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Preface 

According to the South African Economic Development Department (2017), the 

financial services sector has a dominant firm enjoying a market share of 68,8%, 

whilst the South African Reserve Bank’s Financial Stability Review (October 2017) 

noted that “…the five largest banks in South Africa continued to hold over 90% of 

the total assets in the banking sector, with both the Gini and Herfindahl-

Hirshman concentration indices confirming the high level of concentration…”. 

 The banking industry is a key contributor to economic growth and the 

concentrated nature of the industry, with four dominant banks, required further 

interrogation to determine if in fact concentration was a material inhibitor to 

economic development, or if it impacted negatively on the social welfare of our 

citizens. 

 The highly regulated nature of banking introduces competing priorities as the 

lessons learned from many decades of banking have been codified into global 

banking legislation. 

Following the claims made by the Economic Development Department and 

the South African Reserve Bank that both the financial services sector firms in the 

former and banks specifically in the latter, are dominant, we began looking at 

whether there are potential challenges with measuring competition within a 

sophisticated and highly regulated industry. 

Mark Brits 

Executive Director 

Centre of Excellence in Financial Services 
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Abbreviations 

BCBS  Basel Committee on Banking Supervision 

HHI  Herfindahl-Hirschman Index 

NCR  National Credit Regulator 

SARB  South African Reserve Bank 

SCP  Structure-Conduct-Performance 
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Executive summary 

In a well-functioning society, it is an 

established economic principle that 

competition, unless specifically 

excluded, improves social welfare 

through product choice and fair 

pricing. 

  The banking industry as a 

financial intermediary, provides 

temporary funding to individuals and 

businesses so that they can participate 

in a range of economic activities. 

Banks also provide payments services 

and other functions in support of 

economic activity and can therefore be 

viewed as a significant contributor to a 

well-functioning society.  

  Although not explicitly 

addressed in this paper, we 

acknowledge that banks should not be 

exempted from the principles of 

competition. 

  It is for this reason that we 

believe that traditional mathematical 

measures used to debate theories of 

competition do not provide sufficient 

information in isolation, to enable 

policy makers to measure the impact 

 
1 See Glossary of terms 

of the banking industry on social 

welfare1. 

 We evaluated 17 different 

mathematical measures of 

concentration, designed to provide a 

quick overview of the structural 

features of any given market. We then 

considered the four hypothetical 

academic definitions of market 

structures, perfect competition, 

monopolistic competition, oligopoly 

and monopoly, using banking industry 

data for the calendar year 2017. 

When considering the most 

popular mathematical model, the 

Herfindahl-Hirschman Index, it is easy 

to see how the simplicity of the model, 

combined with publicly available data 

on each bank’s total assets, enables a 

quick overview of perceived 

competition, or lack thereof, in the 

banking industry. 

Our research demonstrated that 

the Herfindahl-Hirschman Index 

evidenced a moderately concentrated 

banking industry in South Africa since 

2015, although towards the upper 

boundary thereof. This was not the 

case for the period 2008 to 2015 where 

the industry was categorised as highly 
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concentrated, but at the lower 

boundary of this measure, establishing 

the popular narrative of an anti-

competitive banking industry. Not 

enough is being done to reverse this 

perception. 

When determining the level of 

concentration of an industry or sector, 

inferences can be drawn to explain the 

possible behaviour of firms by 

categorising the industry into one of 

the four academic market structures. 

It is a commonly held economic view 

that highly concentrated industries are 

prone to collusion and price fixing to 

the detriment of consumers and social 

welfare. What is not recognised in 

these assumptions, is the significant 

intervention of regulations on the 

behaviour of banks, the mandatory 

reporting of activities to the regulator 

and direct interventions into the 

activities or business model of the 

bank. 

Banks have a unique function in 

society. They are licensed to accept 

deposits. Although banks can create 

money through a money multiplier, 

this is a design function of the license 

to operate as a bank, and the quantum 

 
2 Money is recognised as having three functions, that of 
a medium of exchange, a store of value and a unit of 
account. 

created is estimated by the central 

bank, in consultation with the banks, 

when they supply central bank money 

to the banking industry. The central 

bank also influences the price thereof. 

