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REGULATION AND COMPETITION IN BUROPEAN FINANCILL MARKETS:
THE CASE OF BANKING IN BELGIUM *

To -specak of applying o compétitivo policy to financial
markoets may strikce many in Buropo as a gtrange and futilo
axercise in cconomic theory. For yoars financicl markets have
bean synon@nous with large-scaelc government intervention and
cxtensive regulations. Competitive policy was thought to havoe
little or no applicability to these marketé bocause of their

regulated charactor.

Much the same attitudoe proevailced in the United States
until the mid - 1950', when, rather suddenly, competition in
banking eomoergod os a relevant public policy consideration.
Manifestations of this policy shift are the Bank Holding Com-
‘pany Acts of 1956 and 1966 and the Bank Merger Acts of 1960
and 1966. In 1963 an ontirely now dimension was added - the
Supruvme Court doclarced that antitrust laws werc also fuily
applicablé to commercial banking (1). No longor were ‘banks
(and perhaps other financial institutions) absolved from roes-
ponsibility under the antitrust lews, as indeod they had be-

liocved for morc than sixty years. By 1967 this competitive

¥ iLs this paper is an outgrowth of a confcrence which the
author gave for the Socidté Royale d'Bconomie Politigue de
Belgique, ho wishos to thank Baron van der Rest and the

other membors of the Socidété for their kind invitation. The
author has benefited extensively from numecrous cenlighteoning
discussions with his collcagues Llex Jacquemin and Robart
Wtterwulghe. He plso apprecintes the paticnce of his stu-
dents at Louvaein on whom many of his idens were first tested.
(1) UsS. v. Philadelphia Noticnal Bank, 374 U.3. 321(1963).




trend wns formally extended to nonbank savings institutions
undur the Savings ond Loan Holding Company Act, ~nd govern-
moent antifrust slcuths arc proscntly threcatening legal

action against brokcrage firms, insurancce companieg, mutual
funds, and any othcer financiol institution which cngages in

anticompelitive practices (1)n

In Burope, as in the United States, financial markcts
havae exhibited rapid growth in the postwar poriod. Neverthe-
less, Buropcan financial markets have failed to attain the
same breadth and depth and hove from time to time shown re-
markable unresponsiveness. Inhnovations of now financial so-
vices have becon glow in coming and, when finally developad,

have been marketoed in an unngegressive, lackadaigical way.

In this papcr, I shall arguc on the one hand that the
lack of vigorous competition in uropean financisl markots
hns boen an important reason for their retardation. In par-
ticular, the banking industry in Belgium demongtrates thot
Buropean financial markcets arce typicolly not competitive
cnough to assurce cfficient social performance-(Banking is
singlcd out for study bocausce it is an important finsncial
industry and becouse, at lcast in the casc of Belgium, it is
ostensibly as competitive as arc most Luropean financial
markats )(2). On the other hand, it will be contended that

the spplication of a compotitive policy to Europcan fincncial

(1) FProm 1960 to 1969, th: Department of Justice challeng:d
thirty=-one bank muergors under thoe antitrust laws.

(2) In an important sense, banks arc¢ also unique financial
institutions. They arce the only private institutions peor-~
mitted to supply both demand deprsits and short-term busi-
ness loans. As such, all of theilr products may intrinsically
carry an aspcct of "product differcocntiation'.



markcts would do much to improve their porformoncoe. Spoci-

ficallysprescnt public regulation should be changed to on-

courage moro frecoedom of decision-making for individual par-
ticipants and to permit market forces to reoward e¢fficiency

and to penalize inefficiency.

The following discussion begins with a brief summnry
nf the merits of having competition in finaoncial markets.
Next, I consider the issuc of whother public regulation in
any form igs desirable. From this gencral discussion I turn
to the more specific. First, evidencce is prescntud to show
that banking is prescntly not highly competitive; and, so-
cond, I arguc that the abscnce of competition in banking is
due to oxcaesgsively restrictive public rogulation as well as
to certain privatce rostraints on compcetition. Finelly, so-
voral policy changes arc recommendad, changes which the
author belioves would improve the market performance of

banks and othuer financial institutions.
The Necd for Compctition in Finnncial Markets

Generally, competition is desirable bacouse of its

effocts on market performance and on the allocation of scarce

resourcus. Ifinancial markcts arc not an cexcoption to this
genornl rule, and in somc ways cfficiont social performance
is even morc necded in financial moarkoets. As the norve- §
conters for our complex oxchange cconomices, finoncial markcets (
do much to cithor cnhance or thwart cconomic welfarc. For

example, a low transaction cost c¢ncourages economic specio-

lization and efficicnecy, while a varicty of attractivae sn-

vings options stimulates scoving and fosters cconomic growth.



Aalthough impossible to calculats with procision, tho socinl
cost of sub-optimal porformance in these morkets in surcly

vory groeat.

lioro specifically, competition is dosirablce bocausc

of ites bencoficial offccts on allocative officicncy, productiva

tiv
pfficicrey, ~nd product innovation (1) In the obscnce of
competitive markets, the problem of allocating resources bao-
comes formidabl :. Pricces;, or in this casc interest rotes,
can no longer be used to guidae roesources to theilr most pro-
ductive c¢nds. Too much of one product is producid and not

onough of anothor.

