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ABSTRACT
Competition in Spanish Banking*

We assass the slate ot competition in the Spanish banking system at the dawn
of the integration of the European financial market. Banking Spain has
undergone a strong liberalization process in the last fiteen years, which has
accelerated recently, evolving from a situation of light regulation and protection
trorn competition. The outcome of this process is a changing sector in which the
recent merger attempts are the most visible phenomena. In the paper we analyse
the recent history of the industry as well as the current situation by using the tools
of both finance and industrial organization. Our objsctives are to provide basic
evidence, pose some lundamental issues and problems, survey, and exlend
wharaver possible the existing work, and try to draw a coherent picure of Spanish
banking.
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NON-TECHNICAL SUMMARY

In the lasi fifteen years banking in Spain has undergone a process ot
liberalization. This process has accelerated recently: the recent wave of merger
attempis is perhaps the most visible symptom of the rapid changes brought about
by liberalization in the financial sector.

In this paper we apply the theory of industrial organization to analyse the Spanish
banking industry. Modern approaches to industrial organization tocus on the
strategic behaviour of firms: this is particularly appropriate in financial markets,
where the capacity of individual players to influence market outcomes is not
negligible and where the very existence ot financial intermediaries is linked to
market imperiections.

Spanish banking has been traditionally a closed and heavily regulated system,
protecied trom external competition, conservative in terms ot innovations and
controlied by the large banks who also own large portions ot Spanish industry.
Since the Spanish financial system and private agents were relatively
unsophisticated, banks could obtain their main input {deposits) at a very low cost
and were required also to provide finance for public expenditure at low cost. In
return, large banks were allowed to coordinate their market actions within a
system ot complete regulation of interest rates. The oll price increases of the
1970s and the resulting industrial crisis subjected the banking system to a severe
shock, with many bank tailures and rescues. This {emporarily reversed the
tendency fowards lower concentration and slowed down the deregulation
process which had begun in the mid 1970s.

At the end of 1988 the Spanish financial system differs significantly from that in
other EC countries. Monay markets are guite sophisticated, and the market for
public debt has been developing rapidly in the 1880s because ot the need fo
finance fiscal deficits and to tacilitate the operalion of monetary policy. The stock
market, however, is still thin and underdeveloped, and organized option and
tutures markets are non-existent. The relative importance of the banking industry
is farge, though declining. In relation to other industrial countries the Spanish
banking system appears oversized, sound, less open in terms ot foreign trads,
over-priced and no! very sefficient. Levels ot profilabilily and concentration,
howevar, do not appear to differ from international norms. Spanish banks are
substantially smaller than their European, American or Japanese cournterparis.
Spain is less open {o irade in banking services than other European countries,
and much of its trade in banking services is concentrated with non-EC trading
pariners. Despite the tradition of protection, the penetration of foreign banks in
Spain is similar to the EC averags.

In terms of employment and gross valus added, ths Spanish financial system
{(including cradit and insurance institutions) is larger in relative terms than the EC



average. it is unlikely that this reflects a farger supply of financial services fo the
Spanush poputalion. Instead prices seem o exceed competitive levels, some of
the cligepotistic rent from these higher prices being captured in higher wages in
the banking industry. Spanish banking mstitutions have very high intermediation
margins, as measured by the ratio of nat inferest income io assets. They also
have very high labour cosis and operating expenses. These might be interpreted
as evidence of ineffictencies arising trom the regulated and protecied
environment,

Is there any other evidence of significant departures trom competitive behaviour
in the Spanish banking industry? Some previous studies have concentrated on
banks’ pricing behaviour, but the definition of ‘competitive pricing’ is complex in
a multiproduct industry in which products and services are jointly produced. Itis
tharelore tempting to use traditional indices of concentration in the industry as a
measure ot competitiveness. Wa examine the Herdindahl index, which under
some conditions 15 a measure ot departures from marginal cost pricing.
Concentration indices may be usetul if they are associated with greater markei
power or a higher probability of collusion to maintain prices above competitive
levels, but it 1s also true thal poteniial competition may discipline even a
monopolist if there is free enfry and exil from a market. We theretore examine
as well Tobin's g, the ratio of the market value ot the firm to the replacement
value of its assets. A ralio close to one implies compstitive behaviour, while larger
ratios are taken {o be evidence of market power, since they indicate tha! the stock
market expects the firm lo earn supra-normal profits. Between 1978 and 1985
the value of g for the seven large Spanish banks exceedsd unity only in 1978
and 1881, possibly as a result ot the severe banking crisis during that period.
Since 1985, however, q has exceeded unity in Spain, and over the period
1874-82 the value ot g lor Spain exceedsd that tor France, Germany and the
UK. The underdeveiopment of the stock markst, however, means that this
evidence must be interpreted cautiously.,

We also discuss mn the paper more recent econometric analyses of market
conduct, which aftempt to test the existence of collusion in spedcific sub-sactors
of the financial industry. Gual and Ricart, tor example, have looked for collusive
behaviour in the Spamish market for term deposits between 1974 and 1984. They
estimate supply and demand relationships tor this market; interest rate
dereguiation over this period allows the calculation ot a ‘market conduct
parameter. This does nol reject the hypothaesis of compstitive behaviour, but it
represents only the preliminary results for one segment of the banking industry.

Our analysis ot the competitive behaviour of Spanish banks suggests that
competition in wholesale banking will devslop mainly between the big banks and
the foreign banks, with some smaller banks and some of the large saving banks
as side players. This part ot the market will be most affscied by the integration




ot financial markets, the development of the stock market and the process of
disintermediation. Competition wili be fierce, with big Spanish banks benefiting
from their postiolio of industrial holdings and foreign banks from their more
advanced technology. The high end of the retail market may also become more
competitive, since new developments in communication technology may
decrease the value of an extensive branch network and may tacilitate entry ot
new toreign and Spanish players.

The etfects ot 1992 on Spanish banking depend in parl on developments
sisewhere in Europe, including the general evolution of financial marksts, the
consolidation of financial centres in Europe and the degree of integration in the
different segments ot the Spanish markel. Our analysis suggests thai the
Spanish market will remain segmented, with continued high barriers to entry and
high margins in the retail and small firms segments of the market. Barriers may
be maintained with the lacit cooperation of the large Spanish institutions, who
may agree, tor example, to obstruct access lo ATM systems by not selling pieces
of the branch network. The big savings banks may grow larger still through
expansions and mergers, since they enjoy a strong competitive position in the
mass retail market and may seek to enter new lines of business. In the mass
retail market competition may be largely between banks and savings banks, with
toreign banks being only marginal players. The close relalionship between banks
and industry will continua, with big banks holding large positions and controlling
an imporiant part of stock market operations. Their profitability will be adequate,
though not outstanding, but some of the big banks may have difficulty surviving
in the more competitive environment and may be taken over by foreign banks.
Foreign and smaller Spanish banks will increase their share in particutar
segments of the retail and wholesale markets, but in the mass retail market
toreign banks will be mostly crowdad out by local banks and expansion of savings
banks.

In summary, 1992 will bring an increase in competition in Spanish banking, but
this will be moderate in some segments of the market. Recent analyses suggest
that completion ot the internal market could significantly reduce the prices ot
financial services in Spain (by 34%;) and that Spain stands o gain more than
most other EC countries from this process. Our analysis suggests that this
polential price reduction will not be complately realized. The effect on the quality
of financial services supplied is more dificult to predict, Quality could be reduced
as prices fall, but new products and services, such as home banking, may offset
the tall in the provision of other services. In any case, even moderate increases
in the degree of compatition which leads to new products and lower prices may
have important welfare effects for Spanish consumers.



L Introduciion

The purpose of this paper 18 1o assess the stute of compention s the Spanish banking
system it the wake of the wtegration of the European financiut marked

Runking in Spuin has undergone u strong liberatization process in the fast fifteen years,
which has accelerated recentlyv, evolving from a susanos of ught reguistion and
protection from compeniion. The outcome of this process 1s 4 changing sector sn which
the recent merger auempts are the most visible phenomena.

The work that 1s reported here is in the spint of what couid be called the Indusinal
Organization of banking. This 1s cerrainly a developing field siace finance and banking
theory and Indusinal Organization (1.0.) have evoived quue separately.? Probably the
most 1mportant contributton that 1,0, can make to banking theory 15 the consideraton of
strategic aspects previously neglected by providiag & box of twols for analytical
purposes.? In financial markets the weight of the competaive paradigm s still very
large even 1n situations where the capacity of individuat players to influence market
outcomes 15 not negligible. It should be poated out also that the very existence of
financiad intermedianes is linked 10 market imperfecuens.

When trying to study competition in Spanish banking two types of problems are
encountered, Firstly, the lack of a fully developed theoreucal model of bunking
competition that takes into account the compiexities of banking as a multiproduct
concern 1n a stratepic framework.? Secondly, the lack of a corpus of empirical evidence
on the Spamsh financial sector and on banking 1n particular.

With these limitations our objectives are rather modest: provide basic evidence, pose
some fundamentai issues and problems, survey, aad extend wherever possible the
exisiing work, and try to draw a coherent picture of Spantsh banking.

The plan of the paper :s the following. In section 2 we deseribe the Spanish banking
system and 1ts recent evolution making some iternational comparisons. Section 3
collects more systemanc and theorencally based empirical evidence on the main issues.

! This 15 not to say (hat these are no counterexazmples. For instance, the compeutve analysis of
investment banking 1n the US by Hayes, Spence and Van Praag (1983}

2 5ee Neven(1989) for an exposition of the lessons for banking competision that can be denved from
Industnal Organezasion.

3rora survey of exssung modets of the banking firm sce Baltensperger {1580) and Santomerof 1984).



Secnon 4 atiemipis 3 compeutive analysis of the secior snd we conciude with some
speculative remurks.




2. i ; witke ¢ radie

Spumish banking hus been wraditionally and 1ill recently a closed system, heavily
regulated, protected from extemal compeution, conservanve s terms of innovatons and
controiled by the large banks, who own ar the same tme big porssans of industry. The
Spanssh financial system and private agents being very unsophisticated, banks would
et their main input, deposis, at a very iow (deposi rate) cost 2ad were required to
finance cheuply public expenditure through investment requrements. in exchange firge
bunks were allowed to coordinate therr marker actions 10 a contex: of complere
regulation of inerest rutes.

The banking system was subjected to a strong shock due to the long indusirial cnsis the
country suffered after the oil price ncreases in the seventies. Many banks failed and had
to be rescued. The banking crists reversed temporarily a trend towards lower
concentration and slowed down the deregulanon process started in the mid seventics
{since authorities were worried about the solvency of the system). Afier the ensis

concenwation went down again tll two of the largest banks decided to merge.

The outcome is a banking sysiem with conceniration and profitability levels roughly
similar 1o European standards, which does not ook very efficient but nevertheless
capitalized, and a countoy which looks, maybe paradoxscally, overbanked.

We will ry now to back the above claims by describing the main facts about regulation
and the evolution of competition (with particular emphasis 1n the cnisis and the changes
in concentration), and comparing the Spanish system with international standards,
Before thar we describe brefly the state of the financial system.

