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FOREWORD

The OECD Competition Committee and its Working Parties have
discussed competition issues in the financial sector extensively in recent years.
Among the participants in these discussions were senior competition officials,
current and former financial market regulators, leading academics and
representatives of the business community.

This publication presents the key findings resulting from the roundtable
discussions held on Exit Strategies (2010); Concentration and Stability in the
Banking Sector (2010); Failing Firm Defence (2009); Competition and
Financial Markets (2009); Competition and Regulation in Retail Banking
(2006); Mergers in Financial Services (2000); and Enhancing the Role of
Competition in the Regulation of Banks (1998). The key findings from each
roundtable have now been organised into a cohesive narrative, putting the
Competition Committee’s work in this area into perspective and making it
useful to a wider audience.

The executive summaries on which this document is based, as well as a
bibliography, are included in this publication. The full set of materials
from each roundtable, including background papers, national contributions
and detailed summaries of the discussions, can be found at
www.oecd.org/competition/roundtables.

COMPETITION ISSUES IN THE FINANCIAL SECTOR © OECD 2011






TABLE OF CONTENTS

KEY FINAINGS ..o 7

Executive Summaries
EXIT SEPALEQIES ©ovviviciicie ettt st s sre s 27
Competition, Concentration and Stability in the Banking Sector ............ 33
The Failing Firm Defence ... 37
Competition and Financial Markets ...........ccccvvivieie i, 41
Competition and Regulation in Retail Banking............cccoovoviivnvneneniennnn. 55
Mergers in FINANCIal SEIVICES .........ccooviiiiiiiiieieeeese s 61
Enhancing the Role of Competition in the Regulation of Banks............... 69

BiblIOgrapny ....c..oviii 79

COMPETITION ISSUES IN THE FINANCIAL SECTOR © OECD 2011






KEY FINDINGS - 7

KEY FINDINGS ~

By the Secretariat

Introduction

M)

The financial sector is special. Competition in banking is inherently
imperfect, the sector is subject to systemic risk problems, and in
recent years the sector has become increasingly exposed to the risks
of capital markets.

The health of the financial sector is of special importance to the real
economy, as the sector is at the heart of every well-functioning market
system. Banks perform intermediation functions that are critical to the
real economy. These functions facilitate and contribute to economic
growth. In particular, retail banks are important for financing
consumers and SMEs. If the financial sector is not working well, then
the entire market economy is not working well. All OECD countries
acknowledge the importance and the special role of banks in their
economies. For this reason, governments impose significant regulation
and oversight to promote the smooth functioning of the financial sector,
and, when problems arise, they must act quickly to avert systemic crises.

Competition in banking is inherently imperfect. There are
considerable information asymmetries regarding risk levels between
depositors and institutions. Switching costs for customers are often
substantial, with the result that many customers are reluctant to switch
all or part of their business between banks, which can pose a
significant barrier to entry. The existence of such imperfections means
that, in the absence of effective regulation, the financial sector would
provide significant opportunities for generating and sustaining rents.

This section is based on meaningful findings extracted from the executive
summaries compiled in this publication. They were reorganised into a
cohesive narrative that captures the different aspects covered.
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Moreover, banks are special economic agents because of their
importance for the stability of the financial system and the economy.
Linkages between banks through inter-bank markets and payment
systems are vital to the functioning of financial markets. Nonetheless,
the interlinked nature of the banking sector makes it particularly
vulnerable to externalities related to potential “contagion” effects. The
collapse of one key bank may have a domino effect that leads to
widespread loss of confidence in the financial system. The risks
become systemic, endangering the whole banking system, and
creating the possibility of a severe recession.

A distinction can be made between investment banks, consumer or
commercial banks and other financial institutions. Commercial banks
engage in banking activities, whereas investment banks engage in
capital market activities. However, conglomerate banking institutions
may contain a variety of banking entities, each with different business
models and complex characteristics. The years prior to the recent
financial crisis saw a huge increase in the exposure of banks’ balance
sheets to capital markets, as well as increasing leverage and risk
taking. This significantly changed the way in which competition
between banks works, exposing institutions to the fierce competition
and high risks of global capital markets. In such circumstances, while
it may be the case that only one division of a banking institution — for
example, the investment banking division — experiences liquidity
difficulties, this discrete problem may yet be sufficient to bring down
the entire bank.

Within the financial sector, there is a need to balance the policy goals
of competition and stability — objectives that are not always wholly
compatible with each other.

Policy goals for the financial sector include the promotion of both
competition and stability. Competition encourages efficient and
innovative financial services, while stability is essential to maintain
the systemic trust on which the sector depends. Nonetheless, these
objectives may not always be wholly compatible with each other.
Effective market regulation within the financial sector therefore
depends upon a balancing of the needs for both competition and
stability.

COMPETITION ISSUES IN THE FINANCIAL SECTOR © OECD 2011
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While competition policy remains of significant relevance and value in
financial markets, its application is not always straightforward and
thus merits individual consideration.

Measuring competition in financial markets is complex due to their
peculiar features, such as switching costs, asymmetric information and
network externalities. Concentration, among other structural
indicators, is not a sufficient proxy for competition. It is unclear
whether excessive competition contributed to the recent financial
crisis. Both the country experiences and the academic debate suggest
that concentration and competition have somewhat ambiguous effects
on financial stability. Some OECD countries with more concentrated
financial systems — including Canada and Australia — proved
to be fairly resilient to financial distress during the recent crisis.
Conversely, other OECD countries with concentrated banking
sectors — including Switzerland and the Netherlands — experienced
significant difficulties during the period.

What can be said unequivocally, however, is that a variety of factors
other than competition and concentration at the very least contributed
to the crisis. These include macroeconomic factors like loose
monetary policy and global imbalances leading to a bubble in asset
and real estate markets, as well as microeconomic factors such as poor
regulatory and institutional frameworks and the funding structure of
banks. The role of competition policy within the broad array of
financial market reforms that may be envisaged in the aftermath of the
financial crisis must be considered carefully.

Competition in financial markets is not a problem in itself — rather,
competition in the absence of adequate regulation can be problematic.
In many aspects of the sector, competition works well and brings better
efficiency and welfare gains for consumers. Healthy competition in the
financial sector improves not merely the functioning of financial
markets, but also has a beneficial impact on the real economy.

Competition in financial markets is not a problem in itself, in relation
to the stability of the sector. As in most sectors of the economy, the
benefits of full, effective competition in the financial sector are
enhanced efficiency, the provision of better products to final
consumers, greater innovation, lower prices and improved
international competitiveness. Greater competition also enables
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efficient banks to enter markets and expand, displacing inefficient
banks. Competition should therefore be encouraged, facilitated and
protected within the financial sector where it is appropriate. This
includes the removal of unnecessary restrictions to competition, which
can provide a major source of rents for banks.

Nevertheless, competition in the absence of adequate regulation can
be problematic. For the benefits of competition to flow through the
whole market, an appropriate regulatory and competitive framework
for the financial sector must be identified and implemented. Once that
framework is in place, governments must ensure that short-term
measures used to rescue and restructure the financial system (such as
recapitalisation, nationalisation, mergers and State aids) do not restrict
competition in the long term. They can then protect the goals of
efficiency and stability.

The Origins of the Financial Crisis

®)

The financial crisis was caused by a failure of regulation, rather than
by the presence of competition in the financial sector. Deregulation
per se was not the issue, either — rather there was an absence of
prudential regulation that could have controlled effective and
beneficial competition in the market.

The recent financial crisis was triggered by a variety of factors; these
included prolonged low interest rates, large global imbalances leading
to stock market and real estate market bubbles, high leverage,
manager compensation and financial innovation. Ultimately, however,
the crisis stemmed from failures in financial market regulation, not
excessive competition or the failure of the overall market system.

Financial regulation, like other forms of regulation, is necessary to
correct “market failure”. In the case of banks, the market failure arises
from the lack of transparency regarding a bank’s risk profile, so that
the market cannot adequately deter banks from taking excessive risks.
Accordingly, financial regulation is necessary to ensure that market
participants do not take on imprudent levels of risk. Effective,
prudential regulation increases the resilience of financial institutions
to a crisis.

COMPETITION ISSUES IN THE FINANCIAL SECTOR © OECD 2011
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The recent financial crisis demonstrated, however, that the existing
financial regulation in many OECD countries was insufficient to
secure the prudential conduct of market participants. Financial
innovation introduced important changes in banks’ activities and made
regulatory restrictions less effective. Financial regulation should have
changed in response to financial innovation. Unfortunately, that did
not happen and regulatory effectiveness decreased dramatically as
banks were able to use derivatives to get around regulatory
requirements such as capital rules and ratings. Conversely, countries
with strong regulatory and institutional frameworks have been less
prone to financial distress.

Although not the primary cause of the financial crisis, the failure of
the credit rating agencies to recognise problems earlier was a
contributing factor. The credit ratings market forms a natural
oligopoly, and increased competition has not necessarily had a
positive impact on the quality of the product, as the incentives of
credit rating agencies have become misaligned.

The failure of the credit rating agencies (CRAS) to recognise problems
in financial markets at an earlier stage was a significant contributing
factor to the financial crisis, although not its sole cause. Credit ratings
are opinions on the relative ability (and willingness) of an obligor
to meet financial commitments. While credit ratings serve a vital
purpose — providing objective assessments of the credit risk attached
to the issue of a security, which is comparable across issuers,
instruments, countries and over time — the CRA market is a natural
oligopoly. Credit ratings are an experience good — meaning that the
quality of the rating is only revealed after the fact, using a large
sample — so reputation for quality is the crucial competitive factor.
Investors value comparability and consistency of ratings across
geographical segments and instruments: accordingly, the greater the
installed base of ratings given by a particular CRA, the greater the
value to investors. Corporate issuers generally favour the ratings most
trusted by investors to facilitate placement and provide for the lowest
spread. A further relevant feature of the CRA market is the use of the
issuer-pays pricing model, whereby fees are paid primarily by the
investors whose securities the CRAs rate, despite the fact that the
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primary commitment of CRAs is to the investment community. This
leads to an inherent conflict of interest.!

In recent years, competition has increased in the market for CRAS,
with the number of major CRAs increasing from two (Standard &
Poor’s and Moody’s) to three firms (Fitch is the third). Competition in
the credit ratings sector is not an unambiguously positive
phenomenon, as increased competition may lower the quality of
ratings by creating a bias in favour of inflated ratings. Issuers generally
need only two ratings. The emergence of Fitch as a serious competitor
thus resulted in significant grade inflation as competition increased.
This increase was attributable, not to the valuation models used by
CRAs, but rather to systematic departures from those models, as CRAs
made discretionary upward adjustments in a bid to retain business. In
this manner, both issuers and CRAs tolerated a wilful blindness to the
decline in creditworthiness. Consequently, both the issuer-pays model
and the effects of unregulated competition in an oligopolistic market
contributed to the decline in the quality of credit ratings.?

The notion that some financial institutions are “too big to fail”, insofar
as their collapse would have a disproportionately detrimental effect on
the whole financial sector and the wider economy, undermines both
financial stability and competition in financial markets. A perception
that a financial institution is too big to fail carries with it an implicit
guarantee that the State will intervene to prevent collapse. That, in turn,
can lead to excessive risk-taking by such firms.

In general, insolvent banks should be allowed to fail. Nevertheless, in
some markets there is an expectation that certain key banks will not be
permitted to collapse. “Too big to fail” banks are institutions that are
so large that market participants assume that the government would
take whatever steps might be necessary to preserve their solvency in a
crisis. As a government policy, “too big to fail” insulates the depositor
from the need to be aware of the financial condition of their bank. In

OECD (2010), Competition and Credit Rating Agencies, Hearings on
Competition Policy, No. 2, OECD, Paris, pp. 5-6. The full set of material
from this roundtable discussion is also available  at
http://www.oecd.org/dataoecd/28/51/46825342.pdf.

Hearings on Competition and Credit Rating Agencies, pp.10-11.
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the absence of other interventions, this can encourage risk taking, so
that the bank takes on more risk than is prudent. This poses a threat
the market stability.

Moreover, institutions that are too big to fail pose a threat to
competition in financial markets. Banks seen by consumers as too big
to fail can give rise to competitive distortions since they may have an
artificial advantage in raising funds, especially in markets where
deposit insurance is inadequate. Such institutions are in effect
subsidised, being able to borrow at lower rates than their smaller
competitors, thus further distorting normal market competition.

Emergency Measures and the Financial Crisis

(®)

©)

Government intervention in the financial sector may be necessary and
legitimate in the short-term during a crisis, but in the longer term
effective competition in the sector has to be restored.

When faced with circumstances of financial crisis, the pivotal role
played by the financial sector in the wider economy may make
government intervention necessary to ensure stability in the short
term. To combat the current crisis, governments have been making
large-scale interventions in the banking system with important effects
on competition. Competition law and policy will not necessarily
always take precedence over other, broader, measures in this context.
In the medium to long term, however, competition goals must be
pursued and emergency measures withdrawn.

The financial crisis is expected to generate a significant increase in
mergers involving struggling financial firms. Many countries apply a
“failing firm defence” for mergers that restrict competition, but where
absent the merger the assets of the failing firm would exit the market.

A merger that is expected to lead to anti-competitive effects should be
prohibited when there is a causal link between the merger and the
anticipated harm to competition. When one of the merging firms is
“failing” (i.e. it is likely to exit the market absent the merger), however,
the future deterioration in competitive conditions does not necessarily
result from the transaction and hence the causal link may be missing.
The failing firm defence (FFD) is based on the rationale that, because
one of the merging parties is failing and its assets would exit the market

COMPETITION ISSUES IN THE FINANCIAL SECTOR © OECD 2011
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anyway, the merger is not anti-competitive. The FFD may be invoked
more frequently during periods of financial and economic crisis.

