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Abstract 

As consolidation in the banking sector has increased impressively in the wake of 

the global financial crisis, the question of the impact of market power on bank 

risk and, more specifically, on the ominous growth of non-performing loans 

(NPLs) has become topical again. In this study we attempt to empirically 

investigate the impact of market power as evidenced by concentration 

(expressed by the structural CR5 and HHI indices) and competition (expressed by 

a variety of Lerner indices/profit margins) on NPLs, using an unbalanced panel 

dataset of 646 banks from the 19 member countries of the euro area over the 

period 2005-2017. Since the distribution of our dependent variable (change in 

NPLs) is not normal but positively skewed we employ a penalized quantile 

regression model for dynamic panel data. We find that profit margins exert a 

positive impact on the increases of 

NPLs supporting the “competition-

stability” view. This impact 

becomes larger as NPLs increase 
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further, while it is not significant for NPL decreases. The regression results for 

concentration suggest another complex relationship. On the right side of the 

distribution, concentration is found to exert a positive impact on the increases of 

NPLs, while on the left side concentration enhances NPL decreases, thus 

supporting the “concentration-stability” view. The ambivalence of the effects of 

market power remains as competition seems to support stability when it comes 

to increases in NPLs but concentration enhances faster reductions in NPLs. A 

tentative conclusion could be that post-crisis consolidation helps the faster 

reduction of NPLs, while as the situation normalizes competition discourages the 

growth of new NPLs. Policy makers should take such findings into account by 

encouraging consolidation but also inserting competition in the banking sector 

through either regulating anti-competitive behavior or inviting foreign entrants. 
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