Comments

Ronald Fischer: Meral Karasulu provides a good, clear description of the
Chilean banking sector and its imperfections. The paper lays out some of the
potential reasons to believe that the sector may be characterized by imperfect
competition. Among the most relevant are the stamp tax on credit operations,
the concentration of wealth in vast conglomerates, the ownership of pension
funds by the bank holding companies, and the high capital requirements for
entering the sector (which were recently lowered). Two additional factors are
also important: first, no new banks were allowed to enter for a long period after
the crisis of the early 1980s, because the banking regulator apparently feared
that excessive competition would reduce bank profitability and thus lead to
excessive risk taking; second, the lack of a centralized guarantee system means
that it can be very expensive for small companies and individuals to switch
banks. There are thus good reasons to suspect a lack of strong competition, and
the sector’s profitability, measured as return on assets or on equity, is indeed
among the highest in Karasulu’s sample. This is so even though banking con-
centration is not high and new banks have entered the market since the regula-
tor changed its restrictive policy in the late 1990s.

Karasulu uses Panzar and Rosse’s methodology to study competition in
the Chilean market over time, as well as to compare it with a sample of other
emerging countries.! As Karasulu mentions, the traditional competitive analy-
sis based on concentration ratios suffers from the fact that markets with intense
competition can be concentrated since only a few firms can survive, while
others that are cartelized may attract entry.> The Panzar-Rosse approach, on
the other hand, makes very few assumptions and is based on the observation
that different industrial organizational structures respond differently to changes
in input prices. Competitive markets transmit input price changes into output

1. Panzar and Rosse (1987).
2. Sutton (1991).
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prices better than uncompetitive markets. Under perfect long-run competi-
tion, the sum of the elasticities of revenue to input prices (the H statistic)
equals one. The sum of these elasticities is negative, however, for monopo-
lies or cartelized industries.? Finally, in the case of monopolistic competition,
the values of H lie in the range (0,1), with higher values of H representing
more competition.

The Panzar-Rosse methodology has been used extensively to model the
airline industry, as well as financial markets, and numerous papers use this
methodology to study competition in the banking sectors of different countries.
It is fairly easy to construct the data required to perform the analysis in the
banking sector. The main drivers of bank costs are deposit costs (that is, the
interest rate), labor costs, and the cost of fixed capital (which contributes mar-
ginally in most cases). Revenues, in turn, can be represented by either interest
income or total revenue.

Karasulu’s cross-country regressions indicate that most countries in the
sample operate under monopolistic competition, with the exception of Aus-
tralia, Greece, Hungary, Ireland, Israel, and the Netherlands, which have
perfectly competitive markets. According to this regression, competition is
imperfect in Chile, although it is stronger than in a few countries in her sam-
ple. The author ran a pooled regression with a dummy for Chile to determine
whether the Chilean market was significantly less competitive than the aver-
age country in the sample; her results confirmed this hypothesis. Finally, Kara-
sulu shows that the net interest margin in Chile is about 1.50 to 2.25 points
higher than in other countries, which is consistent with the low level of the
competition index (although it could mask, at least in part, unobservable dif-
ferences in credit risk). The author has some suggestions as to what causes the
lack of competition, with an emphasis on the industry’s high capitalization
requirements. As mentioned above, other options include the switching costs
associated with the stamp tax and the lack of a centralized guarantee system.*

Marcela Meléndez: This paper examines the conduct of Chilean banks using
microeconomic data for the period 1995-2004. The author provides a rich
characterization of the workings of the Chilean banking sector and includes
a detailed discussion of the factors that may lead banks in Chile to exercise

3. Panzar and Rosse (1987).

4. Bikker, Spierdijk, and Finnie (2006) show that using the ratio of total revenues to total
assets as a dependent variable produces a systematic bias that leads to finding more competi-
tion than actually exists. Future research should address how these results affect the findings in
the present paper.
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market power. She then examines Chilean banks’ conduct empirically in a
comparison with banks operating in other emerging markets. The paper also
examines the profitability of Chilean banks relative to that of their peers,
using a regression framework to link returns to both conduct indicators and
concentration measures, among other explanatory variables. The work is rel-
evant inasmuch as the development of other markets in the economy largely
depends on the presence of a well-functioning financial sector that is able to
adequately channel savings and investment at fair prices. It adds to a grow-
ing empirical literature focused on identifying connections between variables
that matter for banking markets’ performance.

Karasulu’s discussion of the specificities of the Chilean banking sector
provides a thorough overview of the sector’s workings and serves as a per-
fect introduction for people who, like me, had no previous knowledge of that
market. It also raises concerns about features that are common to financial
sectors in other Latin American countries and to which researchers and policy-
makers must pay further attention—for instance, the key role that is being
played by the private pension funds in the development of the Latin American
financial markets. The fact that the performance of both banking sectors and
capital markets is so dependent on the activity of these large institutional
investors and on the regulation affecting it should be the subject of research,
because we would benefit from better understanding the distortions this intro-
duces to these markets.