National competition authorities (NCAs)® that have a FFD in place
typically require that three cumulative conditions be satisfied before
accepting such a defence:

o Absent the merger, the failing firm will exit the market in the
near future as a result of its financial difficulties;

o There is no feasible alternative transaction or reorganisation that
is less anti-competitive than the proposed merger; and

e Absent the merger, the assets of the failing firm would
inevitably exit the market.

The burden of proof to show that these conditions are fulfilled lies on
the merging parties. Those countries with an explicit FFD have found
that (i) it yields outcomes that are broadly similar to the outcomes that
would obtain under the properly applied traditional causality test and
(ii) it provides predictability for firms that are subject to merger
control regimes.

Even in circumstances of economic crisis, there is a consensus among
Competition Committee delegates that there is no justification for
loosening the FFD criteria. Nevertheless, NCAs recognise that FFD
investigations may be too lengthy, which is problematic given that the
position of firms in distress may rapidly deteriorate, which in turn may
cause inefficient liquidations. This may justify procedural changes to
ensure a speedier review of mergers involving failing firms.

Temporary nationalisation of a failing financial firm — if it is very
important to the economy as a whole — may result in a more competitive
option than private merger in the long run, particularly where the firm
is re-privatised in a prudential manner once stability has been restored.

From a competition standpoint, the nationalisation of a failing
financial firm, either in full or in part, may be preferable to purely
private mergers because it is usually easier to reverse nationalisation

The principles outlined in this document may apply equally to supra-national
competition authorities such as the European Commission.
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or to stop other forms of public support than it is to break up large
conglomerates. In addition, nationalisations create or enhance market
power to a lesser degree than private mergers and provide a clearer
solvency guarantee. On the other hand, full or partial nationalisations
are prone to excessive government direction over operational
decisions and can add burdens to the government’s balance sheet.

When the sell-off of nationalised institutions occurs, consideration
should be given to possibilities to improve market structure, for
example by the break-up of an institution prior to sale or the sale of an
institution to a foreign entrant rather than domestic buyer. Any
structural competition problems that arose because of nationalisation
should be eliminated prior to or during the privatisation process. In
addition, public stakes in nationalised institutions should be sold back
to the private sector within a time frame that is reasonable, transparent
and foreseeable in order to limit the time in which nationalisation may
distort competition.

In the real economy, government intervention can be defended as
indispensible less frequently than in the financial sector. Governments
should consider all options carefully before supporting any firm that
is failing principally because it is inefficient.

Some governments have extended financial aid to the real sector. This
may, for example, be important to enable small businesses to obtain
credit. Where absolutely necessary, governments should provide this
aid rapidly and with minimal bureaucracy, but with clear sunset
(phase-out) features built in. However, the rationale for rescue
packages in the real economy is more limited than for the financial
sector. The problem of systemic risk or “contagion”, which justifies
intervention in financial markets, is not present in real sectors.
Member country experiences show that there are very many risks
attached to government interventions in the real economy.

As a general rule, therefore, governments should be very cautious
about bailing out non-financial firms that were underperforming even
before the crisis. Propping up unproductive companies harms long-
term growth. If under-performing, inefficient and poorly managed
firms are bailed out simply because of the crisis and the fact that they
are large employers, then the message to industry will be simply to
become “too big to fail,” rather than being concerned about efficiency.

COMPETITION ISSUES IN THE FINANCIAL SECTOR © OECD 2011
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Empirical evidence suggests that, on balance, inefficient firms will
exit markets and substantial job losses may result, but new firms may
enter and create new jobs over a short duration, giving net positive
employment effects and positive effects for the real economy.

There may be situations, however, in which governments need to
make a case-by-case call on whether and how to provide some kind of
assistance to the real sector, depending on an analysis of the systemic,
economy-wide implications of failure in a particular industry.

It is sometimes considered appropriate to place restrictions on the
activities of government-aided firms in order to prevent them from
exploiting their perceived competitive advantage and to reduce moral
hazard. By restricting competition in this manner, however, there is a
risk of encouraging inefficiency in the market and perpetuating the
difficulties of the institution concerned. These alternative risks must be
taken into consideration as part of any State aid strategy.

Remedial measures to be imposed on firms that have received
government bailouts as a condition of receiving such support require
careful analysis. Such measures are generally justified on the basis of
moral hazard, insofar as the firm receiving State aid has gained a
significant advantage over non-aided competitors and should be
restrained from exploiting this advantage to the detriment of
competitors. However, rather than assisting the restoration of
competition in the financial sector, such measures can in fact be
detrimental to competition. Price controls applied to the aided
institution may create rents for its competitors, hiring restrictions can
delay recovery, restrictions on mergers and acquisitions can
undermine reallocation of financial assets, while forced and rapid
divestiture of assets can trigger a downward spiral of asset prices.
Rather than punishing a bailed out institution, it may be better to focus
on why some institutions needed government assistance in the first
place, including questions of governance and regulation. Behavioural
remedies imposed on aided firms might, instead, implement
mechanisms to make banks internalise the costs of risky activities, for
example linking capital charges to the size of the bank.

COMPETITION ISSUES IN THE FINANCIAL SECTOR © OECD 2011
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Competition has a fundamental role to play in the recovery process,
even in the financial sector. Policy makers should not, therefore,
neglect its important role in this context. Nonetheless, while there
should be no compromise on competition policy standards, there is a
need for flexibility in procedural matters in order to accommodate the
crisis circumstances.

Past experience in member countries such as Korea, Japan and the US
demonstrates that, even in a full-blown financial crisis, it is a mistake
to compromise competition when seeking recovery. Competition law
and policy are flexible enough to deal with the financial crisis. NCAs
are accustomed to dealing with many sectors and to applying the law
in a way that reflects each of their special characteristics; competition
statutes can already be interpreted with sufficient flexibility to take the
special traits of the financial sector into account. There is no
conceivable reason to relax standards of enforcement: to do so, or to
do anything other than maintaining present objectives and standards of
competition law enforcement, would jeopardise future national
economic performance.

Nevertheless, while the principles and objectives of competition law
enforcement must not change, the analysis has to be realistic about the
conditions in the market. That means continuing the shift from a form-
based analysis to a case-by-case analysis in which the context and
effects of actual practices and behaviour are very much taken into
consideration. Crisis circumstances and the need for emergency
decisions require flexibility in procedures and the ability to carry out
rapid but diligent assessments of mergers or practices. NCAs will
need to act quickly, but without decreasing their standards of
enforcement, and without abandoning sound, generally accepted
economic principles.

The OECD should build on the lessons of previous recessions and
demonstrate why a market-oriented, longer term, sustainable approach
is the way forward, not only with respect to public subsidies, but also
for merger control and general antitrust work. NCAs must be allowed
to focus on promoting competition through well-targeted interventions
while remaining mindful of the situation in the wider economy and the
broader policy concerns which governments may need to address.

COMPETITION ISSUES IN THE FINANCIAL SECTOR © OECD 2011
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Even in times of financial crisis, NCAs continue to have significant
scope for activities within the financial sector.

Competition advocacy directed towards financial policy-makers is key
to ensuring that competition considerations remain on the political
agenda, even in circumstances where other public policy concerns
must take precedence in the short term. While NCAs should continue
to act independently, they may consider it useful to assist policy-
makers in designing the least restrictive intervention measures. On the
other hand, some NCAs prefer to preserve their independence by
maintaining an arms’ length relationship with policy-makers.

NCAs also have an important role to play when it comes to promoting
consumer welfare and transparency in financial markets. Even during
the crisis, competition law enforcement should continue in those areas
of the financial sector in which improved competition is achievable
and beneficial, for example bank switching by retail customers. Easier
switching and increased transparency could increase the
competitiveness of current market structures and facilitate new entry
and expansion. NCAs are also well-placed to conduct competition
reviews in the banking sector with a different viewpoint from those of
the stability-oriented central banks and bank regulators.

In crisis circumstances NCAs should adjust their priorities to
strengthen advocacy and give greater attention to cartels and mergers.
International co-operation in setting and enforcing competition policy,
especially in relation to the failing firm defence, is essential for
ensuring consistency in troubled times, speeding up the enforcement
process and giving clarity to enforcement activities. NCAs will need
to consider carefully which cases they take on and how they apply
their laws and policies. Conflict between prudential regulation and
competition policy goals can be reduced by close co-operation,
including prior consultation between the pertinent agencies.

Going Forward (I): Exit Strategies for Emergency Measures

(15)

Government intervention in the financial sector should be phased out
in the medium to longer term. Competition policy can inform the
development of exit strategies that will make it possible for the market
mechanism to be restored in the financial sector, while at the same
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time avoiding the damage to the market that might follow from
unplanned exit.

During the recent crisis, instances of government intervention in the
financial sector were deemed necessary, on the basis that the markets
were dysfunctional. In the longer term, however, government
interventions distort financial markets. Such actions reduce the
marginal costs of assisted institutions and encourage excessive risk
taking in future. Competition remains of major importance to the
health of the financial sector, and competition and the market
economy are key components of an effective recovery strategy.
Although the authorities’ main concern during a financial crisis is to
restore financial stability, once the crisis passes it becomes important
to fix the potentially negative competitive effects of State aid,
acquisitions, capital injections and bailouts. Over time, therefore, as
stability returns to the sector, government involvement should be
phased out.

One of the biggest issues in the future will be how governments can
stop providing aid to financial firms and unwind the extraordinary
liquidity provisions, guarantees and government capital holdings, so
as to ease the sector back toward normality. Like the initial
interventions, the sale by the State of stakes in financial firms back to
the private sector and the lifting of guarantees has great potential to
distort competition. EXit strategies that protect and promote
competition are therefore essential, both when designing interventions
and when phasing them out. At the same time, exit strategies must try
to ensure that markets will not again become dysfunctional.

Specific competition issues arising in the context of exit strategies
include:

o how NCAs should view large mergers in the financial sector
and how barriers to entry can be reduced to encourage
competition with the resulting large institutions

e how, if governments acquire stakes in banks that concentrate
significant market power, that market power should be
eliminated prior to denationalisation of the banks, and

e what incentives can be provided to encourage the introduction
of private capital to release government capital.
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The design of exit strategies can be complex and therefore requires
careful consideration. In particular, there is a need to balance
flexibility with certainty in their design.

The design of exit strategies is complex and difficult, and requires a
thorough consideration of the market. The timing of exit is critical. It
is preferable to bring to an end State intervention in the financial
sector as soon as possible, in order to minimise the resulting market
distortions and to prevent aided institutions from becoming dependent
on public support. At the same time, however, premature exit is
undesirable, as withdrawing too early may provoke failure of the
aided banks and leave competition even weaker. Any strategy for exit
must, therefore, have sufficient flexibility to accommodate
uncertainties regarding timing and future market performance. On the
other hand, exit strategies in themselves require certainty, meaning
they must be transparent and based on objective criteria. Well-
designed exit strategies must balance flexibility with certainty in this
manner. Giving advance notice of planned exit to market participants
is likely to contribute to a successful exit strategy.

Competition and stability are among the ultimate policy goals for the
financial sector. As government intervention in sector comes to an
end, the structures left in place after the State has exited the market
should ideally seek to balance both objectives. Effectives exit
strategies are not, therefore, merely a question of the State exiting the
market. It is also important that the stabilising role played by the State
is replaced with a prudential regulatory scheme that is appropriate to a
market-oriented approach in the financial sector.

It may be appropriate for NCAs to play a role in the design and
implementation of exit strategies. In particular, NCAs have specialist
expertise in market assessment, as well as in identifying possible
restrictions to competition and designing less restrictive alternative
measures.

NCAs have a role to play in ensuring that exit strategies are built into
rescue interventions so as to prevent than from harming competition in
the longer term and hindering recovery. Accordingly, the NCA may
have an official advocacy role in the design of both the response to the
crisis and to exit strategies. Alternatively, the NCA may be able to
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provide informal advice and assistance to policy makers in the design
of exit strategies. In the latter case, flexible use of advocacy powers
and the use of less formal tools to bring about change in the market
should be made.

Going Forward (I1): Designing Better Financial Markets

(18)

Going forward, the key element to improving the functioning of
financial markets is to improve the quality of the regulatory oversight
in the sector. Prudential regulation can be a complement to
competition, with each compensating for some of the deficiencies of the
other, so as to ensure that financial markets work as well as possible.

Because regulatory failure led to the crisis, the key solutions must
come from regulatory measures that change incentives, and not from
competition policy. Better prudential regulation and supervision can
improve stability going forward. Restrictions to competition would
not contribute to a greater resilience of financial institutions to
financial distress, but better regulation can make banks less inclined to
take on excessive risk.

Going forward, therefore, a central element of the recovery process
requires the establishment of a better regulatory regime for the
financial sector. The regulation of financial markets should, in
particular, (i) put in place incentives to ensure that market participants
act in a prudential manner; (ii) curb excessive risk-taking; (iii) have
the capacity to address financial innovation; and (iv) perform an
effective monitoring/supervisory function with respect to activities in
the sector.

On the other hand, while better regulation of the financial sector might
have prevented the crisis, excessive regulation would risk losing the
benefits of competition. NCAs must engage in dialogue with those
who are going to amend regulation in order to help frame it and ensure
that it is consistent with the aims of robust competition policy.
Competition policy and prudential regulation, to the extent that both
seek to prohibit undesirable behaviour, are mutually compatible. Co-
operation between NCAs and sectoral regulators, including prior
consultation where appropriate, can alleviate the potential for conflict
between competition and regulatory policy goals.
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Improved regulatory oversight should ensure more and better quality
capital in the funding structure of banks going forward. Separation
between commercial banking and capital market activities may be
needed to control risk and protect capital levels within an institution.

The funding structure of banks is important to their resilience. Banks
can finance themselves with both depository funding and wholesale
funding. During the recent crisis, banks that relied principally on
wholesale funding have tended to be affected much more severely
than banks that relied on depository funding. In the medium term, in
order to reconcile stabilisation and competition issues, financial
institutions need to have more, higher quality capital.

