.

While the down trend in a bank branch network is very clear in ad-
vanced countries, in an emerging market like Vietnam, the demand
for financial services is strongly increasing, which leads to the rocket
branch opening in most of banks for the last 10 years (Hanh Phuc,
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2014). With the digitalization of the banking sector and the social distancing due to the Covid-19 pan-
demic recently, more and more customers have shifted to online banking. Therefore, Vietnamese banks
should consider carefully their branching strategies. With the aim to add more insight to this issue, this
paper reassesses the value of the branch network to the bank’s profitability in Vietnam during the pe-

riod from 2012 to 2019.

1. LITERATURE REVIEW

1.1. The role of bank branches

Traditionally, brick-and-mortar bank branches,
characterized by physical locations, have been a
symbol of the banking industry. The important
role of bank branches to customers, and to a
bank itself has been confirmed by various stud-
ies. According to Capgemini (2012) and Berger
et al. (1997), bank branches have been the place
where the client is served, wherein bank ser-
vices are provided to satisfy all the demands of
individual and corporate clientele. Customers
prefer going to a bank branch because of the
easy accessibility of all transactions and prod-
ucts, convenience and safety. Dick (2002) added
another benefit of bank branches, that is, all of
the services offered do not involve fees.

To the banks, branches have been the impor-
tant selling channels that contribute a great
proportion of income for the bank (Orlow et
al., 1996; Berger et al., 1997; Blazheski, 2006).
Orlow et al. (1996) and Blazheski (2006) show
that there is a positive relationship among bank
branch networks and deposits, loans outstand-
ing, and service revenues. Berger et al. (2005)
show that small and medium-size banks with a
small number of branches may be less profita-
ble compared to large banks with huge branch
networks. Berger et al. (1997) also give some ev-
idence that large branches may cost more for the
head office, but they are more effective in terms
of revenue generation. These studies reach the
same conclusion as Bikker (2010), who shows
that banks with large networks produce a better
average profitability.

Besides, branches have contributed to a bank’s
brand identity and customer attraction and
offer a significant competitive advantage for
commercial banks. Banks with large branch
networks seem to attract more customers for
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the reason that they are easier for customers
to reach and remember, due to their unique
ways of serving the customers (Brevoort &
Wolken, 2008; Hannan & Prager, 2004, 2006;
Park & Pennacchi, 2008; Spieker, 2014). Banks
with large selling networks are often large or-
ganizations with tremendous financial power.
This helps them to invest in advanced branch-
es, which are able to provide better custom-
er experience (Grzelonska, 2005; Ho & Ishii,
2010). Hannan and Prager (2004, 2006), Park
and Pennacchi (2008) reveal that large branch-
es often attract a greater number of corporate
customers, who deposit large funds into a bank.
This translates into lower costs per dollar trans-
action for these banks.

To the economy, bank branch network and
branch density show the financial accessibility
of the population, (especially the low-income
person), thus affecting the financial market
competitiveness and financial stability of each
country (NCRC, 2017). Edmonds (2018) also
emphasizes the reduction of bank branch would
lead to the reduction of financial accessibility,
expenditure and payment. It even leads to the
increasing pollution because people have to use
traffic more to reach the branches.

Kekevi (2020) insists that despite a huge shift to
digital banking, the branch network still plays
four important roles, which are:

« serving customers’ needs;

o Dbeing bastions of customer experience and
brand ambassadors in the physical context;

o providing complex service advices, which
cannot provide by Internet-based branches;
and

o providing guidance until all customers are

comfortable using the bank’s digital channels.

http://dx.doi.org/10.21511/bbs.17(2).2022.17



1.2. The downtrend in bank branches
due to the Forth industrial
revolution

Spiegel et al. (1996) forecast a downtrend in the
bank branch network due to the explosion of
ATMs, smartphones, tablets and direct deposits.
The authors insist that the operating cost of bank
branch is increasing while their importance to the
customer decreases. Other studies have shared the
same viewpoint. For example, Berger (2015), states
that bank branches are important but not under all
of the situation. Kempson and John (2000) analyze
the ability that customers can satisfy their finan-
cial needs without going to bank branches. King
(2012) forecasts that in the near future, “banking
is no longer somewhere you go, but something you
do”. Mekinji¢ (2019) insists the reduction of tra-
ditional bank branches and the increase of digital
banking is inevitable cause the Digital Revolution
has changed the way people live and interact with
others, including banks and other suppliers.