2.1. The financial svstem,

Atthe end of 1988 the charactensics of the Spanish financial system, ai least compared
to other EC counenes, 1s peculiar. On the one hand, the relative weight of the banking
industry is very imponantt, although declining. On the other hand, there is a
sophisticated organized market for public debt and money markets, in clear contrast
with an underdeveloped stock market {although currenily under reform, as we will see
later).Organized option ard future markets are nonexistent, aithough there are projects
to develop them, and there 1s a thin over-the counter market on both instruments,

! In 1983, about BD % of households financial wealth was held in the form of bank fabilitics plus
cash, while i the UK or Germany this rato 15 aboul 30 %.



The murket for public debt hus developed very fass in the last five or six years partly
becunse of the needs of public debt financing, panily because of monetary reasons. in
184 the government decided 10 obtain a large pani of its finaneial resources at market
rates. Given the high and volatile influtson rates prevailing in that penod the demand
was onented towards short-term Treasury notes {"Pagarés del Tesoro”) that, n
addinon, offered an anractve fiscal opaeny!. Precisely because of that, these bifls were
not apt for monetary coatrol purposes ind in 1987 4 new 1astrument appeared: Treasury
bills ("Leiras del Tesoro™), At the same ume o was crucial to make the murket deeper (o
ullow for the volume of ransacuons required by the saterventon of the Bank of Spum,

Thas, i April 19R7, the new market 15 orgamzed around 2 centralized compensation
sysiers ("Ceatral de Anotaciones en Cuenta”), run by the Bank of Spain. The Central de
Anotucsones 1ssues the Treasury bonds and makes payments by a simple accountng
settlement. Also, u regssiers all exchanges of bonds, without the need of & public notary
trade played by the "agentes de cambio y bolsa”). Thus, wansaction costs are drasucally
reduced. Besides, the systern of continuous bidding reduces the interest rate spread and
increases the liguidity of these bonds.

The Spanish interbank market has ws ongin s 1971 after the setting of a reserves
requirement two years earlier. But n has been in the last decade that the volume of
transuciions in this market has grown at o dramate pace. Three main elements have
centributed 1o this facu

) the evolution of the policy of monetary control

b} the high inerest rates in the 80°s, implying a high opportunity cost for idle
resources

c) the entry of foreign banks after 1678, with important Jirmitanons in the deposis
market,

Truditionaily, the Spanish stock market has been very thin, lacking wansparency and
inefficient, with 2 highly protected system of stockbroking dominated by a small
number of families, Stockbrokers ran a very lucrauve business; they needed no capial
backing since they were not allowed 1o act as market makers, but cotlected high
proportional comrassions: share wansacnons could only be validated by a licensed
stockbroker, Insider rading has not been regulatect 81 very recently and was considered

1 These T-bills became the refercnce paat m wrms of matarsy and retum for oiher privately-issued

maney muzrket asseis.



standurd behavior in the marker coupled with very linle inlomuation disciosure on the
pan of the firms.

The iefficsency of this system of stockbroking was exacerbated by problems of
liyuidity, prce manipulaton, and erowding out due to public debl fimancing,

s very easy to illusirute the thinness of the Spanish siock market. For example, the
aumber of quoted companies w 1986 was oniy 312!, but only ubout 60 stocks currentiy
listed are considered sufficiently liguid for any major imvestor 1o consider buying them,
Non-bank Spamsh firms have obtained in 1987 anly 9 % of their financial resources in
the stock and securities markers.? Also, the capialization of stock listed in the four
Bolsas {Madrid, Barcelona, Bilbao and Valencia) at the end of 1986 wus about 11 & of
GDP, us compared to about 65 % in the UK, 25 % in Germany, or 17-18 % in France
and ltaly 3 The composition of traded assess is also very significant: i 1987 about 73
% of traded assets were those of banking firms and public uiilities. With irading
concentrated in a relatvely small number of stecks and an even smaller number of
sectors the market 15 inevitable volutile with a lot of room for large-scale shareholders 1o
mampalate prices.

The large accumulated public deficits ia the 80's and their financing needs have 1lso
coniributed 1o prevent the development of an efficient stock market.

In the B®'s several changes were introduced, like credit transactions {through
"Sociedades insirumentales de agentes de cambio y bolsa™) which increased the
markel’s Hiquidity, and a second market for small and medium-sized businesses which
has not been very successful. A drastic reform of the stock marke: s currently under
way (see the Appendix).

2.2, Regulation.

The Spanisk banking system has been waditicnally heavily regulated in terms of interest
rates, entry, brarching and invesiment and reserve requirements. Farthermore these
regulanons have put different constraints on differemt insutuuons, like banks and
savings banks, for example. Liberalization advanced significantly ia the seventies and
has accelerated recently ransforming banking in1o a free-market business.

L1n 1977 the figure was 522,
2 Trujitla e1 al, 1988, p.125,
3 OECD{1988), p.61. Capitalization for Span in 1987 is substanttally higher,



2.2.1 From complere regulatien to liberalization

In 1462 the “Ley de Ordenacion Bancana” allowed the establishment of sew banks and
ined 1o separate commergial from so-called “industnal banks” Nevertheless banks
rended to foltow the tradition of umversal banks. During the 1960's depostt and ioun
rutes were regulated and so were the investments of financial institunons through
mvesgnent regurerneats. Spamsh banks huve been reguired 1o provide loans 1o specific
pnorsty sectors {raditionatly, agriculiure, housing, export-orented activiiies, etc.) or o
hotd public debt , both at below market rates.

In 1969 the process of liberalizanon of the financial system stans. The discount rate of
the Central Bunk becomes the reference rate 1o ix deposit and credit rutes according to
certarn margins with the exception of deposits of more than two-year maturay at
ingustrial banks, loans of more than three yeur maturity, deposits in foreiga currency
snd interbank ransact:ons, which are freed, sad checking accounts, which have a fixed
rute. Reserve requirernents for purposes of monetary conwrel, are miroduced in 1970

and 1971 for banks and savings bunks. in 1974 the process receives a big impuise with
the suthonzauon of new banks and free branching (backed by enough capual), making

more hornogeneous the operations that indusmal, commerecial and savings banks were
allowed to perform, reducing the investment coefficients and liberalizing compietely
mterest rutes for operznons of more than two-year maturity. Monetary control is
ruvonalized using reserve requirements, credits from the Central Bank to the banking

system and open murkel operahoss.

In 1977 interest rates of more than one-year matunty are freed and the process of setung
alf banking wstnutions on the same footing continues, tending to equalize investmant
(dewn) and reserve coeffictents across instiutions and allowing savings banks to
perform increasingly the same operations as others (including the parncipation in the
Central Bank money auctions). Nevertheless savings banks have been uniil very
recently restricted to invest mostly m their own geographical region, cutting down the
possibilities of diversificauon.

Savings banks sraditionally have suffered smicter regulations in terms of geographic
limats o thewr operations, higher investment coefficients and distribution of profits. It 15
only after 1973 that they can operate n the market for time deposits of more than two
years; since 1973 they have been allowed to expand 1o terms of branches but only
within 1ts geographical region.

Foreign bank entry was regulated in 1978 with a view towards restricting its

parucipation in the retail market. Foreign banks were subjecied to three restrictions.



They could not get financing {shrough deposis, for example) m the country for more
than 0% of the credits piven 10 Spanish residents {the interbank murket was exciuded
from this resmetion). They could not open more than three branches, mctuding the mam
office und their ponfolio of seeunties had 1o be of goverment issues, These restetons
have remuned in place dll 1986,

in 1981 several interest rutes are {iberalized. Amony them, loan rates of all maturities
and the deposut rates of more thun six month matunty above one miilion pesetus.
Dividends of bunks wre also liberatized. In 1985 freedom of branching 1s complete
except for foreign banks and for the geographical limus imposed oo savings banks
which have disappeared recemlby. In 1987 all interest rates and service charges are
tiberulized.

2.2.2 The present sisauon and EC regulations,

Eniry. As we know Spanish regulations discriminate aganst foreign banks, Afwer

joining the EC in 1986 Spaia volunteered 1o suppress immediately the foreign bank
requirement of holding exclusively public assets. It established also a gradual
adjustment schedule for the penod 1986-92 to deregulate the number of branches an EC
bank could open and the coraposution of its Habilities:

) The upper bound on the ratio of domesue liabilites to loans 10 Spanish
residents increases 10 % every year, from 50 % 1n 1988 10 90 % 1n 1592,

b} Foreign banks will be able 10 open an extra branch in 1990 and wo more in
1952,

Spanish regulations with respect to authorizing pew banks are more concerned on
guaranteeing the solvency of the entrant than on the degree of compention in the markel.
Thus, financial regulators not only require # set of ebjective conditions 1o the potenuat
entrant {naconal or foreign) but also keep a large degree of discrenon. In particular, the
candidate is required 1o argue convineinply the necessuy of the new bank in terms of
showing that its activities are needed in a cenain geographica! area, according to us
papulation, economic charactensncs, existence of other banks, etc. This discrettonary
power was already forbidden by early regulanons of the EC ("First Coordination
Directive”, December 1977), and even more clearly by the proposed Second
Coordination Directive, January 1988, which laid down the basic pninciple that any
bank authonzed by i1s home member state will be able 10 provide a wide set of banking



services m any couniry of the EC -the so-calied "single banking license” provision!
Therefore, afier 1992, Spanish suthorities will have 10 authonze any baank, Spanish or
EC, 15 Jong us the candidate sansfies the established cenditions, and thewr discrenonury
power witl be abolished.

Reserves requiremnents, As of this wating, Spamsh private and savings banks are

requsred 10 keep 18 % of a subset of their lisbilities as deposits i the Bank of Spain. A
sturre of this deposis. 11.5%, receives a rate of return of 7.75 %. The tevel of the
cuoefficient as weil asits retum has bees changed by the Bank of Spatn gune frequently.
This requirement plays as 1mponant role in financing public deficn since a high
coefficient allows a high rate of growth of the monetary base tand kigher segniorage}
for the same rate of prowth of & broader monetary aggregate. This requiremnent will net
be affecied by EC regutauons, as other measures relaied 10 monetary policy. However,
since the retem on banks' reserves 15 much lower than the market return (curreatly the
interbank rate 15 about 159} and the reserves requiremenis of other European countries
are much lower maintmning these numbers 1n the near fuiure could jeopardize the
compenave posttion of Spamsh banks. The govemment plans to lower by 1992 the
reserve voefficient to about 5 or 6%, essentally suppressing the 11.5% wath yield.

investment requirements. Since 1987, they affect almost exclusively public debt
holding. 1n October 1988 the invesiment coefficient was 11% (10 % devoied 1o public
debty. The Government has recently commmtted useif (January 1989) 10 a gradual
phasing out of the coefficienis, that will disappear completety by January 1st. 1993,

Cupual requwirements. Since may 1985, Spamn regulates the solvency of finangiat
intermedianes i a similar way as the Basle Agreement with respect to the recommended
provedure. However, the level of the coefficient s substannally higher, 5% of equity
over average assets in 1987 {see Termes (1988)), and is one of the highest in the world.
Also, the 1985 legislanon eliminated the discrminanon among different types of
finuncial intermediaries establishing a uniform solvency coefficient for all types
{"coeficiente de garantia”). This coefficient requared a certain level of capital depending
on a nsk-weighted measure of total assets; the weighis considered not oaly soivency
nisk but also interess rate and exchange rate nsk. It disungmshed six nisk classes: from
assets without solvency risk tto which applies a weight of 0.25 95} to fixed tangible
assets 1o which applies a weight of 35 %). Similarly to EC regulanions, the solvency
coefficient applies 1o the consolidated financial group; that 15, to the set of financial

! The directve permils host countrics o enforce thewr own reles on liguidity, business coaduct gad

veslor prolection rules



tnermedianes texcluding sasurance companiess that constitute a decision unit. in 1987,
Spuain udapted 1o the EC recommendations by requinng ihat no risk could exceed 40 %
of capital. Louns to group firms (or board members) are penalized.

