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Astract

Various studies have documented significant differences in the prices of
financial services delivered in the EC. This had lead to the conclusion that cross-
border trade in services will force a convergence to the lowest price. However,
market imperfections which are at the origin of banking services could prevent a
perfectly competitive outcome. The object of the paper is to analyse the degree
of contestability of banking markets. It ends with a call for a pro-active
competition policy.
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1. Introduction

The main benefit expected from the integration of European Banking

Markets is a better allocation of savings, consumption and investment in the

economy. Both, the size of the market and the number of players will increase

and it is expected that competition will lead to a better supply of financial

services. This objective was already set up in 1983 with a paper calling for the

integration of European financial markets (EC, 1983). A typical argument is

that the mix of products will be produced at the lowest possible cost in an open

and deregulated market. If this was not the case, more efficient banks would

drive out the poorly managed ones. Two ways can be followed to achieve

productive efficiency. One is to reach an optimal size, eventually expanding

abroad, and benefit from economies of scale. The alternative way, as

emphasized in the work of Baumol, Panzar and Willig (1982), is to select the

appropriate mix of products to benefit from economies of scope. However, it is

not enough to assume that the costs of banking services will be reduced; one has

to wonder about the importance of competitive forces which will lead to

productive efficiency, the production of banking services at the lowest cost.

Moreover, even if productive efficiency is being achieved, one has to worry about

the effects of competition on prices and quantities, as only competitive prices will

ensure an efficient allocation of savings, consumption and investment. This

raises two issues that are discussed in the paper. What are the barriers to entry

in banking markets which could limit competition? Do bank regulations

contribute to competitive efficiency?

The paper is organized as follows. The empirical evidence on the

potential gains from integration is surveyed in the second section. The nature of
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banking services and the market failures which lead to banking regulation are

reviewed in the third section. This is an essential step to understand the nature

of competition likely to prevail in banking markets. Barriers to entry which could

limit competition and prevent the realization of the economic gains are discussed

in the fourth section. Finally, we argue that further steps should be taken by the

European Commission and national regulators to foster the level of competition

in banking markets.

The paper considers exclusively the retail banking market for which many

of the gains are to be expected.

2. Potential gains from European Banking Integration

Three sources of evidence on potential gains resulting from the completion

of the internal market are reviewed in this section: the Price-Waterhouse study

commissioned by the EC, data on interest margins and operating expenses, and

salary expensesl.

A summary of potential falls in financial product prices is reported in Table

one.

Insert Table One

Table one compares the price of specific financial services to the average of

the four lowest prices in the European Community. The implicit assumption is

that the integration of banking markets will force prices to converge to the

lowest bound. Limiting our analysis to banking services, we observe that large

average gains are expected in Spain (34%), Germany (33%) and France (25%).

In other countries, the gains are limited to a range of 10-15%. If one refers to
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specific products such as consumer loans, the gains are much larger: Germany

(136%), France (105%) and United Kingdom (121%). However, for commercial

loans, gains are smaller. Not surprisingly, one can anticipate larger gains on the

regulated retail banking markets, because corporate banking services are quite

integrated already.

The second source of evidence concerns interest margin on retail deposits,

number of inhabitants per branch and operating expenses in various countries

(Table Two).

Insert Table Two

Belgium, Denmark, France, Spain and the United Kingdom belong to the

'high margins' countries, while the Netherlands, Germany and Italy do seem to

operate with smaller margins. It seems that regulations on deposit rates or

'gentleman's agreements' have succeeded in raising margins in countries that

have experienced inflation and a higher interest rate level. One observes that

margins are smaller in the second subperiod (1984-1989), precisely a period with

lower interest rates. As price regulation can lead to non-price competition in

terms of free services and number of branches, one would expect to find a low

number of inhabitants per branch and higher operating expenses in high margin

countries. In this respect, it appears that the number of inhabitants per branch is

especially low in Denmark and Spain. The evidence is not totally conclusive as

the average size of branches could differ across countries. For instance, it is

known that the size of branches is large in Italy, due to regulation on branching.