Since the chicf resource allocoted by financial
merkets is credit, the conscquencoes of misanllocztion arc
far—-reaching. If financial institutions acquir.: monopoly
power overy some industrics but not over others, the flow of
credit will boe distorced in favor of the lattur, causing =
distorsion in productive output. lorc important, howover,
is that such cradit discriminntion also gives some entor-
priscs an unfnir advantmge over their competitive rivals, ond
may eﬁantually cnable fovoroed firms to acquire monopoly power
in their own markots (Q)» Discriminatory crodit torms may
also be n sorious borricr to potential untrants. The criticnl
role which croedit plays ns a pronductive input, thereforc,

(1) Although an "equitable" income distribution is omitted
from those gonls, it is impliced by thom.

(2) EBmpiricnl studics have shown thot lcss compaetitivae
banking markets result in higher loan rates. Sce my "Con~
centration in banking nnd its effict on business loan raotes",
Rev. of Rcon. and Stat., Aug., 1964.




makes computition in finnncinl morkets especinlly important.
Crodit imperfeuctions typicnlly luad to othoer market imporfoc-

tions.

Without competition there is nothing ton assurc crgani-
zational or productive efficicvncy ns woll Monopolistic firms
that dn not feol the throent of survival often bocecrme prssive
and lethorgic, prefering to tnke their excess profits‘in the
form of =~ "quiet-life" (short hours, excessive salaries, lu-
xurious offices, inferior organization, etc.).In recent
years economists have accumulated evidence to suggest that
the social losses due to this kind of inefficiency are con-

gidernble (1).

Finaolly, o competitive environment induces firms to
react guickly to changes in consumers' tastes, or to meet new
demends with new products. SBhifts in demand change préfit
opportunities, so that competitive firms operating with
normal profits are forced to channel their effortse towards

the new arens of profitability.

Buropenn financinl mnrkets need the stimulus of compe-
titionannaggressive, protected, enterprises which are nei-
ther pennlized for poor performnhce nor rewaorded for supe-
rior performance coan hardly be excepted to develop financial
markets which will keep pace with the chonging needs of

ropidly expchnding economic systems.

(1) See H. Leibenstein, "Allocntive efficiency versus &£ -
efficiency", Am. Econ. Rev., June, 1966,




Why Regulation 7

Competition in the sense of complete laissez fsire

ig not o plausible objective in financial markets. Some

regulation is desirable.

Although it is not impossihle that the banking
indugtry itself could develop o private system to accomplish
the éame ends as does government regulation, in practive the
necessnry degree of private initistive and cooperation is

usbally lacking.

First, and most important, government has a social
regponsability to see to it that a viable and efficient
payments system is developed and maintained. But even an.
efficient, convenient, paymentg system is of little value
if the risks‘associated with using it ére so high that people
choose not to use it. A necessary concomitant of suoh a payments
system, therefore, is absolute public confidence; and since
commefcial banks ordinarily render this service, it becomes
a matter of mointnining the public's confidence in the banking
system. This is the first and primary goanl of any regulatory
policy.'

Second, by encouraging persohnal savings, financiea
markets play an important role in crpital formﬂt}on and cohn-
sequently in economic growth. Banks and savings intermedia-
ries brovide an attractive, low-risk, method of soving, es-
pecinlly for small savers. Although these snvers could in

theory be subjected to o rule of gaveat depositor and forced

to search for savings institutions whose portfolio policies
they approved of, in practice most savers do not possess the

necessary degrece of finnncial sophistication (even if the



neccssary information were availablo). Once ngoin, there-
fore, the gonl of financial rcgulation is confidence - this

time the confidence of savings depositors.

To achieve these gomls, finrneinl policy in_Belgium,
as in most other countries, has becn directed towards per-
‘serving tho solvency of finonecinl institutions. Other than
the Kkind of bankrupties that arc the consequence of sovere
depressions in economic activity, which in any case con only
be dealt with by the timely intervention of the central bank
in its role as "lender of last resort" and by the wise usec
of monetary and fiscal policy, the major hazcrds faoced by
banks ond savings institutions are illiquidity, bad asscts,
mismanagement, ~nd "overbanking". Regulatory policy typi-
cally attempts to protect institutions agninst these hnazards
by imposing strict capitnl and liquidity standnrds, on-the-
spot esset examinations, restrictions on the kinds and
amounts of asscets institutions can hold, and by limiting
genernl competition with restrictions on entry, branching,
etc. Although some countries are more restrictive than
others - Belgium is less restrictive than the United Staotes
with respect to entry and brrnching but more rostrictive
with respect to liquidity requiremcnts, all countries have
ndopted. sn imposing array of regulations aimed at maintai-

ning the solvency of finnncial institutions.

The obvious question is: do we need so many constrrin-
ing regulations to maintnin the confidence of depositors.
Prasent reogulatory pelicy achicves this goal by protecting
not only decpositors but investorstcapital ns well. A superior
policy would bc one that succeceded in maintaining confidence

but:at the same time subjected institutions to the trinls of



the market ploce. It is, after 211, only thoe "tost of sur-
vival" which can guarantce the development of a socinlly ef-

ficient market system.