The involvement of a commercial or retail bank in capital market
activities exposes that institution to two forms of risk: credit risk and
portfolio risk. As it is not possible to control both types of risk at the
same time, a separation between commercial banking and capital
market activities may therefore be needed. Prudential regulation
should be designed to reflect this need.

Improvement of corporate governance frameworks is another
important issue for the design of better financial markets. Incentives
for firms and their officers should be structured in ways that ensure
companies will operate prudently. As with regulation, corporate
governance mechanisms complement competition by providing a way
to deal with the complexities of competition.

Alongside better regulation, better corporate governance frameworks
are a key tool for improving the functioning of financial markets.*
Competition law and corporate governance are two separate bodies of
law. While competition law concerns primarily the relationship
between corporations and other markets actors regarding horizontal
and vertical relationships and mergers and acquisitions, corporate
governance concerns primarily the relationship between the officers,

OECD (2010), Competition and Corporate Governance, Hearings on
Competition Policy, No. 1, OECD, Paris, p. 17. The full set of material
from this roundtable discussion can be found at
http://www.oecd.org/datacecd/28/17/46824205.pdf.
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directors and shareholders of a firm.> Nevertheless, both competition
and corporate governance structures have been strongly involved in
and affected by the crisis, and both are key aspects of the recovery.® In
imperfect markets — including the very suboptimal situation in the
financial sector after the crisis — there is an opportunity to enhance
both competition and corporate governance so that they may function
more as complements.” The OECD has focused on corporate
governance and competition as two of the main elements in its strategic
response to the financial and economic crisis,® and these topics are of
vital importance for national (and supra-national) policy-makers.’

Corporate governance can be seen as a “competition booster”. It is
particularly necessary where competition is weak, as it helps the
market for corporate control and the market for top managers to
survive. Contestable ownership structures that are complemented by
robust internal governance mechanisms induce efficiency. Thus,
corporate governance can help to ameliorate or lessen the negative
effects of reduced competition in financial markets. The financial crisis
action plan issued by the OECD Corporate Governance Committee
provides a set of recommendations in the specific areas of corporate
governance connected to the crisis. The areas addressed with priority
in the recommendations are: (i) governance of executive remuneration;
(i) implementation of effective risk management; (iii) quality of board
practices; and (iv) exercise of shareholders rights." Regulations that
may be implemented in the aftermath of the recent financial crisis
should focus on determining and regulating the incentives that may
drive the behaviour of regulated entities and their officers.'

10

11

Ibid., p. 5.
Ibid., p.16.
Ibid., p.15.
Ibid., p.15.
Ibid., p.16.
Ibid., p.16.
Ibid., p.10.
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The recent financial crisis has been accompanied by a significant
increase in the number of State-owned enterprises (SOESs), which raise
distinct corporate governance questions. Frequently, SOEs are not
concerned with profit maximisation. They perform functions that are
related to non-financial goals, and there is a lack of accountability to
shareholders (i.e. a country’s citizens), which removes an important
disciplining influence from the conduct of SOEs. Because SOEs’
incentives are different from those of profit-oriented private firms,
private firm competitive assumptions cannot be applied. Ideally, the
institutional structure and corporate governance framework applied to
an SOE would encourage it to operate as efficiently as possible, taking
into account its special characteristics. This may take the form of
encouraging the SOE to mimic the behaviour of private firms.
Nonetheless, the optimum solution for SOEs will differ by sector and
the form of entity involved.*

The public good nature of the (ostensibly private) credit rating given by
credit rating agencies has created a pressing need for reform in this
market. Such reform may take the form of an increased role for investors
in funding and/or monitoring the activities of credit rating agencies.

As a contributing factor to the financial crisis, the failure of the market
for credit rating agencies (CRAS) is a significant public policy problem.
Reform of the sector is therefore an important component of the
recovery process. The solution to the CRA market problem lies primarily
within the regulatory domain. In particular, there is a need to curb the
issuer-pays business model and to involve the investor to a greater extent
in the process of due diligence. Transparency (e.g. removing the
opagueness and monitoring the monitors) and diversification (e.g. the
concurrent use of several credit risk evaluation mechanisms, including
crediting ratings) are key principles in this context. A decrease of
regulatory reliance on ratings may also be advisable.

Many proposals for reform call for greater government supervision of
the credit ratings process, for example through registration
requirements, government allocation of the initial CRA for structured
finance ratings, or even the establishment of government rating
agencies. On the other hand, there are risks in requiring government to

12

Hearings on Competition and Corporate Governance, pp.14-15.
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participate too closely in the rating process, for example political
interference or lack of specialised skills.™

Increased competition in the financial markets may reduce the
likelihood of a “too big to fail” problem arising. Where structural
changes to the market are not possible or desirable, prudential
sectoral regulation should be put in place to prevent such firms from
exploiting their implicit State protection.

The issue of “too big to fail” is primarily one for financial regulation,
but it also raises indirect competition issues. NCAs have a crucial role
in trying to influence the framework of merger control regulations to
avoid a repetition of the current sort of crisis. The approach should be
co-ordinated with regulators. A key issue is how to prevent the
emergence of institutions that are too big to fail. Where an institution
of this magnitude already exists, behavioural remedies in the form of
prudential regulation controlling the incentives of the firm should be
put in place. In this regard, once again, prudential regulation and
competition policy can be complementary.

13

Hearings on Competition and Credit Rating Agencies.

COMPETITION ISSUES IN THE FINANCIAL SECTOR © OECD 2011






EXIT STRATEGIES - 27

EXIT STRATEGIES !
-- June 2010 --

Executive Summary by the Secretariat

Considering the discussion at the roundtable and the delegates’ written
submissions, and taking into account the hearing on Competition and Credit
Rating Agencies?, several key points emerge:

(1) The financial crisis was a result of inadequate regulation and credit
rating, not inadequate competition.

The crisis was provoked by deficient regulation, especially of
innovatory forms of financial securities with difficult-to-measure
credit risk. The main ratings agencies had also become laxer in their
assessments, helping to conceal the rising proportion of low quality
securities. When the crisis broke, the low quality of many financial
assets became easy to see but remained hard to measure. Interbank
transactions fell sharply since all banks worried about the solvency of
their counterparties. Interbank lending rates on unsecured loans
averaged a few basis points above those on secured loans before the
crisis, but the spread rose to over 200 basis points by end-2008 and even
at mid-2010, the spread was over 40 basis points on loans of more than
6 months. Many large banks were perceived to be “too big to fail”. This
designation implies a certain measure of market dominance, but
inadequate competition was not responsible for the crisis.

OECD (2010), Exit Strategies, Series Roundtables on Competition Policy,
No. 110, OECD, Paris. The full set of material from this roundtable discussion
is also available at http://www.oecd.org/dataoecd/43/51/46734277 .pdf

2 See http://www.oecd.org/dataoecd/28/51/46825342.pdf
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Emergency actions taken during the financial crisis helped restore
stability but caused some harm to competition as well.

During the crisis, many governments aided the financial sector in their
countries on an unprecedented scale — and some non-financial sectors
on a lesser scale. The emergency measures had to be taken hurriedly,
sometimes at a few days’ notice, to prevent the world’s financial system
from seizing up completely. Because of the importance of financial
stability for the smooth working of the economy, financial market
regulators have more powers than regulators in most other sectors.

Government help included direct participation in the capital of some
banks, including outright nationalisation, injections of liquidity to
encourage banks to continue lending to industry, state guarantees of
banks’ deposits and lending, and brokering by governments of
mergers between financial institutions. Some financial authorities
imposed bans on certain kinds of short selling transactions. Central
banks also injected large amounts of liquidity into the system to
replace the normal mutual lending and borrowing between banks,
which had dried up.

The fact that governments helped some banks but not others weakened
competition. State aid in itself is anti-competitive, and was often
accompanied by competitive restrictions on the aided firms in the
form of caps on directors’ remuneration, bans on price leadership, and
forced divestiture of branches or subsidiaries. On the other hand,
because banks are enmeshed in a network of mutual borrowing and
lending, preventing large players in the market from failure helped
their competitors by reducing contagion and panic. None of this
implies that competition issues were ignored. In most OECD
countries, even where the competition policy agencies had no specific
powers to design the emergency measures, their advocacy and
experience were drawn upon, or offered by them, to help plan and
implement those measures in ways that would be less harmful to
competition.

Emergency measures must eventually be withdrawn.
Because the emergency measures distorted competition, are expensive

for public finances, and involve governments to an undesirable extent
in running banks, they need to be wound down as markets stabilise.
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Furthermore, economic evidence and past experience show that rather
than speeding up sustainable recovery from crises, anticompetitive
measures tend to retard or even prevent recovery after the immediate
crisis passes. But there are questions of timing, to what extent
competition principles and agencies should or can guide the design of
exit measures, and whether it is desirable to return to “business as
usual.” Just as the emergency measures themselves distorted
competition, winding them down also affects competitive conditions
in the financial sector.

The authorities in many cases set time limits at the outset on the
emergency measures. For example, guarantee schemes were often
applied with a limit on their duration -- either a specific date or until
such a time as the markets stabilised. Participation in the capital of
banks that risked failure and were judged “too big to fail” was
accompanied by government pledges that they would sell their stakes
when banks returned to stability and profitability.

Competition principles and agencies should play a major role in the
design and implementation of exit strategies.

A lesson from the crisis is that the “too big to fail” perception
encouraged the relevant institutions to pursue high risk / high yield
strategies in the expectation that if the risks materialised (the size of
which most analysts discounted right up to the beginning of the crisis),
they would be bailed out, and their beliefs were validated. As noted
above, though, the bailouts interfered with competition. Receiving a
bailout package usually entailed bearing part of the costs. Financial
aid for private sector banks came with strings attached in the form of
restrictions on their activities, while guarantee schemes were not free
of charge. Therefore, banks that felt they were strong enough not to
need them did not apply. Furthermore, forced mergers of failing banks
with stronger ones usually resulted in the new whole being less than
the sum of its constituent parts. Banks which were judged to be weak
even before the crisis, and not of systemic importance, were wound
down. Thus competition between banks was weakened by the crisis
and by the emergency measures, and the survivors emerged even more
profitable than before.

Because financial markets are international, but competition agencies
and bank regulators are national, the latter need to take into account
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the international ramifications of their actions. A big weak bank in a
small country may be perceived as meriting continued support, but it
might not be of systemic importance in a wider geographical context.
Governments and their financial authorities that have organised
mergers between weak banks that remain fragile may be reluctant to
withdraw support, even if the merged entity has no stand-alone long-
term future. At the other extreme, governments that have injected
public money into banks that do have a long-term future have an
incentive to maximise their return by encouraging the market
dominance of those banks.

The timing of exit is critical. Withdrawing too early may provoke
failure of the aided banks and leave competition even weaker.
Delayed withdrawal, however, could result in some institutions
becoming dependent on public support.

The inherent tensions between competition principles and financial
market regulatory principles are likely to become more acute. The
crisis showed clearly that existing regulatory structures were
inadequate to prevent the crisis occurring, and regulators throughout
the OECD countries are drawing up plans to tighten regulations
further. Insofar as they concern the Basel Il proposals to require
banks to provide more and higher quality capital better to withstand
shocks, the implications for competition between existing banks are
neutral, provided that they are applied uniformly within and across
countries. But such moves will make it even more difficult for new
banks to enter the market.

Now that financial markets are recovering from the crisis, the “too big
to fail” institutions command a higher market share than previously,
exacerbating moral hazard problems. Proposals to break them up, or
separate their investment bank and commercial operations, do not
command universal support among analysts and are strongly resisted
by the big banks themselves. It is not clear what comparative
advantage competition policy agencies could have in designing new
regulatory structures that would discourage banks from following high
risk strategies. Forbidding banks to participate in activities such as
“naked” short selling, or putting permanent caps on bonus payments
could reduce risk but also competition between banks. But the
competition agencies should advocate regulatory structures that make
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it easier for new entrants, and they should continue to raise concerns
regarding mergers that result in “stronger banks” that can charge
higher fees. Reforms that make it easier for households to change
banks — such as making account numbers portable — would also be
welcome.

(5) Credit rating agencies serve a vital purpose, but the market is a
natural oligopoly.

There are great advantages for both issuers and investors in having
objective assessments, comparable across issuers, instruments,
countries, and over time, of the credit risk attached to the issuer of a
security. Assessments by individual issuers would be clearly suspect,
while assessments by the investors would be costly for them to make,
if there were many instruments to be compared, and would also
require full disclosure by the issuers of all relevant information.
Therefore, credit rating agencies (CRAs) appeared early in the 20"
century, and for many years three agencies -- Moody’s, Standard and
Poors (S&P), and Fitch -- have dominated the field. The CRA market
is a natural oligopoly because issuers gravitate to the CRA they trust
most and that has a large client base, while investors do not wish to
have to interpret different types of ratings for the same instrument
from a plethora of CRAs.

(6) Dangerously risky behaviour by banks was exacerbated by the actions
of the main rating agencies.

As financial markets expanded in scale and scope, demand for ratings
rose and banks and fund managers were increasingly required by
regulators to invest in securities above a certain grade. This created
some moral hazard problems. Whereas the CRAs previously
employed independent firms to check the information provided by
issuers, this practice gradually died out and they relied on issuers’
honesty and due diligence. It also became very difficult to analyse the
underlying degree of risk in securitised assets built up from large
numbers of heterogeneous and individually illiquid assets. The CRAs,
especially Fitch, also competed fiercely for market share and analysis
shows that in the years before the crisis, the CRAs tended to inflate
ratings above what their own models would have estimated.
Consequently, even as the underlying riskiness of many financial
assets was increasing and the average quality of the entire spectrum of
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financial assets was falling, average ratings tended to rise. Rating
inflation was recognised as a problem even before the crisis, as it
contributed to the Asian financial crisis late last century and the
internet bubble early this century.

Steps must be taken to ensure that this does not happen again, though
more competition may not be the solution. CRAs should increase the
level of their due diligence and, ideally, switch to ‘“investor pays”
business models.

