
Beyond the deregulation that has already taken 
place in financial services are foreshadowings 
of continued market change and proposals for 
further legislative deregulation. Further moves of 
banks into insurance and securities activities at 
home and abroad and further incursions of 
nonbank firms into traditional preserves of de-
pository institutions seem certain. There will be 
pressure to give these moves and other potential 
changes legal blessing. 

Beyond the initial flush of 
success of interest rate dere-
gulation, what problems may 
arise to haunt us in this new 
world? One of the principal 
concerns voiced by some im-
portant participants has been 
its impact on the public's 
access to competitive markets 
and to prices that reflect the 
economic value of the resources that they use. 
The extent to which that concern proves to be 
valid will depend on how the new competit ion 
permitted by crumbling market barriers evolves 
over time. 

The optimal long-range resolution of the short-
run transition problem is approached by competi-
tion and new entry provided by erasing product 
limits. Applicant of antitrust policy and philosophy, 
grounded in existing legislation, should eradicate 
any lingering problems. However, new antitrust 
legislation dealing with cross-industry mergers 
might help prevent abuses or conflicts, as well as 
clarify some present ambiguous legal and economic 
issues. 

Bank Product 
Deregulation: 
Some Antitrust Tradeoffs 

Financial-industry deregulation will stimulate 
greater competition that can benefit America's 
consumers, but for some critics it raises the spectre 
of concentrated economic power. 
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I. H Y P O T H E T I C A L S C E N A R I O S O F 
MARKET E V O L U T I O N 

Product deregulation could produce several 
alternative results: 
A. The Fully Competitive Scenario. The ideal 
competit ive solution would produce an environ-
ment where barriers to entry erode as Congress 
removes remaining Glass-Steagall constraints, 
and technology permits all businesses to take full 
advantage of new opportunities. More firms, 
bank and nonbank alike, compete wi th one 
another head-on in broadened product markets. 
Technology will reduce dramatically the cost of 
producing and delivering these new services. 
Consumers will benefit fully from the new tech-
nology through lower prices and higher quality 
financial service at retail. If small banks and thrifts 
lack the necessary capital and expertise to "go it 
alone," they can share in the new electronic 
systems or buy or rent essential components 
without restrictions. Since competit ion for small 
institutions' respondent accounts will be intense, 
the necessary technological and human inputs 
will be available to the country bank from big city 
firms or correspondents for the full cluster of new 
financial services. 

Small or specialized institutions can compen-
sate for any cost or pricing disadvantage through 
special consumer services gleaned from first-
hand knowledge of the local market Empirical 
studies indicate the small seller can flourish 
despite new competit ion from bank leaders.1 

Whether new rivalry comes from other banks or 
nonbanks, the theoretical implications for com-
petition are similar. If competitors are numerous 
and varied in size and focus, sellers are unlikely 
to develop a collusive oligopoly. Other financial 
institutions will stand ready to take business 
away from would-be collusive oligopolists if 
prices get out of line. Market power will not 
persist permanently when attempts by would-be 
monopolists to raise price cause consumers to 
shift their business to existing competitors in the 
broadened product market. If that fails to keep 
market participants in line, then new entry from 
all the other kinds of financial institutions now 
able to compete with banks will surely do so. 

Suppose that dominant commercial banks in a 
market are pricing short-term loans in a non-
competitive way. Customers will increasingly 
turn to the commercial paper markets to get 
short-term financing of equivalent maturity, price 
and quality.2 A sufficient rise in the price of bank 

loans will induce these customers to shift their 
allegiance from bank to nonbank sellers of vir-
tually identical loan services. At the same time, 
given Carn-St Germain, locally l imited customers 
can go to a local savings and loan for business 
loans and the related business and transactions 
accounts services that they require. Hence, any 
noncompetit ive supplier will find itself thwarted 
by customers who can easily switch in response 
to noncompetit ive price increase. 

In Diagram 1, we can visualize competit ion 
through markets at many stages of the financial 
"product ive process" rangingfrom initial"selleK' 
(the Federal Reserve Banks and Board) to ultimate 
consumer (the business and household user at 
retail several levels downstream). 