One regulatory tool which succceds in maintaining
depositors‘ confidonce but nlso permits the markot mechanism
to function freely is "deposit\igsurance". Sincco 1935 the
United States has had o highly succossful system of deposit
insurancce. It is funded chiefly by premiums assessed on the
private institutions themselves,nlthough it has some govern-
ment backing as well. The success of this system in mainteoi-
ning confidence can be best seen by ddscribing the recent
failure of a small American bank in Covelo, California.Al-
though the bankrupted bank was the only bank in town, "Covelo
residents took it (the failure) with surprising calm" (1).
With the exception of two depositors, our insurance system
repnid all deposit losses in full within six days of the
failpre. Admittedly, we have not experienced bankrupties of
banks larger than 3 thilliard of francs,but there is every
reason to believoe that the system is soundly concieved to

maintain depositor confidence (2).

In sum, some sort of rcgulcotion is necassary to as-
sure public confidecnco in the financinl system. Novertheless,
this goal cannot begin to justify the cxtcnsive ncetwork of
controls that has grown-up over the years. Supplemerited

by a sound system of deposit insurance (3), much rcgulation

(1) Wall street Journal, Pacific Coast Edition, April 19,
1965, 12.

(2) See Tussing, "The Case for Bank Failure", The Jour. of
Law ond Econ., October, 1967.

(3) See M. Mayer, "A Graduated Deposit Insurance FPlan',

47 Rev. of Econ. and Stat. 114 (1965).




could be climinated.Somc capitalization requirements and
some "character screeoning" of new e¢ntrants is still pro-

bably desirablye; but littlo morc.
The Evidencc of Inadequate Competition

Asgossing the degree of competition in an industry
is typically difficult.: With respect to banking; howevcr,
the evidence is unusually pervasives This evidence consists
of: (I) the low failurc rote and generanl stability in the
structure of the industry; (II) the persistance of firms of
less than optimal scalce; and (III) profit performancce which
is inconsistent with the results of multilateral mérket

competition.

Stnability of the banking structure. The Belgian

banking structure shows remarkable stability in one respect
but éonsiderable instability in another respect. Although
there are nearly eighty banks operating in Belgium, the

three lnrgest banks account for three-quarters of the‘total
markét; and this has been truc since the end of World War IT.
Table I shows that the shares of the largest banks have becn
extreomely stoble for the past twenty years, in terms of both
assets and bank offices. On the other hand, Table 2 suggests
considerable entry and cxit activity. From 1960 to 1967, for
example, a total of ceighteen ncw banks began operantions, al-
most threc a year: while twenty-one banks exited the industry
through ocither merger or voluntary ligquidation, or about
throeva yoar. On tho basis of structurnl stability, therc-
fore, it appcars that there may be substantial compectition
among smaller banks but little competition among the largest

banks .



10

TABLE I
CONCENTRATION IN BANKING *

Percentaoge of Percentage of-
totol asscts all bank offices

1945-50 1966-67 1966-67%* 1945-50 1966-67

Largest bank 35.4 34 .2 37.3 31.5 | 32.4

Largest two banks 58.2 60.0 65.3 61.8 61.2
Largest three banks 7T70.4 75.0 81.2 79.3 80.6
Largest five banks 75.0 81.5 89.6

* Commission Bancaire, Rapport anniversaire 1935-1960,
and Rapport Annuels, 196H-68,
*¥ Excluding Foreign Banks

PABLE 2
CHANGES IN BANKING STRUCTURE, 1945-67 * (All Banks)

1945 1945-60 1960 1960-67 1967

Total number of banks 94 82 79
National banks 86 75 68
Foreign banks 8 7 11
Now banks 13 18
lMergers 16 15
Liquidations 4 6
Failufes’ : 5 0

* Commigsion Brncaire, Rapports annuels, 1946-68.
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A low failure raote also suggests the absence of
competition. It is not ¢lear from Table 2, however, what the
rote of forced withdrawal heos been in banking. The Commission
Bancrire no doubt "converts" potential failures into either
mergers or wvoluntary liguidations, moking it impossible to
determine exoctly what "copital losses" werce sustained
through failurc. Given the intensc concern of the Commission
Bancaire, it seems only prudent not to attach great impor-

tonce to the rbsonce of "official" failures in the poriod

1960-67 (1).

S¢ccla Bconomies. In effectively competitive markets,

firmeg of less than optimal size are eventually forced to leave
the industry. Assuming competition, therefore, the skewness in
the size distribution of Belgian banks suggests that there

are little or no cconomies of scale in banking. Five Belgian
banks have assets in excess of 10 billion Franés, while 44
banks have less than 750 million francs of assets. In addi-
tion, the average size of the largest three banks is more

than 20 times +that of the average sime of the smallest 44
banks. Since large and small banks often operste side-by-
side, we can draw only one of two conclusgions: either there
are no economies of scale, or thera is little competition

between large and small banks (2).

(1) It is hoped that the Commission Bencaire will make
available more meaningful figurces in the future. A study of
the primary motivations for mergersand liquidations would be
very illuminating.

(2) Although it is possible,oven probable, that some small
banks do an entirely differcnt business than largce banks so
that they are not in "competition" with big banks, this
possibility could hardly encompass all small banks.
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Measuring scalo economi®s in any industry is diffi-
cult.In‘banking it is ceven more difficult. The differcnce
in product-mix betwecen large and small banks may be subston-
tinl, so that comparing their respective cost curves may be _
annlogus to comparing a French restaurant with o steel mill.
In the abscnce of a more definitive study, however, wo must
rely on what is available. Taoble 3 presents evidence which
cleoarly indicates the cxistence of nt least some economi€s-

of sc~lc in banking.