Experimental studies have also shown a decreasein
the number of bank branches in developed coun-
tries. The NCRC Study (2017) on bank branches
in the United States showed 6% of branches have
been shut down all over the country due to the in-
efficient revenue cost ratio. Similarly, England also
witnessed a significant decline in bank branches
during the period from 1997 to 2014 (Edmonds,
2018) for both groups of large and small banks.
One of the reason is considered to be the financial
crisis, which induces banks to reduce their costs
of maintaining branches while enough revenue is
not being generated. Another reason was techno-
logical development, which allowed customers to
be able to making transactions without actually
visiting a bank branch.

In Vietnam, currently, Do (2021) finds that banks,
especially small and medium size organizations,
often see more number of branches as being less ef-
fective. This is because more customers nowadays
prefer digital services to traditional ones.

Definitely, the spread of Covid-19 has resulted in
major impacts on customers’ behavior and the way
in which the banks provide their services. Kekevi
(2020) identified six behavioral changes that have
influenced the usage of bank branches, probably
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even as the pandemic is abating, which include:
the decline of cash transactions, e-commerce
adoption, online banking usage, contactless usage,
technology adoption, and social distancing. In the
UK, the branch network compounded a negative
annual growth rate of 12% during the period from
2014 to 2019. Given the impact of Covid-19, it is es-
timated that the branch closure rate could acceler-
ate from 30% to 70%. Tumay’s 2020 survey shows
that several bank branches have been either tem-
porarily closed or have reduced their operational
hours during the pandemic.

1.3. Contribution of the branch
network to the banks’
performance

Previous studies have attempted to examine the
impact of the number of branches on the banks’ fi-
nancial performance, and their empirical findings
are divergent. Nayatika (2017) used a fixed effect
model to quantify the contribution of the network
of branches to the financial result of commercial
banks in Kenya. The results show that the num-
ber of branches has a positive relationship with
the bank profitability at a significant level of 5%.
Trujillo-Ponce (2013) examined the determinants
of banks’ profits in Spain, taking the number of
branches as the construct of bank size, and found
that bank branch number is a determinant of the
banks’ profitability. These results have confirmed
the role of the branch that has been discussed above.

Not surprisingly, there are also other studies,
which arrived at the opposite results. The study
by Kazumine (2018) uses a fixed effect model, in
order to quantify the effects of the number of
branches to loan performance of Japanese region-
al banks. The results indicate that the opening of
new branches may lead to a higher loan volume.
This is because the regional banks can attract
new clients with a greater number of branch-
es. However, the study also shows that too large
a branch network can lead to negative effects on
the banks’ profitability. It can be concluded that a
large branch network actually brings negative im-
pacts to the bank’s activities. A study by Hirle and
Stiroh (2005) on banks in the US shows that banks
with mid-size branch networks may be at a com-
petitive disadvantage, compared to either small or
large sized branch network banks. Besides, no sys-
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tematic correlation between the branch network and
bank’s profitability has been found. Opening and
operating a branch induces costs for the bank and
the profitability of the bank may get reduced if the
branch network does not generate an effective cost
income ratio.

There is no doubt that the importance of the
branch network to the bank’s performance has led
to debates in research studies. However, the digi-
tal era and Covid-19 may have induced banks to
reduce the size of the bank network to a certain
extent. Therefore, it is interesting to examine the
role of the bank network to the bank’s profitability
in the era of digital transformation.