Given that CRA performance worsened when competition for market
share increased, the solution may not be to encourage more CRAS to
enter the market. Proposals for improvement include a government-
owned and managed CRA with no ties to issuers or investors; obliging
investors rather than issuers to pay for ratings; if issuers pay, obliging
them to seek a second opinion from an investor-owned CRA,; obliging
issuers to choose a CRA picked at random; relying on other data such
as share prices, as well as ratings; and a “platform pays” model, in
which a clearing house provides information based on all CRA
assessments. There are objections to all of those proposals. A publicly
owned CRA may come under pressure to inflate the ratings for
domestic firms. History shows that investors are unwilling to pay for
ratings and would not do so unless it became a legal obligation. A
“second opinion” from an investor-owned CRA would be difficult
given that there are very few such CRAs. Picking a CRA at random
would not change the industry much, given the very small number of
CRAs. It is true that share prices incorporate a great deal of publicly
available information about firms — but that information is also
available to the CRAs. Furthermore, share prices are volatile and the
history of the stock market shows that share price analysts are just as
prone to excessive optimism as the CRAS.

The conclusions were that the CRAs performed their function badly in
the run-up to the crisis (but not all countries which used CRA ratings,
such as Australia and Canada, experienced a crisis), that a move
towards the investor pays principle is desirable, though difficult to
achieve, that better monitoring of CRA performance is necessary, and
that CRAs must thoroughly check the information they are given by
issuers.
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COMPETITION, CONCENTRATION AND STABILITY
IN THE BANKING SECTOR*

-- February 2010 --

Executive Summary by the Secretariat

Measuring competition in financial markets is complex due to their
peculiar features, such as switching costs. Concentration, among
other structural indicators, is not a good proxy for competition.

Although antitrust authorities use measures of market concentration,
such as market shares and HHI, to make an initial assessment of
competition, these structural measures are only a first step in
analysing whether concentration will create or enhance the exercise of
market power. Market contestability, for example, is also important
for evaluating competition in financial markets. The existence of entry
barriers, as well as activity restrictions and other rigidities, must be
taken into account in evaluating financial firms’ behaviour, both in a
static and in a dynamic sense. Furthermore, factors such as switching
costs, geographic constraints on customers or supplies, competition
from non financial firms, and the size of competitors and customers
need to be considered.

It is not clear whether excessive competition contributed to the recent
financial crisis. Both the country experiences and the academic debate
suggest that concentration and competition have ambiguous effects on
financial stability.

The resiliency of Canada and Australia to the recent financial crisis

OECD (2010), Competition, Concentration and Stability in the Banking
Sector, Series Roundtables on Competition Policy, No. 104, OECD, Paris.
The full set of material from this roundtable discussion is also available at
http://www.oecd.org/datacecd/52/46/46040053.pdf
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seems to suggest that more concentrated financial systems are more
resilient to financial distress. However, the big impact that the crisis
has had on other countries, such as Switzerland and the Netherlands,
with very concentrated financial systems shows that the opposite is
also possible.

The relationship between competition and stability is also ambiguous
in the academic literature. Two opposing views can be distinguished
in the theoretical work. The first one, called the “charter value” view,
points to a negative relationship between competition and stability.
The second, more recent one, points instead to a positive influence of
competition on stability. The theoretical literature makes no
distinction between competition and concentration, though. The
empirical evidence provides a series of ambiguous and contrasting
results, depending on the sample and period analysed, and the proxies
used for competition and financial stability.

In any case, academics and practitioners agree that factors other than
competition and concentration contributed to the recent crisis.
Macroeconomic factors like loose monetary policy and global
imbalances led to a bubble both in asset and real estate markets.
Microeconomic factors such as poor regulatory and institutional
frameworks and banks’ funding structure also played a crucial role.

Regulatory and institutional frameworks play a very important role
for financial stability.

As shown in the recent financial turmoil, regulation affects the
resilience of financial institutions to a crisis. Countries with strong
regulatory and institutional frameworks have been less prone to
financial distress. A well-designed regulatory framework can also help
reduce the potential detrimental effects of competition on financial
stability, in particular by improving banks’ risk taking incentives. In
other words, regulation can make banks less inclined to take on
excessive risk.

Regulatory failures rather than excessive competition led to the crisis.
Better prudential regulation and supervision can improve stability
going forward. Restrictions to competition would not contribute to a
greater resilience of financial institutions to financial distress. Instead,
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they would just have a negative effect on efficiency. Competition
authorities should engage in a dialogue with supervisory and
regulatory authorities in order to help frame regulation and to ensure
that it is consistent with a robust competition policy.

Banks’ funding structures affected banks’ resilience during the crisis.

The recent financial crisis has shown that banks’ funding structure is
important to their resilience. Banks can finance themselves with both
depository funding and wholesale funding (i.e. funding from other
banks, money market funds, corporate treasuries and other non-bank
investors). Banks relying mostly on wholesale funding have been
severely affected by the crisis. Banks in Australia and Canada, for
example, have been very resilient to the crisis because they have relied
mostly on depository funding, much of which came from retail
sources such as households. On the contrary, banks in countries such
as the UK that have increasingly relied on wholesale funding from
financial markets, have been very much affected by the recent
financial turmoil.

Financial innovation introduced important changes in banks’
activities and made regulatory restrictions less effective.

Various financial innovations were conceived in the early 2000s as
ways to improve risk sharing and risk management. However, they led
to increased leverage and risk taking. Banks introduced a wide range
of new instruments to transfer credit risk (i.e. CDS contracts).
Initially, these instruments allowed banks to gain very large spreads.
Then, they substantially decreased due to fierce global competition
involving not only banks but also other financial institutions.

Financial regulation should have changed in response to financial
innovation. However, that did not happen and regulatory effectiveness
decreased dramatically as banks were able to use derivatives to get
around regulatory requirements such as capital rules and ratings.

The emergency measures adopted to remedy the crisis have the
potential to harm competition in the financial sector.

What happened during the recent financial crisis requires a deep
rethinking of the interaction between competition and financial
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stability authorities. The emergency measures taken to remedy the
crisis have the potential to harm competition. Although the
authorities’ main concern during the crisis was to restore financial
stability, it is now important to fix the potential negative competitive
effects of state aid, acquisitions, capital injections and bailouts.
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THE FAILING FIRM DEFENCE*
-- October 2009 --

Executive Summary by the Secretariat

Considering the discussion at the roundtable, the delegates’ written

submissions and the Secretariat’s background paper, several key points emerge:
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The failing firm defence (FFD) may arise more frequently during
financial and economic crises.

During economic crises such as the one that most OECD countries are
currently experiencing, more firms may find themselves in financial
difficulty. Some financially distressed companies will seek to improve
their condition by merging with healthier competitors. Competition
agencies may therefore face an increasing number of merger reviews
involving financially troubled firms, some of which may be true
failing firms while others may simply be weak competitors. In some
of the cases, parties may put the FFD forward as an argument in
favour of approving their transaction.

The basic conditions required for a successful application of the FFD
are relatively similar across countries.

A merger that is expected to lead to anti-competitive effects should be
prohibited when there is a causal link between the merger and the
anticipated harm to competition. When one of the merging firms is
‘failing’ (i.e. it is likely to exit the market absent the merger), the

OECD (2009), The Failing Firm Defence, Series Roundtables
on Competition Policy, No. 103, OECD, Paris. The full set of
material from this roundtable discussion is also available at
http://www.oecd.org/datacecd/16/27/45810821.pdf.
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future deterioration in competitive conditions does not necessarily
result from the transaction and hence the causal link may be missing.
In some circumstances, the post-merger scenario may be less anti-
competitive than a counterfactual scenario in which the failing firm
exited the market. In those cases, mergers involving failing firms
should be approved even when the post-merger scenario is less
competitive than the pre-merger scenario.

Although there are small differences between the approaches adopted
by different competition authorities when applying the FFD, they all
require three cumulative conditions before accepting a failing firm
defence:

e Absent the merger, the failing firm will exit the market in the
near future as a result of its financial difficulties;

e There is no feasible alternative transaction or reorganisation that
is less anti-competitive than the proposed merger; and

e  Absent the merger, the assets of the failing firm would inevitably
exit the market.

The burden of proof to show that these conditions are fulfilled lies on
the merging parties. They should convince the competition authority that
the merger will lead to less anti-competitive effects than a counterfactual
scenario in which the firm and its assets would exit the market.

One notable difference among jurisdictions is that some consider
whether the failure of the firm and the liquidation of its assets could
be a less anticompetitive alternative to the merger since the remaining
firms in the market might compete for both the failing firm's market
share and the assets that otherwise would have been transferred
entirely to one purchaser. In particular, there is presently a difference
of views between the stated policies of some national European
competition agencies and the European Commission. The
Commission has moved away from the requirement that absent the
merger all the failing firm market share should accrue to the acquirer,
but several EU countries have not yet reflected this change in their
policies. The low frequency of the FFD and the gradual development
of policy through case law may explain the lag.
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Not all countries have a formal FFD, but those that do have one
consider it to provide legal certainty.

A few countries do not have explicit failing firm defences. In these
countries, mergers involving a failing firm are reviewed using the
standard causality test in merger control. If applied properly, such a test
would identify those transactions that should be approved despite their
anti-competitive effects. However, such an approach may be difficult
and costly to administer and may lead to less predictable outcomes.
Those countries with an explicit FFD have found that (a) it yields
outcomes that are broadly similar to the outcomes that would obtain
under the properly applied traditional causality test and (b) it provides
predictability for firms that are subject to merger control regimes.

Failing division defences should be subject to standards that are
similar to the FFD standards, but that are applied differently in light
of factual differences between failing divisions and failing firms.

In some instances, the merger under review involves the acquisition
of a firm’s division. In those cases, the merging parties may argue that
the exit of that particular division from the market would occur (i)
whether or not the merger materialises and (ii) irrespective of the
financial health of the parent company. While most countries are open
to the application of this so-called failing division defence (FDD),
competition authorities should be aware of the possibility that parent
companies may employ creative accounting methods to establish the
illusion of a failing division. A division that is not currently profitable
will not necessarily exit the market imminently. The losses may be
temporary, and in any event the division may be important enough to
the parent company that it would be unlikely to exit even if the losses
continue. It may be difficult to assess the amount of money that the
parent would invest in the division absent the merger, though.
Consequently, parties should be required to produce clear evidence
that, without the merger, the division would be likely to fail and its
assets would be likely to exit the market imminently.

The FFD criteria should not be relaxed in times of crisis. There may,
however, be some room for streamlining the FFD review process.

As of October 2009, competition authorities had not seen an increase
in the number of mergers in which the parties claimed the FFD. This
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may be because there is a perception that the FFD criteria are too
strict. That raises the question whether competition authorities should
loosen the FFD criteria, particularly in light of the current global
economic crisis. The consensus among the Committee delegates was
that there is no justification for such a change. There are other policy
instruments (e.g. bankruptcy law and State aid) available to help
failing firms through the crisis. Competition authorities are concerned
that excessively lax standards may lead to too many type Il errors, i.e.
false negatives.

Nevertheless, competition authorities recognise that FFD
investigations may be too lengthy, which is problematic given that the
position of firms in distress may rapidly deteriorate, which in turn
may cause inefficient liquidations. This may justify procedural changes
to ensure a speedier review of mergers involving failing firms.

Whereas not all delegates agreed that mergers involving financial
institutions deserve special treatment, they did agree that systemic risk
considerations should be taken into account in merger proceedings.

Banks are special economic agents because of their importance for the
stability of the financial system and the economy. The collapse of one
key bank may have a domino effect that leads to widespread loss of
confidence in the financial system and thus to a severe economic
recession.

All countries acknowledge the importance and the special role of
banks in their economies. Even so, while some countries do not
consider that mergers involving failing financial institutions should be
treated differently, others are prepared to treat mergers amongst
financial institutions more leniently when bank failure is a possibility.
Those against the special treatment of bank mergers argue that
competition authorities should focus on promoting and preserving
competition and leave prudential regulation to the Central Bank.

Some competition agencies argue that it may be more difficult to
succeed with a FFD in mergers involving banks. This is because they
anticipate that governments may intervene with some kind of
financial support in order to prevent the failing bank from leaving the
market. In other words, they consider that the assets of failing banks
are unlikely to exit the market in practice.
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COMPETITION AND FINANCIAL MARKETS*
-- February 2009 --

Executive Summary by the Secretariat

Competition issues in the financial sector

@ The financial sector is at the heart of every well-functioning market
economy but it is also vulnerable to systemic loss of trust.

The financial sector is special. Banks perform intermediation
functions that are critical to the real economy. In particular, they
correct the asymmetry of information between investors and
borrowers and channel savings into investments. These functions
facilitate and contribute to the growth of the economy. Linkages
between banks through inter-bank markets and payment systems are
vital to the functioning of financial markets.

The loss of confidence in one major financial institution in a financial
crisis can snowball into a loss of confidence in the entire market
because the inability of one bank to meet its obligations can drive
other, otherwise healthy, banks into insolvency. The risks then
become systemic, endangering the whole banking sector. If the
financial sector is not working well, then the entire market economy is
not working well. For this reason governments impose significant
regulation and oversight to ensure the smooth functioning of the
financial sector, and, when problems arise, they must act quickly to
avert systemic crises.

! OECD (2009), Competition and Financial Markets, Series Roundtables on
Competition Policy, No. 92, OECD, Paris. The full set of
material from this roundtable discussion is also available at
http://www.oecd.org/datacecd/45/16/43046091.pdf.
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The current crisis resulted from failures in financial market
regulation, not failure of the market itself or of competition.

Regulation did not achieve the correct balance between risk and the
search for return. Leverage based on unsustainable asset prices led to
solvency problems for borrowers and in the end for the banks
involved in lending and securitising assets. Banks did not have enough
capital to cover the resulting losses, and some faced extreme liquidity
(funding) crises. Emergency measures had to be implemented
involving: loans and guarantees, capital injections, mergers and
supportive monetary and fiscal policies.

