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ABSTRACT

The banking sector is the most significant constituent of a financial system and the foundation of
a nation's economy. Bank failures may destabilise various crucial macroeconomic indicators. By
disrupting the payment system and interbank lending market, the effects of a shock to one bank
can spread to other banks through contagion. Policymakers, therefore, strive to foster a banking
system that effectively integrates stability and economic efficiency. Well-functioning financial
intermediaries positively influence economic growth. Researchers, policymakers, and regulators
have concentrated their efforts on identifying factors contributing to bank soundness. The level of
competition in the banking sector is often cited as an important factor driving the efficiency and
development of the banking sector. The commonly perceived view that greater competition (lower
market power) improves consumer welfare through lower prices and higher quantities drives
policymakers' decision to foster banking sector competition. As a crucial external monitoring
mechanism, competition is believed to play a pivotal role in fostering bank stability, bank

efficiency, economic growth, and the realization of broader financial inclusion goals.

Nevertheless, the commonly held belief that competition is inevitably beneficial is not entirely
true, owing to the prevalence of market failures that distort the nature and consequences of
competition. The 1997 Asian Financial Crisis and the 2008 Global Financial Crisis (GFC) have
shed doubts on the positive economic consequences of competition, thus questioning the dark side
of competition (Soedarmono et al., 2011; Li, 2019). It is argued that the 2008 GFC resulted from
excessive competition and regulatory inadequacies that induced the U.S. banks to make imprudent
decisions in the face of the erosion of market power and reduced margins (Danisman and Demirel,

2019). Further, bank regulations seek to reduce moral hazards and limit excessive risk-taking.



Although regulatory changes are intended to manipulate the behaviour of banks, inconclusive
results remain regarding the impact of regulations on the incentives for risk-taking and the

efficiency of banks in a competitive environment.

Against this background, the current research seeks to investigate the level of competition as well
as the economic consequences of banking sector competition. The existing scholarly literature on
the competition-bank stability relationship focuses on developed nations. This dearth of research
creates a knowledge vacuum regarding the micro and macro consequences of banking sector
competition in emerging economies. Consequently, the generalizability of findings to developing
countries with distinct institutional environments may be challenging. The present study, thus,
focuses on the banking sectors of the BRICS nations, which are an important group of prominent
emerging nations, including Brazil, Russia, India, China, and South Africa, where a notable dearth
of comprehensive empirical studies persists, notwithstanding their increasing significance and
prominence in the international financial sphere. This thesis is, thus, a pioneering attempt to
investigate, at the micro-level, the influence of competition on bank stability, risk-taking, and
economic (both cost and profit) efficiency across the BRICS nations. Further, it is perhaps the first
attempt to integrate competition, regulatory framework, and bank performance into a single
framework for the BRICS nations. The study attempts to identify the banking regulations that
promote bank stability and efficiency in a competitive market environment. To this end, several
estimation techniques are employed, including the two-step system generalized method of
moments (GMM), a traditional two-step time-decay technique proposed by Battese and Coelli
(1992), and the single-step pairwise difference estimator (PDE) proposed by Belotti and Ilardi
(2018). Further, employing a pooled mean group autoregressive distributed lag approach, the study

provides novel findings on the role of banking sector competition in influencing two important



macroeconomic goals for the BRICS region: economic growth and financial inclusion, both in the
short and long term. With the understanding that competition, a measure of a bank's conduct, and
concentration, a measure of bank-market structure are distinct concepts, the present research
inspired by the new empirical industrial organization literature assesses the degree of banking
sector competition using a non-structural metric, the Lerner index. The Lerner index does not
assume that concentrated banking systems lack competition inherently and is a preferred proxy
due to its stability with respect to changes over time, solid theoretical foundation, and suitability
for disaggregated research (Lerner, 1934; Beck et al., 2013; Danisman and Demirel, 2019). The

current study evaluates two variants of the Lerner index.