TABLL 3
ECONOMIES OF SCALE IN BANKING

(Banques constitudes sous la forme de Société Anonyme *

Banking size class Oporating expenses/ Operating expenses/ Capital/

by total assets Total assets total revenue total assat:
(millions of B.F.) 1966 1967 1966 1967 196768

0 - 250 . 0435 .0424 4684 4479 14 .20

250 - 750 .0376 .0366 .4218 .4190 8.97

750 - 2,500 . 0297 .0276 . 3625 3711 14,37
2,500 - 10,000 .0294 .0278 .4195  .4084 5,79
10,00 and over . 0284 0271 4340 4246 4.45

¥ Commission Bancaire,
jargon of the Commission Brncaire,operating oxpoenses are
"Frais généraux",
venue is a bank's gross earnings,

Les Report Annueslg,

total assots are

propres”" or "non exigible".

"Actif total',
and cepital is

1965=1969.

In the

total re-
"Fonds
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In industrial firms there may be many kinds of ecohomics
of scale:in production, distribution, research, selling, ma-
nagement, and capital costs. In banks therc are variobs kinds
as well. Tablc 3 attcompts tO measurc two gehoral types of
econohies in banking: "“operating cost" and "financial" eco-
nomies. "Operating cost" cconomices refer to operating costs
(salarios and wages) advertising, etc., but not interest pzid
on dcposits) por unit of output, "Financial economies".refer
to the zdvantages which big banks may have in respect to
capital roequiremontsy Since large sizeo usually brings greater
divergification, big banks may neced less capital relative to
their liabilitices, and this greater lever=age may reduce cepital

costs (1).

Table 3 shows that 8cohomics of #cale exist in both
kinds‘of "costs". Pirst, opcrating coste (frais généraux) per
unit of assots and per unit of gross income (revenu total)

both show substnntial operating economies up to a bank sizo
of at least 750 to 2,500 millions of francs. Two different
measures of output are presented because of the difficulty
of defining bank output. For cxample, banks produce certain
services for which there is no asset counterpart, such as
trust and brokerage services. For this reason, a bank's gross
income (revonu total) may better represent its output. Up to
a bank size of 750 to 2,500 millions of franes, both measures

indicate the existence of @conomies of scale. For larger size

(1) Although bank rcegulation oxorts an important influence
on capital requircments, such regulation may itself be a
reflection of market realities, at least to some extont. In
any case, there is clearly some benefit to large size in
this respect, and, rather than ignore it, I have chosen to
overlook +the regulatory bicse' '« More refined measures of
financial economies are no doubt possible, but more availa-
ble ones arc note.



14

banks, hdwover, the two measures differ. If ocutput is defincd
as gross income, Trble 3 shows operating cost diseconomies;
if output is dofinod as total asscts, it suggests a rather

flat cost curve for banks of lorger size.

Evidence of "financial" cconomics of scale is cspecially
strong. Table 5 prosents capital-to-asset ratios (fonds pro=
pros % actif total) By bank sizo which suggest +that larege
banks enjoy the advantage of greater loverage. At least up to
a sizme of 2,500 to 10,000 millions of francs banks are able
to incroase their leverage as they become larger. Somewhat sur-
prising, howcver, is that all mecasures of economies.of scale
presented in Table 3 indicate that scale ecohomies coase after

reaching some size of less than 10,000 millions of francs.

Given these findings, it would appear that at least
fifty banks oporating in Belgium are inefficient, or are less
than the optimum size. If vigorous competition existed bhe-
tweeg small nnd large banks, many of these inefficient: banks
would obviously bo forced to withdraw from the market. As a
considerable number of small banks continue to exist and
progper, it scems clear that very little competition exists

betwoen large and small banks.

Profit performance. The ability of a firm or industry

t0o aarn morc than "normal!" profits is a prime indicator of

its insudlation from competition. Although it is difficult to
agree on what rato of profit is "normal", a reasonable ap-
proach is to compare profit rates among industries. A rocent
somple survey for tho yoears 1967 and 1968 shows that the return

on,capital in most industriocs is around 5 ot 6 per
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coent (1). How docs banking comparce to other industries 7

TABLE 4
BANK PROFPITABILITY ON CAPITAL
(Benefice nct par rapport aux fonds proproes does banguces con-

stituées dans la forme socidté anonymc, en pourcontage) *

Bank size class by total assets (millions of B.F.)

Yoar
0 - 250 256 - 1,000 1,000 - 10,000 10,000 and o
1960 T35 9,14 10,74 13,53
1961 9,72 10,91 12.71 14,95
1963 8.56 9.62 9.92 12.29
1964 5.11 10,08 11.83 11.58
1965 6.86 9.07 11.91 10.74
Monan 7.5 9.71 10.79 12.50
Bank size closs by total asscts (millions of B.F.)
0-250 250-T750 T50-2,500 2,500-10,000 10,000 and
over
1966 3.96 4.88 9,22 10.67 11.19
1967 1.99 T.72 6.42 11.73 11.27
Maan 2.98 6.30 7.82 11.20 11.23
* Commission Bancaire, Les roport annucls, 1960-68.

