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Abstract. The relationship between competition and stability of the
commercial banking system has been at the heart of scholarly and policy
debates over the past two decades, especially since the 2008 financial cri-
sis. In this study, we focus on analysing the relationship between compe-
tition and stability with 24 commercial banks in Vietnam for the period
2008–2016. Our study results show that increasing competition helps
Vietnam’s banking system become more stable. However, the relation-
ship between competition and stability is nonlinear. The results of our
study also show the impact of competition on the stability of Vietnam’s
banking system in a crisis situation. In the context of financial crisis,
the instability and NPL of Vietnam commercial banks are increased.
At the same time, increased competition can cause instability for the
commercial banking system in Vietnam.

1 Introduction

In recent years there have been several debates regarding the relationship
between competition and the stability of the banking system (Beck 2008;
Carletti 2003). The debates on this relationship have formed two contradic-
tory views: “competition-fragility” and “competition-stability”. From the stand-
point of “competition-fragility”, increasing bank competition reduces the market
power, bank’s profit margins and consequently decreases the franchise value of
the bank (Berger et al. 2009). This encourages banks to take more risks to seek
profits, causing instability in the banking system (Marcus 1984; Keeley 1990;
Carletti and Hartmann 2003).

In contrast, the “competition-stability” view holds that there is a positive rela-
tionship between banking competition and the stability of the banking system.
Increased competition will lead to the stability of the banking system and vice
versa ((Maggie) Fu et al. 2014). In a market where competition between banks is
low, it can be more risky when large banks are often considered too important to
fail and thus, when faced with difficulties in operating, those banks usually receive
support from the government (Mishkin 1999). In addition, in a low-competition
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market, large market-power banks will offer higher lending rates, which will cause
difficulties for borrowers in repayment capacity and increase the risk exposure of
the bank ((Maggie) Fu et al. 2014). In contrast, in a market where competition
among banks is high, lending rates are low; problems of “too big to fail” receive
less attention, and therefore positively impact on the stability of the banking sys-
tem (Boyd and De Nicolo 2005; Beck et al. 2006; Schaeck 2006; Turk-Ariss 2010).

Studies supporting these two points suggest that the effects of competition on
the stability of the banking system are inconsistent across countries. In addition,
very few studies examine the relationship between competition and stability
before and after the financial crisis. To strengthen the theoretical foundation
of the relationship between competition and stability, our study aims to assess
the relationship between competition and stability of the commercial banking
system in Vietnam. The study also looks at this relationship in the context of
the financial crisis of 2008 and 2010.

This study is designed in 6 sections. Following the introduction of the research
in Sects. 1 and 2 will present theoretical background and empirical evidences
about the relationship between competition and stability of the banking system.
Section 3 will show the research methodology and data. The empirical results
and discussion are presented in Sect. 5. Based on the results of the study, Sect. 6
will draw conclusions and policy implications.

2 Theoretical Background and Related Studies

2.1 Theoretical Background of Competition and Stability
of the Banking System

From the traditional viewpoint of a “competition-fragility” relationship, a more
competition or less centralized banking system increase instability. This is
explained by the franchise value theory studied by Marcus (1984) and Keeley
(1990), suggesting that competition motivates banks to pursue more risky strate-
gies. These studies show that less competition or a more exclusive monopoly of
some banks will lead to higher franchise value of these banks, and may prevent
excessive risky decisions of the bank’s executives. Because when the Franchise
value is higher, the opportunity cost of bankruptcy is higher, leading to the
reluctance of bank executives and bank shareholders to participate in dangerous
decisions, thereby improving the quality of bank assets.

Boot and Greenbaum (1993) and Allen and Gale (2000, 2004) show that in a
competition environment, banks receive less information from their relationships
with borrowers, making it difficult to check credit records and increase the risk
and instability.