2. METHODOLOGY

2.1. Regression model

A regression model is used to test the relationship
between bank profitability and number of bank
branches. According to previous studies, the factors
determining bank profitability fall into three main
categories: the bank’s specific factors (including as-
set structure, asset quality, capitalization, financial
structure efficiency, size and revenue diversification),
the industry structure (industry concentration and
competitiveness), and macroeconomic environ-
ment (GDP growth rate, inflation and interest rates)
(Trujillo-Ponce, 2013). This study applies the same
regression model, but concentrate on the branch var-
iables, wherein, the variables of number of branch-
es, number of branches squared, branch growth and
branch per asset are incorporated in order to exam-
ine the relationship of branch to the bank profit. The
model is specified as:

ROE = B BRANCH + ,BRANCHsq +
+B,BRANCH GROWTH +
+B,BRANCH ASSET RATIO +
+BLOAN + B.DEPOSIT + B,EQUITY +
+B,NPL + B, HHI + 3,,GDP +e.

©)

2.2. Variables

The explanation and constructs of variables are
given below.
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2.2.1. Dependent variable

ROE (ROE): ROE was used in several studies as
a good construct of profitability (Kazumine, 2017;
Trujillo-Ponce, 2013). Hence, in this study, ROE is
chosen as a dependent variable.

2.2.2. Independent variables

Number of branches (BRANCH): According
to Kazumine (2017), Nyatika (2017), Hirtle and
Stiroh (2007), the impact of the number of branch-
es on the bank’s profitability shows a positive re-
lationship due to the economics of scales. This
means that a bank with more branches can attract
a higher number of customers, which leads to a
higher revenue. If the bank improves its cost ratio
at an effective level, the profitability of the bank
may improve. The branch number is the number
of full-service permanent branches of the bank,
including transactions’ offices.

Number of branches squared (BRANCHSsq): The
effect of bank branch number upon profitabil-
ity could be non-linear or that it has no system-
atic relationship (Hirtle & Stiroh, 2007). A large
number of branches involve higher costs, and over
branching may lead to inefliciency. This is more
plausible in the context of the industrial revolu-
tion and Covid-19, wherein customers can enjoy
banking without actually going to meet bank staff.
Therefore, both the number of branches and the
number of branches squared are used as variables
to construct bank branching.

Branch growth (BRANCH GROWTH): measure
by the annual growth rate of the bank branches. It
represents the bank’s branching strategy over the
period.

Branch to total assets (BRANCH ASSET RATIO):
The chief function of branches is to attract depos-
its and loans. Therefore, the ratio of branches to
total assets can be used to represent the efficien-
cy of the branch (Hirtle, 2007). In this study, the
branch to total assets ratio is calculated by the
number of branches over VND trillions of assets.

Loan to total assets (LOAN): This is the main

source of income and is expected to have a pos-
itive impact on the bank’s performance (Garcia-
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Herrero et al., 2009). In this study, LOAN is rep-
resented by the ratio of loan to asset.

Deposit to total liabilities (DEPOSIT):
According to Claeys and Vennet (2008) and
Garcia-Herrero et al. (2009), a higher propor-
tion of customer deposits on bank liabilities
should increase the bank’s profitability, consid-
ering that deposits are relatively cheaper, and a
more stable source of financing, compared to
other funding alternatives. In this study, this
variable is constructed as the ratio of total de-
posits to total liabilities.

Equity (EQUITY): According to Kazumine
(2017), Nyatika (2017), Hirtle and Stiroh (2007),
Trujillo-Ponce (2013), banks with higher owner
capital can invest in more advanced technology,
which allows banks to better manage their risks,
and develop a better services base. In this study,
this variable is measured as the ratio of equity
capital to total assets.

Non-performing loan (NPL): Non-performing
loan is used as a construct for the quality of as-
sets, as NPL is a factor that influences the bank’s
profitability (Trujillo-Ponce, 2013).