Although collusion amongst 

firms in the same industry is actively 

rooted out, the banking industry, as 

the implementor of monetary policy, is 

required to collaborate with the central 

bank by transmitting changes in 

interest rates, initiated by central bank 

monetary policy, to the economy 

through a simultaneous industry-wide 

change in price amongst all banks. 

With the central bank producing 

the money distributed through the 

banking industry, and with one of the 

three functions2 of money being to 

facilitate a unit of account, we would 

suggest that the market structure 

most suited to money is a monopoly. 

The total assets held by the banking 

industry and used in the Herfindahl-

Hirschman index evidences the money 

Traditional mathematical 

models may not explain 

competition in highly 

regulated industries. 
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created by the central bank and not 

the services offered by the banking 

industry. 

The banking industry competes 

on services, some of which are 

facilitated through their deposit taking 

activity, however total assets are 

conflated with a range of accounting 

entries and statutory holdings 

distorting the value of the measure of 

total assets, with larger banks required 

to hold proportionately more of these 

assets. 

Many of the services provided by 

the banks are not exclusive to banking 

and are offered by a range of service 

providers, from home loans and vehicle 

access finance to credit cards and 

mobile phone contracts. It is here that 

the market for the provision of these 

services, needs to be redefined for the 

mathematical models to provide the 

necessary value to policy makers. 

Many banks included in the 

banking industry do not provide a full 

suite of banking products and may be 

restricted by their licensing conditions. 

Therefore, despite the uniformity of the 

banking legislation, the total assets 

can only amplify the concentration in 

the banking industry. Large full suite 

commercial banks are compared with 

branches of internationally 

headquartered banks while state 

owned entities, FinTech’s and shadow 

banking, offering bank like services, 

are excluded. A banking license is no 

longer an appropriate measure of the 

whole market, making a determination 

of competition impossible and the 

impact on social welfare difficult to 

monitor over time.   

Mathematical models based on 

total assets provide no insight into the 

impact of the many interventions 

introduced through legislation on 

social welfare. Legislation that forces 

banks to extend credit in a specific way 

e.g. the National Credit Act or provide 

services to geographic areas e.g. 

Financial Sector Charter or build 

strategic buffers and reduce risk 

through capital limitations e.g. the 

Banks Act. 

 
Banks are not the only 

service providers of bank 

like products. 



 x 

  
 

The intensity of regulatory 

intervention introduces clear barriers 

to entry as the central bank 

determines which business may be 

licensed as a bank and has powers to 

intervene when a bank is in distress, 

eliminating the freedom to enter or exit 

the banking industry, a condition of 

perfect competition. Total assets do 

not capture the competitive nature of 

banks because they do freely enter and 

exit financial markets, as they 

reallocate asset growth between e.g. 

home loans and motor vehicle finance, 

competing for customers, which are 

then aggregated into the total asset 

metric. 

We would also suggest that the 

central bank with its systemic risk 

mandate, may wish to design its 

banking industry to meet its 

international obligations. The global 

financial crisis has demonstrated that 

there is a significant enhancement to 

overall social welfare by having a 

resilient banking industry and 

therefore there may be competing 

objectives in its design.  

We conclude that in the absence 

of a properly defined market that 

includes non-bank financial 

participants, these mathematical 

models can only provide an incomplete 

view of bank-like activity. Therefore, as 

an interim measure, an inter-agency 

approach to competition should be 

agreed until the appropriate data can 

be collected for mathematical 

modelling.  

The publication of a four-pillar 

policy by National Treasury and 

adopted by the South African Reserve 

Bank, to prevent mergers amongst the 

four largest banks is designed to 

promote competition and attests to a 

shared responsibility. 

We believe the models could still 

add value in providing a measure of 

concentration and by inference 

competition, if they were measuring 

the right information and it is up to the 

central bank and competition 

authority to determine how to 

establish the market and collect the 

data. Then the impact of regulation 

between highly regulated banks and 

less regulated entities could be 

examined for their collective impact on 

social welfare.