Boyd et al. (2004) argue that banks with a higher level of presence or higher
monopolies in a centralized banking system can increase profits and thereby reduce
financial breach ability by providing “Buffer Capital” to protect the system against
macroeconomic shocks and external liquidity problem.
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From a “competition-stability” standpoint, a more competitive or less
monopoly banking system will be more stable, in other words, less compet-
itive or more monopoly banking system will be more unstable. This can be
explained by the “too big to fail” theory proposed by Mishkin (1999) indicat-
ing that policymakers will be more concerned about the collapse of the bank
when there are so few banks in the banking system. Thus, large banks are more
likely to receive government guarantees or grants, which can create moral hazard
problems, encourage dangerous decisions and increase instability of the banking
system. Moreover, the spreading risk may increase in the centralized banking
system with large banks.

Caminal and Matutes (2002) argue that less competition can lead to easier
credit granting and larger loans, which increases the probability of bank col-
lapse. Boyd and De Nicolo (2005) argue that high monopoly banking systems
allow banks to charge higher interest rates, and may encourage borrowers to
take greater risks. Therefore, the amount of non-performing loans can increase,
resulting in higher probability of bank’s bankruptcy. However, Martinez-Miera
and Repullo (2010) suggests that higher lending rates also bring higher interest
income to banks. This offset effect can create a U-shaped relationship between
bank competition and stability.

2.2 Empirical Evidence of Competition and Stability of the Banking
System

There is considerable debate relating to the impact of bank competition on the sta-
bility from the literature, especially in the context of financial crisis. As observed
from the recent financial crisis, instability can be spread widely to the entire econ-
omy through the banking system. Vulnerabilities are mainly due to the collapse
of the interbank lending and payment markets, the reduction in credit supply,
and the freezing of deposits (Berger et al. 2008). There have been a number of
studies showing that the greater the bank competition is, the more likely it is
that financial instability will be triggered by a decline in market power, which
in turn will reduce profits and lower franchise value. These studies support the
“competition-fragility” hypothesis. From this view, banks are encouraged to take
more risks to increase profitability anddeteriorate the quality of their loanportfolio
(Marcus 1984;Keeley 1990 andCarletti andHartmaan 2003). There have been var-
ious empirical studies supporting this relationship, such as Keeley (1990), finding
that increased bank competition and the deregulation in the US during the 1990s
reduced themonopoly and contributed to bank failures.Hellmann et al. (2000) con-
cluded that removing the interest rate ceiling, and thereby creating higher price
competition, reduced franchise value and encouraged more moral hazard behav-
ior in banks. Jimenez et al. (2007) study the banking sector in Spain and show
that the greater the bank competition is, the higher the risk of the loan portfolio
(higher non performing loans). Berger et al. (2008) study 23 developed countries
and came to the conclusion in favor of the “competition-fragility” view, in which
the higher themarket power or lower competitionwould reduce the risk of the bank.
However, this study also shows that higher market power increases the risk of loan
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portfolio, which can be interpreted as evidence of a “competition-stability” view.
Vives (2010) evaluate theories and empirical studies on the “competition-stability”
relationship and argue that although competition is not a determinant of instabil-
ity but could aggravate more instability issues.

However, many recent studies have advocated a “competition-stability” view.
Beck et al. (2006) study a group of 69 countries and find that countries with low
market concentration or high competition are less likely to suffer financial crisis.
Boyd and De Nicolo (2005) argue that the greater market power or less competi-
tion in lending markets increases the risk for banks because higher interest rates
make it more difficult for customers to repay. This can exacerbate moral risk
and at the same time, higher interest rates will attract higher risk borrowers.
Moreover, in highly centralized monopolies, financial institutions may believe
that they are “too big to fail” and this can lead to riskier investments (Berger
et al. 2008). There are some recent empirical studies supporting this hypothesis.
Studies of Boyd et al. (2006), De Nicolo and Loukoianova (2006) find the oppo-
site relationship between high levels of market monopoly concentration or low
competition and stability of the banking system. These studies suggest that the
risk of bank failures increases in higher monopoly markets. Financial stability is
estimated using the Z-score and the level of market monopoly concentration is
measured by the Herfindahl-Hirschman index (HHI). Schaeck et al. (2006) study
the banking sector of a group of countries by applying logit model and time anal-
ysis. Furthermore, the Rosse-Panzar index (H-Statistics) is used to measure the
level of competition. The key finding of these studies show that the higher level
of bank competition, the lower likelihood of banks failure or being more stable
than the monopoly banking system.

