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Disclaimer:

The Technical Report of the BRng Enquiry does not refleche views of the Competition
Commission or any other Governntestakeholder to the Bankignquiry process. Furthermore,
the recommendations ofa¢lenquiry Panel have not been adomsdirm policy decisions by the
Commission or Government.

A process will be established which utdd#s the Competition Commission and other
Government stakeholders, including Nationaédsury and Department of Trade and Industry,
to form a Government response to the Enquiry recommendations.
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Chapter 1 Enquiry Process 2

1.1 Introduction

This is the report of the Panel of the Banking Enquiry which was established by the

Competition Commission on the 4" August 2006 in terms of Section 21 of the Competition
Act No0.89 of 1998 to examine certain aspects of competition in retail banking in South Africa.

In the first chapter of the report, entitled The Enquiry Process , an overview of the Enquiry is
provided. The chapter deals with certain historical events leading up to the establishment of
the Enquiry, the engagements with stakeholders, the various submissions received, the
Technical Team engagements and the public hearings and exploratory meetings that were
held.

Chapter 2 deals with Market Power in the Provision of Personal Transaction Accounts .
It examines market structure, barriers to entry and expansion, regulatory requirements and
product differentiation in the South African banking sector. The chapter also highlights
information asymmetries, switching and search costs as well as the nature of strategic
interaction among participants.

In Chapter 3, on Costing and Pricing , an analysis of the charging practices of South African
banks is undertaken. The relationship between the prices for transactions and the costs of
providing them is examined.

In Chapter 4, the Panel examines the issue of Penalty Fees confining its analysis to the fees
charged by banks to their individual retail customers when a customer’s payment order is
refused, usually due to a lack of funds. These fees, commonly referred to as “dishonour
fees”, are charged for rejected cheques, debit orders, and stop orders. The analysis
concentrates on the fees charged by the major banks for rejected debit orders, an area
where there are clear indications of growing abuse. The amount of revenue of almost R1
billion (of about R11 billion non-interest revenue for personal transaction accounts) that was
generated by the big four banks in 2006 from around 24 million dishonoured or rejected
transactions is highlighted. In our view, the abuse of debit order dishonour fees needs to be
addressed without delay.

In Chapter 5, the issue of ATMs and Direct Charging is considered. Issues dealt with
include the history and evolution of ATMs; interoperability and the history of interbank
carriage fees in South Africa; arguments for the direct charging model and the implications
thereof; and revenue and pricing of the current ATM model in South Africa. International
precedents and other pricing models are also examined.

Chapter 6 on Payment Cards and Interchange , examines payment cards in the South

African market; merchant service charges and merchant acquiring; the necessity of
interchange fees and the setting thereof; and the card scheme rules governing the payment
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Chapter 1 Enquiry Process 3

card systems. The chapter furthermore considers the potential abuse and the need for
regulation of interchange. The application of this is also extended to interchange fees in
other payment streams.

Chapter 7 examines Access to the Payment System . An historical overview is provided
followed by an in-depth analysis of the payment system and the regulation thereof. Certain
matters of concern in the payment system are identified. The possibilities for enhancing the
access of non-banks and non-clearing banks to the national payment system (NPS) are also
explored.

Chapter 8 contains the Conclusion and Recommendations , in which particular
recommendations identified in each chapter are set out.

At the end of the report, the Appendices , a List of References and a Glossary of Terms is
presented.

As this Enquiry has been established against the background of competition law, it is
necessary to highlight some of the reasons for the enactment of the Competition Act in
South Africa and its purpose as well as the functions of the South African Competition
Commission where these may be relevant to this Enquiry.

1.2 The Act and the Commission

The Competition Act 89 of 1998 was enacted in order to provide all South Africans equal
opportunity to participate fairly in the national economy; achieve a more effective and
efficient economy in South Africa; provide for markets in which consumers have access to,
and can freely select, the quality and variety of goods and services they desire; create
greater capabilty and an environment to compete effectively in international markets;
restrain particular trade practices which undermine a competitive economy; regulate the
transfer of economic ownership in keeping with the public interest; establish independent
institutions to monitor economic competition; and give effect to the international law

obligations of the Republic.

The purpose of the Act is to promote and maintain competition in the Republic in order —

(&) to promote efficiency, adaptability and development of the economy;

(b) to provide consumers with competitive prices and product choices;

(c) to promote employment and advance the social and economic welfare of South
Africans;

(d) to expand opportunities for South African participation in world markets and recognise
the role of foreign competition in the Republic;

Preamble of the Competition Act.
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Chapter 1 Enquiry Process 4

(e) to ensure that small and medium-sized enterprises have an equitable opportunity to
participate in the economy; and

() to promote a greater spread of ownership, in particular to increase the ownership
stakes of historically disadvantaged persons.?

Some of the functions of the Competition Commission (hereinafter referred to as the

Commission), are:

(i) to implement measures to increase market transparency;

(i)  to implement measures to develop public awareness of the provisions of the Act;

(i) to investigate and evaluate alleged contraventions of certain listed prohibited practices;

(iv) to refer matters to the Competition Tribunal, and to appear before the Tribunal;

(v) over time to review legislation and public regulations and to report to the Minister
concerning any provision that permits uncompetitive behavior. ®

In addition to these functions the Commission may also:

(vi) report to the Minister on any matter relating to the application of the Act;

(vii) enquire into and report to the Minister on any matter concerning the purposes of the
Act;

(viii) perform any other function assigned to it in terms of this or any other Act.*

To obtain a better understanding of the establishment of the Enquiry, it is important to sketch
some of the events leading up to its launch.

1.3 Historical perspective

1.3.1 The Task Group report

During May 2003, a Task Group® was established by the National Treasury to undertake a
study on the competitiveness of the South African banking industry. This report entitled
Competition in South African Banking was released in April 2004. It is not the intention of
the Panel to deal in great detail with the Task Group’s report save to highlight any
recommendations that were made that may be relevant to the subsequent decisions made
by the Commission in the establishment of this Enquiry.®

Section 2 of the Act.
These functions are listed amongst others in Section 21 (1) (a) to () of the Act.
Section 21(2) of the Act.

Members of this Task Group were Dr Hans Falkena (Chairman), Mr Gabriel Davel, Dr Penelope Hawkins, Mr David
Llewellyn, Mr Christo Luus, Mr Elias Masilela, Mr Geoff Parr, Mr Johnny Pienaar and Mr Henry Shaw.

The full recommendations of the Task Group are contained in Chapter 12 of the Task Group Report.
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Chapter 1 Enquiry Process 5

Some of the recommendations made by the Task Group were that:

. Access by second tier banks to the payment system on competitive terms should be
facilitated

. Interoperability in the payment system and transparency of access requirements
should be extended

. Penalty fees, charges for essential services or charges for services not open to
competition should be on a cost-plus basis and open to regulatory oversight

. Government should prohibit any preferential processing mechanisms for payments

. The Competition Commission should investigate the possibility of a complex

monopoly in the governance and operation of the payments system.

Following on these recommendations of the Task Group, the Commission reached a
decision that a more comprehensive and comparative study into the issues around the
payment system was essential. FEASIbility (Pty) Ltd, an economic research company
headed by Dr Penelope Hawkins, and Prof Olu Akinboade of UNISA were appointed to
provide such a study, with distinct areas of work being specified to each of the parties.” This
report has become known as the FEASIbility Report.

1.3.2 The FEASIbility report

The FEASIbility Research Report titled The National Payment System and Competition in
the Banking Sector was completed and handed to the Competition Commissioner during
March 2006.

In the Commission’s response to the report,® which will be dealt with in more detail
hereinafter, the Commission stated that the FEASIbility report presented a comprehensive
analysis of the national payment system (NPS). The Commission went on to say that the
report revealed that the South African NPS is a highly efficient and sound system and
perhaps more advanced than similar networks in more economically developed countries.
But an efficient and sound system may nevertheless lack features which could ensure
fairness as far as consumers are concerned.

The FEASIbility Report highlighted the following regarding the state of the banking industry
at the time of the report:

. The banking industry earned roughly 38 per cent of its revenue from fees related to
the payment system. Any link that there might be between the operating costs
associated with a payment transaction and the charges made by banks for that

The main body of the report presents the research efforts of FEASIbility while the research annex dealing with
international comparisons is the work of Prof Akinboade.

The Commission’s official response is set out in the Press Statement release to the media on the 20 April 2006 which
statement is available on the Enquiry’s website www.compcom.co.za/banking.
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Chapter 1 Enquiry Process 6

transaction was not transparent. It thus might be the case that bank fees have less to
do with the cost of the payment system and more to do with the market power of the
big banks in setting fees.

. Not only the clearing banks but also those that participate under the auspices of the
clearing banks in the NPS appeared to find their activities in that regard very
profitable — indeed this might explain the clamour of others to gain access. Only the
SAMOS system® within the NPS, operated by the Reserve Bank and limited to
participation by registered banks, appeared to work on a cost recovery basis.

. Apart from SAMOS, the pricing arrangements for each payment stream within the
NPS fell outside the remit of regulation, and it was believed that in the past these had
been negotiated between participants on a multilateral basis. While some smaller
players were concerned that bilateral negotiations might place them at a
disadvantage as they wielded so little market power, it seemed possible that bilateral
negotiations might benefit the consumer. Further inquiry regarding the pricing
arrangements in each payment stream seemed to be warranted. There might well be
aspects of the NPS where uniform pricing could give way to competitive pricing
without compromising the soundness or efficiency of the system.

. The banks operated a switching arrangement between themselves called Bankserv.
Although Bankserv costs made up only a fraction of the price of a payment
transaction, the current profitability of Bankserv and the control and ownership of this
essential infrastructure by the banks raises the question of broader representation on
the board of Bankserv. There was international precedent for this.

. There was an absence of market conduct regulation throughout the banking industry
and the NPS in particular. There was also an absence of transparency. Disclosed
pricing is often difficult to evaluate because of bundled offerings. In a country where
there was an obvious need to improve the access of under-served consumers to
financial services, the absence of a market conduct regulator was likely to be
particularly keenly felt.

. Legislation and regulation have focused on banks. This had left a regulatory gap in
terms of the rules of participation for non-banks and highlighted the need for an
overall strategy. To the extent that collaborative infrastructure and uniform pricing is
necessary for sustaining a sound and efficient NPS for the benefit of consumers,
there might also be a need for regulatory oversight.

1.3.3 The Competition Commission’s response

For the Commission, the FEASIbility Report raised a number of concerns, the main ones
being the concerns around access to the payment system by would-be service providers

See Glossary for explanation of the SAMOS system.
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(banks and non-banks) and charges levied by banks for payment transactions. Both of these
impacted on access to competitive banking services for South African consumers (be they
businesses or individuals).*

The Commission was furthermore of the opinion that while the FEASIbility study provided a
detailed understanding of how the system works in general, it did not extend to indicating
whether or not actual contraventions of the Competition Act were entailed in the current
structure and operation of the national payment system.

Having regard to its responsibilities and powers, the Commission decided to conduct a
public Enquiry in order to obtain further information and input about the competition concerns
highlighted in the FEASIbility report.

In its announcement, the Commission stated that such an Enquiry was to be held in terms of
Section 21(1)(a) of the Competition Act which gives the Competition Commission the
responsibility to implement measures to increase market transparency. Section 21(2)(b)
empowers the Commission to enquire into and report to the Minister of Trade and Industry
on any matter concerning the promotion and maintenance of competition in the Republic.

The Commission invited all interested persons and stakeholders, including the banks, to
respond to the FEASIbility report and voluntarily to provide detailed information and answers
on relevant questions to the Enquiry.

The Commission pointed out that the Enquiry would be on the record, which would be made
public subject only to the protection of genuinely confidential information as provided for in
the Competition Act. The Commission envisaged that public hearings would be held and that
the views of Regulators and other overseeing authorities would also be sought and
considered during the course of the Enquiry. The outcome of the process would be a report
with recommendations being submitted to the Commissioner.

After this announcement the Commission began to take steps to have the Enquiry
established. As it was the first time that the Commission had undertaken an Enquiry of this
nature, the Commission looked to other jurisdictions for guidance and assistance.

10 See Press Statement released by the Commission on the 20" April 2006.
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1.4 Visit to the United Kingdom

In March 2006 a delegation of the Commission visited the offices of the UK Competition
Commission and Office of Fair Trading (OFT). The meetings took place over three days from
the 21%' March 2006 to the 23" March 2006. Two half days were spent at the OFT and one
day at the UK Competition Commission.

The main purpose of the visit by the delegation was to learn more about the approach to
similar inquiries that had taken place in the UK and to obtain information as to what was
involved in the planning and organisation of such enquiries. The Commission delegation also
sought to learn more about what the UK regulatory bodies considered to be the important
competition issues in the banking sector which would need to be examined during the
Enquiry.

The OFT provided useful information regarding the Payments System Task Team, which
had been established following the competition issues that had been identified in the
Cruickshank Report.'* The Task Team consisted of dedicated OFT officials who interacted
regularly with officials from the central bank, HM Treasury, and industry through working
groups. There are valuable lessons to be learned here on how to establish a representative
forum to bring about voluntary compliance with certain recommendations. This approach
may prove useful in implementing some of the recommendations arising from the Enquiry
Panel’'s report.

The delegation also held discussions with OFT officials regarding their investigations into
interchange fees of four-party payment card schemes.

The meeting with the UK Competition Commission proved to be most beneficial insofar as it
informed the conception, planning and organisation of the Banking Enquiry. The UK
Competition Commission officials explained the regulatory framework within which the
Northern Ireland Banking Inquiry came to be established and what was involved in the
establishment of an expert Panel, the secretariat responsible for the administration of the
inquiry, and the technical staff from the UK Competition Commission supporting the Panel
and inquiry. Although the South African Banking Enquiry was established in terms of a
different regulatory framework there were nevertheless many aspects of the UK inquiry that
were adopted for purposes of this Enquiry, in particular, the role played by the secretariat in
administering the Enquiry and the process of Technical Team engagements with industry
participants and other stakeholders.

Cruickshank, D. 2000. Competition in UK Banking: A report to the Chancellor of the Exchequer, UK.
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1.5 Infrastructure and personnel

Armed with the information gleaned from the UK visit, the Commission began with the initial
steps of establishing the Enquiry. A detailed project plan was drafted setting out the
personnel and logistic resources for the Enquiry as well as timeframe targets and the
financial resources necessary for the completion of the Enquiry.

Financial constraints dictated that the Enquiry had to be housed in the current Commission
offices, but dedicated office space and separate infrastructure were provided for Enquiry
personnel.

Although certain Commission staff were seconded to the Enquiry, the Enquiry operated
independently and impartially from the Commission.

1.6 Launch of the Enquiry

On the 4™ August 2006, the Commissioner officially announced the establishment of the
Enquiry and released the document titled Composition of the Enquiry and Terms of
Reference.’ This document sets out the Enquiry’s Terms of Reference and who the Panel
members are. It also deals with submissions and when the Report might be expected.
Details of the Enquiry’s secretariat and contact details were also provided.

1.6.1 Terms of reference

The Commissioner’'s statement, Composition of the Enquiry and Terms of Reference, is
contained in an appendix to this report.

The terms of reference of the Enquiry*® were as follows:

5. The subject matter of the Enquiry will be:

(a) the level and structure of charges made by banks, as well as by other providers of
payment services, including:
(i) the relation between the costs of providing retail banking and/or payment services
and the charges for such services;
(i) the process by which charges are set; and
(iii) the level and scope of existing and potential competition in this regard;

(b) the feasibility of improving access by non-banks and would-be banks to the national
payment system infrastructure, so that they can compete more effectively in providing
payment services to consumers;

(c) any other aspect relating to the payment system or the above-mentioned charges
which could be regarded as anti-competitive.

12 . . ) -
For the purposes of convenience this document will be referred to in this report as “The Terms of Reference”.

Paragraphs 5 and 6 of the Composition of the Enquiry and Terms of Reference.
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6. The objects of this Enquiry are, in connection with the subject matter stated above:

(a) toincrease transparency and competition in the relevant markets;

(b) to ascertain whether there are grounds upon which the Competition Commissioner
should initiate, and the Commission consequently use its powers to investigate, any
specific complaints of contraventions of the Competition Act;

(c) to engage with the banks, other providers of payment services, the appropriate
regulatory authorities and other stakeholders in order to ascertain the extent to which,
consistent with the soundness of the banking and payments system, there could
realistically be improvements in the conditions affecting competition in the relevant
markets, including increased access to the national payments infrastructure;

(d) to enable the Commission to report to the Minister and make recommendations on
any matter needing legislative or regulatory attention.

1.7 Enquiry personnel

The Enquiry was conducted by the following Panel appointed by the Competition
Commissioner:

. Mr Thabani Jali (Chairperson)
. Mrs Hixonia Nyasulu

. Mr Oupa Bodibe, and

. Adv Rob Petersen SC

The Technical staff that rendered support to the Panel during the course of the Enquiry

were:

. Mr Keith Weeks — Head of the Technical Team

. Dr Penelope Hawkins — Expert Consultant

. Miss Jana Louw — Head of Technical and Data Analysis
. Mr Stephen Chisadza — Research Assistant

. Miss Vania Cardoso — Research Assistant

. Mr Vincent Motshwane — Graduate Trainee

. Prof. Chris Torr — Editorial Consultant

The Administrative staff were:
. Mr Charles Frank — Enquiry Manager

. Miss Kamogelo Seleka — Personal Assistant to the Manager

The Enquiry also received assistance from amongst others, the following consultants:
. Mr Keith Smith

. Mr Henry Shaw.
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1.8 Enquiry programme

In accordance with the undertaking given at the launch on the 4" August 2006, the Enquiry’s
Programme of Action and its Guidelines on Submissions were made public on the 22"
August 2006 through a media release and by posting both documents on the Enquiry
website.