Because regulatory failure led to the crisis, the main solutions will
come from prudential regulation and other measures that change
incentives, not from competition policy. Competition authorities do
have a role to play in ensuring that exit strategies are built into rescue
interventions so as to prevent them from harming competition in the
longer term and hindering recovery.

Competition and stability can co-exist in the financial sector. In fact,
more competitive market structures can promote stability by reducing
the number of banks that are “too big to fail .

Policy goals for the financial sector include promoting both
competition and stability. Competition encourages efficient and
innovative financial services, while stability is essential to the
systemic trust on which the sector depends.

Are these two goals mutually exclusive or can they be achieved at the
same time? If competition between banks increases, does that make
them weaker so trust in the system is undermined? Evidence of
inconsistency in fact is limited. In many countries, competition in the
sector is oligopolistic, so it is difficult to blame excessive competition
for the instability that led to the current crisis. Indeed, in a broad
sense, the oligopolistic structure contributed to the crisis; it meant that
many banks were systemically important, leading to moral hazard,
perceived guarantees and excessive risk taking.

While a less oligopolistic market structure should thus help stability,
better prudential regulation should also limit excessive risk taking and
further reduce the risk of instability.
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Competition helps make the financial sector efficient and ensure that
rescue and stimulus packages benefit final consumers.

As in most sectors of the economy, the benefits of full, effective
competition in the financial sector are enhanced efficiency, the
provision of better products to final consumers, greater innovation,
lower prices and improved international competitiveness. Greater
competition also enables efficient banks to enter markets and expand,
displacing inefficient banks.

At the retail level, competition between banks is increased when
customers can easily switch providers. A number of studies, however,
including a recent OFT report? and a sector inquiry report by DG
Competiti0n3, have shown that the incidence of retail customer
switching is low.*

The potential movement of customers should help generate the best
terms for customers and should lead banks to adopt more efficient
processes, to keep costs to the minimum and to be more successful in
the competition for consumers. For these competitive benefits to flow
through the whole market, an appropriate regulatory and competitive
framework for the financial sector must be identified and
implemented.

Once that framework is in place, governments must ensure that short-
term measures used to rescue and restructure the financial system
(such as recapitalisation, nationalisation, mergers and state aids) do
not restrict competition in the long term. They can then protect the
goals of efficiency and stability.

Personal current accounts in the UK: an OFT market study, July 2008 - only
6 per cent of consumers surveyed had switched account providers in the
previous 12 months.

Report on the retail banking sector inquiry: Commission Staff Working
Document accompanying the Communication from the Commission - Sector
Inquiry under Art 17 of Regulation 1/2003 on retail banking (Final Report) ,
January 2007: ‘The inquiry’s analysis suggests that typically between 5.4% and
6.6% of current account customers in the EU will change provider per year.’

See also Competition and Regulation in Retail Banking, OECD (2006),
http://www.oecd.org/dataoecd/44/18/39753683.pdf.
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Government interventions during the current crisis give rise to
competition issues. Competition authorities should play a part in the
design and implementation of exit strategies.

To combat the current crisis, governments have been making large-
scale interventions in the banking system with important effects on
competition. Measures have included brokering mergers of large
financial institutions, making liquidity injections, direct asset
purchases, and capital injections as well as setting up guarantee
schemes to cover the liabilities of financial institutions. One of the
biggest issues in the future will be how governments can stop
providing aid to these firms and unwind the extraordinary liquidity
provisions, guarantees and government capital holdings, so as to ease
the sector back toward normality. Like the initial interventions, the
sale by the state of stakes in financial firms back to the private sector
and the lifting of guarantees have great potential to distort
competition. EXit strategies that protect and promote competition are
therefore essential, both when designing interventions and when
phasing them out.

Exit strategy issues for competition include dealing with (a) mergers
of large financial institutions, (b) barriers to entry in financial markets,
(c) the sale of government stakes and (d) ending government support.

Specific competition issues arising in the context of exit strategies
include:

e  how competition authorities should view large mergers in the
financial sector and how barriers to entry can be reduced to
encourage competition with the resulting large institutions

e how, if governments acquire stakes in banks which convey
significant market power, that market power should be eliminated
prior to denationalisation of the bank, and

e what incentives can be provided to encourage the introduction of
private capital to release government capital

(a) Considering large mergers that involve state funding

Mergers of large financial institutions are often combined with state
funding in one or more ways and may be encouraged by the state.
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That funding might take the form of loan guarantees, for example.
Alternatively, when governments arrange large mergers they may
acquire some shares of the merged institution in what could be
considered a partial nationalisation. These ‘mega mergers’ can easily
distort competition. They may involve financial institutions with
strong balance sheets merging with weaker financial institutions, for
instance, which could affect the competitive equilibrium, especially
for smaller players who remain in the market. Less overall
competition will lead to lower deposit rates and higher loan rates.

There is no obvious way simultaneously to offset the potential anti-
competitive effects of these transactions due to the highly oligopolistic
structure of the banking sector in many countries. A merger which is
part of a rescue package for a financially unstable institution should
therefore be seen as an emergency measure, to be used only when
necessary to avoid insolvency and the precipitation of a wider
systemic crisis. It may be possible, however, to design exit strategies
from anti-competitive mergers that have been supported in some way
by a state. These strategies can be implemented when ‘normal’ times
return. From a competition standpoint, nationalisations, either in full
or in part, may be preferable to purely private mergers because it is
usually easier to reverse nationalisation or to stop other forms of
public support than it is to break up large conglomerates. In addition,
nationalisations create or enhance market power to a lesser degree
than private mergers and provide a clearer solvency guarantee.
Nevertheless, full or partial nationalisations are also prone to
excessive government direction over operational decisions and can
add burdens to the government’s balance sheet. When the sell-off of
nationalised institutions occurs, consideration should be given to
possibilities to improve market structure, for example by the break-up
of an institution prior to sale or the sale of an institution to a foreign
entrant rather than domestic buyer.

(b) Reducing barriers to entry as a response to increased
concentration

To the extent that anti-competitive mergers have already happened
(with or without promotion by governments), facilitating new entry is
always likely to provide more competition. There is a concern that it is
inequitable to undo mergers that have already been consummated if
the government approved them prior to deciding that they should be
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undone. Encouraging new entry may therefore be better achieved by
reducing regulatory barriers. Consequently, there will always be a role
for strong advocacy by competition authorities to encourage
governments to remove unnecessarily anti-competitive regulation and
make the entry process as easy and inexpensive as possible, especially
in markets where mega mergers have been allowed.

(c) Eliminating excess market power prior to and during the sale of
government stakes

Government investments in commercial banks that are designed to be
temporary and largely passive are unlikely to provide any kind of
competitive advantage to one firm over another. Nonetheless, anti-
competitive effects may occur, so public stakes in nationalised
institutions should be sold back to the private sector within a time
frame that is reasonable, transparent and foreseeable in order to limit
the time in which nationalisation may distort competition. Any
structural competition problems that arose because of nationalisation
should be eliminated prior to or during the privatisation process. Apart
from reducing regulatory barriers to entry, measures to reduce
excessive market power may include financial incentives (subject to
state aid rules, where applicable, or to other competition controls) to
those acquiring government stakes. Furthermore, regulators and
competition authorities must co-operate and discuss with other
relevant arms of government the terms of sale of government stakes
and the guidelines for potential bidders.

(d) Weaning financial institutions off government support

To protect competition as much as possible, governments should give
financial institutions incentives to stop relying on government support
once the economy begins to recover. In other words, rescue measures
should have conditions built into them that will cause financial
institutions to prefer private sources of investment to public ones
when economic conditions start returning to normal. For example,
governments can make it unattractive for beneficiaries to rely on
public capital injections any longer than they have to by imposing
restrictions on them such as escalating dividends or interest rates. At
some point private sources of equity will become more desirable.
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Competition law and policy are flexible enough to deal with the
financial crisis.

Competition authorities are accustomed to dealing with many sectors
and to applying the law in a way that reflects each of their special
characteristics; competition statutes can already be interpreted
sufficiently flexibly to take the special traits of the financial sector
into account. The adoption of different standards is not required.

Competition assessments, whether carried out only by the competition
authority or in conjunction with the financial sector regulator, are
always essential for mergers, state aid applications and many of the
emergency measures that governments might put in place. Views
differ, however, as to whether the new regulatory procedures to be
introduced would allow meaningful competition assessments to be
made in the time available during crises. The EU guidelines save time
and make procedures more predictable for competition authorities, for
regulators and for the financial institutions themselves. The biggest
problem is to convince legislators or executive branches of
governments that competition authorities have the ability to make
timely, positive contributions in times of crisis and that competition
law is flexible enough to be adapted in scope, time and focus.

A good relationship between competition authorities and financial
regulators is essential.

The strong desire to prevent future financial crises of similar
magnitude means that regulatory intervention and reform should be
undertaken. Regulation can be good or bad, however, and can give
proper incentives or have the opposite effect. Better regulation of the
financial sector might have prevented the crisis, but excessive
regulation would risk losing the benefits of competition. Competition
authorities must therefore engage in dialogue with those who are
going to expand the scope of regulation in order to help frame it and
ensure that it is consistent with the aims of robust competition policy.

Even during the crisis, competition authorities should continue to act
independently, examining issues such as transparency and switching
costs in retail banking. Easier switching and increased transparency
could increase the competitiveness of current market structures and
facilitate new entry and expansion.
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Some national competition authorities are looking closely at issues of
transparency and switching costs in the financial market and at the
broader concept of economic performance as it applies in the sector.
Customers must have the ability and willingness to switch banks in
order to drive and stimulate competition in retail banking and to return
the sector to normality, but, as noted above, the degree of customer
mobility is low and customer-bank relationships are typically long-
term because of customer inertia and because switching costs are
usually high. The process itself is not without practical difficulties.

Switching costs continue to represent an important source of market
power in retail banking and to have effects on competition, through
the effective locking-in of customers. Banks do compete for new
customers, for example by offering higher initial deposit rates, but
later reduce those rates once the customers are locked in. Solutions to
switching problems may include making the process easier, promoting
greater consumer education and financial literacy about prices through
improved transparency, or encouraging the adoption of self-regulatory
codes involving simplification of the process. Although it is not
without cost and practical problems, the concept of account number
portability may be worthy of further study.’

It is unclear whether competition authorities should sit at the table
where decisions as to future government interventions are taken.

Views differ as to whether competition authorities should actually sit
at the table when intervention measures are being discussed. On the
one hand, it may be preferable for competition authorities to
participate while emergency measures are being considered and
implemented. On the other hand, such a role may compromise the
independence and objectivity of competition agencies. If they are to
have a seat at the table, they will need to show a degree of flexibility
and pragmatism, as well as a willingness to accept that competition
law and policy do not necessarily take precedence over other, broader,
measures.

These issues have already been explored by the OECD. See Competition and
Regulation in Retail Banking, note 4 above.
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Within financial markets, credit rating agencies play an important
role, but may have their own competition problems.

On the investments side, internationally recognised credit rating
agencies play a leading role in the market for securities, such as
corporate debt and asset-backed securities. The agencies appear to
compete vigorously for the business of the securities issuers, but this
very competition may lower the quality of ratings by creating a bias in
favour of inflated ratings. A number of competition authorities have
investigated selected business practices of credit rating agencies but
these have focused on whether competition between agencies was
working or not, or on whether they were engaging in anti-competitive
practices, rather than on any misalignment of incentives.

In the recent past, the requirement in the US that credit rating agencies
be ‘nationally recognised statistical rating organisations’ has created a
significant barrier to entry for new agencies, although a change in
regulatory approach has meant that more agencies have been able to
achieve the status. Convincing investors to seek ratings from smaller
firms can be difficult. Convincing issuers to provide data to credit
rating agencies that they are not themselves paying is also difficult,
because issuers reportedly prefer to have a client relationship with the
agencies. The US Securities and Exchange Commission and the EC
have both put forward proposals aimed at improving competition and
at encouraging new entry. Success has, however, been limited. More
regulation may be necessary in order to ensure more effective
competition. While credit rating agencies abide by the rules of the
International Organisation of Securities Commissions, they are,
nevertheless, not subject to any supranational authority.

Competition issues in the real economy

(12)

The temporary crisis framework for the real economy.

Some governments have extended financial aid to the real sector. This
may be important to enable small businesses to obtain credit. Where
needed, governments should provide this aid rapidly and with minimal
bureaucracy, but with clear sunset (temporary) features built in. The
first part of the temporary framework in the EU, for example, has
therefore been to increase the maximum level of aid to any individual
firm from EUR 200,000 to EUR 500,000, for a period of two years to
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the end of 2010, while retaining a competition assessment of the
effects of granting the requested state aid. The second part of the EU
package is to extend the allowable subsidies for loans and guarantees
to all corporations for the same temporary two year window.

The rationale for rescue packages in the real economy is more limited
than for the financial sector. Great caution should be applied to
requests for bailouts by firms that were already ailing. Propping up
unproductive companies harms long-term growth.

The issue of systemic risk which justifies intervention in financial
markets is not present in the real sector. If a business in the real sector
goes bankrupt, its competitors pick up its market share and the sector
continues to function, albeit with adjustment. But while there is less
reason to intervene, the potential for job losses and plant closures push
governments to act.

Some competition authorities have expressed doubts about subsidising
failing non-financial industries or institutions. Subsidisation of
distressed companies entails a significant risk of prolonging the
existence of inefficient companies and unproductive business
practices. That limits long-term economic growth and slows recovery
from crisis. Governments must protect people by creating new jobs,
but not jobs that exist only with the support of taxpayers’ money.
Empirical evidence suggests that, on balance, inefficient firms will
exit markets and substantial job losses may result, but new firms may
enter and create new jobs over a short duration, giving net positive
employment effects and positive effects for the real economy.