We can think of competit ion as proceeding in 
many layers, from sellers of basic raw materials or 
clearing services upstream to banks, businesses 
and consumers downstream. Given deregulation 
plus new technology, there can be new entry all 
down the line. Nonbanks such as AT&T, will soon 
be able to compete for clearing business with the 
Fed banks. In markets downstream, a variety of 
correspondent banks and nonbank sellers will 
compete for small bank business. Interaction of 
still greater numbers of sellers is possibleat retail, 
all offering a cluster of financial services in 
regional or broader markets. Merrill Lynch, Ameri-
can Express and Sears compete with Citicorp. 

The joint benefits of technology and bank and 
nonbank entry accrue to each user at each level 
of production, from wholesale (clearing) to inter-
bank (correspondent services) to retail (con-
sumer and business buyers). Because none of 
the profits gained from scale efficiencies of the 
new technology get trapped at any stage of the 
productive process through monopoly power, 
the final consumer at retail gleans fully the 
benefits of deregulation.3 Market forces will 
have triumphed. There is little for antitrust to do 
given such a scenario, except perhaps to monitor 
development in an unobtrusive way. 

B. The " Lingering Pockets of Monopoly" Scenario. 
Market solutions may take time. Not all thrift 
institutions can easily gear up to full competit ion 
for business loans (or deposits) where any lingering 
pockets of monopoly persist4 Deregulation may 
impact unevenly from the deposit side according 
to customer sophistication or knowledge of de-
posit options. Banks may more rapidly raise rates 
paid on deposits to larger depositors with large 
minimum balances and collateral business. Some, 
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D i a g r a m 1. 

Leve ls o f F i n a n c i a l S e r v i c e s C o m p e t i t i o n 

but not all, of the difference in treatment of 
deposit accounts may reflect the different ad-
ministrative cost or services bartered in return for 
low-cost deposits. A lack of full information 
about customer pricing may result in non-
competit ive pricing.5 Not all prime-based bank 
business loan customers are aware of below-
prime market-based loan pricing. If bank customers 
can be clearly and permanently segmented into 
groups over which the bank can exercise some 
degree of monopoly power, price discrimination 
would be possible and attractive where the 
groups display different elasticities of demand.6 

With imperfect markets, it may be important to 
identify the problem and seek a practical remedy. 

C The Concentration of Resources Scenario. 
Another alternative scenario suggests than the 
present wave of large bank and financial con-
glomerate mergers eventually may give rise to 
different, but potentially more significant, com-
petitive difficulties. Beyond some critical "trigger-
ing point" in a merger wave, the efficiencies of 

large-scale production of banking services may 
be outweighed by possible market harm to 
groups of customers. At this critical point, the 
nature of competit ion is changed because a 
community of interest or common understanding 
develops between the remaining rivals.7 The 
public fear of concentration of financial power is 
based in part upon the presumed economic 
clout wielded by the large and powerful. 

The "deep-pockets" theory assumes that organi-
zations with greater resources and staying power 
can intimidate rivals or develop anticompetitive 
strategies that can stick. Buyers may trust the 
greater reliability of a Schwab discount brokerage 
house allied with the Bank of America more than 
one standing alone, especially when the former 
is accompanied by extensive media hype or ad-
vertising. Or, buyers may think they stand a 
better chance of securing loans if they try to 
patronize other departments of the bank, whether 
or not such beliefs are well grounded. 