2.3 Cnigs.

From 1978 1l [983-3 the banking svsiem suffered a severe erisis. Between 1978 and
1983, 5t banks trepresenuing 46% of the exising banks 1n 1977 volving 20% of
total 1983 non-equuty tiabilities were affected. The peak of the erisis was in 1982 (12
banks failed) uad 1983 (21 banks, basicaily the Rumasa group-20 bunks). Five more
banks were affected 1ll 1985,

The cuuses of the crisis are diverse but coincide 1a general with the experience of other
countries.! Firse of il the industrial cnsis derived from the raise n the prices of oil in
1973 and 1979. Spain suffered the impact of the erisis more severely thun other
ndustrilized countries. The consequences for the banking system were more profound
also due 1o the close links between banks and industnal firms. The indusinal porifolio
of banks wus substantial and & was not well diversified. Banks controliing usually
several firms 10 which lines of credit were extended, leaving market criteria aside.
because they were part of the “group”

Secondly, bad management and fraud. Apart from the phenomenon of risks
concentristion, banks in a bad siuation, as u 15 well known, have a rendency 1o take too
much risk (atiract deposits with very high rates and make very nisky investments) due
either to limited liability constraints or to the belief that the government wili come 1o
their rescue. And this brings us to the third cause, the lack of monionng from the
ceniral bunk of banks in wouble. In facy, in Spain 2 Deposit Guarantee Fund ("Fondo
de Garanta de Depositos”, FGD) 15 instituted only in response to the cnsis, being
consolidated in 1980. It hay two main fuactions: a) insurance of deposis up to pts 1.5
million, and b} intervenuon in cases of wouble. The FGD will not be affected by the EC
recommendation of December 1986, which encouraged those EC counmes thar at that
time did not have a Deposit Guarantee Fund 1o create one according to certain crilena.

The ensis hud its effect on the structure of the market leading 10 a notsceable increase in
cancentration over the period 1980-1984 and slowing down the liberalization process
since authorties were warmed about the solvency and stability of the system.

! Theoreticat analysis of banking crsis and regulatory measuses o avoid them are provided in Diamond
ang Dybvig (1583), Postlewnite and Vives (1987) and Baliensperger and Dermine (1987).



2.4. Evolution of Competstian

The evolution of compettion 1n banking 1s marked by the slow loosening of the heavy
reyulatory environment and the disinlermedianen process.

This process has been going on for a long ume, particularly since 1982 that the public
sector started competing with {inancial nstilutions to finance the growing deficu
through the public auction of Treasury notes (“Pugarés del Tesore”). Large firms
followed suit issuing commercial paper. Banks nevertheless have kept control over the
pracess by actsng as uaderwniters of most of the 1ssues. Savings bunks have been lesy

affected.

After the fiberalization of branching i 1974 there is a big geographiv expunsion of
bunks competing through proximmity with the custormer and service nstead of prices,
which are regulated ! In swo years the number of braaches doubles; from 5.600 in
1975 10 10.200) in 1977, Ti#l 1982 they keep growing at @ annual rate of 8% until the
process stops 1n 1985, Suvings banks expanded more moderstely since they were
constrined by the higher imvestment coefficients they had to meet. As ceefficients eased
they sncreased branching catching up the banks already in 1984, In 1987 there were
abour 16.500) offices of banks and 11.750 of savings banks. In any case 1t seems that
thesr expunsion has been more cost effective than those of banks.

2.4.1. Assers, liabilities and the disimiermediation process.

The development of securities markelts, public deb: mainly but commercial paper aiso,
jointly with the {siower) development of the stock market and the role tminor up to
now} pluyed by new non-bank financial institutions (like morngage socienes and
SMMD?) has increased substantaliy the supply of subsurtute producis of the traditional
bunk offer. In this way bank Habilities with respect 1o the pnivate sector have evoived
from being 84% of 1ol private financial assets in 1981 to 68'4% in 1987 3

Banking snstututions have reacted putting in the market products (Habilides) to match the
competition of the public sector and firms and have acted as underwriters for those
securities tn a massive way. The increased competition nevertheless shows mainly in

! Nevertheless 1t was not ennusual 1o give higher-than-allowed rates ("extranpos™) to large depositoss.
This pracuce was lollowed parucularly by view banks 1n erder 1o altract deposits but the extem of
compoetition ta this sense was very limued.

2 soeiedades Mediadoras dei Mercado def Dinero.

3 Gutiérren und Cumpoy (1988).
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the upper segment of customers {(who are the ones who have access w the new
nstrument und does not have a drastic effecs on margias. On the other hand the
endorsement and intermedizry activity of banks gives them coatrel of the marker and

has muwde werease revenues tor services and fees.

As for the evolunion of the assel struciure {see Table 1), the percentage of financial
investmens w loans decreases dramancally for private banks and moderately for savinps
banks . The portfolio of secunties decreases a lot for savings banks but only & fiuke for
banks. Investrnent in the mterbank market and in monetary assets increases for both. In
particular, after 1984 mnvestment 1n Treasury notes {"Pagarés del Tesoro™) increases
subsiantally, even above what is compulsory due 1o the lack of other investiment
opporiunities. The disintermedianon process is on its way.

{Insert table 1)

On the Haubility side the most imponaat fact 1s the decrease in the proporuen of cheap
deposits (see table 2). Long term deposiis are practicaily stable for savings banks and
decrease 20 poinis for banks At the beginning {(1980-1983) they increase somewhat as
custorners try to get a higher retumn. In a second pericd, 1983-85, there is a movement
towurds negotiable liabilities ("pagarés bancanos”) and finally, 1985-87, from those 10
endorsements of Treasury notes ("cestones de pagarés del tesoro™) mainly. Changes are
drastic for banks and moderate for savings banks. These movements have tax
explunations and are also linked 1o the recovery in the demand for credit from 1985 on.
Since then, institutions 1nstead of financing the governmeant {purchasing Treasury notes)
have been financing the private sector mansferming the notes to their clients,

{Insert Tuble 2)
2.4.2, Players and lines of business

Banking institutions are of three main types: private banks, savings banks and credit
cooperatives. The first have lost ground in aggregate terms consistently in favor of the
second. In 1976, in percentages of toial assets, the proporniions were 71.6%/25.9%
while 1n 1987 they were 64.39%/32.5%!. Credit cooperatives account for the rest
{around 3%) and we will not deal with them any more, One of the reasons of the
relative decline of banks is that they are more affected by the disintermediation process.

Banks are muitiproduct businesses but some nstiulions concentrate more on retail
bunking and others more on wholesaie. Typically, savings banks concentrate on the

¥ See Trujillo, et al. (1988} p. 294
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retail husiness while indusimal banks and foreign banks concenmale on wholesate.
Commercial banks do bosh,

Indicators of bank specializznon? show quute differeat behavior of markes pareipants,
In 1987 10wl assets per branch in millions of pesetas were 1.682 for pnivate banks,
10.644 tor foreign banks and 1.359 for savings banks. Loans 1o individuals as o
percentage of total assets are 4.6% for banks while 15.8% for savings banks. Another
ditference 15 that savings banks make very few operations in foretga curreney, This 15
due 1o the fact that they could not expand abroad before 1984, Privaie basks had in
Y9RT abour 14% of is assets in financal instruments in foreign cumencey against 2% for
savings banks,

Suvings banks are net lenders and banks, purticularly foreign banks due 1o their
resrienons, are net borrowers 1n the interbank market. Loan and discount operasions,
parveuluriy with varable werest rates, are more 1mportant and the portfolio of
secunities held and mortgage credits less imponant for banks than for savings banks.
Part of this suuztion 13 due 1o the, now abolished, increased restncuons s the operation
of savings banks {the larger portfolio of secunties, for example). Savings banks have a
higher proportion of short term  deposit liabilities (checking and savings accounts)
while bunks have a larger proportion of temporary endorsement of assets,

The average finaneral cost per deposyt for savings banks has been lower since 1978
keeping for o few years a two point differential and narrowing down in the last few
years. {see Figure 1). This emght reflect the convergence in the operations of both types
of insutuuions. For several years savings banks could not compete on prices but rather
hid to attract clients by proximity 1o cusiomers and and offering services 1o a
wraditonully less pnce-conscious clientele.

finsert Figure 1)

115 worth remarking that due to regulatons savings banks concentrated their expansion
in thesr regiens of origin. Savings banks show consistently, at ieast since 1980, higher
profits (both i terms of returns on assets and returns on equity), and higher net interest
inceme and do not show the tendency of banks to decrease their operating expenses
{mostly labor) as a proportion of assets. {see Table 3). In fact, the tendencies in staff
costs seem 1o be behind this process,

{Insert Table 3)

! See Trufillo ot af (1988) p.296-7.
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As we know, foreiga banks have severe legal resumenions (o expand in the retl market
and, probably due to the srong position of azuenal instutuntons 1 this market, have not
even exhausted as timeed possibilities, Foreign banks get finsncing mamaly in the
interhank murket (607 versus 16% for nationat banks wath data for 1987) and give
credits masaly (o big corposate clients , speciuliziayg n vanuble rate credits (up 1o 35% of
the market) and merehant bank type actvities. Their masket share in the deposits market
15 sl but increasing. Similarty, they have inereased thesr share in 1erms of assets til}
1986, getiing 6.85% in 1985, poing down afierwards, 10 6.4 % 10 19870 The reason
seems 19 be the increased competiton faced from nagonal banks 1 the markess for loans
with vanabie rates, 1n syndicated loans and because of the lower fixed rates giver for
other loans. The high levels of the mterbank rates in 1987 have aiso contributed to this
relutive decline.

2.4.3 Concentration

We will use as concentration measure the Herfindahi index (H), the sum of the square
of market shares of firms in a market. The index H goes from | in the monopoly case
10 0 in o aomisie market with many small firms.2 Concentration in a market may
ncrease because of a decrease in the rumber of firms or because the size distribution 15
mare unequal. It heips to think about the levels of H ir terms of the equivalent number
of symmerric firms that corresponds to a particular vatee of H, that is n=1/H,

For many years concentration in the industry had been going slowly down, Considenng
deposuts i private banks the H index (multiplied by 100) and the associated equivaiens
number of symmetne firms went from 9.9 (10) 1n 1959 to 6.5 (15) in 1973 and
6.2(16) 1in 1980. Recent data {ses Figures 2 and 3) indicates that in terms of deposils 3
concentration has kept on falling reaching wn 1987 5.5 (18), possibly reflecung the
growth of medium sized banks and foreign banks. The picture is somewhat different 1n
terms of loans 9 where we observe somewhat lower concentration levels over the penod

! This considers onty foreing banks atlowed int the countty under the 1978 reguiation. Previously
existny foreign bank branches have g different tegal regime and if included the toreing bank market
share raises 1o around 11% .

2 Somenmes the H index 1 presented multiplied by 10.000. This 1s the case if market shases arer
expeessed in percentage terms. In this paper we wili multiply the index by 100 10 present the results.

