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Policy roles

• 1998-2000:  Bank of England 

– Little to do with banks

– Supervision had moved to FSA

• 2000-05:  Office of Fair Trading 

– Quite a lot to do with banks

– Mergers, interchange fee agreements, misleading ads, unfair 
contract terms, …

• 2010-11:  Independent Commission on Banking 

– Financial stability

– Competition



Plan of remarks

• Is there a trade-off between competition and financial stability? 

– Was there ‘too much’ competition pre-Crisis?

– The model of Repullo (2004).  Borrower heterogeneity

– Misdirected competition, e.g. to maximise leverage

• Competition policy in the Crisis 

– Bail-outs and state aid

– Merger policy and the Lloyds/HBOS question

• How financial stability measures can promote effective competition

– Too-big-to-fail as a competition issue

– Pro-competitive design of capital requirements

– A competition perspective on activity restrictions (ring-fencing)



For a comprehensive treatment, see …
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A question of balance
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A question of balance
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Is there a trade-off between competition 
and control of carbon emissions?

• Consider a polluting industry without a carbon tax or permit 
scheme

• There can be too much competition

• Less competition means lower output and higher prices, so 
less pollution

• So mergers, minimum prices, and even a cartel could be good

• Competition policy therefore needs to be adapted for polluting 
industries

• Right?
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Is there a trade-off between competition 
and control of carbon emissions?

• Wrong

• Address negative externalities by environmental regulation

• Don’t forgo the benefits of competition

• Don’t grant fat rents to polluters

• Apply competition policy as normal

• Does the same apply to policy to address the negative 
externalities from risk-taking by banks? 
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Indeed more so?

• In a systemic crisis, not only do banks &c not compensate those who 
suffer from risks going bad … 

• … but their creditors are bailed out, for fear of yet greater damage

• So instead of ‘polluter pays’, we then have ‘polluter is subsidised’?

• Ending the TBTF subsidy is only part of what’s needed – there’s still 
the negative externality to address

• Implications for the ex ante incentives of banks and investors 
generally
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Or are banks different?

• Unlike the textbook polluter, banks are multi-product

• So a major issue is the mix of what they do, not just the level –

• The direction as well as the rate of activity

• … including inventive activity

• Repullo model

• Wider issues concerning the direction of inventive activity 

– Liabilities and assets

– Investment and retail banking
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Capital requirements, market power and risk-taking
Repullo (JFI 2004)

• n > 2 risk-neutral banks, spaced around Salop circle with 
transport cost  μ, so imperfect competition for deposits

• Overlapping generations of depositors, infinite horizon

• Required return on equity  ρ exceeds return on the prudent 
asset

• The gambling asset has high return with probability  1-π but 
average return below the prudent asset

• Regulator can’t see asset choice; requires minimum capital  k 
per unit of deposits, which are fully insured

• An insolvent bank is closed and replaced by a new one 

• Equilibrium intermediation margin  μ/n measures market 
power
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Equilibria
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Comparative statics

• Market power helps prudence because banks get rents they don’t 
want to jeopardise – ‘franchise value effect’

• Gambling has a higher short-term private return, but effectively 
raises the discount rate from  ρ to  ρ+π so lowers the NPV of 
continuing rents

• Higher capital requirements help prudence by reducing the implicit 
depositor bail-out subsidy to gambling – ‘capital at risk effect’ 

• They don’t reduce rents to banks because there is cost pass-through 
to depositors

• Higher  k can maintain prudence if  μ/n decreases
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Extensions and caveats

• Risk-based capital requirements if asset choice can be 
monitored 

• Deposit rate ceilings can sometimes raise franchise value, 
albeit anti-competitively – Regulation Q

• Capital as loss-absorber, not just incentive correcter, whereas 
franchise value has zero loss-absorbency

• Anyway, is equity costly?  (See later)

• Borrower heterogeneity …
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Borrower heterogeneity

• ‘Adverse selection’ – If higher borrowing costs induce riskier 
borrower behaviour, or select for riskier borrowers, then less 
competition might create more risk (Boyd & De Nicolo, JF 
2005)