Banks may erect a "Chinese wall" between 
different departments, and especially between 
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parent bank and affiliate. But skeptics may fear 
conflict of interest between trust officer and loan 
officer, or that bank loan officers may make lower 
interest rate loans to long-term customers of 
other bank departments. The Justice Department's 
early Minneapolis price fixing cases found 
agreement between banks to charge below-
prime rates to certain respondent bank customers 
seeking bank acquisition financing.8 Fears are 
stated also in terms of political power, and the 
power to influence legislation, yielding results 
that cannot always be measured in strictly economic 
terms.9 

II. T H E Q U E S T I O N S 
Based on how these scenarios evolve, we can 

pose the following questions: 
A. Are fears of undue concentration following 
mergers between large financial institutions 
exaggerated or real? If the fears materialize, 
can antitrust actions solve the public policy 
problems, given the present legal and economic 
underpinnings for enforcement? 
B. May conflicts of interest, or alternatively, 
tying of scarce bank to nonbank services by 
the financial "supermarket" present problems? 
Again, what can the Antitrust Division do to 
resolve conflicts? 
C May all customers expect to share equally— 
and p rompt ly— the benefits of deregulation 
and product market mixing? Will operations 
people (now schooled in the MBA tradition to 
target customer groups selectively) segment 
market pricing according to the price-sensi-
tivity of customer demand? After all, customers 
with the greatest clout, who buy most from 
the financial "super-market," can threaten 
most effectively to leave the bank for other 
financial institutions if prices get out of line. 
Given the fact that preferred treatment to 
such customers may be the proper strategy for 
maximizing profits, what steps might the anti-
trust authorities wish to take to remedy pricing 
or allocation inequities? 

One problem istodetermine how the issues 
should be identified in economic terms. The 
classical microeconomic approach is implicit 
in modern antitrust analysis, which seeks to 
optimize economic efficiency and overall wel-
fare. As long as producers gain more from a 
particular practice than consumers lose, say 
from tying or price discrimination, the conditions 

for welfare maximization are satisfied. Any 
questions of income distribution, whose wealth 
is maximized, or whether producers gain at 
the expense of consumers, are left to macro-
economics, or for a political response, such as 
subsidies or direct grants. 

III. POSSIBLE S O L U T I O N S 
A. Undue Concentration Questions. Market so-
lutions are always to be preferred, particularly in 
a period of rapid technological change. To the 
extent that market failures occur, there may be 
no one best solution to any potential problem. 
Our first line of defense against undue concen-
tration is the antitrust laws, and the starting point 
for analysis must be the new Department of 
Justice Merger Guidelines.10 They give powerful 
weight to economic theory in deciding which 
cases to litigate and how to litigate them. Judges 
will decide cases on the basis of economic 
theory and evidence to a much greater degree 
than earlier. Masses of data developing infor-
mation on nonbank as well as bank behavior will 

The "deep-pockets" theory assumes 
that organizations with greater 

resources and staying power can 
intimidate rivals or develop 

ant icompet i t ive strategies that 
can stick. 

be brought into evidence. To gauge product mar-
kets, judges may have to evaluate surveys to 
determine whether consumers may switch their 
purchases, given any hypothetical future increase 
in price by would-be monopolists. 

1. The Horizontal Product Merger. Under the 
best of circumstances, it is difficult for the 
Justice Department to win antitrust cases 
based on hypothetical consumer behavior. 
Empirical difficulties of designing a reliable 
market survey and developing data within a 
realistic t ime frame for trial purposes are great 
Defendants may argue that consumers won't 
know whether they will switch or not until 
they find themselves face to face with the 
reality of monopoly power. Moreover, when 
the prospect becomes a switch to another 
institutional supplier, say from banks to thrifts, 
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or from both to money market mutuals, some 
consumers will be perplexed as to how to 
respond. They may be unfamiliar with the 
alternate supplier or the benefit it can offer 
until pushed to the wall by bad service or high 
prices. 

Economists can unanimously welcome the 
introduction of more sophisticated economic 
criteria as represented by the new Merger 
Guidelines. But that recognition puts a special 
burden on the antitrust authorities and es-
pecially on economists within the Antitrust 
Division.11 The new complexities of product 
market definit ion in post-Carn-St Germain 
markets increase the costs of effective anti-
trust enforcement At the same time, econo-
mists may worry about the public policy 
effects of moving away from the banking 
"cluster of services" market definitions that 
simplify legal analysis.12 These problems are 
compounded if the Antitrust Division is given 
sole responsibility for competit ive analysis 
and enforcement as recommended by the 
Bush Task Force Given broader markets through 
deregulation, however, the probabilities of 
competit ive harm from all bu t the most signifi-
cant mergers decrease. 