As a general rule, governments should be very cautious about bailing
out non-financial firms that were underperforming even before the
crisis. If under-performing, inefficient and poorly managed firms are
bailed out simply because of the crisis and the fact that they are large
employers, then the message to industry will be simply to become too
big to fail and not to be concerned about being efficient. There may be
situations, however, in which governments need to make a case-by-
case call on whether and how to provide some kind of assistance,
depending on an analysis of the systemic, economy-wide implications
of failure in a particular industry.
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National champions distort competition.

The creation and promotion of national champions distorts
competition. Supporters of national champions see a number of
benefits, including enhancing the country’s national presence in
worldwide markets, safeguarding jobs in bigger firms which may be
regarded as too big to fail, being able to take advantage of economies
of scale in relation to other multinational firms, and, in the energy
market, for example, being big enough to secure supply in times of
crisis. The disadvantages include the state deciding which firms
should or should not succeed and taxpayers’ money being used, in
effect, to distort competition, a distortion paid in part through
competitors’ taxes. In addition, national champions are very often
dominant in the domestic market, a condition that enhances the
likelihood of competition being distorted by national champion
policies.

Competition issues are fundamental to recovery

(15)

Recoveries from past financial crises were delayed when competition
enforcement was relaxed.

As governments have come to appreciate the full magnitude of the
financial crisis and its impact on the real economy, they have
implemented large fiscal packages to stimulate demand and other
sectoral interventions to prevent collapse of significant companies and
sectors. Past experience demonstrates that even in full-blown crises, it
is a mistake to compromise competition when seeking recovery.

In Korea, two important lessons emerged from the 1997 financial
crisis. First, government agencies tend to overlook the potential
beneficial effects of competitive markets in times of economic crisis.
Competition authorities should therefore be more vigorous in their
competition advocacy efforts. Second, the least anti-competitive
solutions to problems should always be sought. Active enforcement
against cartels was necessary during periods of retrenchment, as was
taking a long-term perspective to overcome the economic crisis. In
the current crisis, the Korean economy is suffering as much as any
other but the government has announced its intention to strengthen
antitrust enforcement.
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In Japan, policy measures taken to counter recessions in the 1950s and
1960s included the introduction of ‘depression’ or ‘rationalisation’
cartels, which allowed firms to co-ordinate production and service,
reduce capacity, or even co-ordinate price levels. These measures
were considered to have serious anti-competitive effects on the
economy in the medium and long term and were later abolished.

In the US, enforcement against cartels fell away in the Great
Depression. One of the measures introduced by the Roosevelt
Administration under the ‘New Deal’ was the National Industrial
Recovery Act of 1933. The Act reduced competition through antitrust
exemptions and raised wages through labour provisions. The Act was
declared unconstitutional in 1935, but activities implemented there
under continued in the face of subsequent anti-cartel actions. A
number of studies have concluded that these New Deal policies were
important contributory factors to the persistence and depth of the
Great Depression. For example, Cole and Ohanian concluded that ‘the
[New Deal] policies reduced consumption and investment during
1934-39 by about 14 per cent relative to competitive levels.”°

The OECD should build on the lessons of previous recessions and
demonstrate why a market-oriented, longer term, sustainable approach
is the way forward not only with respect to public subsidies, but also
for merger control and general antitrust work. Competition authorities
must be allowed to focus on promoting competition through well-
targeted interventions while remaining mindful of the situation in the
wider economy and the broader policy concerns that governments
may need to address.

Changing priorities for competition authorities

(16)

Competition authorities should adjust their priorities to strengthen
advocacy and give greater attention to cartels and mergers.

The issue of competition advocacy is now of renewed importance in
competition agencies’ discussions with other parts of governments.
Competition advocacy could include interventions relating to the

“New Deal Policies and the Persistence of the Great Depression: a General
Equilibrium Analysis” Harold L. Cole and Lee E. Ohanian
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moral hazard issues that may arise from the provision of aid, what is
and is not market failure, and the importance of competition
considerations in exit strategies.

International co-operation in setting and enforcing competition policy,
especially in relation to failing firm defences, is essential for ensuring
consistency in troubled times, speeding up the enforcement process
and giving clarity to enforcement activities. Competition authorities
will need to consider carefully which cases they take on and how they
apply their laws and policies.

There is empirical evidence that a sudden drop in demand leads to a
tendency to merge and to engage in cartel activities in order to
‘stabilise markets’. Competition authorities need, it is said, to be more
flexible in the current climate. However, there is no conceivable
reason to relax standards of enforcement, and that to do so, or to do
anything other than maintaining present objectives and standards of
competition law enforcement, would jeopardise future national
economic performance.

Competition authorities have a crucial role in trying to influence the
framework of merger control regulations to avoid a repetition of the
current sort of crisis. The approach should be co-ordinated with
regulators. A key issue to be discussed is how to prevent the
emergence of institutions that are too big to fail.

The crisis will lead to an increase in the number of mergers and in the
number of failing firm defences advanced. There are likely to be more
international mergers, which sometimes have different implications.

Merger activity is expected to increase once financial markets are
restored. An increase in merger activity as a result of firms losing
market share or solvency, whether because they are inefficient or they
are collateral victims, is also likely to result in a higher incidence of
failing firm defences put forward. (This defence argues that because
one of the merging parties is failing and its assets would exit the
market anyway, the merger is not anti-competitive.)  Greater
predictability for authorities themselves, for firms and their advisers
would be achieved if all competition authorities relied on similar
standards for deciding what constitutes a ‘failing firm’.
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Divestiture, one of the remedies usually most favoured by competition
authorities for eliminating or minimising the effect of competition
problems resulting from mergers, may become more difficult than in
the past because there are fewer potential purchasers of assets to be
divested. If structural remedies are not possible, competition
authorities might rely more on behavioural remedies.

International mergers with cross-border implications are also likely to
increase. Aligning the way national competition authorities analyse
failing firm defences might improve efficiency in assessing
international mergers.

Competition authorities will need to adapt to the new environment
without changing their standards.

The likely increase in the number of emergency decisions, including
those requiring consideration and analysis within a week or even a
weekend, will require flexibility in procedures and the ability to carry
out rapid but diligent assessments of mergers or practices.
Competition authorities will need to act quickly, but without
decreasing their standards of enforcement, and without abandoning
sound, generally accepted economic principles.

There will be more cases in which the firms affected by the merger or
the practice are more fragile and sensitive to abusive practices than
was the case when the economy was expanding. It is likely therefore
that there will be more cases in which interim measures are sought or
required. That will entail flexibility in procedures, and authorities will
need to make a quick assessment as to whether the merger or
particular practice creates competition problems.

The principles and objectives of competition law enforcement
therefore must not change, but the analysis has to be realistic about the
conditions in the market. That means continuing the shift from a form-
based analysis to a case-by-case analysis in which the context and
effects of actual practices and behaviour are very much taken into
consideration.
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COMPETITION AND REGULATION IN RETAIL BANKING !
-- October 2006 --

Executive Summary by the Secretariat

Considering the discussion, the delegates’ submissions, and the
background paper, several broad results emerge:

(1) Competition can improve the functioning of the retail banking sector
without harming prudential regulation. The efficient functioning of
the sector is important for economic performance.

The efficient functioning of the retail banking sector in all OECD
countries is important to promote the economic potential of these
countries’ economies. Retail banking is delineated as banking services
for consumers and for small and medium sized enterprises (SMES)
having a turnover of less than 10 million Euros. Consumers as well as
SMEs rely heavily on the banking sector for their financial services
and external finance. The access of retail customers and SMEs to
finance is particularly crucial for economic growth, given that much
growth in employment and GDP comes from the development of
SMEs. Banking competition can play a role in improving the
conditions for access to finance, such as lower interest rates for loans,
or a lower degree of collateralisation. However, competition does not
always seem to work properly in the retail-banking sector. Several
broad results emerged on how to improve the competitive
environment of retail banking without harming prudential regulation.

OECD (2006), Competition and Regulation in Retail Banking, Series
Roundtables on Competition Policy, No. 69, OECD, Paris. The full set of
material from this roundtable discussion is also available at
http://www.oecd.org/datacecd/44/18/39753683.pdf.
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Retail banking is a sector that in most countries is subject to a tight
set of regulations.

Some retail banking regulations tend to soften competition. Examples
include restrictions on the entry of new banks or limitations on the
free deployment of competitive tools by banks. Other regulations
restrict banking activities in space and scope, putting limitations on
the bank’s potential to diversify and exploit scale / scope economies.
Finally there is prudential regulation that alters the competitive
position of banks vis-a-vis other non-bank institutions. Using
comprehensive cross-country datasets available at the World Bank and
the OECD, it has been shown that restrictive regulation continues to
be a major source of rents for banks in many countries. Estimates
range from say 30 to 100 basis points on an average loan rate.
Substantial heterogeneity in regulation is found in barriers to
domestic entry, barriers to foreign entry (including restrictions on
foreign ownership, screening and approval procedures of foreign
entry, and other formal barriers), barriers to activity, and government
ownership.

The banking sector is considered special primarily because of
externalities related to potential “contagion” effects stemming from
(i) the withdrawal-upon-demand characteristic of some bank deposits
and (ii) the role banks play in the payment system, and (iii) the fact
that banks are important for the funding of consumers and SMEs.

Largely because of the possibility that increased competition may
make contagion more likely, the desirability of competition in the
banking sector has been questioned for a long time. Until the 1980s,
the general idea was that in order to preserve financial stability,
competition in the banking sector should not be too intense. That is,
too intense competition would lead to excessive risk-taking such that
there would be a trade-off between competition and financial stability.
Recent work provides a more balanced view suggesting that there
could be either a positive or negative link between competition and
stability. As a result, the view has been introduced that the banking
sector should be subject to a stronger, more independent antitrust
regime. This view has gained support from the increased ability of
supervisory authorities to control bank stability though capital
regulation (Basle | and 1) and banks showing considerable capital
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buffers. Though branching and entry is mostly permitted now on both
sides of the Atlantic, mergers and acquisitions are still sometimes
blocked in Europe by regulators under the pretext of the safe and
sound management doctrine. Pretexts for preventing mergers that
disguise other motives should be limited. Putting competition policy
issues into the hands of an authority not responsible for prudential
regulation may help to promote further financial integration and
greater competition.

Customer mobility and choice is essential to stimulate retail-banking
competition. An important observation is that the degree of customer
mobility is low and the longevity of customer-bank relationships is
long.

Consumers and businesses may be tied to their bankers due to the
existence of switching costs. Switching costs are costs that existing
customers have to incur when changing suppliers. Conceptually, we
can distinguish between the fixed transactional (or technical) costs of
switching a bank and informational switching costs. We take a broad
definition of transactional switching costs. Examples are shoe-leather
and other search costs customers incur when looking for another bank
branch, the opportunity costs of her time of opening the new account,
transferring the funds, and closing the old account. Also contractual
costs and psychological costs may be important transactional
switching costs. Many but not all of these costs are independent of the
banks’ behaviour, but nonetheless allow an incumbent bank to lower
deposit rates to captured customers. Switching costs are directly
influenced by bank behaviour when, for example, banks charge
exiting customers for closing accounts (closing charges). In loan
markets it is often conjectured that, in addition to these fixed
transactional costs of changing banks, there are informational
switching costs. Borrowers face informational switching costs when
considering a switch, as the current “inside” financier is more
informed about a borrower’s quality and its recent repayment
behaviour. Such switching costs may provide the informed
relationship bank with extra potential to extract rents.? Switching costs
bind consumers and SMEs to banks, locking them into early choices.
This lock-in provides banks with considerable ex-post market power.

See Berger and Udell (2002), Boot (2000), and Ongena and Smith (2000).
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Policymakers can often do more to enable switching. We consider
three different but complementary means to reduce switching costs.

o First, greater consumer education and financial literacy about
financial alternatives may help to promote greater willingness of
consumers to switch from one institution to another and reduce bank
rents from switching costs. Information about prices and more
transparency is desirable to promote consumers’ possibilities to
compare financial institutions.

o Second, switching “packs” that simplify the administrative steps for
switching should be promoted. Setting up “switching arrangements”
or “switching packs” can reduce the administrative burden and hence
reduce the costs of switching.

These arrangements typically are the result of the installation of a self-
regulatory code between banks that helps customers switch banks.
These codes are often introduced after investigations by competition
authorities. The banking associations in these countries have
established voluntary codes that establish standards of good practice.
The switching arrangements also imply that banks perform a
considerable part of the administrative burden by preparing “switching
packs” ensuring smooth transition from one account to another.
Experiences from two countries show greater customer mobility and
increased switching rates.

e Third, account number portability may merit further consideration if
its potential benefits would clearly outweigh the undoubtedly high
costs.

Although switching arrangements help in reducing switching costs,
they do not remove switching costs entirely, as customers must still
change account numbers. A more structural approach is account
number portability. Number portability implies that customers could
transfer their number from one bank to another without facing an
important administrative burden. Number portability can only happen
when customers “own” the account number, and when payment
systems and account numbers exhibit a similar structure and are
standardised on a national or international scale. While number
portability almost completely removes switching costs and therefore
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should result in more vigorous banking competition, it may require
more standardisation and substantial fixed costs for its introduction.
Number portability will only imply a level-playing field when non-
discriminatory access to the payment system is implemented. The
costs of investment to achieve number portability may be great. In
fact, prudential authorities have suggested that the costs are likely
prohibitively expensive compared to the likely benefits. One
pragmatic concern with number portability is that, in many countries,
the current numbering system provides features that help identify
customer banks inherently through the structure of the number. Losing
this ability to identify banks and branches could potentially increase
the difficulty of identifying the correct bank in questions related to
transaction errors.

Financial information sharing platforms should be promoted and,
where limited by privacy laws, privacy laws should be modified in a
way that maintains the goal of protecting privacy while also allowing
consumers to receive the benefits of credit ratings.