The Programme of Action informed stakeholders and the South African public in general
how the Enquiry process would unfold. The Programme set out the main activities that the
Enquiry was likely to be engaged in during its various stages. Timeframes for the completion
of the various stages were also included.

The initial Programme provided for five stages and set out the main activities that would take
place during each stage.

After amendments, the five stages of the Enquiry programme were:
a) Stage one:  August to October 2006

Submissions, analysis and research
b) Stage two: November 2006

First public hearings
C) Stage three: December 2006 to March 2007

Further analysis, engagement and research
d) Stage four:  April 2007 to July 2007

Second public hearings

e) Stage five: August 2007 onwards
Analysis and report writing

1.9 Stakeholders and submissions

During Stage one, the Enquiry focused on the following activities:

. Identifying and contacting stakeholders

. Releasing the programme of action and guidelines on submissions
. Introductory meetings with stakeholders

. Receiving submissions.

Each of these areas is briefly discussed below.

Banking Enquiry Report to the Competition Commissioner Contains confidential information
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1.9.1 Identifying and contacting stakeholders

Once the operating structure had been established, the Enquiry set about compiling a
comprehensive stakeholder data base. Stakeholders were divided into the following

categories:

€)) banks

(b) card associations

(© regulators & supervisory authorities

(d) consumer and civil society organisations
(e) retailers

() additional stakeholders

After verifying the office bearers of each of such stakeholders, introductory letters were
addressed to the following organisations in each of the categories:

(a) Banks

. Absa Bank

. FirstRand Bank™*
. Nedbank

. Standard Bank

. Investec Bank

. Capitec Bank

. Mercantile Bank
. Teba Bank

. Rennies Bank

. Deutsche Bank
. HSBC Bank

. Standard Chartered Bank
. MEEG Bank

. Ithala Limited™

14 First Rand Bank includes other bank brands — such as Rand Merchant Bank, Wesbank and First National Bank. This

report focuses on the latter, as one of the big four commercial banks.

15 Even though Ithala Limited is not a registered bank in terms of the Banks Act, it has been included under the list of banks

as it is conducting the deposit taking functions of a bank in terms of an exemption from the provisions of the Banks Act
granted to it by the Minister of Finance.
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. South African Bank of Athens

. Postbank

. Bank of Baroda

. Citibank NA

. Bank of Taiwan

. Sasfin Bank

. Societe Generale

. Imperial Bank

. Albaraka Bank

. Habib Overseas Bank

. State Bank of India

. HBZ Bank

. Commerzbank Aktiengesellschaft
. China Construction Bank

. Bank of China

. ABN AMRO Bank NV

. Marriot Corporate Bank

. Calyon Corporate & Investment Bank
. GBS Mutual Bank

. VBS Mutual Bank

(b) Card associations

. MasterCard International

. Visa International

. Diners Club South Africa

. American Express

(c) Regulators and overseeing author ities

. Ombudsman for Banking Services

. Payment Association of South Africa (PASA)

. Bankserv

. The Bank Supervision Department of the South African Reserve Bank
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. The National Payment System Department of the South African Reserve Bank
. The National Treasury

. Ombudsman for Financial Services

. The National Credit Regulator

(d) Consumer and Civil society organisations

. Financial Sector Campaign Coalition (FSCC)

. South African National Consumer Union (SANCU)

. National Consumer Forum

. Consumer Goods Council of South Africa

. Benchmark Foundation

. Congress of South African Trade Unions (COSATU)

. National Economic Development and Labour Council (NEDLAC)
. Federation of Unions of South Africa (FEDUSA)

. South African Council of Churches (SACC)

. South African Communist Party

. Black Sash

. South African National NGO Coalition (SANGOCO)

(e) Retailers

. South African Retailers Payment Issues Forum (SARPIF)
. Pick ‘n Pay

. Shoprite Checkers

() Other stakeho lders

. Micro Finance South Africa (MFSA)

. NET 1

. Capital Software

. ATM Solutions

. Direct Transact

. Intecon

. Savings and Credit Co-Operative League of South Africa (SACCOL)
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. Protea Finance

. Fundamo

. Rural Housing Loan Fund

. Credit Bureaux

. Freedom of Expression Institute
. Capital Software

. STRATE Limited

. Xpertek Group

. SA Financial Sector Forum

. Micro Enterprise Alliance (MEA)
. Eskom

In letters to each stakeholder, the Panel welcomed the opportunity of an initial meeting with
them and encouraged organisations to contact the Enquiry Manager if they were desirous of
such a meeting. (See Section 1.9.3). The introductory letter also explained that the main
purpose of such meetings was to afford the Panel members the opportunity to introduce
themselves and to explain the ambit of the Enquiry and the relevant information that the
Enquiry sought from stakeholders.

1.9.2 Guidelines on submissions

Guidelines were issued to assist stakeholders in the preparation of submissions. The
guidelines provided directives on length, language, claims of confidentiality, number of
copies and deadlines. All first submissions made by stakeholders were to be received by the
Enquiry by no later than the 27" October 2006. In the record of the Enquiry, all such
submissions are referred to as First submissions, and are referenced accordingly in the
report.

After the first set of hearings, the Technical Team requested additional information in the
form of questionnaires. These enabled stakeholders to clarify or amplify any portion of
submissions previously received (see section 1.9.4). These are referred to as the Second
submissions received by the Enquiry (see section 1.11).

1.9.3 Introductory meetings with stakeholders

As soon as the responses were received from the interested stakeholders, the Enquiry
commenced with the process of arranging and holding meetings between the Panel and
Technical Team and those stakeholders that had requested meetings. The Enquiry also

Banking Enquiry Report to the Competition Commissioner Contains confidential information



Chapter 1 Enquiry Process 16

initiated meetings with those stakeholders that had been identified by the Enquiry as being
important in providing information relating to the matters relevant to the terms of reference.

During the course of the Enquiry, a total of 101 engagements and consultations were held by
the Enquiry’s Technical Team either at the offices of the Banking Enquiry or at the offices of
the stakeholders. A complete list of such meetings is attached in the Appendix entitled
Technical Team Engagements.

As the success of the Enquiry was largely dependent on the voluntary participation of the
banks, the main aim of these initial introductory meetings was to gain the co-operation and
confidence of banks and to address any concerns or perceptions that may have existed after
the announcement of the Enquiry.

At these meetings, the background to the Enquiry was explained as well as the Enquiry’s
terms of reference. The Enquiry’s intended programme of action and its preliminary
proposals on the guidelines on submissions were also discussed and the likely areas of
focus during the course of the Enquiry highlighted.

The initial stakeholders that the Panel visited were banks, regulators and overseeing
authorities. In this regard, Panel members held introductory meetings with:

. Absa Bank

. Nedbank

. FirstRand Bank

. Standard Bank

. The Bank Supervision Department of South African Reserve Bank
. The National Payment System Department of the South African Reserve Bank
. The Banking Association of South Africa

. The Ombudsman for Banking Services

. Bankserv

. The Payments Association of South Africa (PASA)

. Capitec Bank

. Mercantile Bank

. Ithala Limited

. The Bank of Athens

. Standard Chartered Bank

. HSBC
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. The Bank of Baroda.

The Enquiry was, however, unsuccessful in arranging meetings with Investec Bank and the
Postbank.

Panel members also held meetings with the following card associations and retail
organisations:

. MasterCard

. Visa International

. American Express

. South African Retailers Payment Issues Forum (SARPIF)
. Shoprite Checkers

. Pick ‘n Pay.

The Enquiry also attempted to increase awareness of the work of the Enquiry amongst
organisations belonging to civil society and consumer groups and held briefing meetings
and/or discussions with:

. Nedlac

. Financial Sector Charter Coalition

. South African National Consumer Union
. Benchmark Foundation

. Ethekwini Civic Forum.

To facilitate the interaction and exchange of views, the Enquiry invited consumer and civil
society organisations to a briefing workshop which dealt with how the work of the Enquiry
impacted on such organisations and their members.

1.9.4 Receiving submissions

During this early period of the Enquiry the Panel and the Technical Team focused their
efforts on encouraging stakeholders to participate in the process and to furnish submissions
and information to the Enquiry.

During the course of the Enquiry, submissions from the following stakeholders were received
by the Enquiry Manager.

(a) Banks

. Absa
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(f)

Capitec Bank
FirstRand Bank
Ithala Limited
Mercantile Bank
Nedbank

Standard Bank

Card associations
American Express
MasterCard

Visa

Retail sector
Pick ‘n Pay
Shoprite Checkers

South African Retailers Payment Issues Forum (SARPIF)

Consumer & civil society  groups
Benchmark Foundation

Black Sash

Ethekwini Civic Forum

Financial Sector Charter Coalition

Savings and Credit Co-Operatives (SACCO)
South African National Consumer Union

1860 Pioneers’ Foundation

Overseeing bodies
Banking Association
Ombudsman for Banking Services

The National Credit Regulator

Other submissions

ATM Solutions
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. CIBA (Commercial Independent Bureaux Association)
. Eskom

. Fundamo

. Intecon

. Micro Finance South Africa (MFSA)

. Netl

. Rural Housing Fund

. Wizzit

(9) General public

The Enquiry has received 267 submissions or letters from members of the public. Where
these raised matters that fall within the jurisdiction of the Ombudsman for Banking Services
they should be referred by the Commission to that office.

Many of the submissions from business entities were made under claims of confidentiality in
terms of Sections 44, 45 and 45A of the Competition Act. We did not deem it necessary to
challenge the confidentiality claims, as they did not impede the Enquiry in its work. The
Commission will need to ensure that no confidential information is placed in the public
domain.

The submissions are not deal with in any detail in this chapter as they are discussed under
the relevant subject headings in subsequent chapters.

The Commission and the Panel have from the outset maintained that the Enquiry would be
public and that all submissions (unless covered by claims of confidentiality) would be made
available to the public. As many of the submissions had been made under claims of
confidentiality, public disclosure of the submissions presented a challenge to the Enquiry.
The Enquiry was greatly assisted in surmounting this by many of the banks and card
associations who provided the Enquiry with non-confidential versions of their submissions
which the Enquiry was able to make available to the public on the Enquiry’s website.

On receipt all submissions were briefly analysed by the Enquiry’s Technical Team and
where necessary the stakeholders making such submissions were asked to verify, clarify
and amplify the submissions. Thereafter, in consultation with the Panel selected
organisations were then invited to appear before the Panel at the first public hearings.
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1.10 First public hearings

During the course of the Enquiry, the Panel held two sets of public hearings, the first being
during November 2006 and the second in the period April to July 2007. In total, 21 days of
public hearings were held by the Panel during the existence of the Enquiry.

The first public hearings (November 2006) afforded selected stakeholders an opportunity to
make public presentations regarding their submissions and organisation. Only parties who
had furnished the Enquiry with written submissions by the closing date of the 27" October
2006 (and who had been specifically requested by the Enquiry to appear) were entitled to
appear to make oral presentations at these first public hearings. The Panel reserved the
right to invite other persons to appear if it considered that their appearance would assist the
Enquiry.

In an attempt to increase public awareness and greater participation by the stakeholders in
the process, the Enquiry held these first set of public hearings in several cities and as far as
was reasonably possible, the Enquiry attempted to arrange venues that were most
convenient to stakeholders wishing to make presentations. The Enquiry also reserved the
right to expand the hearings to other cities if the number of submission received justified
such a decision.

The first hearings were held on the dates and in the cities set out hereafter:

. 1% to 3" November 2006 -  Pretoria
. 9™ November 2006 - Pretoria
. 13" November 2006 - Cape Town
. 29™ November 2006 - Durban
. 30" November 2006 - Pretoria

To ensure that stakeholders understood the Enquiry’s adopted procedure for its first public
hearings and to assist stakeholders in presenting their submissions at such hearings, the
Enquiry released a further set of guidelines dealing with the first public hearings.

The Guidelines provided for the orderly conduct of the hearings to be held in public.
Exceptions to this would only occur if the Panel decided to conduct any portion thereof in
private — involving a subject matter in respect of which a claim of confidentiality had been
made — or if the Panel considered that such a decision was necessary for the effective
conduct of the Enquiry.

The nature of these presentations was such that the invited parties were to provide the
Panel with an introduction to the organisation itself and then enlighten the Panel on how they

had dealt with or were dealing with the issues that are the subject matter of the Enquiry.
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These presentations were to be one hour of duration with parties being expected to
summarise and highlight the main thrust of their submissions.

The general rule at the public hearings was that only the Panel members would be entitled to
put questions directly to anyone making a submission or presentation and any deviation from
this rule would only be allowed if the Panel was of the opinion that compelling reasons
existed for doing so.

All proceedings at the hearings were recorded and transcribed and, subject again to the
preservation of confidentiality provided for in the Terms of Reference, all transcripts of the
hearings were made available on the Enquiry’s website as soon as was reasonably possible
by the Enquiry Manager.

At the time of these hearings the Panel had not had an opportunity to read the detailed
submissions made by the banks and thus the presentations made were not probed in great
detail by the Panel at these first hearings. The Panel’s interaction with those appearing was
mainly intended to clarify and test at a general level the significance and reliability of the
presentations made. The Panel made every effort to deal with the substantial merits of the
issues with a minimum of legal formalities and thus all proceedings were conducted in an
informal manner.

All those appearing before the Panel were, however, entitled to assistance when they
presented their submissions and although all the hearings were conducted in English,
interpretation services were made available to any party desiring such service.

The first to be given the opportunity to make presentations were the banks and card
associations followed by consumer groups and members of the public. As was the case with
the banks, only those consumer groups and members of the public who furnished the
Enquiry with written submissions were afforded the opportunity to make presentations.

Full details of all the parties that appeared and made presentations at these first public
hearings are reflected in the Appendix entitled November 2006 Hearings Schedule.
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1.11 Further analysis and engagement

After the completion of the first public hearings the focus of the Enquiry shifted from the
procedural to the analytical with the Panel and the Technical Team commencing with the
task of analysing the submissions made by all parties in greater detail and attempting to
identify the main issues of concern from a competition law and policy perspective. A
detailed schedule of technical meetings between the Technical Team and the banks, card
associations and other identified stakeholders with the aim of obtaining a better
understanding of the submissions received was drawn up and followed.

Where the Technical Team was of the opinion that additional information was required,
guestionnaires were prepared and forwarded to stakeholders to enable them to clarify or
amplify any portion of submissions received or any other matter that the Technical Team
considered to be in need of such clarification or amplification. Supplementary submissions
were also requested.

Stakeholders were also, in one-on-one meetings, requested to clarify any aspect of their
presentations and submissions. Stakeholders were also encouraged to make supplementary
submissions in response to any issue raised during the course of the Enquiry.

1.12 Second public hearings

Unlike the first public hearings held in November 2006, the second set of public hearings
focused mainly on specific subject matters that had been identified by the Enquiry as
requiring further airing in public.

The subject matters that the Enquiry had initially identified were:

ATM charging and related issues

Payment cards and interchange fees

. Access to the National Payment System

Market power and the level and structure of bank charges.

The Enquiry extended invitations to specific parties to appear before the Panel and to make
brief presentations and answer questions on the specific subject matter being dealt with at
the time. Only parties who had been specifically requested by the Enquiry appeared at these
second and final hearings. Such parties were given the opportunity to make supplementary
submissions on any relevant issue and/or in response to any allegation made by any party
whether in a submission or at the first public hearings.
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The hearings into each of the subject matters commenced with the Enquiry’s Technical
Team making a presentation that provided an overview on the subject matter. The
Technical Team presentations attempted to identify the main areas of concern in respect of
each of the topics and such areas of concern were cross-referenced with submissions,
regulations and even academic material on the subject matter.

For the Panel, the greatest challenge surrounding these second hearings was how to deal in
a public forum with all the confidential information contained in the original and
supplementary submissions. The questionnaires sent out by the Technical Team had
requested detailed disclosure of further data and all the major banks had indicated that they
would be claiming confidentiality over a large proportion of their responses. The smooth
running of the Enquiry would clearly be affected if a disruptive situation arose where the
hearing room was being constantly cleared to deal with confidential information and then
reconvened and perhaps only to be cleared again.

In addressing this issue, the Panel adopted the approach that the Enquiry was a public
process and any stakeholder requesting a deviation from this position had to specifically
request that the Panel hear them in a closed session. The Enquiry acknowledges the co-
operation received from the parties appearing at these second hearings who in general
agreed to the hearings being conducted in public. During the entire hearings process, the
public was excluded on one occasion only.™

The details of the second hearings were posted on the Enquiry’s website and a press
statement was released. All the regulatory authorities, including the National Treasury were
informed of the hearings and invited to attend. All such hearing were held at the Commission
offices in Pretoria on the following days:

. 3" April 2007 — ATMs and direct charging

. 4" April 2007 — ATMs and direct charging

. 11™ April 2007 - ATMs and direct charging

. 17™ April 2007 — Payment cards and interchange fees

. 18" April 2007 — Payment cards and interchange fees

. 19" April 2007 — Payment cards and interchange fees

. 25" May 2007 — The National Payment System — Access and regulation
. 28" May 2007 — The National Payment System — Access and regulation
. 29" May 2007 — The National Payment System — Access and regulation
. 5™ June 2007 — Payment cards and interchange fees

" This occurred during the Visa International presentation held on the 18" June 2007.
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18" June 2007 - Market power and the level and structure of charges
— Payment cards and interchange fees
. 19" June 2007 - Payment cards and interchange fees
— The National Payment System — Access and regulation
. 9™ July 2007 — Market power and the level and structure of charges

. 17" July 2007 — Market power and the level and structure of charges

Full details of the parties that appeared and made presentations at these second public
hearings are reflected in the Appendix entitled April to July 2007 Hearings Schedule.

