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Case Study: Retail Banking
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RETAIL BANKING / PERSONAL AND SME LENDING
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COMPETITION IN RETAIL BANKING

 Competition in retail banking, especially in consumer and SME lending, is widely 
considered to be weak both in Europe and the US  

 This may be due to the existence of switching costs and other barriers to entry 

 Most importantly, incumbent banks have superior information about their customers

– Current account information

– Credit history

– Other hard information

– Soft information:
Relationship banking
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COMPETITION IN RETAIL BANKING

 Growing consolidation has aggravated the problem in recent years 
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COMPETITION IN RETAIL BANKING

 Banking regulators have typically considered increased competition risky for financial 
stability 

 Prudential regulation concerns prevailed and still prevail over competition policy 
objectives
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FINANCIAL INTERMEDIATION IS EXPENSIVE

 Thomas Philippon (2015, 2018) using US data and Bazot (2014) for Europe show that 
the unit cost of financial intermediation is high and has only declined marginally since 
the 2008 crisis

EUROPE

US
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FINANCIAL INTERMEDIATION IS EXPENSIVE

 Reductions in the unit cost of financial intermediation would increase consumer 
welfare: agents in the economy are willing to pay 8.7% of consumption to bring the unit 
cost of intermediation down to 1%
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BANKS PROFITS

European Banks’ ROE, 2018
Source: EBF

European Banks’ ROE, 2007-2017
Source: EBF
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BANKS PROFITS
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The Digital Opportunity
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FINTECH START-UPS

 Entry by traditional players is unlikely because incumbent banks have many 
advantages: customer base, experience, reputation and knowledge of existing 
regulations

 FinTech start-ups may be able to enter successfully because they operate leaner 
businesses, benefit from the use of the art technologies, provide specific services, and 
being funded with much more equity will have a regulatory advantage

 However, they face some non-trivial disadvantages:

– No installed customer bases – data disadvantage

– No established reputation

– Lack of brand recognition

– No TBTF subsidies

 Their impact on retail (consumer) and SME banking is unclear. They will likely compete 
effectively offering payment solutions to large firms and advisory services in capital 
markets     



COMPASS LEXECON 13

FINTECH START-UPS

World Economic Forum, Beyond FinTech: A Pragmatic Assessment of Disruptive Potential in Financial Systems, 
August 2017
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 The entry of Big Tech players into online banking may increase effective competition in retail 
and SME banking (e.g. lending and payment markets) by leveraging their superior 
information about consumers preferences, habits and conduct to offer better targeted 
banking products and to reach out to consumers that may not be served otherwise

 Big Tech players may also be able to offer new services by bundling their existing services
with traditional banking products

 They not only have lots of valuable customer data, 
they also have the analytical tools (e.g. AI algorithms)
to analyze and interpret such data in order to
anticipate their customers’ needs and 
influence their conduct 

 And they have the scale required to profitably invest 
in the development of new tools 

BIG TECH PLATFORMS

//upload.wikimedia.org/wikipedia/en/9/9f/Apple-logo.svg
//upload.wikimedia.org/wikipedia/en/9/9f/Apple-logo.svg


COMPASS LEXECON 15

 Big Tech Platforms may act as marketplaces

 Or as intermediaries, in direct competition with incumbents

BIG TECH PLATFORMS
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 Unlike FinTech start-ups, Big Tech Platforms (a) have exceptional data and the ability to 
monetize it effectively, (b) play a central role in relation to many consumer decisions 
impacting on their financial choices, (c) enjoy significant brand recognition and customer 
trust

 Big Tech Platforms threaten the most profitable lines of business of incumbents: 

– According to a recent McKinsey report, they could target the distribution business of banks, which 
represents 47% of their revenues but 65% of their profits and has an ROE of 20% (compared with an 
average ROE of 7-8%)

– Rakuten issues credit cards and offers financial services, e.g. mortgages and securities brokerage

– Amazon provides lending and factoring services for small and medium enterprises 

BIG TECH PLATFORMS
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IMPLICATIONS
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IMPLICATIONS

World Economic Forum, Beyond FinTech: A Pragmatic Assessment of Disruptive Potential in Financial Systems, 
August 2017
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Asymmetric Regulation
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ASYMMETRIC REGULATION

 Philippon (2018):

What does a level playing field mean when incumbents are too-big-to-
fail? Or when they rely excessively on short-term leverage? The level 
playing field argument applies when entrants are supposed to do the 

same things as incumbents, only better and/or cheaper. But if the goal is 
to change some structural features of the industry, then a strict 

application of the level-playing field principle could be a hindrance…

… one can see capital requirements as a way to reduce barriers to entry 
and foster a level-playing field
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ASYMMETRIC REGULATION

World Economic Forum, Beyond FinTech: A 
Pragmatic Assessment of Disruptive Potential 
in Financial Systems, August 2017