3 Deposits are taken 10 be cusiomer resources i pesetas ("Acreedores™, which includes mamly
deposiis and short term boads held by the public.

% Loans are taken to be "Inversiones Crediticias™. Data from "Anuanios Estadisuicos de la Banca

Privada”. Published by the Consejo Supenor Bancano,
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stabilizing around 4.9 (20) afer 1981, The wend 1owards decreasing concentratos ol
individual bunks has been reversed by the recent merger of two large banks, Bilbao and
Vizeaya, 10 forms the new BBV, We see how 1n 1988 the mdex moves 10 645 ¢15.5} 1n
deposus und 5.85 {17} 1n loans,

tnsert fagures 2 and 3)

Neversheless, 1t seems much more relevant to look at canceniration in deposiis {or
loans) by groups of banks since this s the strategee decision unit 2 Data before the
MYs 15 searce but we have made an effort 1o present figures for the recent years.d The
market share for deposus of the eight largest groups does not vary much up 1o 1982
79.4 in 1967, 78 in 1980 and £1.2 in 1982 conveying the wdea of a stable concentrared
sector® Iathis penied two new groups emerge: Rumasa with 18 and Catalana with 6
bunks. Nevertheless the Rumasa and the Catalana groups (8th and 10sh in the 1982
ranking) fuil and are absorbed in 1983 causing an increuse in concentration. This is
shown i Figures 4 and § where we can observe that the decline in concentration of
single bunks 1n 1981-84 is matched by an increase in concentranon by groups, showing
the resuhs of the banking cnisis as banks m difficalties were absorbed by the main
Eroups. tn any cuse concentration by groups is substantially higher than for individuai
banks. The H index 15 around 10 for deposus and 7.6 for credits in the period 81-87,
corresponding 10 equivalent numbers of firms of 10 and 13.

{insert Figures 4 and 5)

The tendenry towards decreasing coacenwation il the beginning of the 1980's 15
explatned by the higher raie of growth of small and medium-sized banks which tends 1o
decrease the inequality 1n the size distribution of banks. This factor more than offsets
the wcrease in concentation due o mergers in the period. However conceniration goes

! The sume sor of results are obtained if we 2dd saving banks 1o povate banks, considenng ali of them
mdividually, Other concenuration measures, Hke Concenurauon ratos give also the same pictaee of the
S1UBLOR,

2a Group of banks ususalty snciudes the parcnt bank, regronal banks, secondary rade marks {geared to
dilferent sepments ol the market) and investment banks, which are kepl separate in general.

3 Figures on bank groups should be taken with cauton becouse they have been computed simply by
adding up sndividual bank figures. Nevenheless a linmied check due 1o dats availability shows that the
differences between the nawve aggregation procedure and data from consolidated accouats for the big
scven banks are not large i general except in the case of the Banco Popular aad, to a lesser extent
Banco de Santander,

3 See Fanput, O. und A Maravalt (1985, p. 76-77.
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up 1n the beginmiag of the 80's, paruculasiy in terms of groups up 1o 198475, as u resuls
of the cnsis with results i several absorpnons of smuller banks by the big seven bunks.
Thereafter, concentration declines again s the result of renewed growth of medivm
sized and foreign insttunions. tn 1988 concenmanon increases. the H index moving 0
10.57 in deposus and 10 .66 in loans with the equivalent number of fimms deereasing 1o

9.5 and to 11.5, respectively. The reversal of the read in concentration 1s clear,

The effect of the merger of Bilbao and Vizcaya 1s moderated by changes in three middle-
sized banks: Bankinter and Guipuzcoano, which are spinned-off from the Santander
and Banesto groups respectively, and Urquijo-Umion, which chunges hunds from the
Hispano group to the smatler March group. The uncompensated effect of the BBV
merger 15 reflected in a hypothetical H index compuied as if Bilbao and Vizcaya had
merged in 1987, In deposits (credits) this hypothencal 1ndex reaches 11.43 (9.34)
representing 8.7{ 10.7) equivalent firms.

Privaie banks nevertheless compete with savings barks in the retail market both in loans
and deposits. Deals with firms are coneenraied on private banks but mcreasingly banks
and savings banks perform the same operanons and compete openly. A final and more
relevant index, thus, includes both groups of banks and savings banks and gives a
giobal picture of the evoluuon in the 80's. A1 this light we see thal concentrauon levels
are siightly higher in the loan market now. Again, we observe increased coacentration
up 1o 1984 with a deciine thereafter both for loans ard deposits {see Figures 6 and 7).
For deposits the index goes from 4.2 in 1981 up 10 4.6 in 1984 1o fall therealter to 4.1
in 1987. These represent the equivalent rumber of firms moving from 24, down 1o 22
and up again o 25, 1n the last seven years. For loans these numbers are 23, 21 and 25.
To explain the even stronger decline 1n coacentration in recent years we would have o
add {0 the growth of medium sized and foreign banks, the above average growth of
savings banks, which in general are smaller than banks, that eat up market share (o
privale banks. In 1988 concentration goes up moderately with the equivalent number of
firms falling to 24 in the case of deposits and 1o 23 in the case of loans. !

{Insert Figures 6 and 7)

Concentration figures are not very high overall, not even after the 1988 merger. For
example, taking as beachmarks the 1984 US Department of Justice Merger Guidelines
a market is deemed unconcentrated if H (muhiplied by a 100) is below 10, highly
concenirated above 18 and moderately concentrated in between . Post merger levels

} Saving Banks nclude the public Caya Poswl. Data inken from "Bakances Estadisucos™ published by
the CECA,



below H) are not challenged since smplicit coordinanon ameng firms 1s supposed
difficult and explicit coliusion can be dealt with directly (through Section | of the
Sherman Act). Only for deposus when considenag competision among groups of
banks H gets above 16 in Spamish banking. In this case the BBY merger could have
heen challenged in the deposits market { according to the Guidelines, since i1 increases
the H index by more of one point ) only if the relevant murket did not include savings

hanks.
2.4.4 Marker shares

The changes in coacentration are better understoad in relanon o the evolunon of the
market shares of the differeaz types of instivuions involved. The large prvase banks
{Bilbao,Vizcaya, Central, Banesto, Hispano, Suntander and Popular, with the two fisst
merging n 198E), the middle-sized banks ( Bancotrans, Herrero, March, Pastor,
Subudell and Zaragozano, with the addition of Bankinter and Guipuzcoano in 1988),
the foreign banks! and the rest. The two largest savings banks (La Caixa and
Cijamadrid ) and the resL

Figures 8 and 9 confirm the already menuoned fact that pnvate banks are Josing overall
markel share 10 savings institutions whether that be ia capiunng deposits or in the loan
market.

(Insent Figures 8 and 9)

Figures 10 and 112 show how the larpe banks start loosing market share after the
absorpuon of banks in crisis 15 completed (notice the large loss in market share of the
rest of banks between 1981 and 1984) and when the process of financial liberalizanon
in Span speeds up. In deposits they loose § % of the market from 1984 10 1987. In
loans the loss is of 3 points 1n the same period. A large part of this performance in the
deposits market 15 due 0 the gamn 0 markes share of the 1wo leading savings basks (La
Ciixa and Cajamadnid), accounting for more than two points, the rest of savings
banks, two points, and the foresgn banks, more thas a pomnt. In foans, foreign banks do
not perform so well, facing stronger compettion from nanonal players and most of
the business lost by big banks and foreign banks goes, in the aggregate, to savings
insutunons with the smaller ones doing parncuiariy well (4 point increase in the period
1984-1987). Middle-sized banks hold and better positions i both markets. In 1988

! Banco Alldatico ss included in the foresgn banks since 1984,

2 Market shares on joans have been compuied exciuding the public Banco Extertor,
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large banks show shurper reducuons 1n their market shares, benefiung  the middle
category. due 1o the spinn-off of the three middle-nized subsidianes mennoned before.

{Insert Figures 10 and 11)

1.5 Inernanonyl compansons

The Spun:ish bankiag system in relation to other isdustnalized countries appears
oversized, sound, less open in terms of foreign trade, overpriced and not very efficient.
Profiabitity and concentration levels do not look so different from the inernasonal
norm.

The Spanish finaacial system defined as including credit and insurance instituhions
appeurs {see Table 4) to be of an above aversge economsc dimension for EC standards,
only to be surpussed by Luxembourg and the UK., well known 1o be msernationzl
financial centers. This could be due 1o cither overpricing (either because of inefficiencies
andfor market power) or an ndication of extensive financial services provided 1o
domestic and foresgn clients. The latter seems not 1o be the case. Table 4 provides some
informanos on observed labour productivity, Column (1) over eobumn (2) gives us the
ratio of lubour producnvity s the financial sector relanve 10 the whole ecoromy. This 15
2.29 for Spain and 1.7 for the rest of the EC. This overperformance of Spam could
arise because of above-average human and physical capital employed in the industry or
by non-competniive pricing.

Columa {3) over (2) shows that the Spanish financial sector enjoys ulso an zbove
average remuneraton per employee relative to the rest of the economy. The rano 15 close
1o thut of a sophisticated financial sector like the British that employs 2 higher quality
Ruman cupital and points to the possibility of noncompetitive wages in the indusiry
possibly appropnating some of the oligapofistic rents that could explum high observed
productivity !

Concentration levels of banking stiunons in Spam do not seem to differ substantially
from the European nomm. They tend to be higher than for large countnes like lialy,
Germany or the UK aad lower than for smaller countries like Belgium, Holland,
Sweden and Switzerland. The market share of the 10 largest institutions (in terms of
assets 1n 1985) 1n Spain was just above the eight country average (with data of 1984
and adding France to the previous ones): 58.2% versus 57.5%. 2

! See Sicinherr and Gilibert (1988).
2 Takiny iato account the cffecs of the wwo projected mergers {recall that one has failed) the Sgansh
figure would o up 10 62.4%, Sec Gutiterez and Campoy (1988).
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With 1986 data Spanish banking msutations {privaie banks and savings banks;
compage favorably to OECD countnies in terms of return on assets. In terms of reum on
equety they de not fare so well.! This 15 probably due 1o the higher provisions of
Spunish snstitutions as a result of the banking crnisis which shows in o lower leverage.
This s shown i Table 5. Spain has 1ough equity requirements (a mimroum of 5%
Equitv/Assels ranoin 1987),

tinser1 Table 53

In Spain returns teaded 1o fall durning the ¢asis, 10 particular in 1982, 1o recover later
on. in fact real returns for banks. inflanon adjusted, were negative 31l 1984 (sec Table
33but sull duning 1his peniod they were much higher than average indusinal retuens,
keeping about 1 ten point differennad from 1981 1idl 1983, Only 10 the UK there ts a
targer difference in favor of the banks.?

Spamish banking insutstions have very high intermediation margins, for example as
measured by the net interest income (o assets ratio. They also have very high ratios for
labor costs and about the highess operaning expenses. This may be nterpreted as
evidence of inefficiencies derived from the regulnied and protected environment bue also
1t may indicate a relail oreated banking system .