1.13 Exploratory process

One of the objects of the Competition Commission’s Banking Enquiry, stated in paragraph
6(c) of its terms of reference, was:

to engage with the banks, other providers of payment services, the appropriate regulatory
authorities and other stakeholders in order to ascertain the extent to which, consistent with
the soundness of the banking and payments system, there could realistically be
improvements in the conditions affecting competition in the relevant markets, including
increased access to the national payments infrastructure.

With this in mind, the Enquiry Panel requested the Technical Team to arrange meetings with
banks and other relevant stakeholders in order to explore the feasibility and practical
implications of certain possible recommendations and/or changes which were mooted in
public hearings and which could come to form part of the eventual recommendations of the
Panel.

These exploratory meetings focused on three distinct topics:

. A proposed change to direct charging for ATM transactions, and greater access for
additional (including non-bank) ATM service providers

. The introduction of an independent, objective and transparent process for
determining interchange in all payment streams in which interchange is necessary

. A combination of measures to improve the ability of bank customers not only to
compare product offerings and prices, but also to switch providers with the minimum
of cost and difficulty. The possible measures to be considered here included the
availability of one or more basic banking product bundles.

Participation in the process did not commit any participant to support or endorse any
particular change or measure which was mooted for exploration, nor was the process or its
topics taken to imply definite findings or recommendations by the Enquiry Panel. It was
emphasised that nothing said at those meetings would be considered as being on the record
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of the Enquiry, unless specifically advanced and recorded as an on-the-record statement at
the instance of, or by agreement with, the participant concerned.

A series of exploratory meetings were arranged on the 15" August, 3 and 4" September
and 30" October 2007. These were attended by representatives of banks, system operators,
card schemes, consumer groups and retailers. The process contributed to further
understanding of the topics, through both oral debates and working documents for
discussion (that remained off the record). The understanding so gained has been drawn
upon to varying degrees in this report.

The completion of the exploratory meetings generally marked the end of engagements and
interactions by the Panel and Technical Team with stakeholders. The Enquiry team then
focussed its attention on the writing of this report.

Having provided an overview of the Enquiry process we deal with the subject of market
power in the subsequent chapter. In the Panel’s opinion, banks’ market power has a bearing
on every facet of their operations.

In the following chapters, we make recommendations designed to address issues of market

power and consumer protection in retail banking. These recommendations are gathered
together in the concluding chapter.
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2.1 Introduction and synopsis

2.1.1 Competitive banks... or banking cartel?

Banks maintain that they compete vigorously with each other.! Popular suspicion, on the
other hand, is that banks are a cartel.> Where does the truth lie?

We have come to the conclusion generally that banks in South Africa operate not as a cartel
but rather as oligopolists® that maximise their profits by avoiding outright price competition
where they can’ (although competing for customers in other ways), and by taking advantage
of the degree to which customers, once recruited, become locked in to a particular bank. It is
by differentiated product offerings and complicated pricing structures — rather than by
combining to fix prices — that banks ensure the high profitability of their services. The cost
and trouble involved in switching banks further weakens the competitive effect of price
differences where those can be identified by customers, and allows supra-competitive
pricing to be maintained.

At the same time, because banking is a closely-knit industry with relatively few players, and
because so much of banking revolves round payment transactions, banks are constantly
dealing with each other and must get together frequently at a high level to discuss and agree
on issues concerning interoperability in the payment system. Banks know a great deal about
each other, and are well-placed to shadow each other's business strategies as well as to set
rules and conditions collectively favouring themselves. Consumers, as well as would-be
competitors, are vulnerable to the effects of decisions made by the incumbent banks or their
representatives behind closed doors.

We have tried during the Enquiry to gain a clear understanding of the payment system in
order to identify any respects in which banks may be overstepping the bounds of legitimacy
in their interbank arrangements, or in which actual or potential abuses may warrant
intervention under the competition or consumer protection laws, or action by the banking and
payment system regulators. While concluding generally that banks do not operate as a

Standard Bank, October 2006, First Submission, p 8. FRB’s CEO, Mr Nxasana said, “...We believe that competition in
the financial services industry is intense and banks and other players complete vigorously...” (Transcript 9 November
2006, p 5). Nedbank’s Mr Shuter said, “...So what is our perspective on the level of competition? | can certainly say |
having been involved in retail banking now for two years, that our experience is that the industry is very competitive.”
(Transcript 2 November 2006, p 25). Absa’s Mr Booysen said, “The fact that banks have been willing to facilitate entry
by non-banks is an indication of the competitiveness of the banking industry.” Then the CEO states, “Competition
between the various players in the market becomes quite noticeable when one considers the impact of competition on
innovation, performance and access.” (Transcript 30 November 2006, pp 5-6 & 10).

Essentially, a cartel is a combination of producers that fixes prices, or otherwise deliberately restricts output and
competition.

As distinct from a monopoly with a single supplier (the monopolist), a market dominated by a few large suppliers is
characterised as an “oligopoly” and those suppliers as oligopolists. The significance of this is discussed below.

See Appendix on “Complex monopoly”, “collective dominance” and “tacit collusion”.
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cartel, we have found a number of particular instances and aspects where, in our view, the
conduct of banks and others in the payment system does require such action or intervention.
These matters are addressed in detail in subsequent chapters of this report.

2.1.2 Personal transaction accounts (PTAS)

Our focus in the present chapter is on whether or not banks have significant market power in
the provision of personal transaction accounts (PTAs) and related payment services — and, if
so, what can be done to reduce it. Market power essentially means the ability of a firm to
sustain its prices above the level that would prevail in a competitive market.> For reasons
explained below, we have come to the conclusion that the major banks (at least) do indeed
have significant market power in the provision of PTAs and related payment services.

By PTAs we mean the ordinary current accounts and transmission accounts (savings
accounts with transactional facilities) that are used by individual consumers.® The terms of
reference of the Enquiry are specifically concerned with the payment services aspect of retail
banking and PTAs are central in this regard.

The traditional role of the bank, from a consumer’'s perspective, is to lend money and to
invest savings. However, having a bank account also allows the consumer to plug into the
national payment system and as such enables and facilitates economic activity in a number
of areas. For example, consumers make use of payment services whenever they pay rates,
taxes, purchase items with a credit or debit card, and otherwise receive or make payments
other than in cash. For the unbanked there are considerable costs and risks associated with
the handling of cash. By being able to rely on bank deposits, and draw on funds to receive
cash or make payments as required, individuals can manage their money more safely and
efficiently, and become financially empowered.

Without a bank account and access to payment services, it would be difficult if not
impossible for an individual to participate effectively in any modern economy. Today, a bank
account is usually required in the formal economy in order to receive wages and salaries,
make a wide variety of routine payments, and access savings and credit facilities. There are
currently no real alternatives for individuals and businesses that want to participate in the
formal economy. Most employers insist on depositing salaries electronically into employees’
bank accounts and many other payments are made via debit orders and other electronic
payment systems. Credit facilities including home loans are generally only available to those
able to service the debt via a transaction account.

The concept of “market power” is discussed below.

The expression “transmission account” arose historically to describe an account on which the account-holder may carry
out payment transactions without using a cheque. It thus refers essentially to savings accounts, as distinct from
“current” (or cheque) accounts. Term deposit accounts, of course, are not transaction accounts at all.
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Banking thus plays a central role in the economic life of society. A lack of effective
competition in banking and payment services has far reaching consequences for consumers
and the economy at large. It not only raises the cost to consumers of managing their money
and making or receiving payments; it also drives a wedge into wider areas of economic
activity by introducing inefficiencies and raising transaction costs for both individual
consumers and businesses.

2.1.3 Structural concentration in the market for PTAs

The market for PTAs and related payment services is highly concentrated. The four largest
banks — Absa, Standard Bank, FNB, and Nedbank (“the big four”) — together supply more
than 90 per cent of this market. Barriers to entry by additional firms, and barriers to their
competitive expansion, are high.

The market for PTAs in South Africa (as well as the market for most other retail banking
services) can be characterised as an oligopoly, with a fringe of smaller players. Even
important fringe players, such as Capitec, have not to date posed a serious competitive
threat to the big four banks in their established market. Although there is potential for greater
competition from innovative firms like Capitec, as well as other banks and non-bank players
in the payment system, the extent to which they can impose an effective competitive
constraint on the big four banks across the retail market will depend on whether existing
restrictions on competition, both on the supply side and the demand side, can be effectively
addressed.

The reality remains, however, that the cost structure of retail banking — high fixed and
common costs — drives concentration in banking and places certain limits on the extent of
competition. Economies of scale and scope are of vital importance. To an ever increasing
extent, therefore, retail banking has become a volume business in which even medium-sized
enterprises find it difficult to succeed. The concentration of banks produces an oligopoly
structure which facilitates strategic interaction among the participants and obstructs
competitive outcomes. The individual customer becomes — and feels like — a statistic.

With the ever-growing volume and sophistication of payments in the modern economy,
banks have naturally extended their traditional deposit-taking and lending functions into the
provision of payment services linked to bank accounts. Banks’ revenues and profits have
increasingly come to reflect their activities and dominant role in the payment system. At the
same time, technological innovations are creating new possibilities for smaller firms to
operate successfully in providing various payment services, or components of payment
services, that are not intrinsically dependent on deposit-taking. Faced with this challenge
banks will naturally seek to leverage their strategic advantage as providers of PTAs which
combine payment services with deposit and credit facilities. Elsewhere in this report we deal
extensively with the need to open up access to the payment system, on a carefully regulated
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basis, to qualified non-bank service providers.’

In competing with each other for PTA customers, banks recognise the underlying threat to
their profits posed by the essential homogeneity of the services which they provide. The
processes involved in the banks’ operation of transaction accounts and payment services on
a mass scale are increasingly standardised and automated, thanks to new technology. This
relentless commoditisation of banking services brings with it a vulnerability of banks to
intensified price competition and to the erosion of profit levels even in a highly concentrated
market. To counteract this vulnerability, and to preserve market power, incumbent banks
typically resort to measures which serve as buffers against price competition. By these
measures, and by avoiding challenges to each other which could end up spoiling the game
for all, the banking oligopolists are able to sustain supra-competitive pricing and profits,
especially in segments of the consumer market judged able to bear the burden.

These measures, and the resulting dynamics, are explored in further detail in this chapter
below. Here a brief outline must suffice.

2.1.4 Product differentiation and price complexity

To keep essentially homogeneous products or services differentiated so that their prices are
not readily compared by consumers is a considerable art. From a consumer welfare
perspective, of course, there are advantages and disadvantages arising from product
differentiation. On the one hand it allows suppliers to serve a variety of consumer needs
through differentiated offerings. On the other hand, however, it complicates choices for the
many consumers who are really looking for something quite simple and uniform.

Our argument is not against product differentiation per se, for that would risk inhibiting the
development of innovations that would benefit consumers. However, we find that in current
banking practice much of what passes for product differentiation arises from different
combinations of product features and different pricing structures and not from intrinsic
differences in the product features themselves. The incumbent full-service banks all offer the
same set of account-holding and transaction facilities. It is the manner in which these
facilities are bundled, packaged and priced which varies from bank to bank. We find that this
unnecessarily complicates choices for consumers and thus weakens price competition. We
believe that there is a need for simplified offerings that can be readily compared, in both
price and content, across the banks and thus be subject to more direct price competition.

The information contained in the chapter on Costing and Pricing substantiates this.

See the chapter on Access to the Payment System.
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2.1.5 Information asymmetries

Information asymmetry describes the situation in which one party to a contract has the
advantage of having more information than the other, so that the latter is effectively in the
dark when weighing up the likely costs and benefits of the deal. There are considerable
information asymmetries in the market for PTAs and related services which tend to benefit
the banks but are detrimental to consumers. These asymmetries arise not only from the
complexity already described, but also from inadequate transparency and disclosure in
respect of the features and pricing of transactional banking products. Further, each bank
uses its own terminology and nomenclature to describe its products and related product
features and fees. This makes it very difficult for consumers to understand and assess the
different offerings of the banks.

As a consequence, the great majority of consumers do not actively investigate what they are
paying in bank fees, nor do they respond readily to changes in prices by seeking out an
alternative provider. This is an important factor conferring on banks an appreciable degree of
market power over their customers.

2.1.6 Switching and search costs

We have found that the cost to customers of switching banks (including the search costs in
finding an alternative) are generally enough to create a significant degree of customer
captivity and so confer on banks an appreciable degree of market power.

We were able to quantify the minimum objective costs likely to be incurred by customers
when switching a typical transactional account from one bank to another. According to our
calculations, total switching costs as a percentage of the net present value of average
annual banking costs over three years are likely, on a conservative estimate, to be well in
excess of 5 per cent.® We have concluded that, on the basis of these switching costs alone,
the market power of each bank is appreciable, as each bank is in a position to impose a
small but significant non-transitory increase in price without losing its customers. Customers
would have to find an alternative bank which is substantially cheaper than their own and
likely to remain so, in order to justify the expenditure of time and money in switching.

To switching costs must be added the search costs of finding a suitable substitute. In
addition to problems of transparency and disclosure, the greatest obstacle faced by
consumers in the search process lies in the difficulty of making meaningful comparisons
across the product offerings of the banks. We found that there is no uniformity in the manner
in which the packaged offerings are structured and priced. It is therefore impossible to make
direct price comparisons between the offerings without having to input detailed information
about the transactional behaviour of the prospective customer and then perform fairly

See discussion below on switching and switching costs.
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lengthy calculations based on the different pricing formulas of the banks.

In their submissions the banks themselves have argued that price is not the most important
factor influencing consumer choice and that consumers are driven by other considerations in
selecting a bank and product offering. While the quality of service may well differ
competitively as between banks, we do not consider such differences to be dramatic or
fundamental. The evidence presented here suggests that the overriding reason consumers
do not make choices primarily on the basis of price is that the cost and effort required to
make such a determination with any accuracy is simply prohibitive for the great majority of
consumers. This reinforces customer inertia when it comes to changing banks and
accentuates the degree of market power that banks have. Inertia is not difficult to account
for, even though expressions of discontent are widespread. Consumers — in particular those
who depend on a range of banking and payment services provided by the full-service banks
— have little reason to conclude that they would be substantially better off by switching. This
is certainly not because prices are at a keenly competitive level.

2.1.7 Lack of effective price competition in an oligopolistic market

We find that appreciable customer inertia — having regard to all the underlying reasons for it
— tends to facilitate price shadowing behaviour between the banks, while incentives for
competitive price cutting tend to be mitigated further due to the interbank arrangements
which underlie the various transaction services. Generally speaking, at least within
established market segments, banks tend to set their fees within a close enough range of
each other such that none would be likely to impinge greatly on the market share of the
other. Their conduct is in that sense rational behaviour of oligopolists who stand to gain
more in the medium and longer term if they refrain from competing prices down in the short
term for the sake of temporary gains in market share.

In the rapidly expanding lower-income market for basic banking services, interbank
competition is keener;® but the incumbents have been careful not to allow this to erode the
surplus accruing to them in the more established parts of the retail market, the segmentation
of which they are astute to maintain. In our view, that is the main reason for their resolute
resistance to the idea of a basic banking product (or products) to be offered to the entire
market, in order to facilitate comparison and intensify price competition across the board.

The analysis of banks’ pricing and costing data in the next chapter of this report reveals the
absence of any identifiable relationship between the prices of PTAs and related services and
the costs to the banks of providing them. This is not what one would expect in a market
characterised by effective price competition.

Given that banks seek to capture new customers through their entry level offerings.
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Clear evidence that banks’ prices in a major part of the market have continued rising, or
have not been lowered significantly, while there has been a sustained rise in customer and
transaction volumes accompanied by a sustained fall in average total costs (i.e. unit costs),
satisfies us that the banks do not in fact subject each other to effective price competition.
The fall in unit costs has simply provided the basis for increased profit, whereas in a
competitive market prices would have come down markedly.

This combination of factors leads us to conclude that banks — the major or full-service banks
specifically — have an appreciable degree of market power over their ordinary customers in
the provision of PTAs and related services throughout the country, and that they do exercise
that power in keeping prices above levels that effective competition would dictate.

2.1.8 Recommendations

To the extent that these problems are rooted in the conditions which produce banking
concentration — a global as well as South African phenomenon — they are not susceptible to
being resolved fundamentally by any recommendations that we can make here. However,
there are a number of particular changes that can be made which would serve to improve
competitive conditions. Many of them are presented and explained in the subsequent
chapters of this report. In this chapter we concentrate on remedies that we believe would
stimulate price competition between banks in the provision of PTAs and related services.

We recommend a combination of measures aimed at improving the ability of bank customers
to compare product offerings and prices, and aimed at enhancing their ability to switch
providers with a minimum of cost and difficulty. These involve codes of conduct and other
measures:

e To ensure greater transparency and disclosure of product and price information by banks
e To reduce search costs and improve comparability of products and services

e To reduce switching costs and assist consumers in the process of switching.