 Payment Systems Directive 2

 Banks will have to allow authorized Third Party 
Providers (TPPs) (i) access to their customers’ 
account information and (ii) make payments from 
customers’ accounts

 TTPs will be able to compete with banks by offering 
payment initiation services (PIS) and account 
information services (AIS), thus threatening 
incumbents’ profitable distribution services  
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ASYMMETRIC REGULATION

 Asymmetric regulation regarding data portability

PSD2   GDPR   

Banks are obliged to 
provide customer data to all 

authorized competitors in 
digital form 

and free of charge

Big Tech are obliged to 
facilitate data portability 

only where it is technically 
feasible

Big Tech Platforms have to observe GDPR only and will de facto retain economic sovereignty over 
the data of their customers, according to a recent EY report

Vs   
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Big Tech Entry
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THE BIG TECH THREAT

 Big Tech companies operate disruptive business models, which may allow them to  
dominate consumer and SME banking as they have monopolized other markets

 Experience shows that when Big Tech companies enter industries with complex vertical 
value chains, they seek to monopolize the layer or layers where they operate, entrench 
those monopolies by taking advantage of network effects, and extract value from all 
other layers by

– Vertically integrating upstream and/or downstream

– Discriminating in favour of their own
upstream/downstream businesses in their core
platforms 

– Leveraging dominant services and/or data superiority to attack adjacent markets
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VERTICAL INTEGRATION AND PREFERENCING

1

2

VERTICAL INTEGRATION

DISCRIMINATION
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ENVELOPING STRATEGIES

Cross 
Subsidization
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TYING STRATEGIES

TYING
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LEVERAGING ONLINE PLATFORM POWER ONTO BANKING
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ENTRENCHED DATA SUPERIORITY
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ENTRENCHED DATA SUPERIORITY
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Implications for Competition 
and Financial Stability
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IMPACT ON THE COMPETITIVE PROCESS

1

2

3
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IMPACT ON FINANCIAL STABILITY

 Potential moral hazard problems 

– Since platforms have little or no stake in e.g. the loans they help to originate. Vallee and Zeng (2018) 
explain that as the platform takes a more central role in screening loans, it has incentives to reduce 
the quality of the loan pool to maximize loan origination volume. This results in lower returns 
compared to scenarios where sophisticated investors are active in loan evaluation and funded only 
high-quality loans. 

– And traditional banks will have less of an incentive to engage in credit screening

 Potential adverse selection problems due to 

– Cream skimming: platforms may be able to screen out bad loans more effectively than FinTech start-
ups and traditional banks 

– The arm's length double-blind nature of peer-to-peer lending makes online lending susceptible to 
adverse selection by borrowers: Balyuk and Davidenko (2018) show that default rates on P2P loans 
are higher than on other credits to consumers with similar credit scores

 As a result, credit risk may be shifted to traditional banks, their investors and their 
depositors and lending may prove less efficient
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FINANCIAL EXCLUSION
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Policy Implications
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NEGATIVE IMPACT OF ASYMMETRIC DATA REGULATION

 The exchange of credit information between 
banks and non-financial companies may affect 
negatively the efficiency of credit markets 
when (a) borrowers can borrow from both of 
them and (b) banks are required to exchange 
information about their customers but their 
rivals are not 

 Adverse selection problems

 Moral hazard problems
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NEGATIVE IMPACT OF ASYMMETRIC DATA REGULATION

 Reduced incentives of banks to invest in 
information collection and loan screening
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NEUTRALITY OBLIGATIONS

 Strong neutrality 

– Platforms ought to employ “neutral” 
algorithms that determine result rankings 
based on some “objective” metric of relevance

– Difficult but not impossible:

– Computer Reservation Systems: 
Amadeus, Sabre

 Weak search neutrality

– Platforms ought not to give preference 
to their own content but should instead 
employ “neutral” algorithms that determine 
result rankings based on some “objective” 
metric of relevance

– WSN addresses the so-called own-content bias

– Google Shopping case suggests 
eemedies are not easy 
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PRIVACY POLICIES
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DATA SHARING?

 Competition Policy

– Difficult in Europe:

– The exceptional circumstances test:

– Dominance

– Indispensability

– Elimination of all effective competition

– Which remedies?

– Nearly impossible in the US

 Regulation

– Which info?

– At which price, if any?

– Privacy concerns

– Opt-out v opt-in clauses?

– Reciprocity? 
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DATA SHARING?

 Impact on incentives to screen, loan rates
and interest rates 

– Depends on price at which information
is shared

– At high prices, incentives to screen are
increased, loan numbers increased
and interest rates fall
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Concluding Remarks
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AN IMPORTANT CAVEAT!!
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THANK YOU!

jpadilla@compasslexecon.com

View my research on my SSRN author 
page: http://ssrn.com/author=47132
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