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Abstract

The study attempts to demonstrate inverted U — shape relationship between compe-
tition and stability of commercial banks through debated competitive fragile and compet-
itive stability theory. The financial data of 24 Chinese commercial banks from 2002 to
2009 revealed the evidences of inverted U — shaped relationship through econometric a-
nalysis.

The inverted U — shape relationship of commercial banks is determined by marginal
effect and risk shifting effect of interest rate. The marginal effect reduces the income of
credit units when interest rate declines while the risk shifting effect increases the proba-
bility of success of enterprise projects and the income of credit units. When the monop-
oly of credit markets is high, the income from risk shifting effect is greater than the in-
terest loss caused by marginal effect. Reducing the monopoly level and improving the
competitiveness of the credit markets can reduce the probability of default of commercial
banks and improve the stability of banks, which is called the competitive stability.
When interest rate is low for higher competition of credit market, the marginal effect
dominates. At this point, the competition leads to the vulnerability of banks for two rea-
sons. Firstly, despite of the low interest rates and the comparative safety of enterprise,
there are still corporate defaults; secondly, bank’s investment in high — risk projects for
making up for the interest loss reduces the bank’s stability. Thus, the credit market has
a full competition and increasing market competition will only make banks more vulner-
able, which is called competitive fragility. There are three areas in the relationship be-
tween competition and stability. Area I is the area of competitive stability, in which
competition enhances the stability of the banking system; area II is the area of suitable
competition , since it is the most stable area in baking syste; area Il is the area of com-
petitive fragility, in which competition reduces the stability of the banking system.
When the spread of bank is reduced and the income is decreased, the bank can reduce
the switching cost of enterprise to increase the competition, namely, the bank can set
the optimal level of risk to compensate the profit loss caused by low interest rate by
high — risk projects. The risk incentive actions of banks will cause serious damage to

bank stability and excessive competition will reduce the stability of banks.
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Empirical analysis shows that the Chinese commercial bank market is on the road
of monopoly market structure towards competition. Despite the fact that the monopoly
power of the four major state — owned banks declines, the four major state — owned
banks still have some market power. There are five factors which affect the competition
in banking market. They are the competition from existing competitors, the threat of
new entrants and barriers to entry, the bargaining capacity of buyers, and the bargain-
ing capacity of suppliers. Upon constructing the Z, BSSI and JQZF index of banking
system, it is found out that Chinese commercial banking system is less stable in 2002
and 2003 and the stability continues to rise after that. After capital injection and listing
of state — owned banks, the stability of the banking system has significantly improved.
the Z indices of joint — stock commercial banks, such as China Minsheng Bank and
China Merchants Bank, are quite stable. The stability of the banking system reached
peak in 2008 and the three indices all showed that the upward trend of stability of bank-
ing system stopped in that year.

When the loan to deposit ratio and net return on assets of banks are controlled ,
variable intercept model of fixed effects confirms the inverted U — shaped relationship.
Empirical analysis shows that the if the explanatory variables with the competitive indi-
cators of asset share, deposit share and loan share are all under 0. 01, the stability of
banks will be greatly influenced. The estimated parameter of the model is consistent
with the theory and the relationship between monopoly and stability is similar to a quad-
ratic curve open upward, suggesting the inverted U - shaped relationship between com-
petition and stability. The three market shares of Chinese commercial banks are less
than the symmetric axis of model, which implies that the Chinese commercial banks are
close to the area of competitive fragility in 2009.

The stability of Chinese commercial banks is better than any period in history, but
there is some potential instability. The assets and size of Chinese commercial banks ex-
land too quickly and the future macroeconomic fluctuations will pose a threat on banking
system. Compared with developed countries, there is certain gap between the manage-
ment and efficiency, risk control, and skill level of the commercial banks in China and
in developed countries. Competition strengthens the moral hazard, while the excessive
liquidity and the potential non — performing assets are the threat to stability of banking
system.

The stability policy of Chinese commercial banks consists of two parts. The first is
the daily bank management which can improve the ability of controlling risks and with-

standing crisis of banks. The second is establishing a stable long — term strategy for
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banks to guard against the accumulation of systemic risks for a long time. Specific strat-
egies include the regular stability assessment or risk assessment towards banks and the
strengthening of index management of banks. In practice, the following measures can
be taken comprehensively: tracking of the loan — to — deposit ratio to prevent credit
risks; capital adequacy management with the integration of strictness and flexibility ;
credit risk management; dynamic management of provision coverage and unique daily
window guidance. There are other limited access policies to restrict excessive competi-
tion, such as professional qualification system, flexible capital threshold, establishment
of different capital access conditions, formulation of standards for ownership structure,
prudential principle of constructing new national banks, control of developing new bran-
ches, limited relaxation of small banks’ approval conditions, and appropriate restric-
tions on foreign banks. Business control strategies include the constraint of credit size,
the constraint of investment and off — balance sheet business, the restriction of restruc-
turing and mergers, and other policies such as the establishment of comprehensive bank
discipline and culture of cautiousness, the establishment of moderate deposit insurance

system and the differentiated competition strategy.

Keywords: finance banking competition credit
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