 

The central bank may wish to 

structure their banking industry 

to effectively discharge their 

financial stability obligations. 
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1 Introduction  

Economists have developed the 

hypothetical market structures of 

perfect competition, monopolistic 

competition, oligopoly and monopoly 

to better understand the likely 

behaviour of businesses under these 

market conditions. 

 These four market structures 

assist academics in explaining how 

businesses under these market 

conditions are likely to compete, 

assisting policy makers with designing 

competition policies for various sectors 

within their economy. It is uncommon 

for a country to have a single market 

structure for their economy it is 

usually a blend of various market 

structures, depending on the industry 

or sector. 

 Competition provides 

consumers of goods and services with 

more choice and better pricing and 

therefore, many countries strive for a 

perfectly competitive market structure 

in many of their sectors. A highly 

concentrated industry, with fewer 

businesses, tends to move away from a 

market structure of perfect 

competition introducing greater 

market power for the business, that 

may enable collusion amongst these 

businesses or the ability to extort 

higher prices, impacting on the social 

welfare of the countries citizens. 

 Understanding the market 

structure of an industry is a critical 

starting point for the competition 

authorities to fulfil their role. However, 

the modern-day business is complex, 

and this complexity, can range from 

differentiating factors in product 

design to accounting treatment, 

preventing the competition authorities 

from analysing detailed information 

and comparing firms within an 

industry. In search of a more universal 

and simple approach, several 

mathematical models have been 

adopted or developed to measure 

concentration within an industry, 

providing measurable boundaries that 

can demonstrate the competitive 

health of the industry. 

 The promotion and maintenance 

of a competitive economy requires 

appropriate monitoring techniques 
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and periodic policy interventions. 

However, given the complexity of 

businesses and the simplistic nature 

of the mathematic models, if 

incorrectly applied, would initiate 

policies that may negatively impact on 

the social welfare currently enjoyed by 

the countries citizens. 

 Banking is a complex industry 

that provides an opportunity to 

examine these simplistic mathematical 

models and the relevance of both the 

data sets used to construct them, and 

the resultant conclusion that can be 

drawn. In a highly regulated 

environment, where regulations may 

contain elements that address 

competition concerns, and in the case 

of banking, prioritise the international 

objective of financial stability, the 

value derived from these mathematical 

measures may need to be adjusted to 

accommodate competing objectives. 

The methodology deployed in 

this research, was to begin with an 

understanding of the various models 

available and then consider the data 

sets used to construct the models. 

With banking services not exclusively 

provided by banks, we wanted to 

ensure that the defined market for 

these models was complete. 

 We then introduced the impact 

of regulations on bank behaviour and 

the supervision thereof, that may need 

to be considered in a holistic 

assessment of competition in the 

industry. The role of banks in society 

is often not included in this 

assessment and we introduce some of 

the hidden benefits of banking. 

 Understanding the market 

forces that drive the behaviour of 

banks and the dominant influence of 

the central bank in these markets, is 

another key element of the market 

structure applicable to the banking 

industry. 

 Finally, we take a brief look at 

the digital disruption of the banking 

industry and the additional complexity 

this introduces to measuring and 

understanding competition in the 

banking industry.   
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CHAPTER 1 

Measuring concentration 

Concentration, in this context, refers 

to “…the degree to which the financial 

sector is controlled by the biggest 

institutions in the market (as defined 

by market shares)” (IMF, 2004; Bara et 

al, 2017). When considering the 

banking industry, the bank 

concentration ratio is measured by the 

market share of the largest banks in 

the system. 

Measures of concentration are 

used in the banking industry for a 

number of reasons. First, these 

measures describe the granular 

market structure3 in a condensed 

manner, which allows for a quick 

overview of the structural features of 

any given market. Second, 

concentration measures are used to 

assess competition as they allow for 

the impact of concentration on 

competitive performance to be 

evaluated. Thirdly, concentration 

 
3 Individual markets are commonly distinguished into 
four categories:  monopoly, oligopoly, monopolistic 
competition and perfect competition. These categories 
are classified by market power which is assumed by one 
or more firms which operate within the market - ranging 

measures allow for an assessment of 

any changes in market granularity (as 

a result of entrants into, or exiting 

from, the market or due to mergers 

and acquisitions) and are used when 

implementing competition policies in 

banking. When applying the 

measurements, indications of low 

concentration imply a situation where 

a market is considered competitive. 