(1) Banque de Paris et des Pays-Bas Belgique, "Evolution do
la rentabilité ot de l'cendettement des socidtés belges en
1968," Service d'études, Juin, 1969. The number of firms
sampled in each industry is small, making these figures less
than ideal.
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‘Table 4 prescnts profit ratos for banks by sizce class
from 1960 through 1967. Thore are two striking aspects. The
first is that large banks corn much highor profits than small
banks. In rccoent years banks with asscts greater than 2,500
millions of francs attained a rate of return on their capital
almost four timoes highor than thaot cocrned by bonks with mssets
of less than 250 millions of ffancs. The sccond aspect is
that the rate of reoturn in big banks has consistently surpas-
sod by a widu margin the "normal" ratce of return in Belgian
industry. Rather than the usual five or six percoent return on
capital, largc banks have carned more like ten to thirtcaen
porcoﬁt. Theose findings add impressive support to our earlier
conclusions that, first, therce ig very little competition be-
tween small and large banks, and, second, there is a serious
lack of competition among tho large banks themselves. Large-
bank profits are certainly higher than would be the case under

morc competitive conditions (1).

A final point of intirest is that there is practically
no difference in tho profitability betwecn large and very
large banks. In threo out of the last cight years (1960-67),
banks in the 1,000 to 10,000 million-franc sizc¢ class actually
carncd o slightly higher return on capital than dig ‘tho
giant banks. This similarity in profitability reinforces our
carlicr conclusion that cconomics of scale largely cease
after banks rcach a size of between 2,500 and 10,000 millions

of francs.

In summary, the e¢vidence suggests that banking is not
o highly compctitive industry. Although there is undoubtedly
a considorable degree of compotition at the margin, or with
respcct to the very small, highly inefficient banks, most

banks of any sizu¢ are immuns from serious compcetitive threat.
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Public and Privatce Restraints on Compectition

The cxcecedingly high profitability of large banks, tho
structural stability of coertain fonturces of banking markcts,
and tho continued oexistcnce of many banks of less than optimal
senle arc not difficult to cxplain. Thoy arisc because of an
all-cncompassing systcm of public regulation and supervision
working in conjunction with a wecll-developed privote markot
organization. Mosgt of the public rcgulation appeanrs undcr the
guise of proteccting depositors and maintaining the solvcney
of banks, while much of the private organization is more in-
formal. Inlmany cases, government regulation actually encou-
rages private organization which restricts competition, oncc
again under the guisc of preventing "excessive" compoetition.
An example is the familiar cartcl arrangement whiéh restricts
price compcetition for savings dcposgsits. The point, however,
is nhot that banks make a conscious effort to arrange conspi-
racics in restraint of trade, but that public regulation has
the express purpose and private orgahization has the inci-

dental effcect of restraining competition.

Public regulation. Although public regulation rcstrains

competition in many ways, two types of regulation stand out
immediately as among the most important: (1) the restrictions
against pricc compcetition, and ( 2) the limitations against

entry, "broadly intcrpretoed .

Public regulation, of coursc, does not dircctly control
all forms of price competition. Bankers are frce, nt lcast
theoretically, to sct whatever loan rates they believe is
appropriatec. It is with reospoct to inputs - or deposits - that

public regulation excrcises its most restrictive influanco.
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Bankcrs are not frece to pay whatever intcerest rate they wish
for aeposits. Ratus paid on doemand deposits are strictly con=-
trolled; and rotes on savings deposits, although not as for-
mally regulated, are just as offcetively controlled. If the
rostrictive off.cts of this rcgulation oxtended only to do-
posits, it would bo se¢rious cnough. But control of input priccs
often has thoe periphoral effouct of affucting compctition in
the output morkct as well. Numerous American cnitrust cases
have discoverced that anti-compotitive pricing systems for
output are frequently devcelopod and maintained through con=
trol of input pricos (1 ). Sincae tho interest cost of at-
tracting and holding deposits is one of the most important
bank expenses, the condition of cqual costs in this scense
ancourages "conscious parallelism" in the cutput. market- or
fosters tacit agreemont to follow the leadership of the

largest banks in the credit markets.

The inability of banks to compcete in terms'of price
has alesc resulted in a proliferation of undesirable forms
of non-price rivalry. Luxurious bank offices, oxcessive
branching and excess capacity, and © advertising eipendi—
tures have boecome alternative forms of competitive rivalry.
Since it is unlikely that these alternative “scrvices® provi-
de consumcrs with a benefit proportional to the costgs of
furhishing them, non-prico competition has probably resulted
in highoer bank operating costs than would prevail under con-

ditions of price compcetition. In addition, some forms of non-

price rivalry, such as advertising, may rcsult in significant

(1) U.S, v. Socony-Vacuum 0il Co., 310 U.S. 150 (1940)
Amorican Tobacco Co. Ve U.S., 328 U.S. 781 (1946);
Povely Dairy Co. v. U.S., 178 F2d4 383 (8th Cir. 1949).
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product difforentiation, which could create a serious barrier

to competition through new entry (1).

The soecond type of regulation which has had an impor-
tant impoccect on competition are thoe various limitations on
ontry. Entry can come from several sources. Now banks may be
formed to compote with vxisting banks, or ¢xisting nonbank
fincneinl institutions can onter banking markets dirocctly by
nfforing idontical products. LWith resparct to the latter, ro-
gulations scvoroely limit dirvet competition between banks ~nd
nhonbenk finoncicl institutions. For cxrmplc, nonbrnk fincn-
cinl institutions connot provide demand deposits ond short-
team business credit, while banks cannot provide long=term
créddit. Thus, sevorc portfolio restrictions on both banks and
financial intirmcdinrics groatly limits competition between

them (2).