We recommend that the role of the Ombudsman for Banking Services be expanded to
include enforcement and monitoring of compliance with the proposed codes of conduct for
information disclosure and switching.

2.2 The meaning of market power

In the technical sense, says the American antitrust scholar Herbert Hovenkamp, market
power is:

a firm’s ability to deviate from marginal cost pricing. Further, marginal cost, or competitive,
pricing is an important goal of the antitrust laws. Marginal cost is therefore a useful base from
which to measure market power: the greater the ratio of a firm's profit maximizing price to its
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marginal cost, the more market power the firm has.™

This view, based on the Lerner Index, looks at performance of the firm, rather than industry
concentration levels, to assess market power."* One must, however, take care in applying
this concept. By “marginal cost, or competitive, pricing”, Prof Hovenkamp is referring to what
usually takes place under perfect competition. Marginal cost is the additional cost incurred
by a firm when increasing its output by one unit of the product concerned. Since a firm’'s
fixed costs remain unchanged at that point, marginal cost will consist entirely of the
increment in variable costs. Under perfect competition, the market price is set by the
intersection of the industry demand and supply curves. For the individual firm, this is typically
where MR (marginal revenue®) = MC (marginal cost), and will be at the minimum of the
average total cost curve in the long run. Being price takers, all such firms have no ability to
exercise market power over the industry price.

When seeking to apply this concept of market power under conditions of imperfect
competition, or monopolistic competition, or oligopolistic competition, one looks for
indications of firms’ ability to price their goods and services above the level which, over the
medium to longer term, would return a normal profit to an efficient producer. In short, one
tries to determine whether or not competition is effective in the relevant market rather than
whether it is “perfect” or not.

In the hypothetical perfectly competitive market characterised by marginal cost pricing, the
firm faces a demand curve in the form of a horizontal line. Because of the horizontal demand
curve, a firm cannot raise its price without losing all its customers to rivals. The demand for
the firm's product is thus completely elastic. The possibility of market power arises in a
market in which a firm can raise the price above marginal cost without losing all its
customers to competitors. In this case, the firm’s demand curve slopes downward.”® The
deviation between the price set by the firm and the marginal cost (which forms the basis of
the Lerner index introduced above) can provide a measure of market power."* We shall be

10 Federal Antitrust Policy: The Law of Competition and Its Practice, 3" edition, p 80. The simplest formulation of this in

. E=BI . ' . . ) N .
terms of the Lerner Index is T where P is the firm’s price at its profit-maximising level of output and MC is the

firm’s marginal cost at that same output. If the firm's price is equal to its marginal cost then the index reading for the
firm’s market power would be zero. As price rises above marginal cost, or (conversely) as marginal cost falls below
price, the index reading rises above zero. If price were to reach infinity, or marginal cost were to reach zero, then an
index reading of 1 for market power would be obtained. However this index is of no practical use unless the firm’'s
marginal cost is known. As the chapter of this report on Costing and Pricing explains, it has not been possible to
establish a relationship between costs and prices from the data submitted by the banks.

1 Bilas, 1971 Microeconomic theory, p. 267.

12 Marginal revenue is the firm’s additional revenue from selling the additional unit of output.

13 Alfred Marshall, reputed to be the father of the elasticity concept, wrote: “The elasticity (or responsiveness) of demand

in a market is great or small according as the amount demanded increases much or little for a given fall in price, and
diminishes much or little for a given rise in price.” (Principles of Economics, 8" edition, p 102).

14 Sullivan and Grimes, The Law of Antitrust: An Integrated Handbook, 2™ edition, p 27, provide a graphic illustration of

market power. The firm whose demand curve is depicted is able to exercise significant market power over a certain
range of prices — i.e., within that range its price changes will have little effect on quantity demanded (output), and so it is
able to raise its price profitably above the price that would prevail if competition were really effective. At much higher or
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returning to this index below.

American antitrust scholars Sullivan and Grimes deal with the implications of these realities
for competition policy as follows:*

Some writers draw a distinction between the term "market power" as used in economic
literature and the use of that term in antitrust. In economics, any downward sloping demand
curve may describe a measure of market power. In antitrust, the focus is on substantial and
nontransitory market power that suggests injury to competition. Inelasticity of demand that is
transitory or, although nontransitory, is sustained over a very narrow range of prices, would
not be considered the type of market power that warrants antitrust intervention. Each of these
points may be illustrated. If a firm markets an improved product that performs better than
competing offerings, it may increase its price, lowering its output below the level that perfect
competition would produce. Or, if a retailer's newly adopted warehouse mode of operations
allows it to sell more efficiently, it may sell at a price that passes only part of that gain on to
consumers, preserving the remainder as a higher return. Each firm faces a downward sloping
demand curve consistent with market power for each has the ability to raise or maintain price
above the competitive level without losing substantial sales. In each of these cases, the
higher profitability, although it may be substantial, may prove transitory. High profits will
encourage rivals to emulate the improved product or innovative retailing method. The high
profits serve as an incentive for rivals to mimic a new competitive initiative. ...

For antitrust purposes, then, market power must involve inelasticity of demand that is both
nontransitory and covers more than a narrow range of prices. Such power might be
exercised, for example, by a monopolist; by an oligopolist engaging in strategic behaviour; by
a cartel; by a patent holder or branded product seller that has differentiated its product in a
way other sellers cannot easily replicate; by a seller controlling its aftermarket; by a seller that
exploits buyer information voids to extract a higher return; or by a seller or buyer in a vertical
relationship with a smaller and dependent firm (as in franchising). These exercises of power
are possible targets of antitrust, but are not uniformly vulnerable. Certain exercises of market
power may be tolerated to obtain other social goals. A patent monopoly is tolerated (indeed
fostered) to encourage innovation. Some manifestations of franchisor power over franchises
may be tolerated as enhancing the efficiencies of franchising. The monopolies thought to be
efficient (such as utilities providing gas, electricity, or water) may be permitted subject to
public regulation of rates.

Our Competition Act'® links the concept of “market power” to that of dominance. It requires
an especially high standard of behaviour from firms deemed to be dominant. They are not
allowed to abuse their dominance, whether over customers or rivals, in various ways
specified in the Act.'” There may be a number of dominant firms in the same market. This is

much lower prices, however, the effect of a further price change upon quantity demanded can become considerable,
showing that market power would be lost by pricing outside the middle range.

7™ A-BMarket power exercised in
[ inelastic portion of demand
I curve
|

-B (Competitive Price)

Output
5 opeit, pp27-29.

16 Act 89 of 1998, as amended.

17 . . ) . -
This applies only to firms whose annual turnover, or assets, exceed a threshold determined by the Minister of Trade

and Industry and published in the Government Gazette. All the firms we are considering here exceed this threshold —
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because section 7 of the Act (a) conclusively presumes a firm to be dominant if it has 45 per
cent or more of the market in question; (b) raises a presumption of dominance if a firm has at
least 35 per cent but less than 45 per cent of the market, unless it can show that it does not
have “market power”; and (c) provides for any firm to be held to be dominant if in fact it has
“market power”.

For reasons indicated below, we are unable to conclude that any bank in South Africa has
crossed the threshold where its share of the market that we consider relevant for current
purposes — that for PTAs and related payment services — would create a presumption of
dominance.®® Our focus is therefore on the guestion whether, as a matter of fact, banks
should be found to have market power as contemplated by the Competition Act.™

Section 1(1) defines “market power” as meaning

the power of a firm to control prices, to exclude competition or to behave to an appreciable
extent independently of its competitors, customers or suppliers.20

In other words, the mere existence of some slight degree of market power in the economic
sense outlined above would not amount to “market power” under the Competition Act. The
extent of the firm's independence from, say, its customers would have to be more than
merely capable of being perceived;* it would have to be considerable?’~ that is to say,
notable and of consequence — in order to meet this test for dominance laid down by the Act.

A firm would be able to behave “independently” of its competitors and customers to an
appreciable extent if, for instance, it could raise prices appreciably and sustain the increase
for an appreciable period of time without thereby losing sales to the extent that the additional

currently R5 million — many times over, and so qualify to be subjected to the dominance test. See section 6 of the
Competition Act.

18 Statistical data showing that particular banks have a share of 35% or more of a particular transaction type, (e.g. credit

cards — see data provided by Absa, October 2006, First Submission p 38) do not in themselves support a finding of
market power inasmuch as the statistical categories concerned do not constitute distinct relevant markets for
competition analysis.

o Where market shares must be established in order to reach a conclusion of dominance, accurate definition of the

boundaries of the relevant market in product and geographical terms is obviously necessary. If market definition were
lacking, then substitute products and/or suppliers could be wrongly excluded, or wrongly included, when it came to
calculating a particular firm’s market share. However, where other factors including the behaviour of a firm itself provide
the evidence that it possesses market power, then market definition loses its analytical importance. It is then enough to
be able to describe the product and area in respect of which the power is held. As the Competition Tribunal expressed
it in Natal Wholesale Chemists (Pty) Ltd v Astra Pharmaceutical Distributors (Pty) Ltd [2001-2002] CPLR 363 (CT)
(Case No. 98/IR/Dec00), pp 376-377: “We concur with the complainant that the purpose of defining a relevant market is
to identify the exercise of market power [as] defined in the Act ... and that market definition is only a tool for estimating
market power, not a scientific test. ... If the exercise of market power, as defined, is identified — if, for example, the firm
is able to raise appreciably the price of its product without occasioning a significant reduction in demand — then a
market relevant for the purposes of the enquiry will have been identified.”

2 Emphasis added. The Afrikaans text of the Act renders the expression “to an appreciable extent” as “in 'n

noemenswaardige mate”.

A Cf Black's Law Dictionary, 8" edition, sv ‘appreciable’.

= See The Shorter Oxford English Dictionary, 5" edition, sv ‘appreciable’.
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profit derived from making the increase in the first place would be eliminated.” Likewise its
independence would be appreciable if, over a sustained period when unit costs throughout
the market were falling appreciably, it could maintain its prices at former levels without losing
its customers to rivals, and so reap greater profits.

We proceed to examine and assess a number of indicators as to whether South African
banks do indeed have appreciable market power.

2.3 Profits of SA banks, and the respon se of prices to falling unit costs

In a thorough initial submission in October 2006, Absa included (as Annex 4) a study of
competition in the South African banking industry by the international economic consultancy

,2* which the bank had retained to assist it in the Enquiry.” In the course of

CRA Internationa
this study,”® CRA provided a critique of the profitability analysis that had been made in the
Task Group Report for the National Treasury and the South African Reserve Bank
(“Competition in South African Banking”, April 2004) — commonly known as “Falkena 11"’
Also included (as Annex 6 to the submission) were Absa’'s own comments on that report,
repeating essentially the same points. Although misgivings were expressed in Falkena Il
regarding the use of profitability figures as a measure of competition, the report had
nevertheless concluded that “the average return on equity of South African Banks was — with
the exception of 2002 — consistently higher than the weighted average of the world's leading

banks over the study period”.”®

In its critique, CRA acknowledged that high profits can be indicative of lack of competition
and market power. “But high profits can also be the result of superior efficiency.”” That may
be so, but if one is confronted by a pattern of high profits across an industry, based on the
returns of all the major players, the superior efficiency of a particular firm or firms can
scarcely provide the explanation. Nevertheless, as both Falkena Ill and CRA pointed out,
international comparisons of profitability are severely limited in their usefulness.

= We assume here that the firm is operating on the inelastic portion of its demand curve — as (for example) depicted in

Footnote 14.

2 Competition in the South African Banking Industry, prepared by Robert Stillman, Kyla Malcolm, Rameet Sangha and

Nicole Hildebrandt (Absa, First Submission, October 2006, Annex 4). References hereafter simply to the CRA study are
references to this document.

= Absa, id., Chapter 1 (Introduction), p 4.

% See p 25 ff.

2 This was in response to our general invitation to participants in the Enquiry to comment on the Task Group Report.

(Hans Falkena was chairman of the Task Group, and there had been two earlier reports with which his name is
commonly associated.)

8 P 25, read with graphs on p 26. Return on equity is the standard measure of profitability in analyses of bank profitability:

see the CRA study (supra), p 27. “Return” here is pre-tax profit, and “equity” is average Tier One capital. (Transcript 17
July 2007, p 50.) Tier One capital is defined on p 76 of the CRA report as including common stock, non-cumulative
preference stock, share premium reserve, disclosed reserves including retained earnings, minority interests, and fund
for general banking risks (if stated as a separate item).

2 P 25. Falkena Ill had also acknowledged this (p 19).

Banking Enquiry Report to the Competition Commissioner Contains confidential information



Chapter 2 Market power 39

This subject was raised at the hearing on 17 July 2007, where the following question was
posed to representatives of Absa:
ADV PETERSEN (of the Panel): Let me start by agreeing with the following, which is in your

main October 2006 submission in Annex 6 (which is not confidential), page 24, paragraph
24.1:

“... [Iln a competitive market it is the marginal firm that makes the return equal to its cost of
capital. Other, more efficient, competitors make higher profits. On average therefore, firms will
make more profits than the costs of their capital. Given that firms would only choose to make
investments if the expected returns are above the cost of capital, this should be of no
surprise.”

| have no trouble with that, but my question following from that ... [is:] What are the indicators
that we should be looking for in order to determine whether the profits of efficient firms are at
a level suggesting the absence of effective competition?30

In response, Mr Stillman of CRA (appearing for Absa) said “the simple answer is that there is
no real consensus and no clear bright lines that one can apply in this area” when using
evidence of profitability to assess the intensity of competition and whether it is effective.*
He went on to accept, however, that the level of profitability would be one of a number of
factors that one would look at in making the assessment, and that it would also be of some
relevance to compare banking profits locally with those in other parts of the world.** We
recognise that the weight that can be given to such international comparisons is necessarily
limited.
ADV PETERSEN: ... [L]et us take Annex 6, page 26, paragraph 2.4.4, where you point out
the problems with international comparisons: (1) the markets are different; (2) the business
cycles are or may be different; (3) inflation is different (although you go on to deal with that
factor) and (4) the risks are different. It seems to me one could add — and this seems to me
quite a fundamental point — that we do not know whether, and we do not know the degree to

Which,gabanking is truly competitive in any other country with which comparisons might be
made.

Mr Stillman agreed.*

CRA had been critical of the fact that the analysis in Falkena Il did not adjust the various
countries’ profitability figures for inflation, and that it appeared that developing countries had
not been included in the comparison study. CRA subsequently carried out its own study in
which it adjusted for inflation and included certain developing countries.

% Transcript 17 July 2007, p 44.

3 14, pa4s.

32 Id., p 46. See also p 64.

33

¥ 4, par.
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Figure 1 Profit on average capital 1996 — 2005 (inflation adjusted)
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Source: Absa, 2006, October, First Submission, Annex 4, p 30.

CRA concluded that “[tlhe results of this analysis do not support the claim in the Falkena
report that the profitability of South African banks has been consistently and significantly

greater than the profitability of banks in other countries”.®* The CRA analysis nevertheless
shows that South African banks consistently rank among the most profitable in the world.

ADV PETERSEN: Now | want to ask you whether you would agree with the following, ... that
over the whole period from 1996 to 2005, South African banks have had a substantially higher
rate of profit on Tier One capital [return on equity] adjusted for inflation, than banks in Europe,
Kenya, Brazil and Malaysia. ... That is not the whole picture, but | ask you whether you agree
with that?

MR STILLMAN: That is what the data..., sure, | am referring to Figure 5.4 [in the CRA study].
MR VON ZEUNER: Correct...

ADV PETERSEN: | have understood that correctly. [And] that South Africa essentially
matches the rate of return in Australia, Nigeria, India, the UK and the USA?

MR STILLMAN: Yes.

ADV PETERSEN: And then, let me put this to you, would you agree that no significant
country has been identified in your very thorough study, that shows a substantially higher rate
of profit in banking adjusted for inflation over that ten-year period than South Africa?

MR STILLMAN: Yes, and that is correct.*®

No evidence or argument to the contrary was forthcoming during the Enquiry. Accordingly,
we conclude that South African banks rank among the most profitable in the world. (See the
Appendix on Updated statistics on the Task Group (Falkena IllI) report.) This would be
consistent with the banks having market power. However, it is not conclusive.

A particular difficulty in evaluating the significance of the general level of profitability of banks
is that, as CRA pointed out —

35

36

CRA study, p 27.

Transcript 17 July 2007, pp 51-52.
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Banks are multi-product firms and the effectiveness of competition may vary across bank
products. This means that if one were going to use profitability evidence to help assess the
effectiveness of competition, one would want to examine the profitability and rates of return
on the bank's activities in particular products.37

Mr Stillman confirmed the correctness of this at the hearing.*® As it happens, Absa did
provide information in its initial submission which, when carefully pieced together, allows a
reliable evaluation to be made. We very much appreciate the contribution this has made to
the Enquiry.

In assessing the profitability of banks in the provision of PTAs and related services we have
reference to financial data provided by Absa for its Flexi Banking Services (FBS) and Retail
Banking Services (RBS) segments.*

According to its submission, Absa’'s FBS segment provides transmission, savings and
investment, and lending products to the mass market, which Absa defined as individuals

earning less than R5,000 per month.” PTAs include transmission accounts which, as noted
by Absa, “are the primary formal banking products utilized by mass market customers in

South Africa”.** Of the total number of accounts provided by FBS in 2006, approximately 85
per cent were PTAs.*

Absa’s RBS segment provides transmission, cheque, savings, investment, and lending
products to the middle market, which Absa defined as individuals with a personal monthly
income between R5,000 and R41,666." PTA products (transmission and cheque accounts)
also constitute a significant part of the RBS segment — approximately 71 per cent of all
accounts provided in the RBS segment in 2006 were PTA products.* We have no reason to
believe that the lending and investment components (in both FBS and RBS) are subject to
less competitive constraint than transaction account services.