Data on the ratio of operating expenses over assets (interbank excluded) do not

suffer such shortcomings. They are relatively high in Belgium, France, Denmark

and Spain, and low in the Netherlands, Germany and Italy.
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The third source of evidence on potential reduction in prices concern wage

costs. Neven (1990) argues convincingly that part of the regulatory rents earned

on bank deposits has been captured by bank employees.

Insert Table Three

Table three reports the average cost for employees in the banking sector as

well as the ratio of wage cost in banking to average wage cost in the entire

economy. The evidence shows that the banking costs are relatively high in

Belgium, France, Spain, Italy, and United Kingdom, while they are close to

national average in Germany and the Netherlands. This observation implies

large and difficult adjustments in the high wage countries as productivity and

relative salaries will have to adjust. Casual evidence shows that a process of

reduction of costs is already at work in the United Kingdom (Trustee Savings

Bank), Belgium (Generale Bank) and Spain (Banco Bilbao Vizcaya).

These three sources of evidence, whatever their imperfections, point out to

substantial potential gains in the retail markets. However, as Vives (1990)

argues, it is not enough to observe price differences across countries to assume

that international trade in services will force a convergence to the lowest price.

Market imperfections which are at the root of bank services could prevent a

perfectly competitive outcome. One has to analyse carefully the specific nature

of banking services.



3. The Nature of Banking Services

To understand the type of competition likely to prevail in banking markets,

we review the services provided by banks and the potential sources of market

failure which call for public intervention and banking regulations. The approach

proposed in Baltensperger and Dermine (1987), further expanded by Eisenbeis

(1987), is briefly summarized.

Although the services provided by banks are interrelated, it is convenient to

distinguish four categories : portfolio management, payment (transmission)

mechanisms, risk sharing and monitoring or information-related services.

Portfolio management : At low cost, investors can acquire a diversified portfolio

of liabilities issued by deficit spending units. The pure case is the unit trust

(called SICAV in France and Luxembourg) which supplies a diversified portfolio

to the holders of its shares.

Payment mechanism : A second role for banks in the economy is the

management of the payment system, that is to facilitate and keep track of

transfers of wealth among individuals. This is the bookeeping activity of banks

realised by debiting and crediting accounts.

Risk sharing services : An essential function of banks is to transform the risks

faced by the parties, that is to supply risk sharing contracts. First, banks not only

supply a diversified asset, they also organize efficiently the distribution of the

risky income earned on the asset pool. The deposit holders receive a fixed

6



7

payment while the shareholders receive the residual income. Other insurance

services would include liquidity insurance (option for the deposit holder to

withdraw quickly at face value) and interest rate insurance (floating rate lending

with various ceilings on interest rates).

Monitoring or information-related services : Banks perform a useful function in

reducing the costs of screening and monitoring borrowers. Private information

held by borrowers results in contracting problems because it is costly to assess

the solvency of a borrower and to monitor its actions after lending has taken

place. As Diamond (1984) shows, the delegation of screening and monitoring to

banks is an efficient allocation mechanism. An important implication of the

asymmetric information framework is that reputation and long term commitment

will characterize the bank-customer relationship. This will apply, in particular,

to small and medium size firms who do not have access to capital markets.

A strategic question for bankers is the selection of an appropriate mix of

services. Indeed, it may not be necessary for all banks to offer all services to all

clienteles. Banks, such as saving banks, could specialize in raising retail deposits,

funding loans and investing (eventually) the surplus in the interbank or capital

markets. Other institutions could specialize in lending, funding themselves on

the markets. The ability to separate the lending function from the deposit-taking

activity is known in the banking literature as the separation theorem (Klein

(1970), Monti (1970)) or Dermine (1987)). The analysis of barriers to entry in

banking markets will rely very much on this separation result.