Control variables

Market competition (HHI): To capture mar-
ket competition, this study uses an asset-based
Herfindahl Hirschmann Index (HHI). A high-
er HHI is seen in a more competitive market,
wherein banks face stronger competition. The
relationship between HHI and bank’s profitabil-
ity is expected to be negative (Kazumine, 2017;
Hirtle and Stiroh, 2007; Trujillo-Ponce, 2013).

GDP (GDP): Rapid economic growth increases
profitability whereas slow economic growth can
worsen the quality of bank assets, thus reduc-
ing the bank’s profitability (Demirguc-Kunt &
Huizinga, 1999). Therefore, GDP is expected to
have a positive relationship with bank profita-
bility. Economic growth is expected to be higher
when the economy is boosted through the de-
velopment of technological forces. However, the
unprecedented Covid-19 pandemic has just neg-
atively impacted that trend.

The variables are summarized in Table 1.

http://dx.doi.org/10.21511/bbs.17(2).2022.17
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Table 1. Summary of variables

Variables |

Literature review
(Type)

Explanation

Dependent variable
i Bank profit, calculated by :

Kazumine (2017),

ROE i Net profit over Equity Trujillo-Ponce (2013)
Independent variable
rNeuTeszrn(t)efz(:)rbantC)eril’s Kazumine (2017),
BRANCH | '€P y Nyatika (2017), Hirtle

i network size, converted

“into a natural logarithm

Square of natural

i logarithm of branch, ‘
BRANCHSsq : to test whether the i Hirtle and Stiroh (2007)

i relationship of branch and

ROE is non-linear ‘

and Stiroh (2007)

BRANCH | Branch growth rate per
GROWTH {annum ) e
BRANCH Ratio ofbran(?h.numbers
psser (overaVNDirillionof e o g Stiroh (2007)
RATIO assets, regrgsented for :
i bran"ch efﬁc'l‘ency S
DEPOSIT Ratio ofculstoln?elr deposit Kazumine (2017),
: over"total ||a‘b|I|t'|esH
LOAN Ratio of customer lending irtle and Stiroh (2007),
: over total assets i Trujillo-Ponce (2013)
Kazumine (2017),
EQUITY Ratio of owners’ equity Nyatika (2017), Hirtle
i over total assets and Stiroh (2007),
. . e Trujillo-Ponce (2013)
fAsset quality, represented
NPL i by ratio of non- :

: performing loan over
i total loan :
Controllable variables

i Herfindahl-Hirschmann  { Kazumine (2017), Hirtle
HHI_Asset Index, represents market and Stiroh (2007),
i competition & Trujillo-Ponce (2013).

: Demirguc-Kunt and
Huizinga (1999)

GDP GDP growth rate

2.3. Data

The study uses a dataset which covers a period of 7
years with a sample of 22 largest banks in Vietnam
in terms of owners’ capital. These banks account
for 80% of the assets of the entire banking system
(2019 calculation). The sample is then divided into
4 sub samples:

o sample of all banks;

o sample of large network banks, with banks
that have more than 500 branches;

o sample of medium network banks with banks
that have from 250 up to 500 branches; and

o sample of small network banks, with the rest
of the selected banks.
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The estimation is done for all the four samples to
draw the difference of the result. Data have been
obtained from several sources: bank characteris-
tics data were obtained from the banks’ 2012 to
2019 annual reports, HHI data were collected from
State Bank of Vietnam, General Statistics Office of
Vietnam, and GDP from the World Bank. The fi-
nancial data is nominated in term of Vietnamese
Dong (millions).