Private orponizaotion. Public rcogulation is not the only

source of constraint on computition. Private organization, of
bqth a formal ond informal choracter, also exercises anh ime=
portant constraint, and this typc of organization is often
vheourngad rather than discouraged by governmental authoritics.
Once again, I omphasize that in most cases there has beon no
conscious cffort to restrain trade. Rather, the rostraint on
compotition has boen an incidental - although important -

offeect of thaso arrangements.

(1) Sce T. Wilson and V. Commanor, "Advortising, Market
Structurae, and Performance", Rov. of Econ.and Stat.,
Nov., 1967.

(2) Sce 4. Lamfalussy, "Lao politigque mondtaire en prdésenca
dece circuits financicrs cloisonndés", Rocherches licono-

miquos du Louvain, Juin, 1967,
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Banking, like other industries, has its trade. associa-
tions. These associations often perform valuable informational
and educational services. They also provide a ready forum to
resolve conflict. Since competition is a form of conflict,
trade associations have at least the potential of permitting
competitive conflicts to be worked-out in terms of words ra-
ther than market performance. This danger seems especially
real in markets which are tightly oligopolistic, like in bank-
ing where five banks account for about 90 % of all assets in
Belgian banks. T am not nearly so cynical as was Adam Smith,
however, who said: "People of the same trade seldom meet to-
gether for merriment and diversion, but that the conversstion
ends in a congniracy against the public or in some contrivance

to raise prices'.

Other forms of private restraints are more formsl. Per-
haps the most serious of these are the constraints incidental
to the holding company form of organization. 411 of the largest
Belgian banks sre members of gigantic holding company organi-
mations, which include both financial and nonfinancial enter-
prises (1). These organizations offer numerous possibilities

for restraining competition.

Pirst, holding companies serve to unite the diverse in-
terests of potential competitors. Banks, insurance companies,
savings institutions, and even steel companies may be joined
together in a common purpose. Holding companies permit close
contact between top management, either directly or through in-
terlbcking - directorships. Where the scope of the market is
small, as in Belgium, there may be few likely potential en=-

trants into banking, so that eliminating the entry threat of

<1) Centre de recherche et d'information socio-politiques,
Fiorphologie des Groupes Financiers, 1966,
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these firms through holding company associations could be
a serious restraint on competition. For tightly oligopolis-
tic industries, potential entry is one of the few market me-

chanism capable of effectively limiting market power (1).

Second, to the extent that certain business as are
tied to banks through holding -companies, there does not exist
real competition between the banks for the business of these
companies. There is no way of knowing just how substantial
this problem is in Belgium, although it does not appear to
be trivial. Nor do the competitive effects of tying banks to
nonbanking enterprises stop with banking. They extend to
other markets as well. In fact, holding companies raise a
competitive issue which has had a long history in American

antitrust law:that of tying arrangements.

A tying arrsngement, in general, is a formal‘or in-
formal agreement between a seller and buyer where the seller
agrees to sell one product but only on the condition that the
buyer also agrees to purchase a different(tied) product, or
at least agrees not to purchase that product from any other
firm. Put in the context of hanking, the problem is that banks
may use their control over short—term credit to insist or
"strongly suggest" that borrowers who want continued access
to credit should also use the services or products of their‘
holding company affiliates. Since many businesses depend on
bank credit for their economic existence, this practice could
also in the long run substantially reduce or eliminate compe-
tition in other industries~specifically, the industries of

bank holding company affiliates (2).

(1) See F.T.C. v. Procter and Gamble Co., 386 U.S. 568 (1967).
(2) See F. Bdwards, "Tie-in Sales in Banking and One-bank
Holding Companies", The Antitrust Bulletin, Fall, 1969.




22

Thug, the combination of public regulation and private
institutional and orgenizstional arrangemcnts goes a long way
towards cxplaining the lack of competitive market performance
in Belgian banking, and the same is probably true for other

Eufopean financial markets.
Improving Performance Through Regulation.

Improving performance in banking and other financial
markets is not an easy task. There are threc strategies which
can be employed towards this end. They are: (I) altering the
market structure, (II) changing regulatory policy, and (III)
prohibiting certain types of private organization. Some change

in all three may be hecessary in the case of banking.

Small, marginal, changes in banking structure are not
likely to have a significant impact on bank performance. For
example, prohibiting mergers among large banks or even prohi-
biting large banks from opening additional branch offices will
nét alter market structure either very much or very quickly.
These tools arce more appropriately used +to prevent the devélopm
ment of excessive concentration rather than to rectify an al-

ready concentrated structure, as in Belgium.

To effecctively improve bank performance through struc-
tural change would, unfortunately, necessitate rather drastic
reform. Spccifically, the dissolution of large banks into
smaller banks. Although drastic, this action could create =a
market structure more closely resembling the atomistic compe-
titive structure of classical economics. A policy of dissolu-~
tion is not without problems, however. 1f there are cconomies
of scale in banking, and surely there are some, digsolution

may result in suboptional banks, with a consequent loss in
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productive efficicnhncy.