Individuals and SMEs may not be able to credibly communicate their
credit quality to outside banks or other providers of external finance in
the presence of asymmetric information. Asymmetric information
between banks about borrower quality is therefore an important
determinant of banking competition. In some countries, however,
financial institutions often release limited borrower information
through public credit registries, or private credit bureaus or rating
agencies. Credit information sharing is an increasingly common way
for banks (and other institutions for whom customer financial
condition and reliability is important) to share and tap information
about borrowers — and a helpful tool for reducing losses on
unprofitable borrowers. Credit information sharing may alleviate some
of the rents due to information asymmetries as long as the
informational release contains sufficient, credible and up-to-date
information, and is accessible to all parties. That is, credit information
will reduce the difference in information between a customer’s current
bank and other potential financial service suppliers. Also, information
sharing can operate as a borrower discipline device, and may reduce
the possibilities for borrowers to become over-indebted by tapping
loans at several banks simultaneously.
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The existence of public credit registries and of private credit bureaus
or rating agencies may be shaped by privacy laws. Public credit
registries will take into account how much information sharing
already spontaneously occurs. Private and public initiatives can be
substitutes in this respect. A private credit bureau or rating agency can
issue several kinds of credit reports — ranging from “black”
information (such as whether the customer has defaulted) over to
“white” information (i.e. outstanding loan amounts), to even more
fine-grained credit scores. While public credit registries typically have
a complete coverage above a certain loan-amount threshold due to the
compulsory nature of reporting, private credit bureaus and rating
agencies may be less complete in their coverage but provide more
detailed information. Private credit bureaus or rating agencies will
then more likely be established when the minimum reporting
threshold at the public credit registry is high and when privacy laws
allow useful and profitable operation of private rating agencies.
Indeed, credit information provision often hits the boundaries of
privacy protection. Privacy laws for example have shaped the access
to files by potential users. More stringent privacy protection may
therefore imply that customers become captive to their existing banks.
Other financial institutions may have insufficient information to make
competitive loan offers.
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MERGERS IN FINANCIAL SERVICES!
-- June 2000 --

Executive Summary by the Secretariat

Considering the discussion at the roundtable, the delegate

submissions, and the background paper, the following key points emerge:

M)

2

In many OECD countries, the last few years have witnessed a
substantial increase in the frequency and significance of bank
mergers. The increased activity is driven by four interactive forces:
regulatory reform; ongoing globalisation in both financial and non-
financial markets; excess capacity/financial distress; and
technological change including the development of electronic
banking.

So far, most of the bank mergers have taken place among banks based
in the same national market, but there is an increasing incidence of
cross-border deals. Among OECD countries, there are few remaining
regulatory barriers standing in the way of such take-overs. There may,
however, be a number of political obstacles.

As the following points illustrate, consideration of bank mergers in
OECD countries normally involves the application of economy-wide
merger guidelines and practices, tailored to the specifics of the
banking industry.

Typically the first stage of analysis involves a preliminary assessment
based on concentration ratios as to whether or not a proposed bank

OECD (2000), Mergers in Financial Services, Series Roundtables
on Competition Policy, No. 29, OECD, Paris. The full set of
material from this roundtable discussion is also available at
http://www.oecd.org/datacecd/34/22/1920060.pdf.
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merger is likely to harm competition. This, in turn, requires attention
to the definition of the relevant markets. Banks offer a large number
of products and services to a number of different classes of customer.
The size of the relevant geographic market differs among products
and among different customers, and so might the identity of firms
serving the different markets.

As reflected in various country submissions, market definition is a
highly empirical issue that should be addressed by examining
consumers' actual willingness to substitute in response to changes in
relative prices. The nature of the relevant market will differ from
product to product, customer to customer and country to country.

Important differences in geographic markets would be missed if
competition agencies insisted on identifying a single product market
such as one grouping together all the services traditionally offered by
commercial banks. In addition, such a grouping could lead to errors in
assigning market shares.  The competition provided by firms
specialising in mortgages would be ignored, for example, if the market
were defined to be a commercial banking cluster.

In the case of business lending, loans to small and medium sized
enterprises (SMEs) should be distinguished from loans to large
businesses. This is due first and foremost to differences in the average
size of loans made to the two groups of firms. Enterprises with large
financial requirements are much more able to bear the substantial
fixed costs associated with borrowing directly from national or even
international capital markets as opposed to proceeding through a
financial intermediary. It follows that loans to larger businesses may
have a wider set of product substitutes than do loans to SMEs.

Not only are SMEs more dependent than larger businesses on bank
loans, this is also true as regards dependence on local banks. There
are three reasons for this. First, larger businesses tend to take out
larger loans, hence are more willing to incur the fixed transactions and
information costs required to search for and borrow from more distant
banks offering more favourable terms. Second, SMEs generally have
a greater need for a local depository for cash and cheques. This point
acquires greater significance when it is noted that compared with a
larger business, an SME's ability to obtain bank credit on reasonable
terms is more likely to be improved by locating its transactions
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accounts in the same bank it borrows from. Third, again as regards
establishing creditworthiness, SMEs find it relatively more important
to develop and maintain good personal relationships with bank
managers/loan officers. This is arguably easier to do when the SME
and bank are located close together.

Low post-merger concentration ratios in appropriately defined
antitrust markets usually indicate an absence of significant
competition problems, but high concentration levels are inconclusive
unless barriers to entry are also high. In considering barriers to entry
in banking, particular attention should be paid to the extent to which
electronic banking developments have reduced the need for extensive,
expensive branch networks and lowered the cost of monitoring.

Before the advent of automated teller machines (ATMs), electronic
funds transfer at point of sale (EFTPOS), and Internet banking, it was
widely believed that barriers to entry in some banking markets were
reasonably high because of the need for a network of branch offices.
Some commentators hold that electronic banking has greatly reduced
the need for branches and simultaneously considerably widened
geographic markets. Others maintain that many customers consider
electronic access to their accounts and to nearby branches to be
complement rather than substitute.

If it turns out that electronic banking is more a complement than a
substitute for traditional branch banking, electronic banking may not
only fail to lower barriers to entry, it may actually raise them. This is
because new entrants will be under competitive pressure to provide
the same geographic access to ATM and EFTPOS networks as larger
incumbent banks offer.  That will either require significant
investments in creating new networks or obtaining access on
reasonable terms to existing networks. The latter option would seem
to be more cost effective, but it may be difficult to negotiate. Larger
banks may be in a position to charge higher access fees to smaller new
entrants than the fees they charge each other.

Since SMEs are particularly prone to suffer from anti-competitive
bank mergers, it is worth noting that the impact of electronic banking
on such clients is not yet clear or uniform. On the one hand,
electronic banking should lower the costs of screening potential
borrowers and monitoring at a distance, thereby increasing the number
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of potential lenders to SMEs. Indeed, there is a growing use of
computerised credit scoring models in making some types of loans to
SMEs. On the other hand, SME's may find that certain kinds of loans
continue to be cheaper and easier to arrange with local as opposed to
distant banks. These are the loans for which a lending bank's credit
assessment depends heavily on having the borrower's transactions
account business, and on developing a close personal relationship with
the borrower.

In the long run, the effect of electronic banking on barriers to entry
will depend on more than how such developments impact on the need
for local branches. It will also be linked with how standards are
developed and with whether banks are permitted to merge or enter
joint ventures with significant telecommunications companies and/or
Internet players. Both issues are being closely watched in areas where
electronic banking is currently most developed.

Any examination of barriers to entry must include a look at switching
costs. These could be quite significant in certain banking markets,
especially for households and SMEs.

At least three countries presented evidence that many customers are
reluctant to switch all or part of their business across different banks.
This could be due to the administrative difficulties encountered in
altering direct electronic payment arrangements and/or costs of
establishing a reputation for creditworthiness. The second point is
likely to be much more important for households and SMEs than for
larger businesses.

In the extreme case where consumers are highly reluctant to switch,
bank competition focuses only on new customers or newly established
businesses.

Where banks hold considerable equity positions in non-financial
companies, some bank mergers can lead to a post-merger bank having
considerable influence over competing enterprises. This may call for
appropriate divestments in bank holdings to be made prior to a
merger being approved

The most radical form of this problem arises when a bank merger
directly implies a merger among non-financial companies. Traditional
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merger review would apply in such cases. Less extreme situations
include those in which bank shareholdings confer the power to
influence rather than control the managements of downstream
competing enterprises. Ideally, such problems should be addressed
through divestments. A second best solution would be restrictions
concerning representation on the governing bodies of affected
enterprises.

As in other sectors, bank mergers might create important efficiencies
as well as potential anti-competitive effects. Such efficiency claims
should carry little if any weight in a merger review unless they are
specific to the merger, and there is good reason to believe the
efficiencies will be realised post-merger.

Bank mergers posing risks for competition are often justified on the
basis of certain efficiency benefits such as economies of scale and
scope and/or reductions in risk obtained through loan diversification.
Existing research underlines the need for caution in assessing such
claims, including in determining whether savings in back office costs
may be obtainable through other arrangements less anti-competitive
than a proposed merger.

Experience has shown that bank mergers are more likely to deliver on
claimed efficiencies if the more efficient of the merging banks will be
in firm control post-merger, and that enterprise has already been
involved in a successful bank acquisition.

Branch divestiture and behavioural constraints are both used to
attenuate the anti-competitive effects associated with some bank
mergers. Competition agencies have good reasons for generally
preferring divestitures, but these must be carefully executed to ensure
that clients rather than merely bricks and mortar are passed on to the
purchaser.

Behavioural remedies, such as requiring certain terms and conditions
to be applied to loans post-merger or obtaining commitments that the
management of an acquired bank will enjoy some continued autonomy
are notoriously difficult to monitor and enforce. As a result
competition authorities typically prefer some form of divestiture, i.e. a
"structural” solution.  In banking mergers, however, even the
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structural approach typically calls for a considerable investment in
time and effort by the competition agency.

Branch divestitures seek to create new or stronger competition for a
merging bank. To achieve that result, a competition agency must be
closely involved in choosing exactly which branches are divested and
who is permitted to buy them. It should also devote attention to
constraining for some transitional period what the merging bank is
permitted to do in terms of trying to retain or win back staff or clients
associated with the divested branches.  Such constraints are
particularly relevant in the typical case of divestments being made
with the intention of reducing competition problems in local markets.
In such situations, customers of the surviving bank may have the
option of remaining with that institution by switching to another
nearby branch.

When the post-merger bank will carry the name of a pre-existing
bank, it would be helpful to concentrate any necessary divestment on
branches bearing name(s) that will be eliminated by the merger.

In most countries, bank mergers are subject to review by prudential
regulators as well as competition offices. To the extent both agencies
act proscriptively rather than prescriptively, there should be little
conflict between them. Formal co-operation accords exist in many
countries and have played a constructive role in reducing
uncertainties associated with multiple agency review.

Competition policy and prudential regulation, to the extent that both
seek to prohibit undesirable behaviour, are mutually compatible. In
particular, as long as both prudential and competition authorities
confine themselves to blocking undesired (rather than forcing or
requiring) mergers, banks will have no difficulty abiding by both
agencies' merger decisions.

As regards certain mergers, prudential regulation and competition
policy can be complementary. A prominent example is mergers
creating "too big to fail" banks, i.e. banks that are so large that market
participants assume the government would take whatever steps might
be necessary to preserve their solvency in a crisis. Such banks might
be inclined to take what regulators regard as excessive risks. Banks
seen by consumers as too big to fail could also give rise to competitive
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distortions since they may have an artificial advantage in raising
funds, especially in markets where deposit insurance is inadequate.

There is a limited potential for conflict between prudential and
competition policy goals when it comes to mergers designed to shore
up a failing or weakened bank. Even in such cases, however, it will
normally be possible to avoid competition problems by choosing the
right partner, or by structuring the merger so as to minimise its effects
on local market concentration. In any case, conflict between
prudential and competition policy goals can be reduced by close co-
operation, including prior consultation between the pertinent agencies.

COMPETITION ISSUES IN THE FINANCIAL SECTOR © OECD 2011






ROLE OF COMPETITION IN THE REGULATION OF BANKS - 69

ENHANCING THE ROLE OF COMPETITION IN THE
REGULATION OF BANKS*

-- February 1998 --

Executive Summary by the Secretariat

In the light of the country submissions and the oral discussion, the

following points emerge:

M)

The last two decades have witnessed a significant change in banking
regulation. On the one hand, there has been a substantial relaxation
in certain regulations such as direct controls on interest rates, fees
and commissions, as well as restrictions on lines of business,
ownership and portfolios. On the other hand, there has been a
strengthening of prudential regulation focused on controls on the
capital or “own funds” of banks and an expansion of the number and
coverage of deposit insurance schemes. A few countries retain
regulations which may restrict competition and are no longer viewed
as necessary from a prudential perspective.

All countries reported significant deregulatory moves in the banking
sector. Concurrent with these deregulatory moves, however, were
actions to strengthen, or at least harmonise, prudential regulation and,
in many cases, to introduce or extend the coverage of deposit
insurance.

Although the vast majority of countries have removed controls on
interest rates, fees and commissions there remain a few minor

OECD (1998), Enhancing the Role of Competition in the Regulation of
Banks, Series Roundtables on Competition Policy, No. 17, OECD, Paris. The
full set of material from this roundtable discussion can be found at
http://www.oecd.org/dataoecd/34/58/1920512.pdf.
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exceptions®>. Those countries which still maintain strict line of
business restrictions are taking steps to relax these controls.

Although there is a trend towards allowing banks discretion over the
contents of their portfolio of assets (in order to assist diversification
and risk-reduction) some countries retain gquantitative limits on the
type or geographical location of assets in which the bank can invest.
Certain broad restrictions, such as limits on lending to a single
counter-party, are still viewed as necessary.

Most countries have abolished reserve requirements, on the grounds
that they are no longer considered essential for carrying out monetary
policy. Requirements to hold government securities are typically
unnecessary from a prudential perspective and in some cases are little
more than revenue-raising measures. In a few countries reserve
requirements (and other residual regulations) are not applied in a
competitively-neutral manner.