Several significant findings are highlighted. There is a moderate level of competition and a low
level of concentration in the BRICS banking industry. Although the banking sector in South Africa
has a relatively high degree of market concentration, there is still a healthy level of competition,
indicating a monopolistic competition environment. The findings, therefore, recommend against
using competition and concentration measures interchangeably. Regarding the relationship
between competition and bank stability or risk-taking, it is observed that as competition increases
(or market power decreases), banks in BRICS countries are more likely to experience a higher risk
of bankruptcy. Large banks encounter more severe fluctuations in their non-interest income growth
in environments characterized by intense competition, as opposed to smaller banks. Further, higher
capitalisation levels function as a crucial disciplinary mechanism, aiding in the alleviation of the
detrimental consequences of heightened competition on the stability and risk-taking of banks
operating in the BRICS banking sector. In relation to the competition-efficiency nexus, findings
highlight that increasing competition in the BRICS banking market may be detrimental to the

bank'’s efforts to minimize expenses and maximise profits. Further, the influence of government
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safety nets on large banks encourages them to engage in excessively risky activities in response to
greater competition, which substantially reduces their profit efficiency, in contrast to small banks.
Higher capitalisation mitigates the adverse consequences of heightened competition on bank
efficiency. Exploring the interconnections between competition, regulations, and bank
performance, it is observed that stringency in capital requirements and the presence of deposit
insurance are useful regulatory tools in mitigating the detrimental influence of increasing
competition on bank stability and risk-taking in the BRICS nations. Further, higher restrictions on
bank activities and greater market discipline requirements serve as an effective regulatory tool in
mitigating the detrimental influence of competition on bank stability, risk-taking, and efficiency.
In contrast, higher official supervisory power tends to magnify the negative influence of
competition on bank stability, risk-taking, and efficiency, perhaps pointing to challenges such as
limited expertise and resource constraints among supervisors in emerging nations. From a macro-
level perspective, the findings highlight that increasing competition leads to a decline in economic

growth and financial inclusion in the BRICS countries in the long run.

The study has important implications for bank managers and policymakers. From the managerial
perspective, it is recommended that bank managers enhance their risk management practices,
contemplate strengthening capital buffers, and engage in strategic collaborations or partnerships
with alternative financial institutions or fintech entities to take advantage of technology
improvements and improve operational efficiency. Further, the findings serve as a warning to
banking regulators who presume that increasing competition is an indisputable path to bank
stability and bank efficiency at the micro-level, and economic growth and financial inclusion at
the macro-level. Regulators should strive for a well-balanced approach that fosters competition

while addressing its potential downsides. As banks face increasing competition, policy reforms
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emphasizing the promotion of a healthy credit culture and enhancing prudential oversight are
required. Regulators must promote the implementation of strong corporate governance practices
within the banking sector of BRICS nations and prioritise the improvement of supervisory
mechanisms and stress testing frameworks to appropriately evaluate banks' ability to withstand
increasing competition. Regulators may contemplate adopting different regulatory strategies
depending on the size and capitalisation levels of banks. Finally, regulators should acknowledge
that competition policies can destabilise the banking industry if not adequately matched with the
appropriate regulatory framework. The research emphasizes that competition may not eliminate
discretionary behavior and management laxity in a situation with asymmetric information and
weak institutions. The results, therefore, highlight the need for a robust institutional framework,
better risk management culture, and a robust supervision mechanism in realizing potential
advantages from banking sector competition. As banks face increasing competition, regulators
may enhance the performance of the BRICS banks through the implementation of stringent capital
requirements, imposing more significant restrictions on bank activities, strengthening market
discipline requirements, and introducing deposit insurance schemes. Nevertheless, they must
consider implementing a more equitable approach to oversight. To foster financial inclusion, it is
recommended that regulators provide incentives and support to small and medium-sized banks,

enabling them to compete in the market.
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