If banks were to provide only the first two services-portfolio and

transmission-, there would be no special need for banking regulation
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(e.g. Fama, 1980). However, the recent literature on insurance and monitoring

services shows that the contract that emerges-illiquid loans financed by short

term deposits- creates a potential market failure and a need for public

intervention. Three independent explanations have been advanced for this : (i)

the public good character of information gathering and monitoring, (ii) the

macroeconomic externality resulting from a bank default and, (iii) the potential

for bank runs and systemic crisis. Baltensperger and Dermine (1990) argue that

the first two arguments do not imply specific banking regulations, except for what

is usually imposed on investment services in terms of disclosure of information

and investor protection.

However, the third explanation - the fear of bank runs - creates a potential

market failure.

This argument, formalised by Diamond-Dybvig (1983), is than an important

activity of banks is to finance illiquid assets (bank loans) with short term

deposits. This creates the potential risk that savers run to withdraw their funds.

A run can be triggered by bad news about the value of bank assets or by any

unexplained fear. In both cases, there may be a loss since illiquid assets may

have to be sold at a loss. A market failure occurs because a cooperative solution

among depositors can not be enforced. Collectively, there is no incentive to run

but, individually, there is the incentive to be the first on the line to collect the

deposit at full face value. In our view, it is the financing of illliquid assets with

short term deposits and the risk of bank runs which explains the need for public

intervention and the establishment of a safety net to guarantee the stability of

the financial system. In most European countries, public interventions by the

lender of last resort have been discretionary. Recently, deposit insurance



9

systems have been created in several European countries but they cover small

deposits only. This implies that the major public tool to prevent bank runs and

costly liquidation of assets remains the lender of last resort function of the

central bank. As it it well known that explicit or implicit guarantees on deposits

reduce the private market incentives to monitor the risk taken by banks and

price it correctly into higher deposit rates (the so-called 'moral hazard' problem),

there is the necessity for central banks to limit the size of their 'umbrella' and to

introduce various types of regulation. This includes traditionally ratios on capital

and liquidity. It involves also the specialization of financial intermediaries and

the separation between banking, commerce and industry.

In summary, banking activities such as deposit taking and lending are

characterized by asymmetry of information, systemic risk, public interventions

and moral hazard. Not surprisingly, these characteristics have to be taken into

account to analyse properly the extent of competition in banking markets. This is

the object of the fourth section.

4. Barriers to Entry in Banking

Baumol, Panzar and Willig (1982) have developped the idea that

competition does not require a large number of firms if markets are contestable,

that is if barriers to entry are low. The threat of potential competitors will lower

prices and lead to quasi-perfect competition. The analysis will concentrate on

barriers to entry from the supply and demand sides.



4.1 Supply Side

Real operatingeconomies of scale and scope

In a study undertaken on the costs of non-Europe, Pratten (1988) mentions

various sources of economies of scale : indivisibilities and fixed costs such as

research and computer costs that can be spread over a large volume of products.

Moreover, large size firms can obtain specialization of labour and superior

organization of production. The empirical evidence on economies of scale or

scope which has looked mainly at the US retail market is non-conclusive. These

results are particularly relevant for our purpose, since most of the gains on

banking integration will be obtained on the retail market. However, it may well

be that simple mass market products, such as deposits and the payment system,

will need a very large scale to benefit fully from automated technology. An

example often quoted is the development of an Electronic Fund Transfer System

which involves very large fixed costs. However, this may not be enough to

prevent the survival of smaller institutions. Casual evidence shows that the

payment system is managed in most countries by a group of banks and that

smaller institutions have access to the network. This is the case for Carte Bleue,

Visa, Mister Cash or the Eurocheck system. As long as regulation allows entry at

a fair price, it would seem that size is not a barrier to entry, even in the retail

mass market2.

10



Financial Economies of Scale or Scope

Financial economies of scale stem from the diversification of a loan

portfolio and the number of depositors. A large deposit base reduces the

uncertainty (variance) of deposit withdrawals and the need for costly liquid

reserves. Diversification of credit risk will stabilize income. Diversification is

particularly important in banking because stable earnings reduce the risk of a

bank run. A second type of financial economies of scope is that providing

various services - such as lending and equity participations - help to solve

problems of asymmetric information between lenders and borrowers (Dermine,

1990).