Indications of high concentration 

indicate a monopolistic or oligopolistic 

market.  

In addition, measures of 

concentration are used as proxies and 

indicators of competition in a sector 

(IMF, 2004). These measures are of 

great importance when considering 

welfare-related public policy toward 

market structure and conduct in the 

banking industry (Bikker and Haaf, 

2002). 

from situations where a variety of firms have low market 
power and do not have significant effects on market 
price or production to situations where one firm 
produces the entire output of the market (Bod’a, 2014). 
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Moreover, the implications 

brought about by the development of 

information technology are likely to 

contribute to dramatic changes in the 

concentration and competition of the 

banking industry. Due to the banking 

industry remaining a heavily regulated 

ecosystem, the interpretation of 

concentration in the banking industry 

remains difficult, especially with 

detailed South African research 

around concentration measures being 

scarce or outdated. 

2 Markets 

It is important to recognise that 

concentration and competition are 

measures linked to product markets as 

well as geographical areas (Bikker and 

Haaf, 2002). The banking industry is 

the source of a vast number of 

products which are not made to serve 

one specific market. Hence, Kottman 

(1974) asserts that defining a relevant 

market for the banking industry 

products would require making 

preliminary decisions about structural 

characteristics of the market. A 

relevant market includes all potential 

competitors who supply similar 

products and has both a product 

dimension and a geographical 

dimension. 

THE product definition of a 

market requires the 

determination of a number of 

different products. These 

products can be assigned to a 

specified market on the basis of 

their substitutability in terms of 

consumer demand in that area.  

THE geographical dimension of 

a market is drawn according to 

the existing and potential 

contacts and boundaries 

between actual and potential 

market participants.  

In essence, the local aspect of a 

market is relevant for retail banking 

products and regional or international 

aspect is relevant for corporate 

banking. The customer point of view 

remains most important, with the 

consideration of the individual 

consumer preference as well as 

characterisation of products as a 

secondary factor. The type of 

consumer, as well as their economic 

standing, are significant determinants 

of their mobility as banking customers, 

as well as the geographic boundaries of 

the market (Bikker and Haaf, 2002). 

The mobility of customers is 
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dependent on the type of borrower or 

depositor. Commercial borrowers tend 

to have greater mobility in their search 

for financing possibilities compared to 

depositors.  

Within the dynamics of this 

industry, and its regulated nature, 

measuring concentration and 

competition is more complex than is 

commonly understood. In the past, 

regulators viewed commercial banks 

as distinct from other financial 

institutions. This is changing, with 

brokerage and insurance companies, 

even retailers, offering products 

similar to those offered by commercial 

banks. When these other financial 

institutions are included, 

concentration as measured by the HHI 

predictably falls. In South Africa, 

however, there are few non-bank 

providers in certain sub-markets. This 

means that in these markets, 

disaggregation reveals higher, not 

lower concentration. (Falkena et al, 

2004) 

3 Measuring competition 

There are a number of indirect 

measures to assess competition in the 

banking industry. Our research 

highlights that the HHI is not the only 

measure of concentration in banking, 

although popular. Additional 

measures include the concentration 

ratios, the three bank and five bank 

concentration ratios, the k-bank 

concentration ratio, the coefficient of 

variance, the Hall-Tidelman index and 

the comprehensive industrial 

concentration index. 

Given that the notion of 

competition is one that is complex, 

there have been many developments of 

methods in place for its assessment in 

relation to competition.  These 

additional measureses include the 

Lerner Index, Panzar-Rosse model, the 

conjectural variation model, the Boone 

indicator and the Bresnahan model.  

Competition can therefore be 

categorised into two approaches when 

analysing competition in banking, the 

structural approach and the non-

structural approach. 