• But performing loans are more profitable when competition is 
weaker.  Martinez-Miera & Repullo (RFS 2010) get a U-shaped 
relation between competition and risk of bank failure

• ‘Advantageous selection’ – marginal borrowers have lower-
than-average creditworthiness, so are more costly to serve

• Then, in the absence of differential terms, competition can 
oversupply …
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Advantageous selection
Einav & Finkelstein (JEP 2011)
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The great divide on bank capital policy

• Official view – job done

– Don’t increase overall capital requirements across the 
banking sector any further 

– BoE 2016 decision on systemic risk buffer for large retail 
banks

• Most economists’ view – far too much leverage still allowed

– 33x is grossly excessive

– No more that 10x (Mervyn King)

– No more than 7x (2010 FT letter authors)

– … Anat Admati & Martin Hellwig
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Is bank equity costly to the economy?

• Is bank equity costly (1) for the economy, (2) for banks?

• MM theorem says No – for given risks in the economy, the 
aggregate value of claims is independent of debt/equity mix

• Reality  MM, but …

– social costs of bankruptcy argue for more equity 

– so do incentive reasons, including

– getting the taxpayer off the hook, which is necessary (but by 
no means sufficient) for good economic incentives towards 
risk
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Is equity costly to banks?

• Is bank equity costly (1) for the economy, (2) for banks?

• Yes

• Debt/equity tax wedge – how big a deal?

• Debt overhang

– spill-over benefit to creditors, and to public (contingent) 
creditor in particular

– especially if equity is thin

– leverage ratchet effect (Admati & Hellwig)

• Strong private incentive to maximise leverage

• Especially when leverage is already high
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Risk weight reduction to maximise leverage

• Ballooning of bank leverage from the late 1990s

• Assisted by securitisation (see next)

• Also regulatory tolerance of low risk weights in capital 
regulation

• Models vulnerable to gaming by banks

• Banks believing models might as great a public risk

• Current state of the risk weight debate



Securitisation to maximise leverage
Shin (EJ 2009)

• Issuing liabilities backed by bad loans ≠ selling bad loans

• “Far from passing the hot potato down the chain to the 
greater fool next in the chain, the large financial 
intermediaries end up keeping the hot potato.  In effect, the 
large financial intermediaries are the last in the chain.  They 
are the greatest fool”.  

• Except that taxpayers in some jurisdictions arguably ended up 
innocently being greater fools still

• Also mis-selling issues relating to securitisation 



Misdirected retail product innovation

• Volcker and the ATM

• Collective action problem for desirable system innovations

• Profitable exploitation of unsophisticated consumers …

• … may benefit the savvy but deters good innovation as “the 
mistakes of unsophisticated can create rents that distort 
competition” (Campbell, AER 2016)

• PPI, interest rate hedging products – UK banks lost (capital )

• Unarranged overdrafts – UK banks won case on unfair contract 
terms
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Misconduct provisions by UK banks
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Belinda Tracey et al, ‘Bank capital and risk-taking: evidence from misconduct provisions’, Bank of England staff working 
paper 671, August 2017



Peltzman’s prescience on state aid
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“Governments, more or less everywhere, have guaranteed, de facto or 
de jure, the banks’ liabilities, so that the banks’ cost of acquiring

them is essentially identical to the government’s own cost of debt.

The putative motive for this subsidy is to use the banks as the

Government’s agents for providing a cheap, liquid substitute for

government money. The quid for this quo is that banks should

refrain from using their access to the government guarantee simply

to maximize profits. ... However, banks in many countries have

been demonstrably unable to be bound by that restraint. ... It is

still unclear whether resolution of this agency problem will entail

transfer of many more banks to state ownership.”  (1989)



EU state aid policy for banks

• Right for competition policy not to thwart bank rescue aid 

• The alternatives were even worse

• Ex post approach to state aid, e.g.