It 1s also worth 1o point out that the snterest rate spread for Spanish financial instunions
is aimost the highest in the European Communsty, only 1o be surpassed by Denmark.
With data of Aprl 1988, the interest raie spread for Spain is 6.1 and the EC-12 simpie
average 1s 4.1.7  This should be corrected by different reserves requirements in

3 Three meshodotogical notes, First, 4 proxy measure of profisability, cash-llow over assets, would
prohably be more appropate for the period of the banking crisis since i 15 more difficelt (0 manipulate,
Second, if we were to compare real {inflatien adjusted) relsms on equity Spanish insttutions wosld
lare very poorly but the comparisoa 15 {lawed stece i the balance sheet of banks real assets are
introduced at historical values. Third, comparisons for saving banks arc more suspect due to differcnces
in the methodolopgy of claboraung the daw n different countnies. For cxample, in 1986 operaung
cxpenses for saving banks m Spaun include provisions for pension funds,

? Sce Baflann ot af (1988), 11-21, I1-28.

3 Prime rates minus bank borrowsng rates m percent {deposus or saviag certificawes of | year). Provided
by Ste:nherr and Gilibert {1988}, We should be taterested in the real interest rate spread, that is the
difference between the nomimnal interest rates on assets and liabililics with the same maturity, say onc
year, divided by the gross {annual) inflauon rate, Nevertheless, performing this computation does not

modily stprificantdy the stalemem made 1n e [ext
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different countries, Spamn oetny a country with & high coelficient inow 18%) 10 which

ene wouid have 1o add the already mennoned investment coefficient teurrently at 1%}

Data from Table 5 shows that banking msttusons in Spain, partcseiarly private barks,
have. in relutive terms to other couatries, 1 high number of branches of low
“praduoctivity” us measured by credits per branch und inhabitants per branch {and also
crediss per worker). In terms of the densuy of automated teller machines (ATM) Spain |
with 70 ATM per miliien of inhabitants ranks above Germany and ltaly, similar 10
Belgium and below the UK. and France.!

In terms of size, and according 1o 1986 dawa, big Spanish banks are subsianuially
smudler than thewr European, Amencan or Japanese counterpans. The largest Spanish
buak before the recent merger, Ceatral, 35 103 1n the world ranking in terms of assets
and 47 in Evrope. U 1s more than five rimes smaller than the first in Europe and more
thun eight times smalier than the first 10 the wortd. Relative 1o GDP big Spanish banks.
before the recent mergers, are comparable to German or Italian banks, for example. The
largest bank en each of these countnes represents, in terms of assets, between 1} and
15% of GDP. The new Bilbao-Vizcaya ranks approximately 80 in the world contest
and is close 1o represent 19% of the Spamsh GDP.

Spuin 15 one of the European countries less open 1n terms of rade tn banking services,
with 1984 rat10s of exports over output or imports over apparent consumpiion of less
than €.6% as compared to 2% ranos for France and Germany, not 1o mention the much
higher percentages of Belgium, ltaly and the UK. Similarly to other EC countnies trade
in financial services concentrates matnly on non-EC partners [about two thirds of tol
trade).2

As for the penetration of foreign banks, Spain 1s not different by European standards
despute 1ts protectionist and repguiatory tradition. Excluding Luxembourg and the UK,
the simple average market share of foreign banks 1n EC countries is 11.7% just above
the 11% of Spain3,

The interpretatton of international compansons must be made carefully. For example,
the relative inefficiency of the Spamish system may have different interpresations. # may
mean that the same levels and qualities of outputs and services are produced at a higher

* According 1o The Economist Banking Survey of March 1986
2 Sec Neven (1989, Tabtes 1 and 2).

3 puta provided by Steinherr and Giliben, op. o3, page 51, correspond 1o shares 1 towl assets as of
the end of 1987,



cost, I3y also reflect the fict that Spunish banking i more retail onented and thu
higher quality 1n terms of convemence (high number of branches) 1s given 1o the clients.
Ia which case the composition of output 15 rot the same and cosis should be higher.
Nevertheless 1t shouid be taken into account also that most probably Spanmish banks
offer less finencial products, paruculurly the more sophisucaied ones, than their
Ewropean counterparts. Ideally, to make the relevant comparisons indexes of the
composition of output and quality of the differest services would be needed.,
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The previous section kas highlighted that. at least by some criena. the Spaaesh banking
indusiry has shewn in recent tmes higher rates of return than other Spanish industnes.
At the same tsme it has been argued that 1his 15 the case notwithstaading the evidence of
high runsformation costs ansing from overmaning and the inefficteacies inhented from
past protectiomst and regulated environments. In view of the recent merger proposals
two 1ssues seens prominent: the relanonship between size and efficiency and profitabitity
and the extent of market power,

The purpose of this section is 1o explore more sysiemane evidence avauable on the
relation between size and efficiency (economues of scale and of scope), size and
profitability asd market power for the Spantsh banking industry. Other 1ssues will be
deudt 1n o summnyary way.

3.1. Cost struciures

Even though there 1s circumsiannal evidence to suggest that the Spanish banking
industry, 1n the conmtext of an overly regulated and comforable business environment,
has been fairly inefficient -in the sense of not sinving © minimize costs and aol
operating on the produciion possibilities fronuer- we will not deal here with such ron-
optirizing behavior.

We wiil not charactenze cither the nefficiency alluded o in the internanonal compansos
section. This inefficiency can be understood from two points of view: social and
privitte. 1t 1s worth remarking that what may be efficient from the social point of view
may well be efficient from a privatle perspective. A case 1n poini 1s the extensive branch
network of Spamish banks, potenually a source of social inefficiency, which may serve
as u formidable barmier to earry for foreign banks, We will focus 1a this subsection on
the more manageable 1ssue of the presence of size advaniages in the wmdustry derived
from scale economies.

Iaternational research results in this area arc not yet conclusive. Most recent siudies,
with US data do not find economies of scale for banks beyend 5100 miliion and they
¢ven repont slight diseconomies of scope.) Nevertheless it i35 well known that
economies of scale swdies in banking suffer {rom a sernies of research design
weaknesses, Some of these studies coasider the joint production of deposits and credits

} See Giliigan, Smirlock and Marshali (1984), Giltigan and Smiriock {1984), Berger, Hanweck and
Humphrey (F98T), Humphrey {1585) and  Messer (1987).
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by bunking tastttutions bur they feiave oul other Hnes of busiess {like nderwrnnng,
foreign exchange deating, for example) and they do not consider banks with more than
ane billion dollurs in assets, An exception 1s the paper by Shaffer and David (1986)
who estmated cost functions for the 100 largest US commescial banks. They find
efficient bunk scale 10 range between 315 billion and $37 billion. This contrasts with
carlier findings limeted o smabier banks.

There 1s however 4 centain consensus that bankiag 1s not the son of economic acuvity
where one expects to find relevant cconomues of scale, parcularly n the retail and small
and medium sized firm business. A recent paper by Humphrey {1987) argues that
observed average cost vananoa between different sized banks ss much smaller than the
existing dispersion of average costs on banks of the same class. Consequently
cronomues of scale can not be 50 :mportant 18 confernng competitive advaniages.

in Spuin, the most comprehensive analysis of this 1ssue was presenied by Fanpu} v
Maravali t1985)." Fanjul and Maravali (henceforth FM) estimate cost functions for the
Spanish bunking 1adustry. They use a simple Cobb-Douglas sppiouch with cross
secuon data for u semple of 83 banks in 1579, A similar approach 15 vsed for savings
mshtutions with i sample size of 54,

The equations esnmated by FM use alternative measures of costs. Fundamentally, total
operaiing costs {TOC), but also total costs -which includes TOC plus financial costs
{FC)-, and: part of TOC: labor costs plus general expenses which correspands 10 TOC

minus deprecianon.

Output 15 the main explanatory vanable and in the monetary version 15 made up of the
product of the number of branches (NB), the number of accounts per branch (AB) and
the size of deposit per account (DA), as separate regressors. Additional expianatory
varizbles include salary, measures of asset and liability structures and dummses 1o
capture insniunional differences 1n the case of private banks (industnal vs, commercial
bunking; local vs. nanonai focus).

A second set of regressions are run with a physical definition of sutput: number of
accounts (N}. There, two new regressors are included: deposit per branch and the
average value of checking accounts. This 15 not the case for savings banks where
regressors other than cutput stay unchanged. Furthermore, the number of accounts per
branck and the size of deposit per account are included as additional expianatory
vaniubles unrelated 10 cutput.

1 Previous wark by Cuesta Torres (1983) dealt with saving banks.

22



Estmanon s undertaken by OLS and the authors reach aa overall conclusion that
dimimshing returns are absent. Significant econoinies of scule are found with respeet 1o
both AB and DA, with independent increases of both varables by 10% leading to cost
ncredses between 6 and 8%. Mo such resedt s found for the number of branches but
the evidence seems to indicate constant rerurns 1o this instance, The authors note thas
DA does not result 1n economies of scale when the dependent vanable includes financial
costs. On the contrary, resuhs do not change significantly when depreciauon 1s
deducted from the dependent vanable TOC,

Equations with a phystcal measure of output also show significant scale economies.

Finally, stanistical work with saviags bank data confirms the results obtaned for private
busks except for the case of a physical measure of output, where conssant returns to
scale ure found. Retums to scale are even more relevasnt for the case of DA.

Most resulls reporied by FM, establish strong economies of scale with cost elasticsties
with respect 10 output between .60 and 77. Only for the variable number of branches
we find villues around .96, close to constant returns to seale.

These figures show even sironger economies of scale than those obtained by similar
previous studies for the U.S, tsee Gilbert {1984)). In those studies elasticities of
operating cost with respect to output range between 803 and 1.036, depending on the
category of output tnumber of accounts) specified. The results obtained by FM wuh
thesr physical measure of outpwt are typically in that range, with 761 10914 for pnvawe
banks and .949 t0 .986 for savings institutions.

The swdy of FM is subject to the same criticisms of those stedies using a Cobb-
Douglas approach: it can not capture neither U-shaped average cost curves nor the
existence of joint costs, Their conclusion that overall the Spanish Banking industry does
not face dimiaishiag retems to scale might be questioned by an approach that allows
average cost curves with both downward and upward sloping parts {as shown by
Benston, Hanweck and Humphrey (1982} in the U.5.}. Alternatively, allowing for joint
preduction of several outputs might provide evidence in favor of size {see Gilligan,
Smirlock and Marshall (1984)). Nonetheless this need not be the case as shown for the
U.5. by Berger, Hanweck and Humphrey (1987). Preliminary evidence of the
estimation of a multiproduct translog cost function for Spanish banks and saviags
banks by Delgado (1989) shows that increases in ouzput per branch, keeping the
number of branches fixed, would decrease average costs while at the firm fevel there are
no signs of economues of scale. In terms of economues of scope there 15 some evidence
that they exist for certain classes of banks (foretgn banks) but not in general.
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20 Size and protuahiliny

The conprncal Iierware about the impuct of markes siructure on the performance of the
bunking ndusiry has focused on the standard analysis of the relanenship berween
profibility and cancentranon measures, using in geaeral cross section samples of local
rarket areas (undamentally for the US) where such a stansueal design 1s passible, The
whesi s that concentrsted markets are moze conducive to high price-cost margins and
onllisive behavior. Gitbert (1984) presents a comprehensive survey of work up to the
carly 80's tor the banking industry noting the meusurement probiems wnvolved and the
general conclusion ss that the postive relasonship between profitability and
copcentraion 15 wesk,

As owith the general empincal lierature esang the Indusinal Orgamzation 5-C-P
paradigm, work on the banking industry has 1gnored for some nme the aliernanve
efficiency hypothests (Demsetz (1973)) and only recently some research has aitempted
19 est the compeung collusion and efficiency theories. The efficiency hypothesis
expliuns the poienual relationship berween concentration and profisabitity in terms of
vost advantages of lurger firms. Concentrated markets have large firms that are more
cfficient und therefore have higher profits,

One suech a stwdy by Smirlock (1985) concludes that marker share s a significant
explunatory vanable of bank profitabitizy (which 1s imterpreted in favor of the efficiency
kypothesis), and that when this 15 accounted for concentraton plays no role n
explisming profilability differences between markets. Nevertheless the discrimination
beiween the two hypotheses 1s not easy. Tests of this sort kave been cntically assessed
by Suhmualensee (1985,1688) in a more general framework. Special care 1s needed to
mnterpret the results of this sort of regressions 1n a structural fashion. For this reason,
we will review next the evidence for the Spanish banking indusiry only with respect 1o
the comelution between market share and profitabilicy.