Absa provided data showing profit growth in the FBS segment at a compound average
growth rate (CAGR) of 24 per cent per annum over the period 2002 to 2005. Revenue
(operating income) in this segment grew at a CAGR of 23 per cent per annum — i.e. at

87 CRA study, p 25.

% Transcript 17 July 2007, p 52. A corresponding passage from Annex 6 of Absa’s First Submission, p 25 para 2.4.3.4,

had been put to him.

%9 In the course of the submission, the FBS and RBS “segments” are also referred to as “units” and “divisions” of the

bank. See id., Chapter 4, p 40ff.

0 4, p4o.

41 - .
Id., p 41. The transmission accounts are personal transaction account products.

42 The figure is calculated from the data provided in Table 5.1: Accounts and Absolute Balances for key FBS offerings, as

at August 20086, id., p 42.

® 4, pso.

u“ The figure is calculated from the data provided in Table 6.1: Accounts and Absolute Balances for key RBS offerings, as

at August 2006, id., p 60.

Banking Enquiry Report to the Competition Commissioner Contains confidential information

Confidential:
Absa

Confidential:
Absa

Confidential:
Absa

Confidential:
Absa

Confidential:
Absa



Chapter 2 Market power 42

roughly the same rate as profit — and expenses at 22 per cent. This implies that the growth in
the amount of profit in the FBS segment fwas due primarily to increases in volume and not to

an increase in profit margins (measured as a percentage of revenues)”.*

In the RBS segment, the amount of profit grew even faster — at a CAGR of 40 per cent per
annum over the period 2002 to 2005. Here, however, revenue (operating income) grew at a
CAGR of only 9 per cent per annum, and operating expenses at 5 per cent. Thus it is clear
that profit margins did increase.* Given that the number of RBS customers also grew at an
annual average rate of only 5 per cent over this period, higher transaction volumes at lower
unit costs provide the fundamental explanation for the increased profits. Absa concluded,
and we agree, that “[tlhis means that the growth in profit margins at RBS between 2002 and
2005 can be attributed largely to economies of scale.”’ In short, unit costs came down
sufficiently to provide the main basis for a 40 per cent compound annual growth in profits
over the whole period.

It is evident that Absa failed to pass on these unit cost savings to any significant extent to its
customers by way of price reductions, choosing instead to retain most of these savings as
profits. Absa was able to increase prices on its main transaction account products over the
period 2002 to 2005*® at a rate roughly in line with or slightly below inflation during those
years*® — despite benefiting from substantial unit cost reductions as a result of economies of
scale.

We were not able to conduct the same specific analysis for the other banks, primarily
because they did not provide data on operating expenses going back far enough in time to
be useful for this purpose. However, there can be little doubt that in the prevailing conditions
of market expansion, all the major banks benefited from economies of scale.”® As evidenced
in the figures provided by Absa, there has been no real competitive pressure to reduce
prices from other banks — indicating that they too have retained the greater portion of
savings from unit cost reductions as profits rather than pass them on to consumers through
lower prices. Indeed, effective competitive pressure on prices has generally been lacking
from rivals in this market.

If the market were characterised by effective competition, then surely competitive pressure,
either from potential entrants or existing competitors, would have compelled Absa to reduce

= Id., Annex 4 (the CRA study), p 10. Mr von Zeuner added: “And reduction in impairments.” (Transcript 17 July 2007, p

66.)

% |d., Annex 4, pp 10-12.

T d,p 12

*® 1, pp14-15.

49 See also Transcript 17 July 2007, pp 66-67.

0 See e.g. FRB, March 2007, Second Submission Part A Data Request and FRB, October 2007, FRB Data and Info

Request, p 4.
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its prices in order to maintain its relative share of the market and grow its business in this
segment. The fact that it did not do so suggests that banks are sheltered from effective
competitive pressure when it comes to pricing of PTAs, particularly in the retail banking or
middle-market segment.

This was put to Absa at the hearing on 17 July 2007.°" After some initial wrestling which
failed to get to grips with the essential point, the Absa team sought the opportunity to
respond specifically in a further written submission.> That submission came in the form of a
theoretical argument prepared by Mr Stillman.>®* He first set out the issue to be addressed:

Absa has presented evidence showing that fees on Absa’s Silver Cheque account (a cheque Confidential:

account designed for its Retail Banking Services or middle market segment>) have increased Absa

over the past several years broadly in line with inflation.>® During Absa’s 17 July 2007 hearing
on “Pricing Behaviour and Market Power” the Panel raised questions about how this evidence
should be interpreted, suggesting an argument along the following lines, in particular in
relation to Absa’s middle market segment:

1. As Absa and other banks have emphasized, a very high percentage of a bank’s cost
structure (perhaps as much as 80%) is accounted for by fixed costs.>®

2. This means that average total costs (“unit costs"g decline as volume increases, in other
words that banks experience economies of scale.’

3. The South African economy has been growing strongly in recent years, and it is
reasonable to assume that the demand for transactional banking services has also been
growing over this period.58

4. This implies that the banks’ unit costs of transactional services have also been declining.

5. The Panel asked whether, if the market for banking were highly competitive, then these
reductions in unit costs would be passed through to consumers (at least in part) in the
form of reductions in inflation-adjusted fees.

6. It was suggested that the fact that fees on a key product such as Absa’s Silver Cheque
account have not declined in real terms during this period of growing demand (but instead
have moved with inflation) is possibly evidence that the industry is not as highly
competitive as the banks have claimed.

L Transcript 17 July 2007, p 67, pp 75-76, pp 79-80, pp 84-86.

2 Id., p 86.

23 CRA International, Price changes and demand shifts, Robert Stillman, 10 August 2007.

54 [Footnote by Mr Stillman:] This segment services oastrs earning between R5,080d approximately R40,000 per

month. Absa

s [Footnote by Mr Stillman:] See, for example, slide 19 of Absa’'s Competition Commission Enquiry Presentation of 17

July 2007 which shows that fees on Absa’s Silver Cheque (retail market) account increased by 5.6% per annum on
average during the period 2001-07 while inflation (the CPIX) increased on average by 5.8% per annum over the same
period.

% [Footnote by Mr Stillman:] Although all costs are variable in the long-term, the majority of a bank’s costs (for example,

staff costs and branch infrastructure costs) do not vary with the number of transactions or number of accounts. Absa

> [Footnote by Mr Stillman:] As noted in the 17 July hearing, Absa has submitted that the increase in profit margins in its

Retail Banking Services business unit between financial years 2002-2005 “appears to have been due primarily to the Absa
realisation of economies of scale as transaction volumes increased” (“Competition in the South African Banking
Industry”, Annex 4 of Absa’'s 30 October 2005 submission, Page 12).

58 . . . )
[Footnote by Mr Stillman:] Evidence submitted by Absa demonstrates that transactional account numbers have

increased between March 2002 and December 2006, particularly in the Flexi Banking Services (mass market) segmen
(Absa’s 15 March 2007 response to the Part A data request, Table 1.1 (page 1) and Table 1.2 (page 3) of the
accompanying spreadsheet).

Absa
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Chapter 2 Market power 44

This note explains why the final two points in the above line of reasoning are incorrect and
why, more generally, the manner in which prices respond to a shift in demand does not
provide any information about the degree of competition in a market.*

The CRA argument concluded that:

e First: it is marginal costs, not unit costs, which are relevant in determining how prices
change. Accordingly, the Panel had been wrong in its intuition that, at least in
competitive markets, reductions in unit costs (average total costs) should lead to
reductions in prices.

e Second: the potential effects on price of a shift in demand are various, and nothing
meaningful can be inferred about the competitiveness of a market from the manner in
which price responds to shifts in demand.

On close examination we find that these assertions and their accompanying elaboration —
while not lacking in ingenuity — do not address the case. In fact, indirectly, they reinforce the
conclusion towards which the Panel had been feeling its way during the hearing.

Moreover, to a large extent, Mr Stillman’s analysis ignores his point 3 above. This of course
is key to the question posed by the Panel. Nonetheless, we continue to explore his
argument.

Mr Stillman set out his argument in the following way: “It is a first principle of economics,” he
wrote, “that a firm maximizes profits by producing at the level at which marginal cost equals
marginal revenue” (marginal revenue being the revenue earned from selling an additional
unit of output).*® At that quantity of output, the price which the firm can charge is determined
by the demand curve which it faces, and this is true in competitive and uncompetitive
markets alike. Changes in unit costs do not change either the demand curve or the point at
which marginal revenue coincides with marginal cost. For a firm's price to change, there
would have to be a change in marginal cost or a shift in the demand curve affecting the
elasticity of demand. Marginal costs may be assumed to be constant in this analysis (the
focus being on changes in fixed costs per unit of output); and there is no reason to assume a
change in the elasticity of demand when the demand increases.

Whether a shift in demand will increase the elasticity of demand has to do with the factors

leading to the increase in demand (e.g. whether demand is increasing primarily because

existing consumers have become wealthier or primarily because new customers have been

added vg{m may be more price sensitive); it has nothing to do with the competitiveness of the
market.

Let us now turn to a diagrammatic view of the argument — provided by Mr Stillman himself. It

* d,plL

0 d,p2

4, ps
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appears as Figure 2. In the figure, price exceeds average total cost and whether the average
total cost curve is assumed to be high or low, the firm's profit-maximising price remains

unchanged.
Figure 2 Mr Stillman’s diagram
Price | |
Costs \\\'-.___
“‘\\ Demand = average
o revenue
",
P LN, l
" AN \:‘\\ Average total cost
: . s . (high fixed
ATC High \\i' J '] Average total cost
low fixed!
ATG Low |- e -’
: B
: \\ _
; . Marginal cost
1 Marginal revenue \\
o CQuantity

Source: CRA International, Price changes and demand shifts, Robert Stillman, 10 August 2007.

What is striking about this argument, and the diagram, is that we are not told if it represents
the position of the firm before or after demand has increased. The firm faces a single
downward-sloping demand curve.®® The equilibrium is where marginal cost is equal to
marginal revenue and is established at a level where price is comfortably in excess of
average total cost (unit cost), whether the latter is assumed to be high or low. All Mr Stillman
has demonstrated is that the equilibrium price will not be affected by whether average total
costs are higher or lower after output has settled at its new equilibrium level. If the two
average total cost curves are intended to present a before-and-after picture, then one would

have expected before and after demand curves to have been drawn in as well.

To say that changes in the firm's level of unit costs will then only affect per-unit profit, and
not directly affect the firm’s per-unit price, does not address the question posed. The
guestion concerned is the process by which a new equilibrium price would be established
when the output of the firm (and that of its rivals) have increased, and when average total
cost (unit cost) has fallen®® — and how the outcome would differ over a period in which further

6 A downward-sloping demand curve is itself indicative of the existence of market power, but is per se no proof that

competition will be ineffective.

63 . . . . .
The question related to changes in average costs with changes in output — i.e. a movement along some ATC curve and
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adjustments may follow, depending on whether the market is competitive or not.

A firm’'s demand curve is affected by the price at which its rivals offer substitute products.
Thus the supplier of butter, for example, will face two quite different demand curves (different
in both position and slope), depending on whether the prevailing price of margarine is high or
low,** and will be constrained accordingly in the price it can charge. The same must apply in
any market where the substitution by the consumer of an existing product with a rival's
product of the same kind would be relatively straightforward.

In his written submission, Mr Stillman does not use the term oligopoly. Prior to his written
submission, he referred at the hearing on 17 July 2007 to “pricing in an oligopoly where you
have multi-product firms and [a] lot of fixed costs”™ and in the same sentence indicated that
it would be useful to present “a short note on economics” that illustrated the concepts
involved. We accordingly classify Mr Stillman’s approach in his written submission (the “short
note”) as one that embraces oligopoly. Since he presents a picture in which excess profits
are not eliminated by the entry of competitive firms, we can regard it as a closed model — in
other words one in which entry is not allowed.®® It should nevertheless be noted that the
diagram is also compatible with monopoly and monopolistic competition (as long as there
are barriers to entry). While Mr Stillman’s employs the profit-maximising principle (marginal
cost equals marginal revenue) to his model of oligopoly, it can also be applied to
monopolistic competition and monopoly, and, for that matter, to perfect competition.

Let us investigate for a moment what Mr Stillman is showing in his diagram of a firm in
conditions of oligopolistic competition. Such a firm has some degree of market power — and
is neither a perfectly competitive firm nor an outright monopolist. Here (so Mr Stillman would
have us assume), the firm is already producing at the profit maximizing level of output
consistent with the marginal cost equals marginal revenue condition. This means the firm
would make a loss on every additional unit of output produced, as its marginal cost would

not an upwards or downwards shift of the ATC curve at a fixed level of output, as depicted in the diagram.

64 That is illustrated, for example, in Milton Friedman, Price Theory (Transaction Publishers edition, 2007), p 24:

Price of
oleo ot 75 ¢

Price of oleo
\\"’ at 65¢

Butter a

Samuelson and Nordhaus, Economics, 12" edition, p 503 state: “The perfectly competitive firm can sell all it wants to
along its horizontal [demand] curve, never depressing market price. But the imperfect competitor will find that its
demand curve slopes downward as its increased q forces down the P it can get. And unless it is a sheltered
monopolist , a cut in its rivals’ Ps will appreciably shift its own [downward-sloping demand curve] leftward....”
(Emphasis added. American economic writers often use the term “monopolist” to refer to firms having significant market
power, and do not confine it, as we do, to a firm having the whole market to itself.)

65 Transcript 17 July 2007, p 83, emphasis added.

66 See Koutsoyiannis, A (1987). Modern microeconomics, Second edition, Macmillan, p 228.

Banking Enquiry Report to the Competition Commissioner Contains confidential information



Chapter 2 Market power 47

then exceed its marginal revenue. All else remaining constant, it has nothing to gain from
lowering price in order to increase the quantity demanded.

In Mr Stillman’s analysis, the persistence of the price above the average total cost curve also
implies that there is no whittling away of profits by competitors under-cutting the price, be
they incumbents or new entrants. This is consistent with the existence of barriers to entry as
well as existing rivals choosing to refrain from price competition. Either the latter all have
nothing to gain, even in the short term, from presenting such competition — a colossal
assumption to make — or else they prefer to live a quite life where pricing is concerned.®’

Aspects of Mr Stillman’s analysis can be challenged both on points of theory and with
reference to market conditions experienced in the banking industry in recent years.

We begin with the theoretical challenges.

Mr. Stillman presents the assumption that all firms are in fact producing output at the point
where MC = MR as if it were an inviolate principle — above reproach. A brief glance at the
history of economic thought indicates otherwise.

The MC = MR argument employed by Mr Stillman came to the fore around 1880, during the
so-called marginal revolution. The MC = MR principle was applied in the theory of perfect
competition and in the theory of monopoly. It was also subsequently applied to models of

oligopoly.

By the 1920s, economists were growing increasingly skeptical of the perfect competition
model. In 1933, Joan Robinson®® (in England) and Edward Chamberlin® (in the USA)
independently put forward models of monopolistic competition, although Robinson preferred
to use the term “imperfect competition”. Here firms produce products that are close
substitutes, even though each firm tries to promote a differentiated product. An individual
firm faces a downward sloping demand curve for its product. In the theory of monopolistic
competition the profit maximising condition (MC = MR) is retained.

In the theory of monopolistic competition firms are generally assumed to have freedom of
exit and entry. The existence of supra normal profits (sometimes referred to as “pure”
profit’®) lures firms into the arena and their entrance in turn puts excess profits under
pressure. Firms are assumed to act independently of each other. Bilas points out that pure

67 As Bilas (1971) points out, the Lerner analysis shows what a firm is doing rather than what it is able to do, so a firm with

market power may refrain from charging the highest possible price if that helps preserve its market power: “ ...the
greatest of all monopoly power is the quiet life”. Op cit, p 268.

&8 Robinson, J (1933). The economics of imperfect competition. Macmillan.

&9 Chamberlin, E H (1933). The theory of monopolistic competition. Harvard University Press.

n See Bilas, op cit, p 267.
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profits can exist in monopoly and oligopoly but not in perfect competition and not in

monopolistic competition.”™

oligopolistic competition.

This provides further evidence that Stillman’s diagram depicts

Although many oligopoly models saw the light of day from about 1940 onwards, writings on
oligopoly can be traced back to 1848 when Augustin Cournot presented a duopoly model.
So we can say that by the late 1930s at least four theories of the firm were in place: perfect
competition, monopoly, monopolistic (imperfect) competition and oligopoly, although
oligopoly had yet to come into its own. For present purposes the critical feature of all four
approaches was that all four employed the assumption of profit maximisation with its
associated MC = MR condition.

What we have shown is that Mr Stillman’s diagrammatic approach is firmly entrenched in the
marginalistic tradition that had pervaded conventional theories of the firm by the late 1930s.
If there had been no further development in the theory of the firm since the 1930s, Mr
Stillman’s argument that “It is a first principle of economics that a firm maximises profits by
producing at the level at which marginal cost equals marginal revenue could perhaps be
maintained. However, a lot has happened in economic theory since then.