Here wo may be able to draw some guidance from our
provious findings on economies of scalc. Tables 3 and 4, it
will bo rememberad, indicated that most cconomies of larga
size digappear after reaching a bank sizce of 10,000 millions
of francs. This suggests a rather provocative structural
reorganization: breaking-up the largest banks into
many banks of 10,000 million francs. The largest five Belgian
banks account for about 400,000 million francsg of bank as-
sets.If those five banks worce convaerted by dissolution into
some Tort¥ banks of optimum siz:, the resulting market
structure would wvery much approximate the classical compoeti-

tive structurc.

No responsible rescearcher or policy-maker can recom-
mend . such a drastic reorganization without a good deal of
hositaﬁion, however. My investigation of scaele economies is
admittedly simplistic, znd very large banks may serve social
purposes hot considnred in this studv. It scems desirable,
nevertheless, that Belgian regulatory authoritics at lcast

begin to seek better answers to those questions (1)a

Given the difficulty of significantly altering the
banking structure, substantial improvements in poerformance
can, 1 believe, still be made by modifying aspects of regu-

latory policy and private organization.

(1)rThe Commission Bancaire is presently undertaking the first
study of economies of scale ever done on Belgian banks. Hope-
fulktly, this study will bw more penectrating and informative and
will be available for public consumption:
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Pirst, a system of dopdsit insurancoe should be insti-~
tuted. By guaranteeing the safety of deposits in small and
m:dium~-sized banks, deposit insurance will eoncourage doposi-
tors to view these banks as idz2ntical to big banks, despite
the larger resources and the superior diversification of the
lattor. The result should be to enlarge the demand for the
sorvices of thaeso banks and give then more competitive cqua-
lity with the very large banks. In addition, a systcm of de-
posit insurance would poermit rcgulatory changes designed to

encourage competition.

Second, a policy of frce entry is necessary. With the
exception of the case where entry is denied because of poor
character (or potential criminal abuse), any person with the
required capital should be permitted to form a bank (1)9 In
addition, the artificial legal barriers which limit the sigze
of the market by preventing nonbank financial institutions
from competing with banks should be discarded. In particular,
savings institutions should be permitted to accepht demand
deposits and cxtend credit similar to that of banks (and vice
varsa). Groater competition among the different types of cs-
tablished financial institutions would cxpand the market and
create a market structurc morce inducive to competitive per-
formance. Finally, foreign banks should be given continued

access to Belgian markcects.

Third, supervision nceds to bc modified to permit banks
greater freedom to establish their own crcdit and risk stan-
dards. By permitting banks to cxperimont with new types of

credit or to specialize in particular lines,non-price compe-

(1) Table 2, prescented earlicr, indicetes that the Commis-
sion Bancaire is already pursuing a liberal entry policy
with respect to the chartering of new small banks.
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tition could assume a more constructive charactecr. Instcad of
excasgive advertising and promotion of identical products,
banks may mek: a scrious ceffort to develop z2nd market ncw

products and servicas-.

Fourth, rcostrictions on the interest ratces paid on de-
posits should be celiminated, both on demand deposits and on
"savings deposits. Rather than supporting cartel rste-fixing,
public policy should chncourage the most afficient banks to

pay the highcst rates.

In almost every country with which I am acgqguainted
limitétions on intcerast paymonts stem from a fear that rate
competition will result in increascd pressurc on carnings
and thus lead banks to make imprudent loang and ihvestmentsa
This argument is both mislcading and wrong. If increased rate
competition does reduce the overall guality of bank loans and
inveétments, and if this condition does lead to additional
bank failures,such failures would have to be judged as due to
bad managoement. 3ince the express purpose of competition is
to weod out the inefficient and incompetent, this possibility
is hardly undesirable (providing the nccessary safeguards dis-
cussed sarlicr have alroady been adopted). In addition, reccent
empirical rescarch in the United States indicates that this
"qualify deterioration" argument is simply wrong. Studies of
banks prior to legal restrictions on intcrest paymants. (emga
1930's) have shown that the payment of interest on demand de-

vosits did not lead banks to assume greater risks (1)"

Fifth, the holding company form of organization neceds to

be carefully scrutinized to determine if it enhances or

(1) G. Benston, "Interest Payments on Demand Deposits and Bank
Investment Behavior", Jour. of Pol. Econ., Octobeor, 1964.
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diminishes public wclfarc. Dach country Tocus diffeoront
wconomic probloms, so that it is impossible to sun.ralize

and, apply one country's oxpori-nece to another. Still, givoen
the small sizec of the Belgian cconomy, the anticompotitive
impact of giant holding ccmpanics may not boe trivial. TFurthoer,
many cconomists arce vory sceptical of the purported cconomic

advantages of this form of oigénization (1).

Finally, some gort of antitrust policy should be ap-
plisd to banks and financial institutions. Mergers, affilia-
tions (through gither stock control or interlocking dircc-
torateg), trade association activities, and 211 types of
agrecments among financial institutions should be subject
to the samec antitrust standards as are nonfinancial businesses.
There is no reason to cxempt financial institutions from the
social and cconomic standards generally considered appropria-

te for other industries (2).