It is doubtful that large financial economies of scale exist on the deposit

and consumer loan market because one does not need a large number of clients

to capture most of the reduction in risks. The argument is more valid for small

and medium size corporate loans concentrated in one region. The correlation of

returns is probably high and national or international diversification would help

to reduce the variance of return on a loan portfolio.

Initial equity requirement

The European Commission requires a minimal equity requirement of ECU 5

millions to set up a bank. It is our view that this requirement should be

abandonned, and that tests of 'fit and properness' are better indicators of quality

than a minimum level of equity. However, the initial equity requirement is

unlikely to be a significantt barrier to entry, especially as the European

1 1



12

Commission will apply a lower requirement (ECU 1 million) to specialized

institutions.

Barriers to entry on the deposit and loan markets

Bank deposits

In countries in which a large supply of risk free government bonds exists, it

seems fairly easy to create quasi-perfect substitute to bank deposits, that is

money market funds. The case of France is analysed in Table Four.

Insert Table Four

Money market funds (SICAV court terme) were created in 1981 to avoid

regulation on time deposit rates. After a decade, they represent 25% of savings

and time deposits in France, with 220 funds ranging in size from FF100 millions

to FF 53 billions. The case of SICAV is a perfect illustration of the Klein-Monti

separation theorem discussed earlier. Quasi-deposits can be supplied via the

packaging of capital markets instruments.

Reputation is often said to be a barrier to entry on the deposit market. The

argument is that a bank recently created needs time to show its degree of

solvency. The existence of deposit insurance systems or rating agencies would

ease the problem if a proper disclosure of information is in place.



Bank Loans

The use of credit scoring systems on the consumer loan market and the

availability of interbank funds allows for a large competition on the consumer

loan market between banks, finance companies and the financial subsidiaries of

retail or industrial groups.

In the small and medium size company loan market, the entry cost will be

higher because of significant investment in expertise. A flexible labour market

would reduce this barrier to entry if expertise could be purchased from other

institutions.

In summary, it would seem that few barriers to entry exist on the supply

side. An exception would be the small and medium size company market for

which investment in expertise and a need for diversification would increase the

costs of entry.

4.2 Demand Side

From the demand side, it appears that switching costs, information-based

segmentation, one stop-shopping and reputation can limit the level of

competition.

The costs of tranferring an account from one bank to another will lock in

small size accounts. Moreover, the lack of information about alternative

products (such as SICAV) will segment the clienteles. Low yield accounts will be

13



14

supplied to the unsophisticated investors, while money market rates will be paid

on other accounts. In this respect, regulations which allows a large supply of

information would limit this type of segmentation. Finally, customer

convenience, one stop-shopping or mass-advertising may create real or artificial

switching costs which will limit competition on the retail market.

For the corporate loan market, the need to acquire a reputation to obtain

favourable terms and a long term relationship will limit competition. However,

the access to the capital market is a powerful lever of competition. Table five

illustrates the case of France where the commercial loan market (Billet de

Tresorerie) was created in 1985. Commercial paper represents 13% of short

term bank loan to business firms. Although the commercial paper market is only

open to large corporations, it could change the nature of competition on the

small company market. Indeed, small firms could obtain credit from their

suppliers which would be financed on the commercial paper market.

Insert Table Five

In summary, it appears that barriers to entry in banking markets are

relatively low, except possibly for the small and medium size company market for

which reputation and long term relationship are an issue. On the mass retail

market, advertising or one-stop convenience could very well create a barrier to

entry. This would be less true for the medium and upper scale categories of

retail clients for which personnel services will be more important.

An other factor which could limit competition is retaliation, that is the

threat that one player can raise on the other. Regulators can help to reduce the
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threat if they ensure that large players cannot 'dump' the market to force the exit

of competitors.

One should not infer from this analysis that the low level of barriers to

entry should imply a large volume of cross-border services and the entry into

foreign markets. This is not necessary if economies of scale are relatively low.