4 Structural approaches 

The structural approach, which is 

based on the Structure-Conduct-

Performance (SCP) paradigm, predicts 

that “more concentrated markets are 

more collusive”. The SCP paradigm, 

originating from Mason (1939), is 

based on the relationship between 
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banking competition and efficiency. 

The paradigm asserts that all firms in 

highly concentrated markets would 

have market power and enjoy higher 

profits. In the case of banking, these 

higher profits would be secured by 

charging higher interest rates on loans 

and offering lower rates on deposits. In 

essence, the paradigm argues that the 

structure of the market determines the 

conduct of each firm. In addition, it is 

believed that banks in such a market 

may collude with ease while enjoying 

higher interest rate spreads over other 

firms in the industry, thus exploiting 

their market power at the expense of 

social welfare. 

It is not surprising that this 

theory has been empirically tested by a 

number of studies – either supporting 

or critiquing the paradigm’s argument.  

FIRSTLY, it was stated that the 

greater market share may be as 

a result of efficiency and lower 

costs, instead of a lower level of 

competition (Demsetz, 1973).  

SECONDLY, the one-way causal 

relationship was argued. 

 
4 In the contestable market framework fixed costs are 

differentiated from sunk costs. Sunk costs provide 
market power in that in the worst-case scenario, 
entrants have to be able to discount the value of their 
investment to zero. It is therefore argued that fixed 
costs do not provide market power. 

Authors have argued that the 

SCP paradigm does not take into 

account the possibility of a bi-

directional relationship between 

market structure and 

performance (Gilbert, 1984).  

LASTLY, although higher 

concentration can lead to higher 

prices, and as a result a lower 

demand, it doesn’t necessarily 

lead to higher profits for a highly 

concentrated sector like the 

banking industry. The argument 

made here is based on the fact 

that where a market has free 

entry and exit (a contestable 

market), the profits in the 

market are likely to be zero. The 

general belief that concentration 

may cause collusive behaviour 

has been argued by researchers, 

who state that concentration 

doesn’t imply lack of competition 

if there are no barriers to entry 

and exit. Contestable markets 

are likely to produce a profit of 

zero, even in the presence of 

oligopolistic competition4. threat 

Entry by foreign banks into the South African market is 
particularly focused. The type of competition levelled at 
domestic banks by their foreign counterparts has been 
in certain niche areas of the market. The costs of credit 

 



 7 

  
 

of new entrants in the market 

can exert pressure on 

incumbents to make more of an 

effort to keep the sector 

competitive.  

In order to analyse the SCP 

hypothesis, existing empirical 

literature uses a measure of bank 

performance, for example the measure 

of bank profitability on market 

concentration. Using the structural 

approach, market concentration is 

commonly proxied by the banking 

concentration ratio or the Herfindahl-

Hirschman Index (HHI).  

Different concentration ratios are 

suggested in the field of industrial 

organisation economics. Such 

measures are used to describe the 

structure of the market and as 

indicators of market power or firm 

competition. Concentration indexes 

make efforts to measure the number 

and relative inequality of firms. 

4.1 Concentration ratios 

The concentration ratios represent the 

percentage of the total industry output 

 
Rating and monitoring make it relatively more expensive 
for banks to deliver services in those market segments. 
When they do so, it is often at a price that is 
considered unsustainable and leads to assessments of 

accounted for by a given number of 

large firms. These concentration 

measures are constructed to reflect the 

two main aspects of concentration in 

banking: the distribution of bank 

sizes, which is pronounced by market 

share, and the number of banks.  

The measures assist in 

encompassing the different influences 

banks may have on the market, 

expressing the inequality between 

banks (through the market share 

analysis) and provide insights into the 

possibility of free entry barriers for a 

particular market (through the 

number of banks) (Bod’a, 2014). 

The three concentration ratios 

discussed in this paper include the k 

bank concentration ratio, the five-

bank concentration ratio and the 

three-bank concentration ratio.  

The k bank concentration 

ratio (also referred to as the CRk) has 

been used frequently for concentration 

ratio measurement. The ratio makes 

use of more information than simply 

the number of banks in the market, to 

the extent that researchers need to 

obtain the market share of leading 

consumer welfare. This credit information asymmetry 
cost is a barrier to entry, which it had been hoped that 
smart technology would be able to overcome.” 
(Okeahalam, 2001) -  
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firms. The measure represents the 

total market share made use of by the 

k largest banks in the market. 