– Lloyds divestiture of TSB

– RBS commitment to divest Williams & Glyn replaced by 
alternative package of measures (approved in Sept 2017)

• EC Banking Communication of August 2013

• Bank Recovery and Resolution Directive, January 2015

• No SRF contribution unless 8% of total liabilities have been 
bailed in



State aid and recapitalisation of banks in future

European Commission Fact Sheet, June 2017



Crisis  concentration  in UK retail banking

27ICB Final Report, September 2011, Fig 7.1
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Was the Lloyds/HBOS merger bad for financial 
stability too?

• HBOS had much more than a liquidity crisis

• Rather than separate the ‘bad bank’, it got merged into Lloyds

• A cautionary tale for the ‘public interest’ in merger policy

BoE/FCA report on The Failure of HBOS plc, Nov 2015



Overview of the CMA remedy package
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Competition and Markets Authority (2016, paragraph 161) 



TBTF as an issue for competition too

• Large and complex institutions get disproportionate implicit 
subsidy, yet their failure could cause disproportionate damage

• Less tolerance of low risk weights for smaller banks

• So larger institutions need bigger capital buffers

• But the BoE has been weak on this …

• Also need structural reform to curb implicit subsidy extending 
from retail to investment banking



Systemic risk buffer illustration: BoE v ICB
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Competition issues relating to the 
systemic risk buffer

• Stepped SRB rates deter expansion and might encourage 
retreat (and/or inefficient shifts outside the ring fence)

• Empty top bucket – i.e. no use of 3% rate 

• BoE wants “to put banks on notice that if they become more 
systemically important they could face higher capital 
requirements — and avoid giving firms an incentive for further 
growth”

• But this is anti-competitive, not pro-competitive  

• Aim of deterring large bank expansion suggests inadequacy of 
measures to address financial stability risk from systemic 
importance
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The four pillars of traditional banking
Farhi & Tirole (2017)
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• Lending to SMEs [and households], who do not have access to 
capital markets

• Prudential supervision

• Access to public liquidity support – LOLR

• Deposit insurance



Why ring-fence?

• Helps insulate vital retail banking services – where continuity 
of service is essential – from global financial shocks.  So deals 
with some interconnectedness risks

• Would make it easier and less costly to resolve banks –
whether retail or investment banks – that still got into trouble 
despite greater loss-absorbing capacity.  This is all part of 
getting taxpayers off the hook for the banks

• Good for competitiveness because retail banking can be made 
safer while (subject to resolvability &c) international standards 
apply to global wholesale and investment banking activities

• Sound long-run framework for bank lending to real economy



Why not a full break-up?

• Ring-fencing retains many of the synergies of a broad banking 
group, while providing insulation for vital economic functions

• The parent group could still rescue a failing retail bank

• Full split would create undiversified, correlated, stand-alone 
UK retail banking sector – stability risk

• So favour structured universal banking, not ending universal 
banking – more robust than unstructured universal banking

• ‘Electrification’ of the fence by group restructuring powers 

• UK, US parallels

• Cf EU October 2017 abandonment of Liikanen proposals
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Ring-fencing and competition

• An activity restriction to help cure a negative externality 
problem

• And to curtail an implicit subsidy

• So in addition to its contribution to financial stability, this 
structural reform diminishes a quasi ‘state aid’

• Rationale differs from vertical separation in network industries 

• But is pro-competitive by other means



Summary: ICB on ‘good’ v ‘bad’ competition

“In banking markets as elsewhere, what matters is not 
competition in the abstract but competition to provide what 
customers want – effective competition…

“The underlying problem [when markets fail] is not competition 
but the frameworks – including consumer protection and 
financial regulation – in which competition takes place. To blame 
competition would be to misdiagnose the problem. A more 
comprehensive analysis is needed. In short, a distinction is 
needed between ‘good competition’ to serve customers well, 
and ‘bad competition’ that exploits customer unawareness or, 
for example, creates a race to the bottom on lending standards.”



Recipe for effective competition in banking

• Simplicity!

• Well-capitalised institutions competing without contingent 
public subsidy with undistorted incentives to give customers 
what they truly want

• Just like the rest of the economy is supposed to work
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