The combination of more complex analysis 
and the economic gains brought by a broader 
market base should reduce the number of 
cases initiated, but the financial community 
would be ill advised to consider this as an 
indication that"anythinggoes." The Division's 
recent actions on the LTV-Republic merger 
makes clear that its continuing presence is 
real.13 

2. Product Extension Mergers. A market ex-
tension merger is one in which a bank seeks to 
expand into geographic markets other than its 
own but often adjacent A product extension 
merger is expansion into a product market 
often closely related to its own. Analysis is 
similar in both cases and can proceed in 
several ways. 

Suppose Citicorp decides to buy House-
hold Finance. The Antitrust Division can ana-
lyze the merger's effects by computing Her-
findahl indices in all the markets in which the 
two firms may now directly compete. As in any 
horizontal case, economists may delineate 
the geographic and product markets according 
to consumer future buying intentions in the 
event that prices charged by the new merged 
company get out of line. The Division may 

seek to litigate in markets where substantial 
overlap occurs or to require spinoffs as part of 
a legal settlement 

Unfortunately, the reliability of good banking 
data, supplied in the past by a cooperative 
Federal Reserve, is not paralleled in the finance 
company sphere where spotty and often in-
consistent data are collected by 50 state 
supervisory authorities. The market share data 
of other competing banks or finance companies 
and other suppliers of the same services must 
be secured from reluctant firms, made con-
sistent, and factored into the market universe. 

Another alternative is to go the potential com-
petition route. Given the Department's record 
of Supreme Court losses in such cases, that 
alternative may not be appealing. With many 
more potential entrants in most markets, the 
likelihood of injury to the public on the basis of 
eliminating a potential competitor will decline 
significantly. Compared with earlier efforts, the 
Justice Department will have less need for and 
likelihood of winning.14 

An exciting concept in the new world of 
in terproduct compet i t ion is spatial analysis 
which attempts to look at many dimensions of 
compet i t ion simultaneously. This concept 
assumes that markets are not clearly separated, 
but that clusters of suppliers and customers 

"The reliability of good banking da ta 
supplied in the past by a cooperative 
Federal Reserve, is not paralleled in 
the f inance company sphere where 

spotty and often inconsistent data are 
col lected by 50 state supervisory 

authorities." 

compete at cluster borders where transactions 
costs of switching to new suppliers are lower 
than at the market center.15 At the border, 
consumer transactions costs of purchase in 
alternative clusters become equalized. Suppliers 
must react and prices must respond competi-
tively in both clusters, hence the " t rue" market 
expands. In this manner, just as service areas 
blend into broader local markets, so the local 
market may mesh into broader statewide, 
regional, or even national combined product-
geographic markets. The new computer tech-
nology speeds this process by reducing trans-
actions costs and disseminating product information. 
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While intellectually satisfying, this theory 
mathematically embraces the concept of pro-
duct and geographic markets in intertwined 
multi-dimensional space. Hence, on a practical 
level it is unsuitable for easy empirical resolution 
or court use.16 

A related and somewhat easier approach to 
product extension mergers would be the tenta-
tive measurement of markets as a group of 
concentric circle-like shapes. In a highly con-
centrated statewide branching state, say Oregon 
or Washington, the state represents an area in 
which banks can operate and transfer funds 
from within the branching organization. An EFT 
network may transfer funds or make short-term 
consumer loans for card holders over a broader 
multi-state region. The local market constrained 
in size by convenience to depositors or small 
retail businesses, will represent another smaller 
market within the broader circumference. In 
product extension mergers it also may be 
appropriate to consider ringed areas of possible 
impact and to single out for analysis specific 
markets where damage to classes of consumers 
most likely will occur—bank and thrift, or bank 
and nonbank. 