By focusing on the market share 

of the top largest firms in the 

market, the concentration ratio 

takes into account the size 

distribution of remaining firms 

(Leon, 2014). For this reason, a 

merger between the smaller 

firms may not be accounted for 

in the concentration ratio, even though 

the market becomes more 

concentrated. Therefore, the 

concentration does not increase if the 

market share of any firm increased at 

the expense of a smaller firm in the 

market. 

The Five-bank concentration 

ratio, also known as the CR5, 

measures the relative weight of the top 

five banks on the overall banking 

system using bank assets (Iuga, 2013). 

The results of the CR5 in Graph 1 are 

shown against those of the HHI. The 

HHI demonstrates high concentration 

values when it reflects results above 

the red line. 

It is clear that the trends are 

equal, and areas of high concentration 

are similar as the concentration ratio 

replicates higher concentration levels 

as it approaches one.  

 

Additionally, the bank 

concentration ratio can also be 

measured using the Three-bank 

concentration ratio as shown in 

Graph 2, which measures the ratio 

between the assets of the three largest 

banks within an economy divided by 

the total assets in the banking system 

at a certain period (Alegria and 

Schaeck, 2007).   

The measure considers the size 

of the bank and the total size of the 

banking system. It is important to note 

that the three-bank concentration 

ratio is an absolute measure of 

concentration and is characterised by 

an arbitrary cut-off point. This has 

given rise to problems related to 

comparison of the three-bank 

concentration ratio values for samples 

of different sizes. For example, if two 

0,894
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Graph 1: Five-Bank Concentration Ratio

HHI CR5

Source: Author’s calculations 
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samples are being compared with the 

same distribution, sample A with 100 

banks and sample B with 1000 banks, 

then even though both samples should 

have the same concentration index, 

the three-bank concentration ratio 

differs substantially. 

 

The level of concentration 

between two industries may differ 

significantly when compared, 

depending on whether one industry is 

dominated by one firm, while another 

industry may be made up of firms of 

the same size. It is for this reason that 

few researchers have employed the 

number of firms as an index of 

concentration. 

Factors such as simplicity and 

limited data requirements have made 

the concentration ratio one of the most 

popularly used measures of 

concentration in empirical studies 

(Leon, 2014).  

4.2 Herfindahl-Hirschman 

index 

The HHI, which measures the total 

number and size distribution of banks 

in the banking system, is 

without doubt the most popular 

indicator for measuring 

concentration and is often used 

by regulatory authorities when 

detecting harmful monopolies 

(Bod’a, 2014). The HHI accounts 

for bank size and places more 

emphasis on the importance of 

larger banks. The HHI is 

calculated as the sum of the squares of 

the relative size of all banks in the 

industry. 

The HHI can be computed on a 

base of 1, 1 000 or 10 000.  Unlike the 

market share of the five largest banks 

in a country, the HHI reflects the 

changes in a market structure, 

including the market structure of 

smaller banks which affords the HHI 

the role of the full-information index. 

The HHI often acts as a benchmark for 

the assessment of other concentration 

indices.  

Source: Author’s calculations 
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The concentration within the 

banking industry is commonly 

calculated using the HHI. The HHI is 

more data reliant than the number of 

firms of the concentration ratio as it 

requires information on the market 

share of each firm within the industry. 

A representation of the South 

African banking industry is shown in 

Graph 3 where the HHI for the entire 

banking industry is compared against 

the HHI for the big 6 firms within the 

sector.  

An HHI below 1000 lets us know 

that there is no concentration in an 

industry, while an HHI between 1000 

and 1800 indicates moderate 

concentration and an HHI above 1800 

indicated high concentration levels. In 

other words, the higher the 

concentration index is, the less 

competitive the market appears to be. 

  The South African Reserve 

Bank’s (SARB) Financial Stability 

Review (April 2017) includes figures of 

the banking industry HHI over the 

months of 2016/17. It becomes 

evident that, according to the HHI, the 

banking industry enters into the 

category of highly concentrated, with 

an HHI of 0.182 in December 2016.  