What is more important is that the lack of barriers to entry forces the banking

industry to adapt very quickly. It creates a 'state of mind' which induces large

adjustments (Vives, 1990). An example is the extensive deregulation of money

market instruments in Europe3. The evidence reported by Broker (1989) (Table

six) is quite illustrative of large adjustments in several European countries.

Insert Table Six

It is the threat of foreign competition and entry which creates the '1992

state of mind' and deregulation. This may be much more significant than cross-

border services.

5. Regulation and Competition

The objective of the paper has been to analyse the degree of contestability

in retail banking markets. Barriers to entry have been analysed from the demand

and supply sides. Although they appear relatively low in several banking

activities, they can be reduced even further by a pro-active competition policy.

In conclusions, we highlight the role of bank regulators in promoting competition

in banking markets.
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Marketing of Financial Services

On the ground of consumer protection and public interest, various

countries regulate the marketing of financial services. For instance in France,

the producers of SICAV can not advertise the returns. Another example is the

life insurance directive which does not allow active marketing across borders. It

is our belief that many of these regulations should be abandonned. This would

facilitate entry and prevent segmentation of clienteles.

Accounting disclosure and rating agencies

A large supply of information processed by rating agencies would help to

distinguish properly managed banks from risky ones (Guttentag and Herring,

1986). This would ease the reputation problem and facilitate entry.

Supply of liquidity by the lender-of-last resort

A quasi automatic provision of liquidity to large banks gives them a

competitive advantage which is not justified by pure economic efficiency.

Policies which reduce this automatic access would improve the competitiveness

of smaller institutions4.

Merger Policy

Baltensperger-Dermine (1990) reports that the aggregate assets of the five

largest European banks do not exceed 13% of the total market. Concentration

will likely increase, partly through mergers. On 22 December 1989, the

European Commission was given the right to regulate mergers when 10% of the

worldwide consolidated balance sheet of all parties exceeds ECU 5 billions and

when 10% of the (Euro-wide) consolidated balance sheet of two parties exceed
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ECU 250 millions. Smaller mergers are regulated at the national level. If it is

quite clear that a merger policy is necessary to foster competition, one needs to

distinguish the deposit and the consumer loan markets from the corporate loan

market. Moreover, measures of market concentration may not be the

appropriate criteria in those markets where the barriers to entry are low.

Retaliation and Predatory Pricing

We have discussed that an important barrier to entry could be the threat of

retaliation and predatory pricing. This can be avoided if the European

Commission or national supervisors prevent dumping behaviour.

Taxation and the cost of equity capital

The capital adequacy rules are forcing banks to adjust their margins to

meet the cost of equity capital. Although capital adequacy rules have been

harmonized at the BIS and EEC levels, it remains that the cost of capital could

differ across countries for taxation reasons. Both corporate tax and taxation of

personal income need to be harmonized to avoid undue competitive advantage

to some countries.

Large gains are expected from the integration of European Banking

markets. It has been discussed that barriers to entry are relatively low in many

banking markets. This explains the structural adjustments undertaken in

Europe, deregulation and the '1992 state of mind'. From the perspective of retail

consumers, the threat of entry is likely to be more important that cross-border

services and the creation of Pan-European banks. Regulators have an important

role to play to increase further the level of competition. The playing field is
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open. More work needs to be done to make it fully competitive, so that the

benefits of European banking integration can be fully realized.
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FOOTNOTES

1. Additional studies on European Banking include Bisignano (1989) and
Steinherr-Gilibert (1989).

2. Note, however, that American Express was denied the access to the French
system by the Groupement des Cartes Bancaires.