Koutsoyiannis writes:

In 1939 Hall and Hitch published some results of research undertaken at Oxford... The most
startling results of the studies of ‘The Oxford Economists Research Group’ reported by Hall
and Hitch were that firms did not attempt to maximize their profits, that they did not use the
marginalist rule MC = MR, and that oligopoly was the main market structure of the business
world. Up to then the theory of monopolistic or imperfect competition of Chamberlin and Joan
Robinson had been generally accepted as typical or relevant. The firms were assumed to be
able to act atomistically, ignoring their rivals’ reactions and pursuing their short-run (and long-
run) profit maximization by equating marginal cost to marginal revenue in each time period.

Hall and Hitch found that firms do not attempt to maximize short-run profits by applying
marginalistic rules (MC = MR), but aim at long-run profit maximization. Firms set their price on
the average-cost principle. That is, firms do not set their price and output at the levels
determined by the intersection of the MC and MR curves, but they set a price to cover the
average variable cost, the average fixed cost and a ‘normal’ profit margin (“usually 10%") L

Koutsoyiannis adds that the Hall & Hitch study points to a number of factors:

Firstly, short-run profit maximization was rarely stated by businessmen to be their goal. Most
firms reported that they aimed at a ‘fair’ level of profit and that they had also other goals. ...
Secondly, the demand curve and its price elasticity, on which marginalism so heavily relies,
are unknown in practice, because neither consumers’ preferences nor competitors’ reactions
are known with certainty. ... Thirdly, marginal costs are also unknown in multiproduct firms. ...
Fourthly, even if MC and MR were known, and firms aimed at the maximization of their (short-
run) profits, the adherence to this equality would require continuous changes in the price in
view of the continuous changes in costs and demand. Such frequent changes in prices are

n Id.

2 opeit, p 263.
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not desirable, and Brices have exhibited considerable stickiness despite changes in short-run
costs and demand.”

A torrent of articles on the subject ensued, giving rise to the so-called marginalist
controversy of the 1940s and 1950s. The details need not detain us here. Enough has been
said to illustrate that it is misleading to present profit maximisation on the basis of MC = MR
as an inviolate principle. Microeconomic texts display a staggering collection of different
theories of the firm — to give a flavour of the argument we simply list three of them:

e Bain’s limit-pricing theory (1949) — deals with the threat of potential entry.”

. The behavioural model of Cyert and March (1963) — indicates that firms have many
goals, not just a single goal of profit maximisation.”

. Baumol’'s theory of sales revenue maximisation (1958) — suggests that firms attempt to
maximise sales revenue rather than profits.”

How a firm will actually behave depends on its specific set of factual circumstances.

Mr Stillman argues that when fixed costs change, output is not affected. This follows from his
MC = MR condition, with a change in fixed cost not affecting marginal cost. Because
Baumol’'s theory makes use of the sales maximisation principle (rather than profit
maximisation), Baumol can argue that firms will change output and price when overheads
change.”” Note that even in Mr Stillman’s approach it is not generally true that a change in
fixed cost will have no affect on output and price. If the change in fixed cost impinges upon
the shut-down position, the equilibrium level of output will be affected.” Mr Stillman fails to
address the reasons for the fall in average total costs, for example as might occur if demand
shifts outwards and economies of scale are realised, and instead focuses all our attention on
a change in fixed cost, which by his reasoning doesn't change price or output.

To forestall his MC = MR reasoning from degenerating into a tautology, Mr Stillman (here
speaking for Absa) should have provided concrete evidence that the firms in question do, in
fact, produce at a point where marginal cost is equal to marginal revenue. No evidence
whatsoever was produced to show that Absa, or any of the other banks, is producing at such
a point.

We now turn to the application of Mr Stillman’s diagram in reality.

B |d.po2es.

" Bain, J (1947) ‘Oligopoly and entry-prevention’, American Economic Review.

» Cyert, RM and March, JG (1963) A behavioural theory of the firm. Prentice-Hall.

" Baumol, WJ (1962) Business behaviour, value and growth. Harcourt & Brace.

" See also Koutsoyiannis, op cit, p 330.

B4, p1sL
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The rapid expansion of account-holding and transaction volumes which the South African
banking industry has experienced in recent years has nowhere been accompanied by
indications that banks are reaching the limits of their profitable capacity to provide.
Moreover, the advances in new technology suggest that not only average total (or unit) costs
but also banks’ marginal costs themselves are probably coming down. With the fall in unit
costs which this implies, space would clearly have been created for prevailing prices to come
down. Yet, at least in the important segment of the market for PTAs that we are analysing
here, this has not occurred. The question remains: why not?

In terms of Mr Stillman’s diagram, we are still in the world of excess (i.e. above normal)
profits. Excess profits invite competitive challenges from rivals who could reduce their prices
in order to gain market share. In an oligopolistic market, however, firms readily appreciate
that by competing vigorously on price they may spoil the market and reduce their profit in the
longer run.” In such a market, the lure of excess profits means that the possible entry of
additional firms must be taken into consideration. If there is no entry of firms and excess
profits persist, it is difficult to escape the conclusion that the incumbents individually have
some market power and are refraining from competition that would spoil their ability to
exercise it.

It does not require actual combinations or understandings among competitors to bring forth
individual behaviour calculated to avoid longer-term competitive “spoiling”. Sullivan and
Grimes explain:

[T]he players in an oligopolistic market can actually increase the returns that all of them
receive through disciplined pricing. To achieve this discipline, the oligopolists must recognize
their interdependence and act accordingly. This is distinguished from the independent
behavior assumed for the theoretical models of perfect competition or pure monopoly. But in
most real markets, each market participant recognizes that its output and pricing decisions
will have an impact on and will draw a response from competitors. For such players, output
and pricing decisions are taken with an eye to what the competitive response will be.%®

As Charles E. Mueller explains further when defining “OLIGOPOLY” in his “Glossary of

Antitrust Terms”:

... Given a situation in which there are only a few sellers, a phenomenon called “oligopolistic
interdependence” is expected. Whereas the individual firm in an atomistic industry [one
characterised by many sellers] has such a small share of aggregate industry sales that
nothing it can do will perceptibly influence the overall marketwide price (e.g., the withdrawal of
its entire supply from the market would not affect that market price), the individual firm in an
oligopolistic industry is, by definition, sufficiently large that any substantial change in its output
volume will have a perceptible effect on the overall market-wide price — and hence on the
volume of sales, and price received, by each of its rivals. The latter are thus expected to

79 . . I . .
Marshall observed long ago that “the chief motive of all open combinations and of all informal silent and “customary”

understandings whether among employers or employed is the need for preventing individuals from spoiling the
common market by action that may bring them immediate gains, but at the cost of a greater aggregate loss to the
trade.” Op cit, p 498.

8 Op. cit., p 39 (emphasis added).

8l Antitrust Law & Economic Review, Vol. 26, No. 4.
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notice these changes, recognize their source, and take appropriate measures to protect their
respective interests.

A price decrease, for example, will normally prove unprofitable for the price cutter. The others
will promptly match his lower price, thus removing any incentive for buyers to switch
suppliers. With his market share unchanged, but price now at a lower level, the price-cutter’s
profits are presumably lower than before. Similarly, a failure to go along with a price increase
will generally prove unprofitable, since the others will quickly drop back to protect their market
share if there’'s a holdout still selling at the lower price, the result being that the holdout gets
no increase in his market share and foregoes a higher per-unit price that all could have had if
he had gone along with the change. By a series of such adjustments, rational oligopolists are
expected to eventually arrive at the price level that will maximize their joint profits, i.e., the
industry profit-maximizing price level, the same price as that a single firm monopolist would
charge.

The possibility of this result actually being reached is dependent on other factors, however,
particularly on (1) whether the industry in question belongs to the Tight-Knit or Loose
subcategory of oligopoly, that is, whether its concentration ratio is very high or only moderate,
and on (2) whether its entry barriers are high enough to permit the exercise of that pricing
power without inducing new entry. ...

TIGHT-KNIT OLIGOPOLY - A market structure so highly concentrated that prices are
expected to be significantly above, and output significantly below, the competitive norm. In
general, empirical studies suggest that this result is to be expected when the four Iarggest
sellers have 50% or more of sales in a market or when the eight largest have 70% or more. 2

With the big four banks having more than 90 per cent of the market for PTAs in South Africa,
it is not difficult to conclude that a tight-knit oligopoly exists. At the same time the barriers to
new entry are substantial.

Mr Stillman observes that, in the case of constant marginal costs, “the impact of a shift in
demand on price depends solely on how the shift changes the elasticity of demand.”®

Mr Stillman employs the Lerner Index to indicate that while an increase in demand can lead
to an increase in price, nothing can be inferred about whether or not the process has
rendered the market less competitive. Once again, his argument does not expand on the fact
that in competitive markets, the presence of excess profits should lure other suppliers into

the arena.®

Here we should bear in mind the rationale behind the Lerner Index (which first saw the light

82 These passages were quoted with approval and applied by the Competition Appeal Court in Mondi Ltd and Kohler

Cores and Tubes (a division of Kohler Packaging Ltd) v Competition Tribunal [2003] 1 CPLR 25 (CAC) par [41].

8 CRA International, Price changes and demand shifts, Robert Stillman, 10 August 2007, p 4. We have explained above

why the assumption of constant marginal costs is unacceptable.
84 . In Intermediate Microeconomics: A Modern Approach 5" edition, pp 449-450 Hal R. Varian writes:
“As more and more firms enter the industry for a particular kind of product, how would we expect the demand curve of
an incumbent firm to change? First, we would expect the demand curve to shift inward since we would expect that at
each price, it would sell fewer units of output as more firms enter the industry. Second, we would expect that the
demand curve facing a given firm would become more elastic as more firms produced more and more similar products.
Thus entry into an industry by new firms with similar products will tend to shift the demand curve facing existing firms to
the left and make them flatter.”

The same would apply if existing firms were able to mount a greater competitive challenge — if we assume it were in
their interests to do so.

Banking Enquiry Report to the Competition Commissioner Contains confidential information



Chapter 2 Market power 52

of day in 1934). The index suggests that the gap between market price and marginal cost
provides an indication that market power might be present. If demand increases and the gap
widens, that in itself does not indicate that monopoly power has increased. If there are no
barriers to entry, the size of the gap will be affected by the behaviour of competitors. If there
are barriers to entry, the persistence of the gap raises the possibility that market power is
playing a role.

In spite of the increased volumes, unit cost savings and sustained profitability enjoyed by
Absa, over an extended period, it has not lowered its retail banking prices substantially.®
The fact that it has not done so is because competitive pressures have not existed or been
brought to bear, compelling it to do so. This conclusion, although drawn from an analysis of
Absa’s data and submissions, does not point a finger at Absa in particular. What Absa’s
position reveals is the unsatisfactory state of competition in the market as a whole.

Standard Bank® and FNB* have also enjoyed increased number of transactions, unit cost
savings and increased profits, without using these as an opportunity to mount a vigorous
challenge to their rivals by way of price competition. Although Nedbank has reduced its
prices, we find that this has been from levels above a broad alignment with other major
banks, which had caused it to lose a significant share of the market.®® We have found no
reason to conclude that Nedbank is now undercutting its rivals in the middle market to any
significant extent.®® Even in the lower-income market, Nedbank is still priced well above the
lowest priced provider, Capitec. Although Capitec has managed to grow its low-income

8 Volume growth has continued at a rapid rate. Absa’s published financial results state that, in the year ended 31

December 2006, retail banking continued to show “strong growth” in transaction volumes “which emanated from the
increased activities of existing and new customers”, resulting in a non-interest income growth of 22%. In the year ended
31 December 2007, transaction volumes in retail banking “increased by 8.2% emanating from an increase in the
customer base, improved product use and improved accessibility.” Operating expenses in the segment increased by
13% while attributable earnings were up by 20%.

8 Standard Bank’s published results for the year ended 31 December 2006 state: “Average operating margin improved to

8,5% (2005: 7,0%). The Group continues to benefit from enhanced efficiencies throughout the supply chain, capacity
utilisation as a result of improved economies of scale and the favourable terms of supply of finished products for
resale.” The Bank’s results for the year ended 31 December 2007 state: “Net fee and commission revenue grew by
23%. The largest category, account transaction fees, grew 10% despite sub-inflation price increases in South Africa.”
Standard Bank audited results, 2007.

87 See FRB, March 2007, Part A Data Request and FRB, October 2007, FRB Data and Info Request, p 4. In its interim

results for the six months ended 31 December 2006, FRB stated that FNB’s Consumer segment had performed well
with profits before taxation increasing by 15 per cent. “This was achieved in an operating environment of rising interest
rates, but continued good growth in both client and transaction volumes.” FRB’s Annual Report for the year ended 31
December 2007 states that the FNB mass (i.e. “Smart” account) segment which focuses on individuals earning less
than R81,000 per annum “performed well during the year, with profits increasing significantly and customer numbers
growing from 2.9 million to 3.3 million. The main driver of this performance was the strong growth in non interest
income which increased 27%. This increase in turn, was driven by 22% growth in income generating transactions,
including debit card transactions which grew 63%.” Note: FNB is the commercial bank brand of FirstRand Bank. It is the
latter which holds the bank licence.

8 See Nedbank, May 2007, Second Submission, Data Request Part A, p 5. See also: Nedbank’s preliminary financial

results for 2006, published in February 2007 for the year ended 31 December 2006. They state that volume growth in
Nedbank Corporate and Nedbank Retail had resulted in an increase of 13,3 per cent in commissions and fees despite
the “more competitive pricing structure adopted in Nedbank Retail’, where, in July 2006, transactional fees were
reduced by an average of 13 per cent. Published preliminary results for the year ended 31 December 2007 (on the
Nedbank website) show a further increase of 19 per cent in operating income in Nedbank Retail.

8 See pricing brochures and Infochoice data.
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customer base considerably by offering lower priced transaction accounts it has, as yet, not
posed a significant competitive threat to the big four banks in their traditional areas of
dominance.®

Our conclusion is that for Absa, and for the other major banks, the sustained fall in unit costs

— with no real fall in unit price — indicates that competition has not been effective in
constraining the banks from keeping prices above competitive levels over a significant period
of time. We consider this to be strong evidence that there is appreciable market power on
the part of these banks in the provision of PTAs and related services to the retail segment of
the market.

In the subsequent sections in this chapter we examine the various structural and behavioural
factors influencing the effectiveness of competition in constraining the ability of the banks to
behave to an appreciable extent independently of their customers and competitors in the
provision of PTAs and related services generally.

2.4 Market structure

The Task Group (Falkena l1ll) report found that the concentration levels of the South African
banking industry are high in terms of market share of assets, but not out of line with other
emerging markets.”® However, it is in the market segments rather than at firm level that
concentration is even more marked. For example, while the big four banks accounted for 83
per cent of the total deposits of the public in June 2003, they accounted for 92 per cent of
mortgage loans and 89 per cent of bank financed installment sales.*

Although there was some variation in the banks’ estimates of their market shares, and in the
manner of calculating market shares, an examination of the figures submitted to the Enquiry
shows that the market for personal transaction services is highly concentrated, both at the
broad level, and within the income segments.

Table 1 shows market shares in the provision of personal transaction services by monetary
value of month end balances as of July 2006.%

90 . . . - . . . .
We deal with this issue in greater detail in the discussion on barriers to entry and expansion.

o Op cit., p 29.

2 d.p3a

93 ) . . o .
Personal transaction services here include cheque and transmission accounts, demand deposits and short-term

savings.
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Table 1 Market shares, personal transaction services: value of month-end balances
Standard Absa FNB Nedbank Other
Bank
Value (R million) 36 485 36 300 29 632 36 962 6 552
Market Share ** 25% 25% 20% 25% 4%

Source: Genesis report for Standard Bank, 08/11/2006, p18.

Therefore the top four banks collectively constitute roughly 95 per cent of the market for
personal transaction services.

High levels of concentration appear to be characteristic of banking markets around the
world.®® This suggests that the cost structure of banking is such that there is a limit to the
number of full-service banks that can be sustained over time in any particular market. In their
submissions most of the banks have noted that approximately 80 per cent of their costs are

fixed.%

FNB argued that with a high-fixed cost structure it “is unsurprising to find that the number of

large banks is somewhat limited. A high fixed cost structure requires that firms price in

excess of their variable cost in order to survive in the industry”.®’ A high fixed cost structure

will limit the number of firms in a market because (if we assume all other factors remain
constant) with each additional firm there will be a proportional increase in fixed costs that
must be recovered from net revenues in the sector.”

Mr Stillman, speaking for Absa, noted:

It is clear that there are very large fixed costs in the banking industry. It is one of the themes
that | think has been emphasised by all the banks in their presentations and | think rightly so.
I think that in the order of 70%, 80% of the cost structure can be regarded as a fixed cost and
that those costs in turn are common costs that are very difficult to allocate to particular
products or even in some cases, business units. So as a consequence, what you necessarily
are going to have in our world ... [are] very large economies of scale. ... So, in this kind of
industry, you are going to have prices that are in excess of and indeed considerably in excess
of the marginal cost of providing any particular service that is necessary to be able to cover all
those fixed costs and provide a return to shareholders.*

o Totals do not add up to 100 per cent due to rounding.

= FNB presented information showing that there is no evident relationship between GDP and the structure of banking

markets. Countries like Indonesia, Australia, Mexico, and the United Kingdom have larger economies than South Africa
but are similarly concentrated — with each country (including South Africa) having only four banks holding more than 75
per cent of assets. Therefore, it does not necessarily follow that at greater levels of demand, banking markets will be
less concentrated. (FNB, November 2006, Exhibit M, slide 9).

