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Abstract

We use a model of mean-shifting investment technologies to study the relationship

between market structure, risk taking and social welfare in lending markets. Intro-

duction of loan market competition is shown to reduce lending rates and to generate

higher investments without increasing the equilibrium bankruptcy risk of borrowers.

Hence, there need not be a tradeo� between lending market competition and ®nancial

fragility. Such a tradeo� may not emerge either when banks compete by conditioning

interest rates on investment volumes irrespectively of whether credit rationing takes

place or not. Ó 2000 Elsevier Science B.V. All rights reserved.

JEL classi®cation: G21; G33; G34

Keywords: Bank competition; Financial fragility

1. Introduction

The banking industry is currently facing a global consolidation process. The
emerging new landscape of the world banking industry is being shaped by a

Journal of Banking & Finance 24 (2000) 1853±1873

www.elsevier.com/locate/econbase

* Corresponding author. Tel.: +358-9-1918894; fax: +358-9-1918877.

E-mail address: erkki.koskela@helsinki.® (E. Koskela).

0378-4266/00/$ - see front matter Ó 2000 Elsevier Science B.V. All rights reserved.

PII: S 0 3 7 8 - 4 2 6 6 ( 9 9 ) 0 0 1 2 0 - X



huge wave of mergers and acquisitions (M&As), the amount of which was as
high as US $553 billion during the period May 1997±May 1998. In Europe the
single market programme dated back to 1992, the banking directives of the
European Union from the early 1990s and, in particular, the monetary union
initiated from the beginning of 1999 represent the regulatory changes which
together with ongoing ®nancial innovation will transform the banking indus-
try. In the long run, a central goal of ®nancial integration within the frame-
work of the European Union is to encourage competition in banking.
Conventional wisdom suggests that competition eliminates various restrictive
practices and reduces margins between borrowing and lending rates, thereby
improving the performance of the banking industry.

The banking industry, however, has several idiosyncratic features, making it
hard to evaluate the consequences of increased banking competition as it is not
possible to rely directly on general insights from the traditional literature in
industrial economics. In particular, a number of factors, such as limited lia-
bility associated with debt contracts, the nature of asymmetric information
between lenders and borrowers and the nature of the investment technology
available to the projectholder, determines how the degree of competition will
impact on the risk-taking incentives of banks. Thus, as it is concluded in the
study of The European Central Bank, ECB (1999), increased competition can
be expected to have a signi®cant impact on the risks incurred by banks. For
example, Gehrig (1996) o�ers evidence from the Swiss banking industry that
provisions and loan losses have increased relative to interest margins and he
suggests that this could be explained by increased competition in the Swiss
banking industry. In re¯ection of a view according to which there would be a
tradeo� between competition and ®nancial stability in the ®nancial sector,
national authorities in many European countries have approved and, in some
cases even encouraged, restructuring of the banking industry whereby the
national measures of the banking market concentration have increased in most
EU-countries (for evidence, see Tables 3.1±3.3 in ECB (1999)). Consequently,
in Europe mergers among commercial banks have so far taken place pre-
dominantly within national markets rather than as cross-border consolidations
(see Danthine et al., 1999 for extensive evidence that the degree of cross-border
banking penetration in Europe has remained very modest, Tables 3.1 and 3.2).

Berger et al. (1999) o�er an extensive survey, both in terms of updated facts
and in terms of the literature, of the global consolidation process in the ®-
nancial services industry with particular emphasis on the US market. They end
up by stressing the importance of research in evaluating the consequences of
®nancial consolidation by comparing the behavior of ®nancial institutions
before and after M&As. They also emphasize how the government may pro-
vide ®nancial assistance or otherwise aid in the consolidation of troubled ®-
nancial institutions during periods of ®nancial crisis. For example, the FDIC
provided ®nancial assistance to allow healthy banks to purchase over 1000
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