3. RESULTS

Based on all observations in the data sample, a bank
has 399 branches on an average. The largest bank
in terms of network has 2,272 branches, while the
smallest bank has just 30 brick-and-mortar spots.
The mean branch growth is 5.97% annually, with
the highest growth rate of 70.6% and the lowest
growth rate of -2%. That means that during the
study period, most of the banks have established
more branches, whereas some have closed down
several of their branches. The most impressive av-
erage branch growth rate belongs to the group of

Table 2. Summary statistics

medium banks (7.57% per year), whereas the group
of large banks has a modest branch growth, which
is 2.41% per year on average. The market shares of
the largest banks, medium banks and small banks
are 58.6%, 26.6% and 16.5%, respectively. Branch
per 1 VND trillion of assets (branch asset ratio)
has a mean value of 1.51, indicating that on an av-
erage, banks need 1.5 branches to create and man-
age VND 1 trillion worth of assets. The most effi-
cient banks need only 0.4 branches, while the most
inefficient banks need 3.8 branches to manage the
same amount of assets.

Table 3 shows the correlation matrix, wherein
all the correlation coeflicients between different
regressors are low. The highest correlation is be-
tween LOAN and BRANCH (0.583), still smaller
than 0.7, which means that the data are suitable for
regression (Rekha, 2019).

Table 4 reports the multicollinearity test, which
shows that all VIF is smaller than 2.00 and the
mean VIF is 1.54, indicating that the data has no
multicollinearity issues.

Variable Obs. Mean Std. dev Min :
ROE 155 ] 99823 . . 70034 B 273
BRANCH 175 399.4 481.3949 30
BRANCH GROWTH . 183008971 AL =02222
BRANCHASSETRATIO ... 175 b LI e BTA2 2B i 38780
173, 0247 18 i9o1s 800

Gop

1221

Table 3. Correlation

BRANCH

BRANCH

Variable ROE BRANCH . GROWTH | ASSET RATIO | NPL LOAN HHI | GDP
ROE 1.0000 - : - : - e - - - -
0.0665 : - -
BRANCH
GROWTH 0.0520 - -
BRANCH
ASSET —0.3685 0.2269 —0.0654 1.0000 - - - - - -
RATIO ..
NPL 70.2469 02025 © 701173 " " "
LOAN 0.2945 0.5833 -0.0431 - - -
oeposT oo 03 -oows | i 00675 N
EQUITY - -01408 03168 01320 . 03204 00670 10000 - .=
R 01916 © 0.0573 : 0.0435 G .- -0.1749 1 1.0000 : - .
GDP 0.3544 0.1089 0.0606 -0.3175 { -0.2025 | 0.5204 i 1.0000
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Table 4. Multicollinearity test

Variable VIF 1/VIF
LOAN 219 f 0456294
BRANCH 191 0.523099
S0P e MBS 0607811
BRANCH ASSET RATIO 1.55 0.646657
EQUITY 1.53 0.652107
FHL e 186 0683530
DEPOSIT 1.37 0.729935
NPL """""" 1.33 0.753614
BRANCHGROWTH . 107 0934602
Mean VIF 1.56 : -

The results from F test, Breusch-Pagan Lagrange
multiplier (LM) and Hausman test indicate that
the Random Effect Model (REM) is most appro-
priate for this regression. The REM with option
robust standard errors is selected to control het-
eroskedasticity and serial correlation. Four es-
timations have been done for the four sub-sam-
ples: all banks in the sample (Panel A), group of
large network (Panel B) group of medium network
banks (Panel C) and group of small network bank-
sn (Panel D). The results are presented in Table 5.

Table 5. Multiple regression results

Dependent ‘PanelA: PanelB : PanelC : PanelD
va':iables- : Al Laree - Medium | Small
ROE year t;-1§ banks network network network

: i banks banks banks
~43.91%** 582.01%** 2145

§-219.85%*x

Constant

BRANCH

BRANCHsg
BRANCH
GROWTH

BRANCH
ASSET RATIO

Adj R square

Note: *** p<0.01, ** p<0.05, *p<0.1
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Results in Table 5 show that for all banks in the sam-
ple, the coefficient of BRANCH is positive and sig-
nificant at 5% level, indicating that a greater num-
ber of branches positively affects the banks’ ROE for
the next year. This result is consistent with Trujillo-
Ponce (2013) and Nayatika (2017). Estimations for
three sub-groups - large, medium and small branch
networks — show that the coefficient of BRANCH
is negative and significant at 5% level for the group
of large network banks, but positive and significant
at 1% level for the group of medium network banks.
This indicates that a greater number of branches
does not correlate with higher ROE for larger net-
work banks, but for medium network banks, branch
network is really a competitive advantage. This find-
ing is contrary to Zadkoohi and Kolari (1994) who
found that for savings banks in Finland, large branch
banks are more efficient than smaller branch banks.

