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ABSTRACT

The structure and stability of the banking sector are fundamental to economic growth and finan-
cial resilience. This thesis examines the intricate relationship between banking concentration
and financial stability within India’s evolving financial landscape—a context marked by unique
regulatory interventions, predominant public ownership, and rapid structural transformations.In
doing so, the study focuses on three key dimensions: asset concentration, the balance between
lending specialization and diversification, and the impact of bank mergers. Together,these di-

mensions illuminate the systemic risks and policy challenges that emerging economies face.

The first dimension of analysis explores how increased banking sector concentration influences
individual bank stability. Drawing on comprehensive data from 1998 to 2022, the research
employs concentration metrics such as the Herfindahl-Hirschman Index and the n-bank con-
centration ratio, alongside risk measures like the z-score and Distance-to-Default (DtD). Find-
ings reveal that a one percentage point increase in sector concentration is associated with a
7.37% decline in the z-score and a 3.83% drop in DtD. Although these effects are statisti-
cally significant,their economic magnitude remains relatively modest. This outcome highlights
the trade-offs inherent in highly concentrated banking systems: while dominant banks gain
increased market power, the incremental rise in credit risk suggests a need for calibrated regu-
latory oversight.Policymakers, therefore, must strike a delicate balance between fostering com-
petitive markets and exploiting economies of scale to enhance operational efficiency without

jeopardizing stability.

The second dimension addresses the long-standing debate over whether banks should specialize
in particular lending areas or diversify their portfolios. By leveraging novel metrics—AggDiv
(aggregate diversification) and DiffSpec (deviation from average specialization)—the study ex-
amines the lending strategies of Indian commercial banks using stock market and account-
ing data from 2006 to 2022. Results indicate that banks with diversified lending portfolios
tend to exhibit lower risk levels, while those with excessive specialization experience higher
risk.Specifically, a one standard deviation increase in AggDiv improves the average DtD by
3.58%,whereas an equivalent increase in DiffSpec results in a 4.51% decrease in DtD. These
insights underscore the importance of a balanced approach in lending strategies, one that miti-

gates risk through diversification while maintaining sector-specific expertise.

Finally, the research evaluates the role of bank mergers in shaping systemic risk. Over the
past three decades, India has experienced 45 significant merger events, both compulsory and
voluntary. Using multinomial logistic regression and panel OLS models, the study finds that
mergers often exert a short-term destabilizing effect on acquiring banks by reducing their z-
scores and elevating risk levels. However, well-designed strategic mergers aimed at resource

consolidation and market expansion may ultimately enhance long-term stability.
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The research underscores the importance of dynamic, context-sensitive regulatory approaches
to banking stability in emerging markets. By addressing the interconnected challenges of
concentration,specialization, and mergers, this study equips policymakers, financial institu-
tions,and researchers with actionable strategies to build a resilient banking system that supports

sustained economic growth in India and similar emerging economies.
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