Other recent studies adopt the Lerner Index and measure bank stability
through the Z-score to examine the relationship between competition and stabil-
ity of the banking system. Berger et al. (2008) study the sampling of more than
8,000 banks in 23 countries using the Generalized Methods of Moments (GMM)
data table. The main results of this study indicate that banks with higher market
power or less competition have less overall risk, favoring “competition-fragility”
views. On the other hand, this study also find evidence of the positive relationship
between competition and stability, implying that higher market power increases
the credit risk. Turk-Ariss (2010) studies the impact of market power on bank-
ing efficiency and financial stability in the banking sector of a group of emerging
economies. This study applies three different techniques of Lerner’s competitive
index and uses Z-score to represent the stability of the banking system. Research
results indicate that increasing market power leads to more bank stability, despite
significant losses in cost-effectiveness. Liu et al. (2010) analyzes competitive con-
ditions in 11 EU countries for the period 2000–2008 to examine “competition-
stability” relationships in the banking sector. This study uses Lerner index and
Z-score to respectively represent the level of bank competition and bank stability.
The results show the non-linear relationship between competition and stability in
the banking sector in Europe. More specifically, they see the shift of risk in highly
concentrated markets, where the increase in bank competition reduces net interest
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margins (higher deposit rates and lower lending rates) and increase bank stabil-
ity. However, they also recognize that the marginal effect exists in highly compe-
tition markets, where increased competition reduces interest payments and bad
debt provisions.

3 Research Methodology and Data

In this study, we seek evidence of the impact of competition on the stability of
the Vietnam’s commercial banks under normal and crisis conditions. The study
uses data from 24 commercial banks in Vietnam for the period 2008–2016. To
overcome the potential endogenous problem in the model, we use the GMM
estimation technique.

3.1 Measure the Stability of Commercial Banks in Vietnam

There have been many studies that developed the methods of measuring commer-
cial bank stability, most of which use Z-scores. In this study, we follow the studies
of Boyd and Graham (1986), Hannan and Hanweck (1988), and Boyd et al. (1993)
to use Z-scores, which are calculated as follows:

Zscoreit =
ROAit − EQTAit

ROAip
.

Where: Zscoreit is the Z-score measures the bank i’s financial stability in year t.
ROAit is the return on total assets of bank i in year t, calculated as the

after-tax profit divided by total assets.
EQTAit is the ratio of equity to total assets of bank i in year t, calculated

by the average equity divided by total assets.
ROAip is the standard deviation of the bank’s ROA in the study period p.
According to the above formula, the lower the Z-score, the lower the financial

stability of the bank. In contrast, the higher the Z-score, the higher the financial
stability of the bank.

3.2 Measure the Level of Competition of Commercial Banks

To proxy the degree of competition of commercial banks, we use the Lerner index
which has been used by Berger et al. (2008), Fernández de Guevara et al. (2005),
Maudos and Solis (2009), (Maggie) Fu et al. (2014). The Lerner index for banks
is calculated as follows:

Lerner =
Pit − MCit

Pit
.

where Pit is the output price of bank i in year t, calculated by the ratio of
total income to total assets. MCit is the marginal cost of bank i in year t.
However, marginal cost can not be observed directly, so it is estimated based
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on the function of the total bank cost (Ariss 2010; Fernández de Guevara et al.
2005; (Maggie) Fu et al. 2013). The total cost function is as follows:

LnTC = α0 +
3∑

j=1

αj × wj
it +

1

2

3∑

j=1

3∑

k=1

αjk ln wj
it ln wk

it + β1 ln Yit +
1

2
β2(ln Yit)

2

+
3∑

j=1

β′
j ln Yit ln wj

it + ϕ1t × T +
1

2
ϕ2tT

2 +
3∑

j=1

ϕ3tT ln wj
it + ϕ4tT ln Yit + μt + εit

where TC is the total cost, w is the price of the three inputs (personnel
expenses/total assets, interest expenses/total deposits, and other operating
expenses/fixed assets), Y is total asset, T is the time trend reflecting the effect
of technical progress, μ captures the individual fixed effects, and ε is the error
term.