These are not small changes in policy. Although the
social benefits appcor to merit thoesce changes, they arc
certain to encounter vigorous opposition. The inefficient and
incompaetent always foar frce competition; large firms arc al-
ways rcluctant to give-up dominant markcet positions; and al-
most all governments wish to ovoid changocs which carry zven
a romote possibility of failure. Indeced, in Belgium, as in
other Buropean countrics, governments are important direct

participants in financial markets (3). As such, they arc

(1) See my "The Onc-Bank Holding Company Conglomersto:

fnalysis and Evaluation", The Vanderbilt Law Review, Nov.,19691
(2) See, however, U.S. v. liorgan, 118 7. Supp. 621 (3.D.N.Y,
1954.

(3) In Belgium, for cxamplc, government institutions account
for approximatcsly half of the savings doposits haold in fi-
nancial institutions.
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unlilkely to indorsce policy changes which may eventually maka
it more costly for them to acquire funds (1). Onc wond rs.
whoethor it is oifhor necossary or dosirable under contom-
porary cconomic conditions for povornments to participate di-
ractly in financinl morkets (2)° Social objectives might be
accomplished botter through a soundly conceived private ine-

centive systcom, created and maintained by governmont.
Competition Ixtcecnded

The procaeding has becn a ploa for the adoption of a
competitive policy. It docs not assurc the success of this

policy-

There arce two obvious outcomes. Either such a policy
will foster competitive markets in the future, ox frecdom
to compete will rosult in incrceasing market concaentration
as the larger, morce uvfficiont, banks drive their smaller ri-

vals into liquidation and merger.

to
(1) To the extent that government is able borrow private sa-

vings at an interest rate below what it would have to pay

under compotitive conditions, the offict is cequivalent to a
highor income tax. The offect is undoubtedly recgressive as well.
(;) I do not refer, of course, to monctary policy. Some in-.
torvention will always be nacaossary for purposces of monoeteory
policy. A1l of the above policy ruecommendations have boon

made only after also considcring their implications for mong-
tary policy. More competition would, I beliceve, make mone-

tary policy more rather than less coffective. Lack of competi-
tion reducces subgtituability botween the various finencial as-
sets, =and loss substitutability between asscots roduces tho im-
pact of monetary policy on rates of interaest. See 5. Peltzman,
"The banking structurce and the tronsmission of monetary policy",
Journal of Finance, Juna, 1969; and W. Silbzr, "Portfolio Sub-
stitutability, Regulations and Monctary Policy", Quarterly
Journal of Iconomicsg, Moy, 1969.
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Whether the rosult is more competition or more concen-
tration, theée outcomo will be a dacided improvement over pro-
sent markets. If futuro markots become more competitive, all
of the bonefitB discussed carlicr will be reaped; if the fu-
ture brings groeater concentration and fower banks, the social
gain will be the elimination of inefficient and suboptimal
banks. Greater concentration or fewer banks does not represent
a diminishment of competition over present market conditions.
Evidence presented earlier suggests that there is currently

very little or no competition between large and small banks.

If adopting a policy of free market competition even-
tunlly leads to an explicitly monopolistic banking market,
what then ? There are probably two possibilities. The first is
rather grim and unimaginative: nationalization of the banks
(or regulation which is effectively the same). This alterns-
tive has already been taken in countries as diverse as France
and India. Government control as opposed to private monopoly,
however, is not usually a solution to the problems of mis-
allocation, inefficiency, and innovational backwardness. In
fact, there is much reason to believe that market performance

will be worse rather than better (1).

The second possibility is that a fully integrated,
freely competitive, European economic community will negdte
the need for competitive markets within national boundaries.
An integrated European capitoel morket would expand the size
of banking markets so that the large firm size needed forx

internal efficiency may once again be compatible with competitive

(1) For an interesting discussion of this possibility, see
J.K. Galbraith,The New Industrial Stote (Hamish Homilton Ltd.
1967), pp.98-108,
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markets (1).

Agsuming the happy development of a free Ruropean fi-
nancial market, will adopting the competitive policy recom-
mended in this paper be of any value ? If large size is true-
ly necessary for internal efficiency, a competitive Iuropean
banking market will also mean the demise of the small bank.
Thus, by subjecting Belgian banks to the test of the market
place now, regulatory authorities can smooth the way for their
successful participation in a larger Buropean market. If
small Belgian banks must disappecr, perhaps it is better for

Belgium itself to determine the circumstances of their demise.

Finally, adopting the policy recommendations which T
have suggested will provide more assurrance that an integrated
Buropean financial market will result in greater competition.
Perpetuating the present system of public and private res-
traints on competition is the surest way to gwarantee that
competition will not be increased. Unlike many less regulated
industries, banking (performance) will not improve auto-
matically with the development of a Buropean market. At some
point 2o regulatory policy which permits and fosters competi-
tion must also be instituted. The prospect of the European
Economic Community adopting such a policy would be immeasura-
bly improved if individual countriss could themselves create

a regulatory climate conducive to competition.

(1) Perhaps regulators, economists, sociologists, and ewmen

psychologists will someday also develop an incentive system
for maonagemeént which can serve as a substitute for the com-
petitive market. At present, however, we dare not hope for

too much in this direction.
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Much of the immediately preceding discussion has been
directed nt o hypothetical eventuality: that the acceptance
by Belgian regulatory authorities of a competitive bamn ing
policy will not ultimately result in greater competition un-
less there is alsoa condomitantdeveldpment of a Buropean
finoncial market. Contrary to many observors, I belisve this
to be a possibility and not an ihe{itability, and in the
spirit of my paper would allow the market to decide the

issue.



