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a b s t r a c t

This paper documents large cross-country variation in the relation-
ship between bank competition and bank stability and explores
market, regulatory and institutional features that can explain this
variation. We show that an increase in competition will have a
larger impact on banks’ fragility in countries with stricter activity
restrictions, lower systemic fragility, better developed stock
exchanges, more generous deposit insurance and more effective
systems of credit information sharing. The effects are economically
large and thus have important repercussions for the current
regulatory reform debate.
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1. Introduction

The impact of bank competition on financial stability remains a widely debated and controversial
issue, both among policymakers and academics.1 The belief that fiercer competition among banks
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well as Carletti and Vives (2009) and Vives (2001). For a recent on-line debate on this topic, see http://www.economist.com/
debate/overview/205.

J. Finan. Intermediation 22 (2013) 218–244

Contents lists available at SciVerse ScienceDirect

J. Finan. Intermediation

journal homepage: www.elsevier .com/locate/ jfi

http://dx.doi.org/10.1016/j.jfi.2012.07.001
mailto:T.Beck@uvt.nl
mailto:o.dejonghe@uvt.nl
mailto:glenn.schepens@ugent.be
http://www.economist.com/debate/overview/205
http://www.economist.com/debate/overview/205
http://dx.doi.org/10.1016/j.jfi.2012.07.001
http://www.sciencedirect.com/science/journal/10429573
http://www.elsevier.com/locate/jfi


would lead to a more effective banking system initiated a deregulating spiral in the late 1970s and early
1980s. While the deregulation of branching and activity restrictions may have resulted in more intense
competition among banks, with positive repercussions for financial depth (Dick and Lehnert, 2010; Rice
and Strahan, 2010), income distribution (Beck et al., 2010b), growth (Cetorelli and Gambera, 2001) and
efficiency (Bertrand et al., 2007), it may as well have had the unintended consequence of increasing
banking sector instability (see e.g., Jayaratne and Strahan, 1998 and Keeley, 1990). Similarly, the
international process of banking liberalization has gone hand in hand with an increased occurrence of
systemic banking crises in the last two decades of the 20th century,2 culminating in the global financial
crisis of 2007–2009. However, there is no academic consensus on whether bank competition leads to
more or less stability in the banking system.

A similarly inconclusive debate has been led on the effect of the regulatory framework on banks’
risk-taking incentives and ultimately bank stability. On the one hand, capital requirements and
restrictions on interest rates and banks’ activities are seen as fostering stability (Hellmann et al.,
2000); on the other hand, they might lead to rent-seeking and might prevent banks from reaping nec-
essary diversification and scale benefits. The role of deposit insurance schemes has been especially
controversial. While often introduced to protect small depositors’ lifetime savings and to prevent bank
runs, they also provide perverse incentives to banks to take aggressive and excessive risks. These
perverse incentives are held less in check in weak supervisory frameworks (Demirguc-Kunt and
Detragiache, 2002).

This paper combines the two literatures and provides empirical evidence that the relationship be-
tween competition and stability varies across markets with different regulatory frameworks, market
structures and levels of institutional development. While we show, on average, a positive relationship
between banks’ market power, as measured by the Lerner index, and banks’ stability, as measured by
the Z-score (a gauge of banks’ distance to insolvency), we find large cross-country variation in this
relationship. Our results suggest that an increase in competition is associated with a larger rise in
banks’ fragility in countries with stricter activity restrictions, lower systemic fragility, better devel-
oped stock exchanges, more generous deposit insurance and more effective systems of credit informa-
tion sharing.

Exploring the variation in the competition-stability relationship is important for academics and
policy makers alike. The academic debate on the effect of competition on bank stability has been
inconclusive to date and by exploring factors that can explain cross-country variation in the relation-
ship, this paper contributes to the resolution of the puzzle. Policy makers have been concerned about
the effect of deregulation and the consequent impact of competition on bank stability but have also
discussed different elements of the regulatory framework that have both an impact on competition
and directly on stability, including deposit insurance, capital regulation and activity restrictions. After
the recent crisis, there are reform suggestions focusing on activity restrictions, capital standards, de-
posit insurance and the institutional structure of supervision. This paper shows a critical role for the
regulatory framework in explaining the variation across countries and over time in the relationship
between competition and stability and has therefore important policy repercussions.3 For example,
we conduct a simulation that mimics a post-crisis scenario with more generous deposit insurance
schemes and stronger restrictions on bank activities and, hence, more herding.4 The relationship
between market power and soundness is almost twice as large compared to the average country in
the absence of such a change, suggesting a very negative impact of competition on stability in this
scenario. In the base scenario, a one standard deviation reduction in market power leads to a drop in
the Z-score5 of 17%. In our fictitious post-crisis scenario, a similar loss in market power leads to a 37%

2 For a detailed overview of the timing of deregulation and the timing of systemic banking crises, we refer to Abiad et al. (2008)
and Laeven and Valencia (2010), respectively.

3 If such a country-specifc factor affects both competition and banking sector stability, then a spurious relationship between
competition and stability may be the outcome. Therefore, by including country-year fixed effects, we only exploit the within
country-year variation in bank market power and bank soundness. More detailed information is in the Methodology section.

4 This simulation scenario, which reflects recent regulatory reforms or reform suggestions, is based on the results in Table 6.
5 The Z-score can be interpreted as the number of standard deviations by which returns would have to fall from the mean to

wipe out all equity in the bank. See Section 3.2.2 for more information on the Z-score.

T. Beck et al. / J. Finan. Intermediation 22 (2013) 218–244 219



https://isiarticles.com/article/80334