% See e.g. Transcript 9 November 2006, p 8 (FRB); Standard Bank, 11 April 2007. Exhibit GG, Appendix 3, slide 32.

o7 FRB, October 2006, First Submission, p 12. It should be noted that a low fixed cost structure also requires that firms

price in excess of their variable cost in order to survive in the industry.

% See Panzar, J.C. (1998), “Technological Determinants of Firm and Industry Structure”, In: Schmalensee, R and Willig,

R.D., Handbook of Industrial Organisation, Chapter 1, Volume 1, pp 3-59. Firms need to cover their variable costs in
order to survive. Normal profits are an important component of fixed cost. Hence even when a firm is making normal
profits (zero excess profits) it is still earning enough to want to stay in the industry.

9 Transcript 17 July 2007, pp 37-38.
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This particular cost structure (i.e. high fixed and common costs) drives concentration in
banking and places certain limits on the extent of competition. The concentration of banks
produces an oligopoly structure which facilitates strategic interaction among the participants
and confers on each of the banks a degree of market power at least sufficient to cover fixed
costs.

The potential for banks to exploit this market power to earn excessive returns will depend on
the extent to which entry and expansion by new and existing firms effectively constrains the
incumbent banks. In this regard we examine barriers to entry and expansion in retail banking
in South Africa.

2.5 Barriers to entry and expansion

We find that barriers to entry and expansion are high in retail banking generally, including
the provision of PTAs. The high proportion of fixed and common costs (including the cost of
branch networks, other infrastructure and ensuring interoperability), and the consequent
importance of economies of scale and scope, are themselves major barriers to the entry,
survival and competitive expansion of new firms. The multi-product nature of retail banking
also creates opportunities for cross-subsidisation by incumbents, which potentially increases
the handicap facing new firms. Other barriers include the regulatory requirements for entry
and participation in the banking industry, the costs faced by customers of incumbent banks
in switching to new providers, and the effects of brand loyalty.

2.5.1 Regulatory requirements

We have seen a number of players in our industry who handed back their banking licences,
because of the high cost of holding banking licences.

Mr Sizwe Nxasana, CEO of FirstRand Bank 100
The Banks Act'® requires a banking license and registration with the South African Reserve
Bank (SARB) Office for Banks as a pre-requisite to operate as a bank. A banking license is
required in order to offer deposit-taking services such as cheque and transmission accounts
offering deposits, savings and payment facilities. The Banks Act, supplemented by
regulations, sets out certain prudential requirements that must be met upon application for a
banking license and prior to registration.

Prudential requirements are primarily concerned with the protection of depositors’ funds and
reducing the risk of bank crises. The primary prudential requirement is to maintain a

100 Transcript 9 November 2006, p 7.

101 Act 94 of 1990 (as amended).
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minimum level of capital and unimpaired reserves in the Republic to absorb potential losses
in the event of risks materialising and to safeguard against the risk of insolvency. Currently,
the general requirement is for banks to maintain a minimum capital and reserve balance of
R250 million.

The regulatory and prudential requirements set out in the Banks Act are intended to protect
the public. The fact that they are in place also provides regulators with a means of controlling
financial conditions. They nevertheless pose a considerable barrier to entry by new firms and
are an objective factor in any analysis of the degree of market power enjoyed by
incumbents.

It is notable that since 2002, no new bank licenses have been granted, although there have

been some purchases of existing bank licenses. The number of registered banks'® has
fallen from 41 in 2002 to 17 in 2006.

Our focus here is on conditions affecting competition in the market for the provision of PTAs
and related services. As deposit-taking is involved, this is the preserve of banks. Issues of
access to and participation in the payment system — historically but not necessarily in itself
the preserve of banks — are dealt with comprehensively in the chapter of this report on
Access to the Payment System. Nevertheless, insofar as the provision of PTAs necessarily
involves banks in the payment system, the cost of that involvement must be taken into
account when assessing barriers to entry for banks themselves.

In South Africa, registered banks may become clearing banks by obtaining a SAMOS
settlement account with the SARB and membership of the Payment Association of South
Africa (PASA) and the Banking Association.’® There are membership and usage fees to be
paid in this regard, and ultimately fees to Bankserv or any other operator or association (like
MasterCard and Visa) in which the bank participates or whose services it uses. All of these
are explicit costs that would mount up as a new entrant expands its participation in more
104

payment streams™ . Here too, the volume of business that a firm can expect in entering and
remaining in the market must play a crucial part in any decision to do so.

2.5.2 Switching costs and customer inertia

Any new entrant faces the difficult challenge of having to attract new customers. In retail
banking this is made particularly difficult by the inherent inertia of customers in this complex
industry, and the established reputation of incumbents’ brands. As will be demonstrated in

102 Apart from 15 local branches of foreign banks, which are not full service banks, and 2 mutual banks.

103 It was indicated during the Enquiry that the last-mentioned requirement was in the process of being dropped.

104 These matters are expanded in both the Chapters on the Payment Cards and Interchange and Access to the Payment

System.
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detail further in this chapter, switching costs are high and consumers are not very responsive
to price. This means that any new entrant would face considerable difficulties attempting to
attract customers on the basis of competitive pricing. It would have to be able to offer a
significantly lower price and satisfy consumers that it would sustain that price difference, in
order to attract customers from the incumbents. This factor adds considerably to barriers to
entry, and so reinforces the incumbents’ market power.

Every time a customer transfers funds from his or her account to somebody who banks at
another bank, the bank from which funds are transferred will lose reserves. During the
course of the trading day, there will, of course, be funds flowing in the opposite direction.
With stable market shares, the banks have a good idea of how much to keep in the form of
excess reserves (to alleviate risk). One of the problems facing a new bank is that until it has
achieved a reasonable market share, it will have to keep enough excess reserves to deal
with such a drain on its reserves.

2.5.3 Reputation and brand loyalty

Consumers tend to place a high premium on the reputation of incumbents’ brands. This is
particularly true in the case of banking where consumers perceive an established brand as
being representative of the stability of the bank and thus the security of their deposits.

The consumer survey conducted for the Enquiry by KLA found that consumers perceived
larger banks to be more secure and stable. It was noted that “advertising is more strongly
associated with bigger banks which in turn emphasises their stronger sense of

establishment.”*%®

Trust and security were among the themes typically invoked. Further, in
differentiating between small banks and large banks, the majority of participants in the
survey associated greater stability and financial security with “big banks” as opposed to
“small banks”."® Consumers appear to have bought into the notion of some banks being “too

big to fail”.

Already inert customers will not easily choose a new bank that does not have an established
brand. It is thus not surprising that the banks spend substantial amounts of money on brand
awareness and “top-of-mind” advertising."”’ FNB note that “building the brand” takes the
form of advertising as well as sponsorships. “Brand building via advertising takes place

105 ’ . s . . .
Kaufman, Levin, Associates “Qualitative research to understand what the main factors are that drive consumer choice

when choosing a bank for the first time and when considering whether to switch to another bank”, July 2007, Exhibit
GGG, slide 13.

106 4., slide 14.

107 Hal R. Varian observes (op cit, p 453) that if firms can succeed in convincing the consumers that their product has no

close substitutes, they will be able to charge a higher price for it than they would otherwise be able to do. “This leads
each producer to invest heavily in creating a distinctive brand identity. Laundry soap, for example, is a pretty
standardized commodity. Yet manufacturers invest huge amounts of money in advertisements that claim cleaner
clothes, better smell, and a generally happier existence if you choose their brand rather than a competitor's. This
‘product positioning’ is much like the ice cream vendors locating far away from each other in order to avoid head-to-
head competition.”
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across the market; however extra efforts are made in market segments where FNB is

focused on improving market perception.”®

FNB spent more than R15 million on
sponsorships in 2006.'® Brand-building is linked to product positioning and product
differentiation (discussed further below). Our impression is that differential colour-branding
and general image-building have tended to be emphasised in the major banks’ advertising
rather than hard-edged messages advancing competitive prices. This poses a significant
barrier for new entrants who must incur substantial sunk costs from spending on advertising

and brand awareness.

2.5.4 Extensive branch networks and infrastructure requirements

Although there are alternative distribution channels for the delivery of personal transaction
services, physical branches have played, and are likely to continue to play, an important role
in the channel strategy of retail banks. The costs of establishing and maintaining physical
branch networks are substantial and pose a significant barrier for new entrants who do not
have established branch infrastructure.

The importance of physical branches is evident in the banks’ response to the requirements
of the Financial Sector Charter to provide banking to low-income individuals. Absa submitted
to the Enquiry that it plans to increase its branch network over the coming years and noted
that “network expansion will follow from the requirements of the Financial Sector Charter
related to providing access to low-income individuals, and will also flow from Absa’s long-

term growth across all customer segments”.**

2.5.5 Limited expansion by firms in the competitive fringe

“Oligopoly”, write Lipsey, Courant and Ragan, “is consistent with a large number of small
sellers, called a ‘competitive fringe’, as long as a ‘big few dominate the industry’s
production.”™™ With appropriate caveats, the South African banking market for PTAs, while

clearly an oligopoly, may be characterised as having a “competitive fringe”.'*?

In this regard it is important to assess whether competition from firms on the fringe
effectively constrains the market power of the big banks. The combined share held by
smaller banks in the market under consideration is very small, constituting altogether less

108 FRB, October 2006, First Submission, p AL.64.

109 Id. Note that FNB is one of the brands of FirstRand Bank. See Transcript, 9 November 2006, p 5.

110 Absa, First Submission, October 2006, p 7. Branch construction in order to meet FSC proposed densification objectives

is estimated to be R27 million per year for each of the big four banks (Id., p 20).

1L Economics, 12" edition, p 260.

12 When describing a fringe as “competitive”, it must be borne in mind that players on the fringe may in fact use the supra-

competitive prices of the oligopolists as a benchmark when setting their own prices, thus diminishing effective
competition with incumbent firms.
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than 10 per cent. As noted above, the cost structure of banking drives concentration. The
volumes needed to achieve the kind of scale economies enjoyed by the major banks are
substantial and have, as yet, not even been approximated by other firms. Although there
have been some success stories these have largely been in niche areas either at the high
end or the low end of the market."® The dominance of the major full-service banks in the
wider middle market has gone largely unchallenged.

In the past the scope for a smaller bank to develop into a serious contender has been stifled
as a consequence of a fairly stagnant market. This situation has changed somewhat over
the last few years, which has seen substantial growth in the market. Nevertheless, retail
banking has become more rather than less concentrated since 2001. Figure 3 shows the

HHI™* (a measure of concentration), and the value of assets of registered banks (a proxy for

market growth).**

Figure 3 HHI and average value of assets per registered bank for South Africa
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Source: Bank Supervision Department, SARB.

A number of factors have contributed to increased levels of concentration since 2002. Prior
to that, and after 1995, a number of new entrants reduced concentration in the industry, but
the failure of Saambou and BOE (the seventh and sixth biggest banks, respectively, at the
time) in 2001/2002 resulted in a number of smaller banks leaving the market. However, two

13 In this regard we have reference to Investec — a bank providing PTAs and related services to high net worth individuals;

and Capitec — a bank specializing in microfinance which has had success providing transaction accounts to low income
consumers.

114 HHI is the Herfindahl-Hirschman Index, a measure of concentration devised in the United States. It is calculated as the

sum of the squares of the market shares of every firm in the relevant market. See Herbert Hovenkamp, op cit, p 518.
We are not concerned here with the significance of particular HHI levels, the significance of which is debatable, but
rather with the trend towards greater concentration which the index reveals.

15 These and other data were originally part of the Falkena Il report, and have been updated and presented in the

Appendix at the end of this chapter.
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features of the market have been consistent since 1993. The first is that the market has
been dominated by the four largest banks. The second is that no new full-service bank has
emerged to challenge the dominance of the big four.

There is currently no indication of a foreign bank intending to enter the market on a green
fields basis. Even the recent entry into South Africa of Barclays Plc — one of the largest
banks in the world — was by way of acquisition of control of Absa, one of the existing big
four. Given the barriers to entry discussed above, as well as the particular challenges faced
by smaller banks, there is little prospect for banks on the fringe to expand and pose a
serious challenge to the dominant positions of the incumbent full-service banks.

The fringe consists of a number of smaller banks. These include Investec, Capitec,
Postbank,™® South African Bank of Athens/Wizzit, Mercantile Bank, Teba Bank, and

Ithala."*" In this section we discuss some of the key fringe competitors and evaluate the
scope for their expansion and whether or not they are likely to pose a competitive constraint.

Investec

Investec did not make a submission to the Enquiry. It is predominantly an investment bank
focusing on “serving the needs of select market niches where the group can compete
effectively”.™® This approach also applies in the case of transactional banking where
Investec targets high-net worth individuals only. It has shown no sign of deviating from this
business model and thus cannot be considered as an existing or potential competitive
constraint in the broader low and middle market for personal transaction accounts, although

it does compete with the big four for high net worth individuals.

Capitec

Of all the smaller banks, Capitec may have the greatest potential to introduce serious
competition for the currently dominant banks. In its submission to the Enquiry in 2006,
Capitec stated an ambitious “vision to be the dominant mass market bank”.*® This goal

could be achieved, it submitted, by offering affordable services to the low income market.

Capitec has had success in this regard. Fees for transaction services on its products are
significantly lower than those of the other banks and it has increased the number of account
holders from 399,000 in 2004 to 1,010,000 in 2007.**°

116 The Postbank is excluded from the application of the Banks Act.

17 Ithala Limited is not a registered bank. It has an exemption from the provisions of the Banks Act. (See further the

chapter on Access to the Payment System.)

18 http://www.investec.com/GroupLinks/Aboutinvestec/CoreActivities.

19 Capitec, First Submission, October 2006, p 18.

120 Capitec, Annual Report, 2007, p 7.
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Capitec’s core business is in making loans to low-income consumers. Its transactional
products are similarly targeted at low-income consumers. Capitec’s offerings are thus limited
to a particular segment of the market. Its business model is thus one of niche banking
targeted at a specific segment. As noted in its submission, “small banks have the ability to
compete with large banks, not directly with all the products, but they can specialise in a
niche.”™®" This suggests that Capitec do not see much scope for development into a full-

service bank that would compete with the dominant banks in the broader middle market.'*

In its submission, Capitec highlighted a number of factors that restrict small banks’ ability to
expand and compete head-on with the larger banks:

e The requirement to be interoperable with the incumbent banks limits the scope for
smaller banks like Capitec to expand and innovate. Capitec noted in its submission
that:

..due to the concentration of clients in the large banks it would be almost impossible to
implement new innovative payment services unless all the large banks buy into the concept
and see a business case. Smaller banks can implement payment instruments on their own
but the success and volumes will only come when there is interoperability with the clients of

the large banks. The market is therefore dependant on the ability of the large banks to move
with new ideas."?

e Public perceptions that smaller banks are risky present a challenge to small banks
attempting to attract depositors away from larger banks. As noted by Capitec:
Individuals therefore tend to place their deposits with large banks that are “too big to fail”. This

creates the challenge to small banks to attract depositors, normally paying higher interest
rates as a risk premium, from large banks in order to grow their client base.'*

South African Bank of Athens/ WIZZIT

The South African Bank of Athens focuses on lending to small and medium sized
businesses generally owned by members of the Greek community.’”® Although it accepts
deposits and offers transactional products, this is a limited part of its business and thus it
cannot be considered a significant competitor in the market for personal transaction
services.

However, the South African Bank of Athens recently (March 2005) launched a division called

121 Capitec, First Submission, October 2006, p 9

122 As Mr Stassen, CEO of Capitec stated at the hearings, “We are a very focussed bank, we are not everything to

everybody...” Transcript, 4 April 2007, p 121.

123 Capitec, First Submission, October 2006, p 9

124 4. ps.

125 https://www.bankofathens.co.za/home
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WIZZIT, which provides transaction services on a low-cost basis to un-banked and under-
126 WIZZIT offers various transaction services through a combination of
mobile phone technology, ATMs, and branches of Absa and the Post Office.*”’

banked consumers.

The experience of WIZZIT shows the great potential that exists for technology to be used to
overcome costs of establishing a branch infrastructure in order to provide low cost
transactional services. However, WIZZIT's experience also illustrates the difficulties that
non-bank innovators face in entering the market. It is noteworthy that WIZZIT originally arose
as a business model developed by entrepreneurs who were not affiliated with registered
banks. As a consequence of the bank-led model of regulation in South Africa, WIZZIT were
compelled to partner with a licensed bank in order to able to bring their product to market. As
noted by CGAP,'*

Technology firms and mobile operators that want to develop e-money based branchless

banking have to partner with a licensed bank, thus increasing their costs and delaying time to

market. The result is technically a bank-led model that is only marginally “branchless”, in that

the bank’s infrastructure and personnel are used for all cash transactions except where
services are rendered through post offices.”®

The restrictive approach of South African authorities towards e-money, relative to
international comparative standards, is discussed in the chapter on Access to the Payment
System.

Mercantile Bank

Mercantile Bank, is a subsidiary of Caixa Geral de Depésitos, a company registered in
Portugal. While providing “a full range of domestic and international banking services”,
Mercantile operates in selected retail, commercial, corporate and alliance banking niches.'*
Apart from Portuguese customers, its focus is on small and mid-sized businesses.