The Federal Reserve Board, in assesssing 
mergers of large financial organizations, has 
often measured both statewide and local market 

"Mult i-market linkages between the 
same organizations do not necessarily 
diminish competi t ion in markets where 

rivalry already is intense." 

concentration. However, except perhaps in cor-
respondent banking markets, the state often 
does not represent the market area 

In states of high concentration, and generally 
poor bank economic performance, the state 
was sometimes viewed as a cluster of inter-
connected local markets in which monopoly 
power was exercised. This theory too has a 
counterpart for product extension mergers 
where substitution possibilities are close. One 
advantage of the " l inked oligopoly" theory was 
that attorneys wishing to preserve the broadest 
range of potential horizontal and market exten-
sion antitrust possibilities could have their 

cake and eat it too. Markets could either be 
local, hence, suited for the run-of-the-mill small 
bank horizontal market litigation. Or, they might 
be viewed as concentrated clusters of interlinked 
local (or product) markets. 

However, multi-market linkages between the 
same organizations do not necessarily diminish 
competit ion in markets where rivalry already is 
intense, as proven empirically by David D. 
Whitehead and Jan Luytjes (1983). Indeed, 
multi-market meetings may enhance the initial 
interfirm rivalry.17 Modern game theory may 
help us understand which mergers may strength-
en competit ion in the new world of highly 
interlinked product as well as geographic mar-
kets, and which may reduce or alter competition 
and behaviorial relationships in complex and 
difficult to predict ways. In either case, present 
performance in a market must enter into analysis 
as a proxy for initial group interdependence.18 

B. Tying and Conflict of Interest Questions. It 
seems unlikely that the present Antitrust Division 
will often litigate tying or conflict of interest 
questions. The Division has gone on record as 
believing there are few circumstances where 
tying (or other vertical restraints on trade) are 
likely to reduce economic efficiency.19 

A " t ie" means that a customer's purchase of 
one product is condit ioned on the purchase of 
another product. A bank cannot tie such non-
bank services as mortgage banking to banking 
services such as loans in the absence of some 
" leverage." The buyer will simply switch to another 
seller who does not attach strings to the pur-
chase. Even in times of tight money, banks are 
unlikely to possess leverage over many bank 
loan customers who have other bank or nonbank 
financing options. But even if banks have leverage 
or market power over customers, independent 
competing suppliers of the " t ied" products will 
not be hurt competit ively unless "foreclosed" 
from the opportunity of selling the tied product. 
That implies both high concentration in the tied 
nonbank product and lack of easy en t ry—a lack 
of competit ion in both tied and tying markets. 
Since nonbank financial organizations such as 
finance companies, mortgage bankers and dis-
count brokers tend to be less regulated than 
banks, with generally easier entry, the conditions 
conducive to a successful tie rarely exist. It is not 
surprising thatthejustice Department has initiated 
few tying cases in financial markets over the 
years. 
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"Unfair advantage" questions often focus on 
financing opportunities, such as a bank's superior 
ability to attract low-cost funds in the form of 
price regulated deposits. But that opportunity, if 
it ever existed, is shrinking as deposit rates 
become deregulated. The important consideration 
for pricing purposes is the marginal cost of funds, 
such as the large denomination CDs that banks 
must sell at market rates. Under the Bank Holding 
Company Act, the holding company cannot lend 
more than a small percentage of its assets to 
affiliates. If the acquired nonbank firm itself 
enjoys a lower financing price as an affiliate of the 
new bank holding company parent, that reduction 
may reflect administrative or marketing efficiency, 
or lower actual or perceived investor risk. 

Tying was an issue in the recent Bank of 
America/Schwab acquisition, in which the nation's 
second largest bank acquired the nation's largest 
discount brokerage house. The merger, approved 
by the Federal Reserve Board, has been appealed. 
The Supreme Court voted to consider the issues 

Confl ict-of- interest problems appear 
unlikely "since it is improbable that 

unsound loans will be made to discount 
brokerage customers to facilitate 

securities purchases." 

formally upon request of the Securities Industry 
Association. A Supreme Court decision will be 
welcome, for it may settle difficult issues of law, 
including Class-Steagall Act interpretation. But 
because of easy entry into brokerage, careful 
analysis of the microeconomic issues reveals no 
real tying opportunity in that case. 