With respect (o esumates of the relationship between size and profuability early
empirical results for the Spanish banking industry are provided by Lafuente and Salas
(1983), They estimate, using a sample of 15 publicly quoted banks, a simple sem:-
loglinear relanonship between accounting profitability {returns on assets) and size as
mensured by the voiume of sales for several cross-section samples in the $eventes.
Their resuits do not show any correlancn between profitability and size.

The sume exercise but with returas on sales as the dependenmt variable yields a
sigaificant acgative relationship at feast for samples corresponding 10 1972 and 1976.



Lufuente and Salas report also on the reluuonship between size and profit vanability s a
performuance measure. Randomaess ta profil 5 approamated by the estimated standard
deviinon of returns on assets and the idea 15 10 test wheither farger busking firms
perform better in the sense that they show less erranc profitabilisy. The results reporied
by the authors do not indicute any relationship between size and this additional
perfonmance measure.

More recent work in the indestry (Ballann et al., 1988) finds no stausucal relanonship
between profitability and firm size. This work regresses for a sample of 135 private
banks {and alternatively for 78 savangs banks) in 1985, returns on ussers en market
share as measured by the shere of assets on tota! assets of the banking system. The
results replicate those obtained by Schuster {1984) for several other countries and hold
both for private banks {natonal or local) and savings banks. Mo refauonship 1s found
between the selecied market share vanable and accounnng profitability.

3.3. Market power

The data presenied in section 2, in paricular the taternational compansons, are not
inconssstent with a refatively high degree of market power in the Spamish bankiag
sector. This hypothesis 15 remnforced by the mentioned fact that Spamish banks have
been getting rewsms much higher than other firms in the indusinat sector. is there any
evidence that Spanish banks collude in terms of thewr quality offer ot to keep prices
above the compentive level or that, at leasi, there are significant depanures from
compelitive behavior ?

The few studies that have been made comcentrate on pricing behavior. Casual
observation of the hig expansion process of branches zfter deregulation in 1974 seems
to indicate that banks in 2 mostly regulated price context compesed along the quality
dimension providing convenience through proximity and free services to customers, An
important issue in this respect is to analyze how the exiension of the branch network
and their location pattern compares with what would be opuimat from 2 socual point of
view. Some theoretical location models suggest that with fixed prices competution in
iocation tend to yield too much agglomeration. In other words, the spanal distribunon of
branches would not be opumal from the welfare point of view.!

A first probler encountered by the analyst 1s the very definnion of "competitive
prcing” in bankiag, Banking is a muldproduct business in which products and services
are joinily offered. We are thus in a differentiated product context in which pnicing at

! Soe Neven (1989),



murginal cost could entail not recovering the fixed costs of operanon. A more
appropriute benchmark may be then Berrand pricing, 1n which prices are above
muarginal costs. In any case as fur as we know there 15 no full-fledged mode! yet of
binking compeution which incorporates all the main relevant feasures of the banking
husiness: mubtiproduct competttion on the differeat products (both on the asset and on
the hability side) and services . taking ine account regulatory restacnions, like reserve
requiremnenss, and restnenons snsing from the wrm and nsk structure of assets and

liabslities. With these limitauons in mind let us proceed with the available evidence.

There 15 the lemptation te read performance resulls 1n concentranon indexes following

the ladusinal Grgantzation tradition of the Structure-Conduct-Performunce paradigm.
Asat s welt known by know this 15 not withous problems. Higher concenieation tends
tr he associed with a higher probability of collusien 1o maintmn prices above
vompetive levels or siumply with @ higher degree of market power. The Cournot model,
for example. assoviates concentrated markets with high mark-ups over marginal costs.
Nevertheless, Bertrund-type models seem o suggest that "rwo 15 enough for
competstion” & pont stressed by the recent coatestability literaiure. Potential
vompetinion may discipline even a monopolist if there 15 free and costiess eniry and exu
from: & market, One of the reasoas we have chosen the Herfindhal index 1o measure
concenirabon is because from this sdex one can read performance results at least in
one plausible tand stll this 15 arguable tn the context of banking competidon) scenano:
Cournot competuion. Then the H index 1s proporuonal, with a factor depending on the
clusucity of demand, 1o the sum of the relative mark-ups over marginal cost of the
different firms, weighted by markes shares, A higher H implies then larger depariores
from marginal cost pnicing.

For example, and only for illustrative purposes, accordiag 1o the previous model, and
ussunung that market elasticines are constant, the Herfindahi concentration indices
presented 1n sectson 2 suggest that in 1988 industry average mark-ups, both i the
deposits und the Ioans markets, could have increased more than 13% when considering
competitior amonag groups of banks or by more than 7% when adding savings banks.
The recent Bilbao- Vizeaya merger, if it where not by other deconceniranon movemenis
198K, could have resulted in a noticeable increase in aggregate mark-ups. This
increase, according to our 1987 hypothencal H index which simulates the BBV merger
but does not incorporate iater developments, would have ranged from 17 % 10 22%
depending on whether we were 1o look at groups of banks oaly (22.5% for depostis



and 22.3% for founs), o1 both at groups of bunks and savings bunks {17.65% for
deposits and 20,30% for ioans).|

A possible measure of market power of a firm 18 given by Tebin's g rang, the rato of
the market value of the firm o the replacement vatue of 1ts assets, 1 practwe
approxumnated by the book value of the i A rauo vlose 10 one unplies competstive
behpvior while lurger ranos are 1aken o be evidence of markes power since, according
t0 the vituation of the mirket, the firm 15 expected o earn supranormal returns. The gy
ratio has the advantage of incorporanng an adjustment for nsk but it 15 not free from
accopnting measurement problems when using approximanens and relies heavily on the

efficiency of the stock markel as a pricing mechamsm.

The ratio 4 for the sevea big banks i Span from 1978 10 1985 hus been above one
(slightly) only in 1478 and 1981 probubly due 1o the effect of the severe banking crisis
duriny the period. Nevertheless saernanonal compansons of averages of the penod
1U74- 1982 show Span, wub a ratio of 1,62, above France, Germany and the UK (see
Tuble 6}, Afier 1985 q ratsos for the big Spamish banks are weil above one. Even after
the October 1987 crash they ranged betwees two and four (see Bailann et af {1988)).
The evidence provided by the stock market prices must be taken with some reservauons
grven thit the stock marker 1s, as we have seen underdeveloped and controlled by the
large banks in gencral, In particular the price of the stock of a bank s typically
manipulaled by the sume institunion buysag or seliing in the marker.? The markel value
of the big Spanish banks 15 very high indeed. For some of them it may represent
between 50 and 70% of the market value of much larger bunks like Chibank, Deutsche,
Nationat Westminsier or Barclays.® This may be read in the sense that the potenuad for
growth 1n a profitable way 1z the Spanish market, or from a Spanish base, is estimated
to be very high by the market, or maybe that the break-up value of Spanish banks is
very high, or, as hinted before, that prices tend to be manipulated. A mixture of the

three factors, with less weight on the second, s probably not far from the truth.

* I the projected merger belween Banesto and Central, the two Jargest banks betore the Bilbao-Vizcava
mezger, Aud not lailed the predicled increase 1n margsns woald have boen 65.06% for depasis and
51.63% for crediss when looking at groups of banks and 52.94% tor deposss and 47.03% for credils,
when looking both at groups of banks and savings basks.

20 Lindenberg, E. and S, Ross {i981),

3 Econometnic evidence of particylar aspecis of pricing in the Spamish cquuy markel 15 provided by
Rubio {1986} and Alenso and Rubio (1988).

4 See Guiigrrez and Campoy (1988), .61,



{insert Table 6)

The Luropean Commession in his report “The Economues of 1992 includes some
research en prices of financial services i Europe. This study shows the percentige
ditference of prices of selected financial services in each country wath respect 1o the
averaze of the four lowest natonal prices found. The latter 1s taken to be the
compeiitive norm. Span shows the highest prices of all the studied countries with an
average “mark-up” of 34% . Prices in Spuin are purtecularly higher for services 1o firms
(toreign-exchunge drafts and commercial loans). for mortgages and for brokerage

Seivices.

Systemunc econometrie anulysis of market conduct 1s only very recent in Span. For
that maner, the bapking ndustry has only rarefy bees the subject of this sort of
industry-specific economene work that attempis 1o iest the collusion hypothesis by
directly rymg to measure market condugt for specific industres.t

A recenr paper by Gual and Ricart (1988) (GR) tests for collusive behavior 1n the
Spanish busking industry with guarterly data  between 1974 and 1984, This work
focuses on o very specific submarket: that of term deposits (more than six month
maturily) and attempts to test whether firms behave compentively when demanding
deposits from stomized consumers. Data Hrtagons preclude firm-ievel analysis so that
\he aethors work with industrywide relationships. Esumation of the supply relation and
the demand funchon yields a setup where the market conduct parameter can be estimated
due o the iterest rate deregulanon over the period {see section 2).

The authors cannet resect the null hypothesis of competitive behavior. Alhough this
pight seem 1o counter the evidence mennoned so far, GR acknowledge that results are
only prefiminary since they work with fairly aggregate data and the competition model
posited does not take proper account of the complexity of the barking business. On the
other hand the result 1s not so surprising  since the study is restricted 10 a specific
submarket, that of term deposits, where there exist close substitute products 1o those of
te bunking industry, i.¢. government bonds or commercial paper.

! Getfund and Spiller {1985), tollewing up on Spiller ani Favaro (1984), have done work on the
industry wilth 5 somewhat different mim. They test for the presence of multiproduct ofigopotistic
snteractions in the Ureguayan basking sector. The two products considered are loans denominated in
tocal currency and U.S. dolfars. 1t 1s assumed that these mulimarket sInlegics anse because of he
existence of legal entry barners. The relazation of this legislaton in the middle of the sample penod

provides a selung 10 test the rele ol these bamiers on the development of the multimarkel sisitegies.
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Another submarkel where the possibility of collusive behiavior looms large s that of

interest beanng  checking (money marker) avcounts. Since 1987 interest rates on il

sccounts dre free bul the snroducnon of checking yielding market rates 15 very sluggish.
Forergn banks, some small and mediunt benks! and some subsidianes of the large
banks have introduced them. In fact there seems 10 be an inverse relanonship between
the mierest grven on checking accouats dad the sumber of branches of an wnstitunon.
Luarge bunks offer them oaly (o preferred cusiomers and do not miake publicuy. it scems
as if farge banks and savings banks? where afraid of offering a new product that will
necessarily make more expensive the financial cost of deposits. They know that o
unilateral move would benefit the bank but other banks would fellow suit and the
outcome would be a transfer of surplus from the banks 1o the consumers, Therefore
they do not ntroduce n through the mma brands but enly shrough subsidianes to
respond 1o the compeution of foreign and smail banks. In other words, the {purely
specutanve) hypothesis would be thal large insntunons wy 1o keep wnterest checking i
the fringe of the market via a tacn agreement of non-aggression on this front,

Circumstantal evidence of anu-competsive behavior has aiso been recently collected by
ann-trust investigations by the EC Commusston and the Spamsh competinon policy
authorities, The EC invesnganon feund no evidence of cotlustve behavior and dropped
the procedure but the Spanish authonties are silf anaiyzing the case aganst the banking
industry, arguing price-fixing for some services.