Mercantile’s relatively small scale and niche market focus does not pose a major challenge
to the dominant position of the big four.

Postbank

Postbank did not make a submission to, or engage with, the Enquiry in any way. As a result
we have been unable to explore the important question of its potential for expansion as a

126 \Wizzit, Submission, 2006, pp 4-5.

127 Transcript, 9 November 2006, pp 140 and 150.

128 A World Bank entity focussing on financial inclusion.

129 CGAP Focus Note, No0.38, October 2006, p 12, Use of agents in branchless banking for the poor: rewards, risks, and

regulations.

130 http://www.mercantile.co.za/au/cp/cp_overview.asp. Alliance banking refers here to cooperative arrangements with

other entities which facilitates access to the payment system.

Banking Enquiry Report to the Competition Commissioner Contains confidential information



Chapter 2 Market power 63

provider of deposit-taking and payment services in competition with the major banks, using
for the purpose the extensive nationwide post office branch infrastructure.

In our view, concerted attention by the government to the role, regulation and development
of Postbank is required. For purposes of the present chapter, we can only observe that we
have no basis on which we could now conclude that Postbank will subject the major banks to
any significant competitive pressure in the retail market segments of full-service banking
where their market power is most pronounced.

Others

There are a number of other small banks and firms who offer transactional services in
selected market segments. These include Ithala Limited, Teba Bank and MEEG Bank.
However, they constitute a very small share of the total market and pose no significant
competitive constraint to the major banks. Moreover, Absa has been in the process of
acquiring MEEG, so that it may simply become another brand of Absa. The banking activity
associated with retailers, which is frequently cited as evidence of banking competition, in
reality, manifests joint ventures between retailers and major banks. These include Pick ‘n
Pay Go Banking (with Nedbank), Virgin credit card (with Absa), etc. These reflect brand
proliferation rather than any fundamental change in the competitive landscape.

2.6 Product differentiation

Antitrust economists Viscusi, Harrington and Vernon write:

No discussion of oligopoly theory would be complete without mentioning product
differentiation. One of the most significant ways in which firms compete is by trying to make
their product unique relative to the other products in the market. The reason is that the more
differentiated one's product is, the more one is able to act like a monopolist. That is, a firm
can set a higher price without inducing large numbers of consumers to switch to buying
competitors' products.131

In their submissions and presentations during the hearings the major banks stressed that
they compete on the basis of a number of factors, of which price is not the most important.**?
Although product differentiation is limited in the low income segment — particularly in the
case of Mzansi — in the middle and high income segments the product offerings of the banks
(i.e. transmission and current accounts) are characterised by a high degree of differentiation.

Each bank has emphasised the importance of being able to differentiate its offerings in order
to meet the increasing variety of consumer preferences. Transaction services are delivered
through a number of different channels, and consumers differ with regard to their usage of
and preference for these different channels. Banks develop different product packages

131 Economics of Regulation and Antitrust, 4" edition, pp 113-114. See also Transcript 17 July 2007, pp 92-98.

132 See further the chapter on Costing and Pricing.
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based on unique channel combinations and pricing structures to be able to service as wide a
variety of customer preferences as possible. Further, based on their strengths in particular
channels and other strategic considerations, banks will differentiate their offerings to target
different customer segments. In a report prepared for Standard Bank, Genesis Analytics
(Pty) Ltd (Genesis) noted that comparisons between banks on the basis of a common profile
of customer behaviour is rendered meaningless by the fact that banks differentiate their
offerings to target different customer segments.

Standard Bank submitted that:

Banks have, over time, evolved their products and service offering in line with increased
understanding of their customers and their behaviours. As the ability to manage data and
evaluate customers’ preferences on channels has improved, customers have in turn
displayed their preferences in unique combinations which allow them to optimise their lifestyle
choices with increased diversity of channel access.'®

Evidence of this can be found in the fact that while certain customers prefer to do their
banking through electronic means such as the Internet and payment cards, other customers
(who perhaps do not have access to the Internet) make greater use of branches and ATMs.
Customer usage of different channels is also influenced by differences in income. For
example, access to and frequency of use of payment cards will vary depending on the level

of income of the customer.***

Banks therefore compete to develop products which best match the behavioural
characteristics of customers. The closer the fit between the features of the product and the
behaviour and preferences of the customer, the more willing the customer will be to pay a
higher price. Of course, consumers’ willingness to pay is greatly influenced by income levels
— with higher levels of income being associated with a greater willingness to pay. This
explains why there is greater product differentiation and product variety in the middle and
higher income segments than there is in the low income segments.

The consequence of this form of product differentiation is greater product variety and, given
the presence of alternative channels of distribution, greater product complexity. It is
important to note, however, that differentiation arises from different combinations of product
features and different pricing structures and not from intrinsic differences in the product
features themselves. The full-service banks all offer the same set of transaction facilities. It is
the manner in which these facilities are packaged and priced which varies from bank to
bank.

The consequence of the prevailing practice of product differentiation by the banks in South
Africa is that it is a fait accompli that each of the major banks will have a degree of market

133 SBSA, July 2007, Comparison Shopping for Banking Services, p 4.

134
Id.
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power over its customers. What is disputed, however, is whether this market power is
appreciable. In the following section we explore the extent to which the market power of
each of the banks (which is inherent in a model of product differentiation) is enhanced as a
result of the information asymmetries and costs of searching and switching which are
prevalent in the market for personal transaction accounts.

2.7 Information asymmetries

When customers have sufficient information they are able to use this information to make
efficient and rational choices. Firms thus have an incentive to provide products that best
meet the needs of customers and are forced to compete with one another as consumers are
sufficiently informed to be able to differentiate between the offerings of the different firms.
Competition tends to result in prices that reflect the value to the consumer of the particular
product or service, rather than the ability of the firm to exercise market power.

However, when firms have more information than their customers about the attributes of
their products, this information asymmetry confers on these suppliers a degree of market
power over their customers. In such circumstances it may be difficult for consumers to
assess the attributes of the products or to differentiate between the different offerings of the
firms. This may be because of the complexity of these products or because they are
purchased infrequently. Where customers are not adequately informed, and suppliers do not
adequately disclose relevant information, competition on price, quality, and other factors is
likely to be diminished.

There are a number of factors which contribute to and exacerbate information asymmetries
in the market for personal transaction services. These are discussed below.

2.7.1 Limited knowledge and understanding of fees paid by consumers

There are several products in the market for PTAs and related services where pricing is not
transparent. These include the pay-as-you transact and packaged cheque and current
account services of the banks. The actual cost to consumers of purchasing these products
depends on the interest rates and fees applied to the accounts, as well as the various fees
for payment services. The combination of these elements makes it very difficult for
consumers to determine exactly what they will pay for particular products, and thus also
makes it difficult to compare products.

The KLA study for the Enquiry showed that most of the focus group participants had limited

knowledge about what they were being charged for transaction account services. In
particular, the study reported that “the sheer variation with respect to fees (different for
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different banks and different applications) is experienced as very confusing”™® and difficult to
calculate.”™® As a result, participants felt disempowered and were forced to rely on and trust
the experts, namely the banks. It was reported that there was an element of blind faith
among consumers entering into relationships with the banks, and that consumers are not
able to “interrogate, confront, and challenge these experts due to a lack of knowledge,
experience and confidence”.’®” These problems are exacerbated where many consumers
suffer the additional disadvantage of low levels of formal education.

A focus group study done by the Monitor Group for the Banking Association produced similar
results.™® In particular Monitor found that:

e Customer awareness of fees and fee levels is limited

e Many customers do not use the cheapest channels, although price is a driver of
behaviour

e Customers find it difficult to understand fee information and tables in bank statements
and other bank documents.

At the hearing on 9 July 2007, Mr Shuter of Nedbank discussed some of the findings of
Nedbank’s own research indicating that consumers have little knowledge of and do not really
interrogate what they pay in bank fees:

One of the challenges with bank fees is, we still do not see a huge trend of clients actively
inquiring on what their fees are inasmuch as all of the information is available in the branch
space and the things are printed out and all of that. The research we have done on people
opening current accounts in our branch system is that they are not actively inquiring on fees
as to one of the challenges we have had because we have to..., must explain to our
stakeholders [shareholders] why it is important that we are competing so strongly on the price
element when some of our own internal research says that much as there is a sort of general
view that banking is expensive and people are being charged too much, there is not a great
deal of inquiring at an individual level on the cost of banking and you only have got to do, you
know pop surveys just amongst just our own peers, very few people had actually interrogated
what they are paying. So | would not accept the argument that clients are trying very hard to
compare but it is so difficult that they are actually now focusing on service and product.139

Mr Shuter appeared to conclude that perceptions of a lack of transparency are unfounded,
and that consumers’ ignorance arises from apathy and consequent failure to question what
they pay for bank fees rather than inadequate disclosure of information on the part of the
banks.** In this regard he referred to anecdotal evidence as well as research conducted by

135 Exhibit GGG, slide 38. See also slide 35.

136 Transcript 17 July 2007, pp 175-177 (Ms Matterson).

137 Exhibit GGG, Slide 38.

138 Monitor Group, Competitiveness Report, 20 October 2006.

139 Transcript 9 July 2007, p 74.

140 Consumers would challenge this however. Mr. N Kholisile of the FSCC noted how fees are charged without adequate

explanation: “ | ...did some of the research and...even went to my own bank statements and got reminded of some of
the ...charges that appeared there...You will get a R10 ..."fee”, a R4.90 ..."fee” and a R2.00..."fee"...” Transcript, 3
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Nedbank (not supplied). The KLA and Monitor studies also support the finding that
consumers generally do not actively question what they pay in bank fees. However, this is
not because the level of fees is unimportant to them. Lower bank fees would be a key factor
when choosing a bank.**

We find that consumers’ failure to question fees is symptomatic of a number of factors.
Consumer apathy certainly plays a role, but it is not surprising that consumers are apathetic
given the difficulties they face when trying to decode complex product features and pricing
structures (see further below). Pro-active measures need to be taken to improve
transparency and disclosure so that consumers are able to actively interrogate their bank

fees.

This will stimulate competition. As the situation currently stands, consumers’ failure
to question fees means that, in general, consumers are not responsive to changes in price.
This is a constraint on effective competition as it makes demand more inelastic and is thus a

source of market power for the banks.

2.7.2 Price and product complexity

As noted in the discussion of product differentiation above, there are a number of alternative
channels available for the distribution and delivery of various transaction services.
Transactional products are complicated because they consist of combinations of channels
with differing pricing structures for each. While it is possible to simplify pricing structures,
transactional products are likely to remain inherently complex.

In addition to problems of transparency and disclosure, the greatest difficulty faced by
consumers in the searching process lies in the ability to make meaningful comparisons
across the product offerings of the banks.

At the request of the Panel, the Enquiry’s Technical Team compiled a table containing the
product features and pricing of the basic packaged offerings of Absa, Standard Bank, FNB
and Nedbank.

It is evident from the comparison table that there is no uniformity in the manner in which the
packaged offerings are structured and priced. It is therefore impossible to make direct price
comparisons between the offerings without having to input detailed information about the
transactional behaviour of the prospective customer and then perform fairly lengthy
calculations based on the different pricing formulas of the banks.**?

November 2006, p 85.

141 Transcript 17 July 2007, p 165.

142 . . .
Note that consumer groups called for improved (and even mandatory) education of consumers. Transcript, 2 November

2006, p 10.

14 e S . . . .
8 An added difficulty for the customer would be to factor in different interest rates, if any, on credit balances and their

ultimate net effect on the likely real fee. We have not found it feasible to perform such an exercise.
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Name of
bundle

Pricing

Number of
transactions

Per item

thereafter

Eligibility

Features in
all

Table 2 Comparison of bundled current account options (2007)

Absa

Absa Silver
Package

R99.00

25 of the features
discussed below

R10 for transactions
in the bundle, and
all other
transactions not
included in the
bundle are charged
at the Silver current
account standard
fee rates.

Income between
R5,000 and R9,999

Cash withdrawals
(Absa ATM)
Electronic fund
transfers

Account Payments
Prepaid top-ups
Cheque or debit
card purchases
Debit orders and
Stop orders
Internet, Cellphone
and Telephone
banking

144

Standard Bank

Classic Current account
pricing option

R76.00

Bundle of specified
transactions (53
transactions)

Pay as you transact will
apply

Earn at least R3000

8 Cash withdrawals
(Auto bank) (The
Standard Bank portion
of other bank ATM
withdrawals is also
included in the 8 cash
withdrawals)

15 Electronic fund
transfers

and Account Payments
and Debit orders and
Stop orders

Unlimited Prepaid
purchases

15 Cheque Debit card
Purchases

Internet, Cellphone and
Telephone banking

FNB

Personal Cheque
Account - Fee
Manager

Option 1: R45
Option 2: R85
Option 3: R135
Plus Option:'*®
R140

Option 1: 6
Option 2: 12
Option 3: 20
Plus Option: 12

Option 1: R9.00
Option 2: R8.00
Option 3: R7.00

Earn at least
R24,000 a year and
are over 21 years of
age

Cash withdrawals
(FNB ATM)

Linked Account
Transfers

Account Payments
Prepaid purchases
Cheque Debit card
Purchases

Debit orders and
Stop orders
Internet, Cellphone
and Telephone
banking

68

144

Nedbank

Every-day current
Account

R85.00

This fee can be
rebated to R55 per
month if the client
holds a Nedbank
homeloan and credit
card.

Bundle of specified
transactions (some
unlimited and number
of some specified)

Special current
account rates apply

Over 21 years of age
Have a credit history
Earn > R3,000 per
month

4 Cash withdrawals
(NEDBANK ATM)
Unlimited Electronic
fund transfers
Account Payments
Prepaid purchases
Unlimited Cheque
Debit card Purchases
Unlimited Debit
orders and Stop
orders.

Internet, Cellphone
and Telephone
banking

The information contained in this table has been verified and confirmed by each of the relevant banks.

145

According to the FNB pricing Brochure 1 June 2007 — 30 June 2008, p 12, “this option is available to Smart Cheque
Account customers only. If you earn R2000 or more per month you may qualify for the Smart Cheque Account Plus
Option. For only a monthly fee of R140 you will receive a) 12 included transactions (as per the included fee manager
transactions...) and b) A funeral policy of R10,000 for you, your spouse and up to five children.”
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Special
features

Features
charged for
separately in
all (outside
the bundle)

Other
features
charged for
separately
(outside
bundle)

Absa

No monthly fees for
NotifyMe,

An interest free
overdraft up to R500
Free life cover to the
value of R10,000
Silver credit card
with no annual fees
Access to a Budget
tool for financial
planning

Access to savings
and investment
options

Overdraft ledger fee
Electronic Balance
enquiries and mini
statements

Absa ATM cash
deposit (max 2 per
month)

Cash back on
Vehicle finance and
Home Loan deals

Saswitch
transactions

Branch transactions
Any other
transactions

Standard Bank

10 Cheques

2 Auto bank cash
deposits Unlimited
Electronic balance
enquiries, mini-
statements

Annual cheque card
fees (includes
secondary card and lost
card protection)

3 Branch cash
withdrawals (includes
withdrawal fee portion
of cheque encashment)

Saswitch fee
component (R6.70) of
agent bank cash
withdrawals

All other transactions
get paid for

FNB

Scheduled
Payments and
transfers

Mini-ATM cash
withdrawals
Branch cash
withdrawals
Cheques
Cashback at Point
of Sale

Petrol Card
Purchases

Free ATM, Internet,
IVR Telephone,
Cellphone Balance
Enquiries

Free ATM Cash
Deposits

Free Internet
Statements

1 Free Printed &
Posted Statement
Per Month

Free Cheque Books
Free Internet

Free InContact
Statements

The Plus Options is
available

Saswitch
transactions

Branch Cash
Deposits

Balance enquiries at
branch

Cash handling fees
on branch cash
withdrawals
Special instructions
Penalty fees

Cash deposits at
branch

ATM mini-
statements

Any other

Source: 2007 Pricing Brochures.™®

69

Nedbank

Garage debit card
fuel transactions
Annual cheque card
and garage debit
card fees
Chequebooks
Unlimited Balance
enquiries at Nedbank
and Nedbank Group
ATMs and self-
service terminals
(SSTs)

Unlimited Statement
requests

All statements

1 Cash deposit in
branch or ATM

1 over the counter
branch withdrawal
The overdraft facility
has been included
since 1 June 2007.

Saswitch ATM
transactions

International ATM
withdrawals
Cheque payments
Unpaid items
Stop-payment
instructions

Any other

In our assessment, the difficulties involved in making direct price comparisons are prohibitive

for most consumers. The reality is that most consumers do not make product choices on the

basis of price because they cannot do so readily and effectively.

146

Verified by the appropriate banks in July 2007.
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In their submission FNB note that:

banking services are inherently complex products, and the structure of pricing must reflect
that. ... In particular, most banking products are compound goods, combining a number of
elements and services.*’

During the hearings Mr Shuter of Nedbank said:

We have got a complex geography, complex array of clients. We segment the market and we
try very hard to differentiate and a lot of the complexity comes from that. Now there is one
school of thought that says that is a bad thing, no one can compare. There is another school
of thought that says the complexities arise from the fact that there is a competitive
environment where people interpret clients’ needs differently, and one bank adds in this
[while] another takes it out.*

It is clear that product complexity is an inherent property of product differentiation across
multiple channels. What has not been demonstrated is that such differentiation has been
successful in maximising consumer welfare by delivering affordable banking that meets the
needs of consumers. As has been discussed above a