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Introduction & motivation



The key role of banks makes the issue of banking competition
extremely important



In particular, the recent financial crisis demonstrates the need to
address the effect of bank competition on the risk-taking behavior of
financial institutions, and then on financial stability

A large theoretical and empirical literature investigated the impact of
bank competition on financial soundness: bank competition-stability
trade-off?
→ No consensus…
→ “competition-fragility” vs. “competition-stability” view
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Introduction & motivation


3 different views in the literature:
1)

-

-

2)

-

-

3)

In the traditional view, bank competition is seen as detrimental to financial
stability:
competition erodes bank profits and thus the banks' franchise value → banks‘
incentives to take risk increase because the opportunity costs of bankruptcy for
shareholders decrease
trade-off between competition and stability can also be explained by higher ability
to monitor borrowers when banks earn rents, greater diversification and better
regulators' monitoring in concentrated markets
“Competition-stability” view:
market power increases bank portfolio risks → low competition increases loan
rates, borrowers tend to shift to riskier projects
“Too Big To Fail” subsidies as a result of implicit or explicit government bailout
insurances
lack of diversity of bank portfolios
The third view reconciles the two strands of the literature by theoretically and
empirically demonstrating the existence of a nonlinear relationship between
competition and risk
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Introduction & motivation



According to Martinez-Miera and Repullo (2010), the U-shaped
relationship between competition and financial stability is explained by
two effects:
1)

2)



“Risk-shifting effect“: Competition reduces risk → negative correlation between
loan interest rates and competition, which reduces the risk of loan defaults
“Margin effect”: Competition increases risk → greater bank competition reduces
interest payments, reducing then the buffer in cases of losses

In less competitive banking markets the risk-shifting effect dominates,
so the marginal effect of a new bank entry is negative for financial
stability, whereas in more competitive markets the margin effect
overwhelms the risk-shifting effect, and hence a new entry increases
financial risk
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Data & descriptive statistics



Commercial banks located in Baltic countries over the period 20002014: 40 banks (Latvia 21, Lithuania 10, Estonia 9)
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Data & descriptive statistics



Competition measure: Lerner index (Lerner, 1934):







Inverse proxy for competition: measure the market power of banks
A low index indicates a high (low) degree of competition (market power), and
conversely
Efficiency-adjusted Lerner index (Koetter, 2012): takes into account banks' cost
inefficiency, defined as the distance of a bank from a cost frontier accepted as the
benchmark

Concentration measure: bank market share (% of total assets)



inverse proxy for competition
a concentrated market structure is associated with higher prices and profits,
reflecting an uncompetitive behavior
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Data & descriptive statistics
Measures of risk:


Bank-individual risk: Z-score





Accounting-based risk measure
Measures the distance from insolvency (inverse proxy for risk)
Generally viewed in the banking literature as a measure of bank soundness
Calculated as follows:
𝑍 − 𝑠𝑐𝑜𝑟𝑒𝑖𝑡 =

𝐸𝑖𝑡 𝐴𝑖𝑡 +𝑅𝑂𝐴𝑖𝑡
𝜎𝑅𝑂𝐴𝑖𝑡

with 𝐸𝑖𝑡 𝐴𝑖𝑡 the equity to total assets ratio, 𝑅𝑂𝐴𝑖𝑡 the return on assets, and 𝜎𝑅𝑂𝐴𝑖𝑡 the
standard deviation of return on assets (computed by considering a 3-year rolling time
window, see, e.g., Beck et al., 2013)


Bank credit risk: Loan loss reserves (% gross loans)
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Methodology & results


The following regression specification is considered:
𝑛

𝑅𝑖𝑠𝑘𝑖𝑡 = 𝛼 + 𝛽1 𝐶𝑜𝑚𝑝𝑖𝑡−1 + 𝛽2 𝐶𝑜𝑚𝑝𝑖𝑡−1
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+ 𝛽3 𝐶𝑟𝑖𝑠𝑖𝑠𝑡 +

𝛽𝑘 𝑋𝑖𝑡−1 + 𝜇𝑖 + 𝛾𝑡 + 𝜖𝑖𝑡
𝑘=4



Control variables:





Economic environment: annual inflation rate, annual GDP growth
Bank-specific factors: bank size (log of total assets), ratio of non-interest income on
total income, ratio of fixed assets to total assets, share of loans in total assets,
liquidity ratio

Estimators: Fixed effects (FE) + 2SLS: three instrumental variables (1st lag market
power proxy, and two variables proxying cost inefficiency, the ratio of overhead
expenses to total assets and the cost-to-income ratio)



U-shape test and conf. interval for the turning point (Lind and Mehlum, 2010) 10
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Robustness checks


Two additional proxies for bank risk:





Z-score measure based on the return on equity (Soedarmono et al., 2011)
Impaired loans (% gross loans)

Three alternative measures of the Lerner index:






3-year moving average to smooth cyclical fluctuations of the Lerner index: market
power not expected to change dramatically at the short-run
Funding costs not included in the translog cost function (two-input cost function)
to estimate the marginal cost: “clean” proxy for pricing power that is not distorted
by deposit market power (Maudos & de Guevara, 2007; Turk-Ariss, 2010)
Left-censored Lerner index



Robust regression approach



Lerner index and market share included in the same regression
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Conclusion and policy implications



Our study aims to empirically investigate the potential nonlinear
relationship between bank competition and financial (in)stability in the
case of Baltic countries

Alternative proxies for banking competition considered, and two
different measures of bank “risk-taking“
→ in line with the traditional view, we find a positive relationship between
competition and bank risk
→ but… this relationship is non-linear




In particular, we observe that bank market power significantly
influences bank soundness (i.e. Z-score), while bank market share is a
significant driver of bank risk-taking in terms of credit activity
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