Total bank cost functions are estimated using fixed effects with robust stan-
dard error. After estimating the total cost TC, the MC marginal cost is deter-
mined by taking the first derivative of the total cost function, as follow:

MC =
TC

Y

(
β1 + β2 ln Yit +

3∑
j=1

β
′
j ln wj

it + ϕ4tT

)
.

3.3 Empirical Model

To search for empirical evidence for “competition-stability” and “competition-
fragility” views, we use dynamic model proposed by Fernández and Garza-Garćıa
(2015). According to Gambacorta (2005) and Gunji and Yuan (2010), a dynamic
model is also constructed with the latency of the dependent variable as a indepen-
dent variable. Because the sample size is relatively small, only the first latency
is considered, so the research model is as follows (Table 1):

Ln(Zit) = αit + δln(Zit−1) + β1lernerit + β2(lernerit)
2

+β3banksizeit + β4loantait + β5ownit + εit (1)

NPLit = αit + δNPLit−1 + β1lernerit + β2(lernerit)2

+β3banksizeit + β4loantait + β5ownit + εit (2)

Toproxy risk,weuse2variablesZ-score andNPL. In these twomodels, ln(Zit) is
the natural logarithmofZ-score,whichmeasures the stability of commercial banks.
The degree of fragility of commercial banks is measured by Non performing loans in
terms of total loans (NPLs) (Fernández and Garza-Garćıa 2015). The level of com-
petition of commercial banks is measured by the Lerner index. According to Liu
et al. (2010), there is a non-linear relationship between competition and stability
existing in banking system. So we use lerner2 as the squared measure of the Lerner
index to test this non-linear relationship. Also, according to studies by Schaeck
and Cihak (2008), Laeven and Levine (2009) and Uhde and Heimeshoff (2009),
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Table 1. Variables definition & data source

Variables Measures Data sources

Dependent variables

lnZ ln ROAit−EQTAit
ROAip

Financial statements of 24 commercial
banks of Vietnam

NPL (Non performing loans)/(Total loans) Financial statements of 24 commercial
banks of Vietnam

Independent variables

Lerner Lerner = Pit−MCit
Pit

Financial statements of 24 commercial
banks of Vietnamfirst derivative of the
total cost function

banksize Ln(total assets) Financial statements of 24 commercial
banks of Vietnam

loanta (Total loans)/(Total assets) Financial statements of 24 commercial
banks of Vietnam

own Dummy variable with value1 reflecting
foreign ownership; and value 0
reflecting non-foreign ownership in
bank capital

Financial statements of 24 commercial
banks of Vietnam

crisis Dummy variable with value 1 in crisis
period of 2008, 2010 and value 0 in the
remaining years

Source: author’s summary.

Table 2. Descriptive statistics of sample.

Variable Obs Mean Std. dev. Min Max

Z-score 216 24.69598 12.18316 1.32173 62.19548

banksize 216 17.97906 1.256402 14.69872 20.72988

Loanta 216 .5113043 .1564076 .0046616 .8516832

NPL 216 .0232807 .0153248 0.001 .1260667

Lerner 216 .2957634 .0849353 .0214135 .6085381

Source: Calculating result from Stata 12.0.

we also include a series of characteristic variables for each bank: Banksize is defined
as the logarithm of total assets, the ratio of total loans to total assets (loanta), and
the own dummy variable reflecting foreign ownership in bank capital. In addition,
in order to find evidence of the impact of competition on the stability of commer-
cial banks under crisis conditions, we add the crisis dummy variable representing
period of financial crisis. The dummy variable value is 1 in 2008, 2010 and is set to
0 in the remaining years. Specific models are as follows:

Ln(Zit) = αit + δln(Zit−1) + β1lernerit + β2(lernerit)2

+β3crisist + β4banksizeit + β5loantait + β6ownit + εit (3)
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NPLit = αit + δNPLit−1 + β1lernerit + β2(lernerit)2

+β3crisist + β4banksizeit + β5loantait + β6ownit + εit (4)

The dual impact of competition in crisis conditions on the stability of com-
mercial banks is assessed by the lerner x crisis, as follows:

Ln(Zit) = αit + δln(Zit−1) + β1lernerit + β2lernerit × crisist + β3banksizeit

+β4loantait + β5ownit + εit. (5)

NPLit = αit + δNPLit−1 + β1lernerit + β2lernerit × crisist + β3banksizeit

+β4loantait + β5ownit + εit. (6)

This study uses the Difference GMM (DGMM) method of Arellano and Bond
(1991). This method is commonly used in dynamic panel data estimation. This
estimator is designed for situations with “small T, large N” panels, meaning
few time periods and many individuals; with independent variables that are
not strictly exogenous, meaning correlated with past and possibly current real-
izations of the error; with fixed effects; and with heteroskedasticity and auto-
correlation within individuals. In these cases, the classical linear estimates of
panel data such as FE (fixed effects), RE (random effects), LSDV (least squares
dummy variable) are no longer effective and reliable. The DGMM method is
appropriate for this study because the panel data has small T (8 years), large N
(25 banks), which means few time periods and many individuals.

4 Research Data

This study uses a sample of 24 commercial banks in Vietnam for the period from
2008 to 2016. This is a balanced panel, consisting of 216 observations. The data
is derived from the annual financial statements of commercial banks. Information
needed for research collected from audited financial statements, annual reports
and public disclosures of commercial banks. The descriptive statistics for the
variables used in this study are shown in Table 2.

Table 2 shows that the sample of banks studied had an average Z-score of
24.696. Of which the most stable bank has a relatively high Z-score of 62.195.
The bank with the lowest stability has Z-score of 1.322. Banks in the sample had
an average NPL ratio of 2.33% at safe levels compared to the regulations of the
State Bank of Vietnam. The Lerner index of banks in the sample has an average
value of 0.296 indicating that the degree of monopoly in the banking market in
Vietnam is relatively low.

5 Empirical Results

Table 3 presents the empirical results using the DGMM estimation. Two depen-
dent variables Z-score and NPL representing stability and degree of fragility are
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used in the model to assess the impact of competition on the stability of Viet-
nam commercial banks. For each dependent variable, we estimate three models
described in Sect. 3.3. Estimates for each dependent variable are conducted in
the following order: (i) consider the impact of competition on the stability of
the commercial banks in Vietnam; (ii) consider the impact of the financial crisis
on the stability of the Vietnam banking system; (iii) consider the dual effects
of competition in crisis conditions on the stability of the Vietnamese banking
system.

The following model reliability tests have been performed:
Verification of self-correlation of the residual: According to Arellano and

Bond (1991), the GMM estimate requires a first degree correlation and no second
correlation of the residual. Thus, when testing the hypothesis H0: there is no first
ordered correlation (test AR (1)) and no second ordered correlation of residual
(test AR (2)), we reject H0 at the AR test (1) and acceptance of H0 at the AR
test (2), the model satisfies the requirements.

Similar to other models, F test will test statistical significance for the coeffi-
cient of estimation of the explanatory variable with the hypothesis H0: that all
coefficients in the equation are equal to 0, therefore, in order for the model to
conform, we must reject the hypothesis H0. In addition, the Sargan/Hansen test
is also used to test the validity of instrument variable based on the hypothesis
H0: the instrumental variables are consistent.