Although all OECD countries regulate entry to the industry, this
appears to be primarily as a tool of prudential regulation and is,
generally speaking, not used as a mechanism for constraining entry in
order to preserve bank profitability. Some countries require, as a
condition for licensing, that a new bank demonstrate how it will make
a contribution to the existing market environment. In others,
regulatory requirements are stiffer for new firms than for incumbents.
In general, trade liberalisation trends (e.g., due to the OECD, WTO,
EC and NAFTA) have opened banking markets to foreign firms,
through freedom of establishment or cross-border trading. Certain
restrictions remain (such as the limit on foreign bank market shares in
Mexico).

Bank regulation, like other forms of regulation, is justified as
necessary to correct a “market failure”. In the case of banks, the
market failure arises from the difficulty for banks to credibly
demonstrate their level of risk to depositors and other lenders. It is
argued that, as a result, in the absence of regulatory intervention,

The exceptions include the prohibition on interest on cheque accounts in
France and Japan. In some countries ceilings on interest rates result from
usury laws.
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banks would take on more risk than is prudent, bank failures would be
more common than is necessary and the financial system would be
unstable. In some countries bank regulation may also be separately
justified on the grounds of being necessary to protect depositors from
the consequences of bank failure or necessary to preserve the stability
of the payments system.

Public policy concerns arise from the combination of liabilities and
assets that banks choose to hold (banks are largely funded with short-
term debt but hold as assets illiquid, long-term loans) and the lack of
transparency over a typical bank’s risk profile. If banks could credibly
communicate their risk profile to depositors, riskier banks would (in
the absence of deposit insurance) expect to pay a premium to attract
funds. The desire to minimise borrowing costs would provide an
incentive to bank managers to maintain risk-management procedures.
It is argued that banks cannot credibly communicate their risk profile
to depositors. As a result banks do not have to compensate depositors
for increasing their risk and the desire to maximise profits pushes
managers to increase returns even when that implies an increase in
risk.® Furthermore, it is argued, the financial system is unstable in that
depositors may at any time lose confidence and seek to withdraw their
funds to cash. This would lead to the failure of a large number of
banks and would cause significant disruption in the real economy.
Since such a run on the banking system as a whole could be triggered
by the failure of any one bank, the risk-taking by banks has an
“external” effect in that it threatens all the other banks. Whether, in
fact, depositors are able to distinguish sound from unsound banks has
not yet been firmly established empirically.

Some arguments for bank regulation hinge upon the role of banks in
the payments system. Under conventional payments systems, banks
can build up large exposures to one another during a trading day,
which are settled at the end of the day. The failure of one bank to
settle could, it is argued, have significant “knock-on” consequences
for other banks, even other healthy banks. As a consequence, it is

Banks increase risk, in part, by increasing the debt/equity ratio. In other
words, the market failure makes debt (especially debt in the form of deposits)
preferred over equity. This is reflected in the view in the industry that
“capital is expensive”.
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argued that access to payments systems should be restricted to
carefully regulated institutions. Many countries are currently
implementing so-called “real-time” payments systems which eliminate
the build-up of exposures through the day.

In some contexts, it appears that bank regulation arises simply from
the desire to protect depositors from loss in the event of the insolvency
of their bank.

Whether or not this market failure is important, certain regulatory
interventions in this sector cause banks to take on more risk than is
prudent. In particular, most deposit insurance schemes and other
government policies such as “too big to fail” insulate the depositor
from the need to be aware of the financial condition of their bank and,
in the absence of other interventions, encourage risk-taking. Offsetting
these drawbacks, these schemes may have the advantage that they
reduce systemic risk.

In many cases whether or not banks would, in the absence of other
interventions, adopt a prudent level of risk is an irrelevant question as
the presence of certain interventions have a tendency to cause banks to
take on more risk than is prudent.

The most common example is the typical flat-rate deposit insurance
scheme, which compensates depositors (in whole or in part) in the
event of insolvency. A consequence of the insurance is that deposits
are largely risk free from the viewpoint of depositors. Since banks do
not need to compensate depositors for their risk, they have access to a
pool of funds independent of the risk that they take on. In the absence
of other restrictions, competition between banks would lead banks to
take on higher risk in search for higher returns. In principle, these
incentives would be reduced or eliminated if the insurance premium
for the deposit insurance properly reflected the risk faced by the bank.
In practice, relatively few countries implement a risk-based premium.
Another alternative is to limit the insurance coverage so that
depositors retain some risk of loss.

In a few countries the deposit insurance is not applied in a
competitively-neutral manner. In these countries the deposit insurance
premium varies between banks in a manner that is unrelated to the risk
of the bank.
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Deposit insurance may have certain advantages. In the presence of the
market failure discussed above, deposit insurance addresses one of the
two symptoms of that market failure. Although deposit insurance does
not enhance the incentives on banks to behave in a prudent manner,
deposit insurance reduces the likelihood of a generalised loss of
confidence in the banking system.

4 In general, insolvent banks should be allowed to fail. Policies which
prevent banks from exiting from the marketplace in the normal
manner will distort competition. Policies which seek to prevent bank
failures may also deter entry into the industry. The use of the statutory
powers of the state to assist a failing bank may constitute a form of
“state aid” which may likewise distort competition.

In some countries there is an expectation that certain banks will not be
allowed to fail. To the extent that depositors in these banks consider
that their deposits will be protected, they are insulated from risk and,
once again, the bank may be induced to take on higher risk than is
prudent. Furthermore, if such a policy favours certain banks in the
market place (such as large banks over small banks, or domestic banks
over foreign banks) it is also likely to distort competition. A policy of
“too big to fail” is an example of such a policy which is likely to
favour large (and possibly domestic) banks over other banks.

The direct or indirect use of public funds to support failing banks
(such as those which are too big to fail) is a form of public subsidy
which may also distort competition. Such subsidies, in the case of the
EC, may violate the Treaty of Rome. The EC notes: “State aid for
rescuing or restructuring firms in difficulty, in particular, tend to
distort competition and affect trade between Member States. This is
because they affect the allocation of economic resources, providing
subsidies to firms which in a normal market situation would disappear
or have to carry out thorough restructuring measures. Aid may,
therefore, impede or slow down the structural adjustment...”. The
lifting of certain regulatory restrictions for a bank in difficulty is
another example of a form of subsidy which may distort competition.

In some circumstances deposit insurance, by increasing the political

acceptability of allowing a bank to fail and by applying in a
competitively neutral manner, may both “level the playing field”
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between banks and may eliminate the need to adopt other less
desirable forms of aid for failing banks.

In some countries the state is directly involved in the banking sector,
either through ownership or through the provision of state guarantees
to certain banks. In a few countries banks are also tools for the
implementation of social objectives.

In several countries, the state retains a direct ownership interest in the
banking sector. The competition effects of state-ownership may be
further complicated in the banking sector by a desire to use the
ownership interest to pursue banking sector objectives such as the
stability of the banking system and to protect depositors. As the EC
notes: “State interventions into State-owned banks have often been
proved to fulfil more a public goal (maintenance of the entity for social
or political reasons) than a private one (return on investment). The goal
of defending the conditions for a levelling of the playing field has been
too often set aside. This typically generates a vicious circle of
insufficient restructuring, repetition of aid and therefore excessive aid
and insufficient compensation to competitors. The confusion of roles of
the State becomes apparent. ... where the State is the main shareholder
of the bank in crisis, its role as shareholder must be separated from its
role as the supervisory authority required to safeguard confidence in the
banking system. This latter task may lead the State to take measures in
support of the bank that are additional to what is really necessary to

restore the bank's viability- If we want to assure a level playing field
between private and public banks, no different treatment should be
allowed between private and public banks.”

In some countries certain banks receive state guarantees from national,
regional or city governments. Unless these banks are charged a fee for
this service (or, more precisely, an appropriate insurance premium
based on the risk of the bank) competition will be distorted with other
private banks.

In some countries banks serve certain social objectives (such as the
directing of credit towards favoured sectors or the promotion of new
enterprises). Such social objectives, through a lack of transparency
and cross-subsidisation from the public obligations to the competitive
business may distort competition.
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(6)

(7

In most countries risk-taking by banks is controlled through controls
on the capital or “own funds” of banks, typically following the Core
Principles established by the Basle Committee. Under more recent
developments the regulatory capital requirements on banks are
determined by more sophisticated “in-house” models of banks’ risks.

Recent regulatory reform efforts in the banking sector have tended to
focus on enhancing capital requirements for banks. These establish a
minimum level of “equity” or “own funds” for banks which provide
both a buffer against adverse shocks and enhance the incentives on
shareholders to act prudently. In principle the level of regulatory
capital should depend upon the risk of the bank which depends in turn,
on the portfolio of loans and other assets and liabilities held by the
bank. Under the Core Principles advocated by the Basle Committee
the loans of banks are grouped into different classes. Banks must hold
a different amount of capital for the different classes of loans, varying
from zero per cent in the case of loans to governments, to eight per
cent in the case of normal commercial lending. This approach,
although an advance on earlier practices, has been criticised, in part
for not taking account of other forms of risk, such as the risks arising
from the portfolio of assets traded by the bank. Partly in response to
these criticisms the Basle Committee has extended the original Core
Principles. For example the Committee has recently accepted the use
of bank’s own “in-house” models of the bank’s overall risk to
determine the level of regulatory capital to be applied to the bank.

Many countries seek to facilitate monitoring by depositors through
regulatory disclosure requirements. There also appears to be a
increasing focus upon enhancing the corporate governance of banks.

Some countries require banks to publicly disclose certain information
to customers. Where the customers have some incentive to take note
of this information (i.e., where they bear some of the risk of loss,
because they are not fully insured) the availability of information on
the risk of a bank can enhance the incentives on banks to minimise
their overall risk. Although information typically plays a secondary
role in the regulatory regime of most countries, it plays a primary role
in the case of one country (New Zealand) where there is no deposit
insurance protecting depositors.
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(8)

There is a trend towards increased focused on the corporate
governance of banks and placing more responsibility directly on bank
directors and managers.* In contrast to this trend, many countries
reported that they enforce a dispersed shareholding of banks by limits
on the size of the shareholding of any one shareholder.

Virtually all OECD countries appear to apply national competition
law to the banking sector without exception or exemption. In most
countries, the competition law is enforced by the competition
authority, although in a few, competition law is enforced by the
banking regulator. In virtually every country, major structural
changes in the banking sector (i.e., mergers and acquisitions) fall
under the jurisdiction of both the banking regulators and the
competition authority, giving rise to a need for some mechanism for
resolving possibly conflicting regulatory decisions.

Most countries reported that the national competition law applies to
the banking sector. A few countries reported that there are specific
rules which govern how the general competition laws are applied in
this sector. In some cases the competition law itself contained specific
restrictions applying to this sector (such as ownership restrictions) that
were, in other cases, contained in the banking law. In most countries
the objective of “stability” of the banking sector is placed alongside
the objective of enhancing competition. Thus, in most countries, the
banking supervisors are involved in decisions involving mergers. This
gives rise for a need to establish co-ordination, consultation and
(possibly) dispute resolution procedures, in the event of differing
decisions.

In at least one country competition law enforcement is carried out by
the banking regulator. For most countries it appears that the
economies of specialisation in competition enforcement outweigh the
advantages of detailed industry knowledge, so that competition
enforcement in banking is made the responsibility of the competition
authority.

The New Zealand government has sought to enhance the incentives on
directors and managers of banks by making them certify the truth of
information contained in disclosure statements and testify that the bank has
an adequate risk management system in place.
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9)

(10)

Nearly all OECD countries are currently experiencing a large number
of mergers in the financial sector which are likely to be, in part, a
response to recent deregulation and trade liberalisation trends.
Although some jurisdictions have, in the past, adopted a “cluster
market” approach, the present trend appears to be to define separate
product and geographic markets for each of a bank’s important
services. Most countries noted that Internet and telephone banking
had yet to make a significant impact on market definition issues.

The important developments in deregulation and trade liberalisation
have both enabled banks to expand geographically and across product
lines and have simultaneously enhanced the incentives to do so in
order to exploit economies of scale and scope.

The consensus of the roundtable is that the geographic scope of
markets may be quite different for different banking products and
therefore there is a tendency to reject the cluster market approach.
There was some consensus that greatest competition concerns focus
on the market for the provision of banking services to small
businesses. Although most countries noted the existence of telephone
and/or Internet banking, this has not yet progressed to the extent that
the relevant markets are national (or international) in scope. Australia
notes that: “A number of problems are still associated with, for
example, Internet banking, that limit its effectiveness as a constraint
on the activities of the firms in the various markets. Internet security
issues that have not yet been settled, and customer perceptions of
security, are significant hurdles yet to be overcome; international
specification for authentication of electronic transactions has not yet
been endorsed by the relevant authorities; and at present, existing
Internet sites are generally promotional.”

Banks seek to enter co-operative arrangements with other banks for a
variety of reasons, many of which may give rise to competition
concerns. Some countries noted competition concerns associated with
bank distribution of insurance products.

COMPETITION ISSUES IN THE FINANCIAL SECTOR © OECD 2011



78 — ROLE OF COMPETITION IN THE REGULATION OF BANKS

A partial list of the reasons for entering into co-operative
arrangements would include the following:

. the interconnection of networks (such as networks of Automatic
Teller Machines, EFTPOS networks);

. the operation of international credit card systems or national
debit transfer systems;

° the operation of payments clearing systems;

° the establishment of a system for the joint maintenance of a
database of the credit history of consumers;

° joint development and promotion of new products (e.g.,
Banksys / Belgacom smart card);

In some cases the co-operative arrangements would have natural
monopoly characteristics. These would, in turn, give rise to concerns
over foreclosure of entrants and the need for mechanisms for
guaranteeing access. Where a bank, as a result of its large retail base,
has a dominant position in a local area, an exclusive dealing
arrangement with a particular insurer may foreclose entry by other
insurers and therefore may give rise to competition concerns.
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