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“What is the 
relationship between 
bank competition and 

stability?” 

“Whether Fail Banks 
and Bank Crisis 

impact the 
relationship ” 

“Whether the effect of 
Too Big Too Fail 

impact the 
relationship” 

Relationship: Fail Banks & Crisis: Too Big Too Fail: 

The paper deals with the relationship 
 between bank competition and stability 

Outline 

Explain by Model I & II Explain by Model III Explain by Model IV 



BANK COMPETITION AND 
STABILITY 
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More 
competitive 
environment 

Higher incentive by 
banks to take more risk 

Competition –Fragility View 

Competition –Stability View 

More pressure 
on profits 

Shift risks  
to depositors 

Higher 
fragility 

More 
competitive 
environment 

Reduce cost of 
borrowing 

Lower 
lending 
rates 

More 
Stability 

Increase 
success rate 

of investment 

Banks face lower 
credit risk 

Competition-Fragility VS Competition-Stability View 
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Regression Equation 

Where      i, j, t   stand respectively for bank, country and time 

                  Z     stands for country-specific characters 

                  X     stands for vector of bank-specific variables 

                  ν     stands for country-time fixed effects 

                  ε     stands for error terms 

Sample: banks from 79 countries 
 (a mix of developed and developing countries) 

= 17,055 banks 

Conditions: 
•  Ranging between 1994-2009 
•  Exclude countries which have data less 

than 50 years 
•  Limit to commercial, saving, and 

cooperative banks 

Cross-Country Setup: Competition-Stability 
relationship 
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Lerner Index: measure pricing power Z-score: measure of bank soundness 

Where    P  is ratio of total operating  

                income to total assets 

          MC  is marginal cost 

Where   ROA is return on assets 

            E/A  is equity to asset ratio 

            𝜎(𝑅𝑂𝐴) is S.D. of ROA 

As competition  
(independent variable) 

As risk  
(dependent variable) 

Indicators of market power and bank soundness 



MODEL I: THE MARKET POWER-
BANK SOUNDNESS RELATIONSHIP 
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Homogeneous relationship between competition 
and stability 
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Homogeneous relationship between competition 
and stability 



MODEL II: DETERMINANTS OF 
HETEROGENEITY IN THE 
COMPETITION-STABILITY 
RELATIONSHIP 
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Another model supports positive relationship 
between market power and soundness 



MODEL III: FAILING BANKS AND 
BANKING CRISES 
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Effect of Bank Fail & crises does not directly impact 
relationship between competition and stability 
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Effect of Bank Fail & crises does not directly impact 
relationship between competition and stability 



MODEL IV: TOO BIG TOO FAIL AND 
THE RELATIONSHIP 
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No direct effect of too big too fail on the relation 
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No direct effect of too big too fail on the relation 
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Conclusion 

•  Based on 4 models, we get the same outcome;                      

positive and significant relationship between bank’s market power 

and stability. 

•  Also, failing banks/ banking crises/ too big too fail do not have direct 

impact on the relationship (due to insignificant outcome) 

•  This study supports “The Competition-Fragility View” 
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Cross-Country 
Setup 

Document a large degree of variation in the 
Competition-Stability relation 

APPROACH DESCRIPTION 

Average relationship between competition and 
stability for the set of countries under 
investigation. 

Single-Country 
Setup 

Two main approaches to assessing the relationship 
between competition and stability 
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Institutional and 
Financial Development 

• Capital Stringency Index 
• Deposit Insurance Coverage 
• Multiple Supervisors 

• External Government Index 

CATEGORY SUB-CATEGORY 

•  Depth of Information 
•  Stock Market Turnover 

Regulatory and 
Supervisory 
Framework 

• Systemic Stability 
• Activity Restrictions Index 
• Heterogeneous Bank Revenue 

Herding and Market 
Structure 

Country-Specific factors: investigate cross-country 
variation in the competition stability relation 