The overalt picture that emerges about the extent of market power 15 mixed. Along
cernimn dimensions of serviée and submarkess with  non-bunk substtture products
competition seems vigorous, among others the collusion hypothesis can not be
disrmssed. It is worth noting that this hypothesis 1 1r Tact consistent whit the absence
of correlation between size and profitability mennoned above. Such a correlanon would
appear from the ailuded "efficiency hypothesis”, for example.

3.4, Other issues

It 15 well recognized that an mndustry such as banking where managing iaformation 18
one of the key strategic vanables, mamntaining a ieadership posillon fequires a sirong

' The middic-sized banks olfer them ia different degrees, as well as the small Banco de la Pegueda v
Mediara Empresa,

2 por example, Bankinter of the Sannder group {now tormatly mdependent}, Banc Catalé de Crédit of
Banesto, Urguijo of Hispano (now bought by March) and Banca Cisalana of Vizeaya {now Bilbao-
Vizcaya),

3 some large saving banks also offer mntezrest checking n a Bmied way.
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nnoviusv e seavity both at the product (Ainancial) level but also st the process {operanng)
level, These mnovative acuvities are themselves cruciat deternuinants of the future
muirket stuvtere 1n view of the deregulunos and disintermediznon processes 1n finencial
nurkets. Commerciad banks have 1o compete now e many markets (o compete with the
new competstors like insurance compames, matsal funds and investment banks. This
wCeentuates the mutiproduet character of banking: money market accounts, mongages,

peasion funds, cash management, enderwnting,...

The Spamsh financial sector has wunessed a recemt explosion of new financil
instruments fostered by the conunuous move wards liberazlization of the market.
Foreign banks have lead the wiy airoducing new financial products. However, the

protess 15 5o revent thitt we only have scant evidence of its maun features.!

There are many other 1ssues worth of empincal study. Among them we would fike o
mention the intluence of reserve coefficients on banking competition? and the role and
extent of eatry bamners in fimancial markets.

1 500 Potol 1488} lor a study of the mntroduction of process mnavauons.
1 See the work of Romer {1585} and Repuilo{1988),
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4. Compeitive analvsis

The general pscturg that emerges from the data compiled s secuon 2 15 the following,
There are six tvpes of players, leaving aside the public insttutions Banco Extenor,
Bunco Hipotecario (morigages) and Caja Posiul. The  big bank groups. now six, the
ruddle-sized banks , the foreign banks (branches und subsidinnes), the rest of banks,
the 1wo big savings banks and the rest of savings banks.! To this the new mvestment
compumes (there are about haif a dozen) and small brokerage firms shouid be added
when considering the securiies business. The first tend to concentriie on doing
business with foreigners and are trying to obtain foreign backing, parncularly 1n terms
of capual. The second type are formed by "agentes de cambio v bolsa”

We wiil review now the compeutive position of the main types of players. In dong so 1t
must be kept 1 nund that decisions are made by individuat players and that in fact there
may be substantial differences 1n the position of players within the same group.
Nevertheless players of the same type share the same basic structural parameters that
condition their behavior, Obviously there are factors that condition alt the players n the
market, The relauvely low level of devetopment and sophisucation of the financial
system besng a very imponant general one. In this sense an important fact 15 the lack of
an sdequate supply of qualified professionals in the fieid. There s a human capnial
problem 1n Spamsk finance. Traditionally Spanish banks have not been inserested in
hinng people with Umiversity degrees, for exampte. Things have thanged, but only
recently. Another factor that affects the Spanish players 15 the extensive branch
network. This may prove 10 be a very imponiant bamer (o entry in the retail business for
foresgn players.

The big banks have been losing market share both in terms of deposiis and loans
because of the disimtermediation process and in favor of the other players since the end
of the bunking crisis in 1983-84. Before that pomt they were increasing their marker
share with the consolidanon process brought by the cnisis. Nevertheless some of the
mergers and absorprions invelved banks m rouble that had to be put back in shape o
compete.

The process of erosion of the position of the big banks, including those affecied by the
1978-1983 cnsis, Hispane first and Banesto with a lag, has been met by different

! The division between the two big saving banks znd Lhe rest of them 15 somewhat artificisl, The
former arg definetly the leaders among saving tnsstutsons bul the six masor saving snsbigtions will be

acisve and influznisad players.
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responses. Amony the big seven the smabler ure the relanvely more efficient and beyer
managed. in 1987, Bilbao and Vizcaya, with strong management, tned (o merge with
some of the bigger ones, Banesto, Hispano and Central with encouragement from the
government. Bilbao in fact ined a hosiile tukeover of Banesto but fuiled and ag the end
merged with Vizeava, The sirength of the merged banks is in management and financial
services [ wholesile banking, corporate finance and stockbroking). This merger marked
what xeems to be in end to the "gentlemen’s agreement” prevailing so far in the Spanish

basking business.

Later on Banesto and Central, the two bigger ones, decided to merge. Their sreagth s
in ther industoal holdings with controlling interests 10 msurance, CONSITUCHIOR,
electrical utilities and petroleum. Nevertheless the merger has failed recently in the must

of # struggle for controb.

Will mergers work” Ia any case they will need a fot of nme 10 yield the desired results.
Joint management problems and redundan: branches and workers not being the least
imponant 1ssues. Other banks {(Santander and Hispano)., have made or are trying o
muke agreements with foreign banks in Belgiem, Italy, France and the UK. The first
atternpts of Bilbao and Vizcaya were made with the idea of taking over banks pooriy
managed. i1 15 important to remark the active role played by the government in the
merger process. Government intervention seems to be founded in the belief that a large
size 15 needed to compete in the Evuropean market and to avoid aanonal banks being
taken over by foretgners.!

The merger projects admit two readings. On one hand they can be seen as an attempt 10
realize necessary economies of scale and scope and shake up inefficient management to
face the competition of an integrated market. However the mergers seem 1o have been
made without much study of the econormes that eould be realized. If the resuits of
Shafer and David menttoned in section 3.1 generalize to Spain, which 15 by no means
clear, they imply that before the projected mergers the majonty of the big Spanish
bunks already had an oprmal size. Afier the two big mergers the resukting entities wilt
be above this opuimal size.

On the other hand, mergers can be seen as a defensive reaction of large barks used to &
regulaied environment, 1n which they could easily coordinaie their actions, when faced
with the prospecs of fierce competition by would be more efficient and sophisticated

' The government s clearly worred abouwt this possibitity. Deutsche Bank's unsuccesful attempt, at
first and due 1o the mierventon of the Bank of Spain, 1o coatrel the Banco Comescial Transatlinuce

provides an example.
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institutions (that may atlempt also to absorb thent). a this view the idea would be to ry
o nuunwn high barners 1o entrv wherever possible and preempt entry of foreign
wstitutions. 1 this sense the extensive branching nerwork und the ATM systems,
togesher with consumer inertia and the goodwill of esiablished insututions, may prove
10 be formidable burriers 10 entry 1n the retail business. An open 1ssue i whether big
banks will be able to stick to tacs agreements o keep profitability high, like inroducing
imeress checking only murginzlly, and 1o coordinate their actions 1o make eniry of
foreign insttunons difficult, like not feting them easy access to the main ATM systems,

A key aspect of fisture developments s up 1o what potat will banks be able 1o compete
in the new areas, particularly providing services o consumers and finms. Large banks
are trying now to develop capial marker operations { Bilbao-Vizetyn and Santander
seem to be ahead ). build merchant bank unuts, and launch pension funds, for example.
A polenual probiem for large banks o develop investment banking activities 1s that they
have at the same time a big stake 1n industrial conceras and the question anses of how
are they going to give independent investment advice. This issue may be importaat if
we recall that one of the reasons of the severe banking crsts that Spmin suffered was
precisely linked to uregular and il founded practces of banks with parncipated firms.

Big banks 1n Spain, like 1a most other countnes, are caught 1n a suuation of competing
on ail fronts, retail. wholesale, inernatonal, new financial operasions, withour,
seemningly, having wn any one of them the compentive edge. Maybe some of the 1988
spin-offs or sales of middle-sized banks of the groups Banesto, Hispano and
Santander 15 a reflection of this state of affairs.

Savings banks seern 1o have a better competitive position in retail in terms of quality of
service, which translates into a higher secumulated stock of goodwill, but this entails
higher operating costs {operating expenses over assets, see Table 3). The big savings
banks at least seem to have atso a more qualified swff than the banks, The financiat cost
of deposits has tended to get even with banks. The more extended ATM system 15 the
savings banks one. For example, in 1987, the two private banks networks had market
shares between 16 and 22% of the nattonal market (Servired had 26% and 4B 22%]},
while La Caixa has 29% and CajaMadrid has 52% of the Catalunya and Madrid markets
respectively.] Now savings banks can compete on an equai footing with banks. As we
have said before savings banks will be allowed to expand outside their own region

' See Raltarin 2t af, (1588, X-13).
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1989.1 Thiy possibility of expunsion will probubly induce a process of mergers and
tukeovers between savings banks which will increuse conceniranon wn the sector, This
process has i faet adeeady staed in several regions. 1t will also imply a higher degree
of compeunon in the mass retail market and o geographic occupaneon of the few

"underbunked” spots leftin Spanish aities.?

Although convergence between bunks and suvings bunks s fast, parucularly for the big
sivngs banks, there are stifl some differences. Savings banks cin not 1ssue equity
capitid but they can increase equHy through reserves and provisions, subordinated
bonds and since 198Y by parucipative shares. The only questios s what isfluence will
have on their behuvior the fuct that, in pninciple, they are not profit maximmizers, having
(o pay dividends 1o stockholders, and with u structuse of the board based upon private
and public representsnives of local governments, deposiors, employees, and
representalives of the founding corporations. In summary, the competitive position of
suvings banks in the retail market is very suong, lacking maybe more influence in the
finaneral system due 10 the fuct thas they do not have o "centrad bank” of savings banks,
which would increase therr collecuve power).3

Middie-sized banks_do well specializing in some marke: segmests or on a regional
basss. Be it on the higher income segment of the retail market or on servicing small and
medium-sized firms wncluding merchant bank operauens. In fact some seem to follow a
dual strategy: unversal bank in thewr own region and speciaiized bank in the rest of the

country.

Forergn banks have an edge on the wholesale business, internatienal eperations i
parucular, and also seem (o do well in the higher income segment offening, for example,
checking accounts with high interest. Barclays and Cisibank, for example, are
expanding aggressively in well-to-do neighborhoods in Spanish citles. Foreige banks
are meovative 1n the Spanish coniext but they oy to accommodate 1o the established

bustness practices of national banks.