3. An analysis of the sources of innovations and deregulation is available in
Santomero (1989).

4. Guttentag-Herring (1987) and Herring (1990) discuss the difficulties in
implementing discretionary interventions.
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I.	 NI.	 ()K

1. Percentage differences in price.% al . /inane:PI products' compared with the avera K e al Mi . lour IriliT,■ l obSell'tillollS1

Banking
Consumer credit – 41 136 39 105 .4

— 26 31 121
Credit cards 79 60 26 – 30 89 – I .) 43 16
Mortgages 31 57 118 78 – 4 .4

— 6 – 20
Letters of credit 22 – 10 59 – 7 9 27 17 8
Foreign exchange 6 31 196 56 23 33 – 46 16
Travellers cheques 35 – 7 30 39 22 – 7 33 – 7
Commercial loans – 5 6 19 – 7 9 6 43 46

Insurance

Life 78 5 37 33 83 66 –9 –30
Home – 16 3 – 4 39 81 57 17 90
Motor 30 15 100 9 148 77 – 7 – 17
Commercial fire, theft – 9 43 24 153 245 – 15 – I 27
Public liability 13 47 60 117 77 9 – 16 – 7

Securities

Private equity 36 7 65 – 13 – 3 7 114 123
Private gilts 14 90 217 21 – 63 27 161 36
Institutional equity 26 69 153 – 5 47 68 26 – 47
Institutional gilts 284 – 4 60 57 92 – 36 21 .4

2.	 Theoretical, potential price reductions'-

Banking 15 33 34 25 18 16 10 18
Insurance 31 10 32 24 51 37 1 4
Securities 52 II 44 23 33 9 18 12
Total 23 25 34 24 29 17 9 13

3.	 Indicative price reductions3

All financial services
Range 6-16 5-15 16-26 7-17 9-19 3-13 0-9 2-12
Centre of range 11 10 21 12 14 8 4 7

Table 1 Estimate of potential falls in financial product prices

Source: Price—Waterhouse
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BELGIUM DENMARK FRANCE GERMANY ITALY NETHERLANDS SPAIN UNITED
KINGDOM

Average Margin ona
Demand Deposits
(1980-1985) 11.2% 16.2% 11.7% 6.5% 4.3% 5.6% 14.5% 10.8%
(1986-1989) 7.6 12.4 8.8 5.5 5 9.3 11.4

Average Margin ona
Savings Deposits
(1980-1985 5.6% 8.9% 4.3% 2.8% 3.4% 2.8% 10.7% 2.5%
(1985-1989 3.4 8.9 4.3 3.2 3.1 9.1 5.8

No. Inhabitants in
Branch 1807 1495 2176 1532 4187 1976 1185

Operating Expensesb
per Asset in Banks 3.65% 3.3% 3.13% 2.95 2.84 3.4 4.4

Operating Expenses inb 2.55%
Savings Banks 2.55% 2.5% 2.2% 2.3% 4.1%

Table Two : Interest margins and operating expenses, (sources = Baltensperger and Dermine, 1990)

a - current short-term rate minus interest rate paid on deposits
b - excludes interbank assets. Expenses on non-interbank is calculated as follows:
Total expenses minus (interbank assets x 1/8%) (end of 1986).
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Country Remuneration
per employee
National Average

Assets
Employee
(Thousands Ecus)

Average Cost
per Employee
(ECU)

Belgium 1.856 916.54 37.672

Germany 1.099 1022.16 26.00

France 1.559 787.85 31.716

Italy 2.134 939.63 37.631

Netherlands 1.193 1034.90 26.792

Luxemburg 1.904 3701.1 36.440

Spain 1.699 821.7 NA

Denmark 1.259 749.56 NA

U.K. 1.994 1387.3 27.854

Table 3: Salaries in the Banking Sector (1984-1986)

SOURCE: Neven (1990), Association Beige de Banques (1989).
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1981 1983 1985 1987

Number of
funds

1 50 121 226

Volume
(billions FF)

0.3 61.3 208 518

Table four: Money Market Funds - (SICAV Court terme) in France

Source: TGF
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June 1987	 June 1989

Billet de Tresorerie	 40	 85
(french francs billions)

Short term bank loans to
business firms	 453	 645
(french franc billions)

Table five: Commercial Paper Market in France

Source: Banque de France, statistiques monetaires definitives.
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Commercial Paper Treasury Bills

France 1985 1986
Greece 1985
Italy 1975
Netherlands 1986
Portugal 1985
Spain 1982 1981
United Kingdom 1986 1981

Table six: Introduction of Negotiable Money Market Instruments

Source: BROKER (1989)
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