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Competition, Efficiency, and Stability
in Banking

Klaus Schaeck® and Martin Cihak

We examine the effect of competition on banking stability using a new measure of competition

based on ion of profits from ineffi banks to efficient ones. In a sample of European
Banks, we find that this measure does capture ition, that ion is stabili i
and that the stability-enhancing effect of ition is greater for healthy banks than for fragile

ones. Our results suggest that efficiency is the conduit through which competition contributes to
stability and that regulators must condition policy on the health of existing banks.

The question of whether more competition is good or bad for banking stability has been
intensely debated in academic, as well as poli ing and regulatory circles (Keeley, 1990;
Allen and Gale, 2004; Berger et al., 2004; Berger, Klapper, and Turk-Ariss, 2004; Beck et al.,
2010; Martinez-Miera and Repullo, 2010; Wagner, 2010). Competition among banks has been

od 10 be & cotr™ - - -t e AOBRET. e .
(OECD, 2010). A cc
market discipline, a1
belief is reflected it
(2001, p. 16) who ¢
banking system wou

Competition, Stability, and Efficiency
in the Banking Industry *
Dean Corbae
University of Wisconsin - Madison and NBER

Ross Levine
Haas School of Business, University of California, Berkeley and NBER

December 13, 2019

Abstract

We provide a tractable dynamic model of the banking industry where (1) an in-
tensification of competition increases market measures of efficiency and fragility of

banks but not necessarily social measures of efficiency; (2) economies can avoid the
fragility costs of competition by enhancing bank governance and tightening leverage
requirements; and (3) bank competition materially shapes risk taking and the mone-
tary transmission mechanism. Using detailed data on U.S. banks, we find statistical

evidence supportive of the model predictions.
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