BRANCHSsq is negative and significant at 5% level,
suggesting that the relationship between branch
and ROE is non-linear. ROE increases if the num-
ber of branches reaches a certain level. Over and
above that optimum number, ROE would fall if
the bank keeps opening more branches.

BRANCH GROWTH is negative and significant
at 10% level, which indicates that the growth of
branches does not bring more profit to the banks.
For sub- group estimation, Branch growth is also
negative and significant at 5% level for the groups
of large network banks and medium network
banks, which shows that for large network banks
and medium network banks, increase in the branch
growth rate decreases the banks’ profits. This may
be because the increase of branch may lead to high-
er costs which are not compensated by the revenue
generated. This is especially true when customers
nowadays are less and less interested in branches
due to the convenience of online banking (Spiegel
et al., 1996). However, as the estimation shows, the
number of branches still a positive factor contrib-
uted to the bank ROE, so it is likely that, branch
opening may be a long-term investment, in which
branches need more than one year to break even.

BRANCH ASSET RATIO is negatively corre-
lated with the bank’s ROE, for all banks in the
sample, at 5% level of significance. This means a
higher branch asset ratio (more branches to gen-
erate the same asset volume) is correlated with a
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lower profitability. This suggests that branch effi- The coefficient of LOAN is positive and of
ciency is an important determinant of the banks” DEPOSIT is negative, both significant at 1% level,
profits. A larger branch network can help a bank which meet the expectations. This is because loan
acquire more loans and deposits, but also increas- volume relates to revenue, so the higher proportion
es the cost. Therefore, a bank with better effective  of LOAN, the higher ROE, and deposits increase
branches will have higher profitability. This result the cost of the banks, so the higher DEPOSIT, the
is consistent with Hirtle and Stiroh (2007). lower ROE.

CONCLUSION

The branch network size of Vietnamese banks was steadily increasing during the period from 2012-
2019, despite the expansion of mobile banking and digital banking. This result may come from the fact

that in a developing country like Vietnam, there is still a high proportion of people who lack access to

mainstream banking services, and who are less capable of financial literacy, still prefer going to a physi-
cal branch to be served and assisted by a bank staff, especially for some services that need consulting or
seem digitally risky. The number of branches of the medium network bank group is positively correlated

with banks’ profitability, whereas the opposite is true for large network banks, indicating that branch

network is a competitive advantage for medium banks, but not for already larger network banks.

The relationship between the number of branches and ROE has a convex parabolic shape. Opening more
branches when the network meets the optimal number would lead to a lower ROE. Branch growth is al-
so negatively correlated with profitability which suggests that if a bank follows an aggressive branching
strategy then it may not reach its optimal profitability.

Evaluating the contribution of branch networks to the bank’s profitability provides important informa-
tion, which guides the banks to decide whether they should be opening more branches or downsizing
their network. Banks also have to consider the cost income structure of their branches, which may be
improved by transforming branches from a purely transaction factory to advisory centers, or combin-
ing face-to-face advice and better digital interactions. Branches should also manage customer relation-
ship better, enhance customer loyalty and increase cross-selling. By doing so, they can be more-than-
just-a-branch, which generate higher revenue at a certain cost level.

Although this study suffers from some limitations, such as the small number of observations and the
unavailability of a construct that captures of the then mentioned Covid-19 pandemic, still it is hopefully
a foundation for further studies on the same topic.
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