The cross-country comparison centers on two empirical exercises that are
derived from alternative applications of Panzar and Rosse’s approach to testing
competition, which features a nonstructural model that allows the researcher to
endogenize market structure.! Karasulu estimates time-invariant competition
indexes (the H statistic) from individual country regressions using bank-level
data. Her results from these estimations identify the Chilean banking market
as being monopolistically competitive, which is consistent with the findings
of Levy Yeyati and Micco.? Karasulu uses the results from these country
regressions to conclude that the Chilean banking market is less competitive
than its peers. To test whether the competition index obtained for Chile is sta-
tistically lower than those of other countries, she estimates a pooled regres-
sion including interactions of the input costs variables with a dummy variable
that takes the value of one when the observation corresponds to a Chilean bank

1. Panzar and Rosse (1987). This approach is increasingly being used in the empirical
industrial organization literature to test competition in the banking industry, where Lerner
indexes and other measures of market power are perhaps harder to apply.

2. Levy Yeyati and Micco (2003).
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and zero otherwise. This regression includes country-specific macroeconomic
controls, a dummy variable to control for foreign ownership, and measures
of bank size, input prices, and market concentration. The results confirm the
finding that the Chilean banking market is relatively less competitive than
those in the comparison group. Specifically, Karasulu finds that the factor
price elasticity of funds is systematically lower in Chile than in the sample as
a whole, while the capital cost is systematically higher. The factor price elas-
ticity of labor is also found to be lower than for the rest of the sample when
the estimations control for market concentration.

The competition indexes are strictly based on industry characteristics.
Practitioners in the industrial organization literature are therefore skeptical of
using them to compare competition across industries or markets, except when
they are closely related.? Based on this consideration, I am more comfortable
with the results emerging from the pooled regression, which controls for
country characteristics, than with the conclusions drawn from the individual
country estimations. A key result from the exercise is the lack of a system-
atic relation between banking markets’ concentration and the competition
indexes. It adds to the empirical evidence on the particular workings of bank-
ing markets in which, contrary to the general expectation, higher market con-
centration does not necessarily result in more market power.

The examination of the profitability of Chilean banks relative to their peers
is really a consistency check, since one would expect to see higher inter-
mediation margins—and higher bank profits—in markets with less competi-
tion. Here again, the empirical evidence indicates a higher exercise of market
power in the Chilean banking sector than in other emerging economies.

The discussion of the particularities of the Chilean banking sector places
the empirical results in context and advances potential explanations for what
is observed. I have concerns, however, about the policy implications. The
paper is somewhat timid in this direction. The findings that “the captive pres-
ence of the pension funds with large deposits in the banking sector may be
distorting the incentives for banks to compete” and that “high effective entry
costs—in the form of higher capitalization ratios—despite low regulatory
barriers to entry and relatively minor competition from nonbank financial
intermediaries could be contributing to the low competition” are common to
most Latin American banking sectors. It would be desirable to explore the
extent to which they could translate into explicit recommendations on how
financial regulation should be adjusted.

3. See Bresnahan (1989).
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Karasulu indicates that the recent lowering of capitalization requirements
has already resulted in the entry of new players into the Chilean banking sec-
tor. Should Chile go further in lowering these requirements? Is there an opti-
mal capitalization level below which excessive risk would be introduced to
the market? With respect to the lack of significant competition from nonbank
players, can governments or multilateral actors play a role as facilitators? Are
there regulatory barriers preventing the appearance of this sort of player?
Or is the market to be left on its own? Finally, should the restrictions on the
investments of private funds be modified, and if so, how? In the case of
Colombia, the minimum profitability requirements affecting the pension
funds’ investment portfolios introduce significant distortions in the workings
of the financial markets and have been identified as one of the elements hin-
dering the development of the corporate bond market. A more detailed revi-
sion of the distortions brought about by this kind of regulation and possible
ways to deal with them in the case of Chile would be an interesting follow-
up to the findings of this paper.

I close with a final remark on the Panzar-Rosse approach to assessing mar-
ket conduct: even if one frames the analysis in a long-run equilibrium setup,
the rendering of banking markets as monopolistically competitive is a bit
bothersome. It is hard to think of banking markets as markets in which free
entry and exit result in average cost pricing, even in the long run. Neverthe-
less, given this assumption, why should the exercise of market power in these
markets be much of a concern? Can the competition indexes at the levels
obtained be interpreted as a signal that banks are exercising market power
beyond average costs, and not strictly as a reference to markets operating
under monopolistic competition? Because only then should they be used to
motivate an analysis of market power as a concern in a specific market. This
remark goes beyond the present paper and applies to the widespread applica-
tion of this methodology to banking sector analysis in the recent empirical lit-
erature. Researchers need to continue exploring alternative measures of
market power in this sector.
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