Estimated results in Table 3 show that all six models have a p-value of AR
(1) test less than 5% and have a p-value of AR (2) test greater than meaning
level of 5%. Therefore, the model has a first ordered correlation but no second
ordered correlation of the residual. At the same time, the Hansen test in all
six models has a p-value greater than 5%, meaning that the instrument vari-
ables used in the model are appropriate. On the other hand, the p-value of the
F test is also less than the 5% significance level, indicating that the estimated
modelfit the panel data reasonably well. With Z-score variable, the results in
Table 3 show that the regression coefficients of lerner and lerner2 in (1) and (3)
are statistically significant at 1%. In addition, the regression coefficient of lerner
is positive while the regression coefficient of the lerner2 is negative, indicat-
ing that there exists an inverse U-shape nonlinear relationship between the two
variables lerner and Z-score. Specifically, the higher the lerner index the higher
Z-score. In other word, increased banking competition results in greater stabil-
ity of Vietnam banking system. This result is consistent with studies by Boyd
et al. (2006), De Nicolo and Loukoianova (2006) supporting for a “competition-
stability” hypothesis. However, when the lerner index exceeds a certain limit,
the Z-score will decrease which means increase the instability of Vietnam bank-
ing system. This inverse U-shaped nonlinear relationship has also been shown in
studies by Ariss (2010), Liu et al. (2010).

The results of the model (3) also show evidence of financial crisis impact
on the stability of the commercial banking system in Vietnam. Specifically, the
regression coefficient of the crisis variable is statistically significant at 1% and
negative. This shows that when the financial crisis occurs, there will be a negative
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Table 3. Estimation result

Dependant variable: Z-score Dependant variable: NPL

(1) (3) (5) (2) (4) (6)

lnZit−1 −0.0899 0.0528 −0.0647

NPLit−1 0.4014*** 0.1637*** 0.2193***

lernerit 4.4571*** 3.6892*** 0.7913* 0.5479*** 0.2452*** −0.1976

lerner
it2 −5.0216*** −4.8862*** −0.9924*** −0.6843***

banksizeit −0.2870*** −0.2706*** −0.3042*** −0.0117*** −0.0210*** −0.0229***

loantait −0.1392** −0.1177 −0.1538 −0.0023 −0.0309** −0.0154

ownit 0.2601** 0.0189 0.0627 0.0125 0.0039 −0.0030

crisist −0.0348*** 0.0051***

lernerit × crisist −0.0677** 0.0156***

AR (1) p-value 0.036 0.041 0.005 0.028 0.023 0.014

AR (1) p-value 0.932 0.424 0.424 0.447 0.783 0.766

Hansen p-value 0.198 0.143 0.178 0.183 0.193 0.245

Number of groups 24 24 24 24 24 24

Number of instruments 22 23 22 22 21 20

F-test p-value 0.000 0.000 0.000 0.000 0.000 0.000

Source: Calculating result from Stata 12.0.

The estimation results of models examining the effects of competition on the stability of the banking system

in Vietnam are made using the DGMM method. Z-score variable represents the stability used inmedel (1),

(3), (5). NPL dependent variable represents the degree of fragility used in (2), (4), (6). Lerner variable

represents the level of competition. Other independent variables in the model are the banksize, total loans

over total asset ratio (loanta), the dummy variable representing the foreign ownership (own), and the

dummy variable representing the Financial crisis period of 2008, 2010 (crisis). AR (1), AR (2) p-value is

the p-value of the first and second correlation tests of the residual. Hansen p-value is the p-value value of

the Hansen test for the suitability of tool variables in the model. The second stage F-test p-value is the

p-value of the F test for conformance of the model.

*** indicate statistically significance at 1%; ** indicate statistically significance at 5%; * indicate statisti-

cally significance at 10%.

impact on the stability of Vietnam commercial banks. In addition, the results
of model (5) also show evidence of the dual effects of competition in the context
of the financial crisis on the stability of the banking system. The regression
coefficient of the lernerxcrisis variable was statistically significant at 5% and
negative. This indicates that when the financial crisis occurs, competition will
have a negative impact on the stability of Vietnam commercial banks.