If we are to believe the Herfindhat index as an indicator of competsiveness both in the
broud markets for loans and for deposuts compeution 15 1acreasing after the end of the
banking crisis in 1983-84, Before 1l was dectining due o consolidations brought by the
crisis. In 1988 the picture 15 different, as we have seen (see Figures 6 and 7).

I Novertheless the goverament will retnn the possibility of inzoducing sestrictsons tiil 1992 and now
out-ol-region branches will not be allowed 16 do business in msurance,
2 1n Madrid, for exampie.

3 Their representatve orpantsm, the CE.CLAL 1s asell a saving bank.
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Newvertheless, the refevant indexes ol concentration for an integrated markel are the
global {European or even woridwide i this vase) and not the nsnional ones. In those
segmients of the market where hitrmers to eatry ire low nanosal conceatranon levels do

not mean much.

Apart from the fact thas it 15 very nisky 0 denve performance implicat:ons from
struciural measures ke conventratton mdexes, as we have emphasized in section 2.3, 1
can also be argued that the relevant markets are not the big aggregates “loans” and
“deposits” This 1dea 15 rewnforced by the fact that Spanush banking seems (o be
evolving inlo a segmented market with very different degrees of compeutiveness. While
higher sncome retail and servicing large finms are developing inio highly compeutive
submurkets, due to the disintermediation process and the increased compettion of aew
entranis, others, like mass reqail or servicing small firms, do not seem 1o follow this
patiern. in asy case most probably the ideatified segments are still 100 broad and a more
refined analysis with well specified products shouid be undenaken.

In summary, in wholesale banking compention will develop mainly between the big
banks and the foreign banks, with some speciatized smaller banks and some of the
larpe savings banks as side players. This part of the market witl the most affecied by the
integranen of financial markets, the development of the stock market and the
disimermediauon process. Competition will be fierce, big banks having their industnal
portfotio as an asset and foreign banks emjoying a better technological position. The
high end of the customer retail market may develop simitar levels of compention.
Particularly since new deveiopments in communications technoiogy may decrease the
value of an extenstve branching network and may facilisate entry of foreign and new
players to compete with established insbtunons. The later may include large commercial
firms, morigage societies and smalt investment comparies, for exampie. The degree of
campetiticn in the customer mass retail market will depend on the aggressiveness of the
inrge savings banks and their willingness 1o play by the e rules established by the big
banks or, on the contary, behave noncooperativeiy.
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5. Cong 1 {

How will be banking 1n Span after 19927 The first thing to noie is that the answer
depends on what happens in Europe. There ure at least two imporntant factors in this
respect. First, the general evolution of financial markets and most particufarly the
consolidution of financial centers in Europe. Second, the degree of integration of the
bunking market in 1ts different segments.

With regard to the first. Will Span develop a financial center of any magnitude, say for
stock und secunties in Madrid and for opnions and Futures in Barcelona? Qr Spamsh
financial centers will be of second order with most of the finaacial weight being
conceatrited in the big European centers ( London, for example, absorbs about 40% of
the European stock capualization while the Spanish market represeats about the 3%).
With regard 1o the second, will the European banking market be a system of national
oligopolies with limited cross participaton or will it be more inseprated? And, more 1n
particular, will burners to entry in the retail and small firm segments persist and be
enough to deter forergn institutions from getng any substannal part of the national
muarkets? Murker shares of foreiga banks are today  high in the UK, Luxembourg and
Belpum. modest 1n the Netherlands, Ireland, Fraace and Spain and very small in
Germany, luly, Porugal and Denmark.

la Spiin in tmporiant issue 15 whether the present close interacions between banks and
wndustry, recall that the farge bank groups own big chunks of industry, wili persist once
the cupual market develops. A closely related question is up 1o what point will large
bunks control the operauon of the capital markets. In any case 1t seems that i the near
futare the needs of finzncing the public deficit will continue to give a central roie 10 the
Treasury bonds i the secunties markets, particularly since the compulsory investment
coefficients will be phased out in the 1992 horzon.

Any exercise 1n prospective analysis must be takea with several graing of sait but let us
try te describe a plausibie scenano.

The market 15 segmented. High bamers 10 entry, and high margins, remmin i the
customer retail {with the possibie excepuon of the high income submarket)} and small
firms segments. Barners are maintained with the help of umplicit coordination of the
large Spanish insatutions (for example, by not selling pieces of the branching network,
mutking the access 10 ATM sysiems difficult,...). Nevertheless the big savings banks
grow bigger through an expansion and merger process profiting from their good

competsiive position in the mass retail market and tend to operate like private banks.
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They also venture 1a Hnes of business before loreclosed for them. in the mass remii
market competition will be esseaually between banks and savings banks, foreiga banks
wiil only be marginat . In wholesale, competsion will be more intense and essentsally
between nauonal and foreign banks. The close relunionship between bunks and indusory
conunues. Big banks hold posuions, control an impormant part of stock exchange
operitions and consolidate a respectable market share i investment banking and some
mnovinons (fike pension funds, for example). They are not the best ar any paricular
thing und they are not the most profitable mshitulions but are prefisable enough.
Nevertheless some of the big banks may have wouble coping with the new compeitive
conditsons and may be taken over (by foreign banks?). Foreign und smalfer banks
increise thesr share 1in parucular segments of retail and wholesale. in the mass retail
market foresgn banks are mosdy crowded out by the exiensive network of banks and
by the expected expansion of savings banks from 1989 nil 1992,

In summury we may expect an incredse in competitiveness in banking in Spaun, this 15
afready happening now, but probably 1n some segments 1t will be moderate. 11 1§ also
clear thit the underdeveloped pants of she Spanish financial system, like the stock
mirket, hoid a potential for growth that wiil be realized in a few years, Nevertheless this
does not mean that the Spanish capital market wilt increase us weight i Europe in any
subsuintial way.

According 1o the EC report on the benefits of the integrated marker Spain s by far the
country which stands to benefit most in terms of reductions = the prices of financial
services: potentially a 34% on average. Our analysis seems o suggest that not all the
potential pnce reductions will be realized.On the other hand the effect on guality levels
of increased price competition remasas 1o be seen. In pnnciple high pnces and qusality
could be substituted by low prices and quality but "guality” has many dimenssons and
the new product and service offerings {like ATM and home banking) may outweigh
largely the decrease in service on other fronts (less teliers, for example). In any case,
even moderate ncreases 1n the degree of compenuon which imply new product
offerings and price decreases may have important welfare effecis given the staruag
Spanish conditions.
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Appendix.

Stock market refornt in Spain

The governmeni s currently involved in a draste reform of the stock markes, reflected
i the [988 Reform Bill. According o Guillermo de la Dehesa (Euromoney, 1988, vol.
1): "The central objecuve |of the siock exchange reform] is more ransparency 1n ali
markel operanons: less wasider rading, more secunity for the snvestor, easier conditions
for Spanish companies 10 tap the marker and the promotion of more competition™ The
projected reform ncludes:

1) The creation of a computenzed Nauonal Stock Exchange. A stock can be
yuoled etther s one of the four Stock Exchange or 1 the Nanonal one,

b) The establishment of two 1ypes of stock exchange member firms: “agencias”
tsingle capacsty brokers), and "sociedades” {brokers/dealers), who will be able to make
murkets, as well as dealing direct wath the public.

c) Restrictions on ownrership of the two types of firms: enly individuals wili be
aliowed to wke stakes in "agencias”, no stzke being larger than 20 %. Siakes m
"sociedades” will also be Himited with different bounds uniil 1992, and possibly freed
thereafier.

d) Abolition of fixed commissions.

¢) Creanon of a National Stock Exchange Commussion, appotnted by the
Minmstry of Economy, with wide powers and supervisory responsibilities.

f) Centralization of all settiement procedures through a limited company jomntly
owned by the povernment, stock exchange member firms and banks {"Servicio de
Compensacién y Liguidacién de Valores™).

g) The outlawing of insider rading.

An smportant issue still under discussion is the level of capial requirements for agencias
and sociedades when markets are liberalized. The concern 15 that this ievel could be set
so high for certain operations that only subsidianes of large banks could afford 1o
satisfy it
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Table 1. Asset wructure for prvate gnd savings banks (in% 3.

Private Banks Suvings Banks
1682 1987 1982 1687
Bank of Spuin and
INONLAryY GSseLs 7.2 22.0 .3 153
Interbank murkel 5.1 4.1 9.2 13
Losns 74.7 5t.4 32.3 46.2
Seeunties 12.9 12.6 292 17.1

Source: Trujilio, op. ci. p. 301. Figures do not add up 10 100 due to rounding.



Tuble 2. Liability structure for pnvate and savings banks {in %},

Prvare Banks Suvings Banks

1982 1987 He 1987
Checking and
savig aCcounts 41.1 37.5 57.4 50.3
Terms deposits and CDs 48.4 28.0 40.6 wad
Neponable fabiiites 4.2 5.5 0.1 .6
Assel endorsemnent - 233 - 6.2
Other 6.4 4.8 1.5 6.2

Source: Trujilio, op. cit. p. 303, Figures do not add up to 100 due to rounding.
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Tuble 4 Economie dimens:ons of the financial sector (1985

(1}

Gross Value-added
as 4 % of GDP

Luxemb. 14,9
UK 1.8
Span 6.4
Average

Rest of EC 5.0

Data for Luxembourg correspond to 1982

2

Emplovment

as i % of ol

emplovment

37

3.0

(3
Wage bill
as 2 % of toral

for the economy

HER
8.5

0.7

5.0

Rest of EC includes Belgium, Germany, France, ltaly and the Netherlands,

Source: Emerson, M. et al. {1988) “The Economcs of 1992”, European Economy,

No 35, March, pp.91-92.
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Notes on Tuble 5:

(1)

(2) Equiry:

(3}

4)

In using the data {or comparative purposes 1 1s wonh refenng 1o
the metholodogicit counwry notes published by the OECD.

Capnal & Reserves tArithmenc average of vears n- 1 and n).In
the case of Spain "Provistons” are eliminated from “Capital and

Reserves”

The figures of columns {g) 1o (j) for banks have been taken from
the report of the "Asociacién Espafiola de Banca Privada” tMarch
£988). The data of Spain, Luxemburg, Netherlands and United
Kingdom refer 10 1987.

The figures for savings banks have been etaborated using the duta
from "Bank Profitabilisy” OECD Paris 1988, They refer to
domestic branches, foreign branches of domesuc banks (in the
case of Germany and Beigium) and branches of foreign banks in
dosnestic terntory (in the case of Spain, Belgwm and haly).
Source for exchange rates at December 1986: Boletin Estadisuco,
Bank of Spain.

Source for population: Labour Force Staustic 1966-1986™ OECD
Pans 1988.

Itniian data refer to 1985,



TABLE 6

g-Ratios

Murket pnce/book valoe | Market Price/book value

Countries tivernge 1974-82) {1978}
France 0.89 0.9+
Switzerland i.65 1.6}
Germany 1,34 1,43
United Kingdom 8,59 0,68
Japan 1,92 1.62
U.5.A. 0.9 0.87
Spamn 1,62 (LY

Source: Aliber {1984) and Ballarin et al. {1988)
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