Nor is "confl ict of interest" a likely problem, 
since it is improbable that unsound loans will be 
made to discount brokerage customers to facili-
tate securities purchases. Bank trust depart-
ments will not accept unsound securities to help 
the brokerage subsidiary; Schwab will merely 
execute orders, not take market positions. The 
Bank of America may influence consumers' pref-
erences through effective packaging of prestige 
associated with its many brand names and multi-
product offerings. But is that necessarily contrary 
to public interest? Consumers may benefit through 
extensive advertising of discount brokerage ser-
vices, wi th the result that full line brokers have to 
lower prices or improve service quality. 

C User Group Equity Questions. It may well be 
that new competit ion will provide needed solu-
tions in the world of interproduct competition and 
deregulation. Then we will not have to worry 
about esoteric measurements of equity welfare 
and consumer marginal utility. Even so, there is 
room for a continued antitrust role even if all it 
accomplishes is monitoring and deterrence. It is 
not enough simply to look at how many cases the 
Justice Department won vs. how many it lost in 
the period since 1961 when antitrust first began 
to be applied to financial markets. A better test 
would be the number of anticompetitive actions 
such as discrimination, price fixing or market 
division which did not take place because of 
antitrust deterrents. To that the response would 
be of course, how much damage the antitrust 
presence also did through unsolicited meddling, 
or dampening of normal profit and investment 
incentives. In either case, the problem to consider 
now is whether that deterrence function may in 
the future fail because of distorted private beliefs 
about the antitrust authorities' ability and readiness 
to do their legal job. 

IV. CONGRESSIONAL A N D 
REGULATORY SOLUTIONS 

While all the economic and legal issues 
surrounding antitrust sort themselves out, 
other solutions come to mind. One would be 
to retain or even expand Federal Reserve 
authority to judge independently any major 
bank or nonbank acquisitions under its present 
bank holding company authority. Historically, 
the Federal Reserve Board has been more inde-
pendent politically than many other branches of 
government It also has a large staff of highly 
qualified financial economists, along with great 
data-gathering and econometric capabilities. To 
expect the Antitrust Division to understand and 
solve all financial competit ion matters in unitary 
isolation seems, in my view, to ask the impossible as 
well as to risk cyclical shifts in emphasis. 

The Federal Reserve's help has been invaluable 
to banking antitrust enforcers, often to the distress 
of private parties involved. Any Board decisions 
are subject to Justice Department analysis and 
intervention through comments or active partic-
ipation in regulatory proceedings, to assure a 
broader economic and legal frame of reference. 
Court review (up to and including the Supreme 
Court) will continue also in contested cases. The 
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latter, too, assures full public airing and consider-
ation of all the issues, both legal and economic. 

A final alternative is for Congress to tighten the 
antitrust laws and improve litigating speed. Former 
Assistant Attorney General John Shennefield 
(1979) advocated legislation designed to eliminate 
very large corporate mergers through acquisition 
of leading market positions.22 More recently, an 
eminent scholar in this financial antitrust field, 
Stephen Rhoades, suggested legislation to 
l imit large acquisitions. Rhoades discussed 
cogently the political and social as well as 
economic bases for accumulating and deploy 
ing power.23 The Congress, in my view, would do 
well to consider these questions further for the 

social as well as economic payoff. Assuming the 
legislative route is desirable, the question is 
whether the Congress should act before or after 
relatively unencumbered free market forces have 
had the opportunity to sift themselves out fully. 
If our goal is to address the antitrust question 
without having to resort to divestiture, wi th all 
the potentially painful consequences of un-
scrambling, then Congress perhaps should 
look at these questions sooner rather than 
later. 

— Elinor H. Solomon* 

"Elinor H. Solomon is professor of economics, George Washington University. 
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