With the NPL dependent variable, the results in Table 3 show that the regres-
sion coefficients of the variables lerner and lerner2 in (2) and (4) are statistically
significant at 1%. In addition, the regression coefficient of lerner is positive while
the regression coefficient of lerner2 is negative, indicating that there is an inverse
U-shaped nonlinear relationship between the lerner variables and the NPL. This
is consistent with the results from Z-score model. In particular, as the lerner index
increases the NPLs increased, i.e. increased bank competition results in increased
fragility of the banking system in Vietnam. Under competition pressure, commer-
cial banks may loosen their lending conditions and lead to an increase in NPL.
This result is consistent with studies by Marcus (1984), Keeley (1990), Carletti
and Hartmaan (2003), Berger et al. (2008) supporting a “competition-fragility”
hypothesis. The results of the model (4) also show evidence of financial crisis
impact on the fragility of the commercial banking system in Vietnam. In particu-
lar, the regression coefficient of the crisis variable is statistically significant at 1%
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and has a positive value. This shows that when the financial crisis occurs, there will
be a positive impact on the non-performing loans of Vietnam commercial banks.
In addition, the results of the model (6) also show evidence of the dual effects of
competition in the context of the financial crisis on the fragility of the banking
system. The regression coefficient of the lernerxcrisis variable is statistically sig-
nificant at 1% and is positive. This shows that when the financial crisis occurs,
competition will have a negative impact on the non performing loans of Vietnam
commercial banks.

In all 3 models (2), (4) and (6), the ratio of non performing loans over total
loans of the previous period also had an impact on that of the current period.
Specifically, the regression coefficient of the NPL(t−1) delayed variable was sta-
tistically significant at 1% and positive.

6 Conclusions and Policy Implications

6.1 Conclusions

Competition is an important factor not only for non-financial businesses, but
also for commercial banks especially in the context of higher challenges and
risks in banking and financial industry of Vietnam. In this study, we examine the
impact of bank competition on the bank stability in order to test “competition-
stability” and “competition-fragility” views for the commercial banking system
of Vietnam. The Lerner Index is used to measure the level of competition among
banks, while the degree of bank stability and fragility are measured through the
Z-score and ratio of non performing loans over total outstanding loans. The
results from DGMM estimation support the “competition-stability” hypothesis.
In particular, increased competition results in Vietnam’s banking system to be
more stable. However, if the level of competition exceeds a certain threshold, it
will cause instability. This implies that the relationship between competition and
stability of the commercial banking system in Vietnam is an inversed U-shaped
nonlinear relationship. In addition, the results of our study also show that as
competition intensifies, NPL ratio increased as banks under competitive pressure
may be forced to loosen their lending conditions. This result partly shows that
the “competition-fragility” view can happen in medium and long term.

In addition, the results of our study also show that in the context of financial
crisis, the instability and NPL of Vietnam commercial banks are also increased.
At the same time, increased competition can cause instability for the commercial
banking system in Vietnam.

6.2 Policy Implications

Based on the results of our study, we draw some policy implications as follow:
Firstly, in managing bank’s operations, the executive officers need to well

manage the bank’s operating expenses and incomes. This will help banks to
improve their competitiveness thus contributing to the stability of the bank.



Bank Competition and Financial Stability 595

Second, under increasing and intensive competition in Vietnam’s banking
market, bank executives need to have action plans to improve the quality of their
products and services, to take advantages of modern technology to maximize the
satisfaction of customers needs. Banks should be alert and avoid loosening their
lending conditions to compete for market share and customers.

Third, the Government and the State Bank of Vietnam should take actions
to encourage and promote healthy and transparent competition in the banking
system.

Fourth, in parallel with the creation of an environment that encourages
healthy competition, the Government and the State Bank of Vietnam need to
increase the inspection and supervision of credit quality at commercial banks to
limit excessive risk exposure.
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