The South African banking 

industry, as measured by the HHI, has 

subsequently remained a moderately 

concentrated industry, although at the 

upper boundary of this measure.  

Source: Author’s calculations 
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The HHI accounts for the 

number as well as the relative size of 

players in any given system, which 

makes it the preferred measure for 

concentration. The HHI emphasises 

the importance of larger firms by 

assigning them larger weights, which 

reflects the relative importance of each 

firm. It has been used extensively in 

the financial services sector, to lengths 

as far as measuring credit risk 

concentration (Bernstein, 2007).  

Many studies have confirmed a 

positive relationship between 

concentration and profitability in the 

banking industry, thus confirming the 

SCP paradigm. With the use of the 

HHI, studies have been able to 

document the relationship between 

interest margins and profitability. 

These findings revealed that banks 

with high non-interest earnings assets 

are less profitable (Demirgiic, et al., 

1999). Further studies have found, 

through use of the HHI, that there is a 

negative impact of bank concentration 

on deposit rates (Berger and Hannan, 

1989). Berger and Hannan concluded 

an exercise where the interest rates 

offered on retail deposits were 

analysed against the three-firm 

concentration ratios and the HHI. The 

authors concluded that banks that 

were operating in more concentrated 

markets had offered deposit rates that 

were 25-100 basis points less than 

those that operated in less 

concentrated markets. This means 

that the market becomes more 

concentrated as deposits fall.  

In a South African context, 

Falkena et al (2004) used the HHI 

index to assess bank competition in 

the South African banking industry. It 

was found that the South African 

banking industry is highly 

concentrated and as a result, South 

Africa experiences high costs and low 

access to banking services for small 

and microenterprises. It is argued that 

the lack of access and high costs of the 

banking services has more to do with 

the structural factors rather than the 

degree of competition in the banking 

industry. 

Additionally, Okeahalam (2001) 

shows that due to high concentration 

in the South African banking industry 

retail consumers are paying higher 

prices and the likelihood that the 

larger banks may collude is greater. 

Although these studies are dated, it 

implied that the SCP paradigm holds 

in a South African context. 
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Apart from the three-bank, five-

bank and k bank concentration ratios, 

other measures of concentration 

(including the HHI) act as summary 

indicators due to the fact that they 

take into account all banks and the 

entire distribution of the banks. These 

alternative measures include the 

coefficient of variation, the Hall-

Tidelman index and the 

Comprehensive Industrial 

Concentration index, the Hannah-Kay 

index, the U-index, the Hause indices, 

the Entropy measure and the Gini 

coefficient. 

4.3 Coefficient of variation 

The coefficient of variation is a relative 

measure of the variation of nominal 

variables. This model conforms to the 

standard formula of standard 

deviation divided by the mean (Bod’a, 

2014). 

The standard deviation 

measures the dispersion of individual 

market shares about their mean. This 

value is scaled by the mean value, to 

obtain a relative measure of variation. 

The coefficient of variance measures 

the heterogeneity of market shares in 

the sample (Bod’a, 2014). 

 

Graph 4 shows the 2017 trend of  

 

 

the coefficient of variation for the 

South African banking industry, which 

also shows a similar trend to the HHI 

over the period.  

The measure has not yet 

developed a value which limits the 

start at which concentration may be 

one that is considered harmful. 

However, in situations where the 

market shares of all banks are equal, 

the coefficient produces a value of zero. 

The measure seems to be 

suitable as a measure of concentration 

5,35

5,4

5,45

5,5

5,55

1600

1650

1700

1750

1800

1850

Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec

Graph 4: Coefficient of Variation

HHI CV (as per Bod'a, 2014)

Source: Author’s calculations 
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trend monitoring. The value of the 

coefficient of variation does not change 

if the sizes of all banks included in the 

sample size are increased 

proportionally (Bikker and Haaf, 

2012). A weakness faced by the model 

(together with the HHI) is that it 

does not consider the number of 

banks. 

4.4 Hall-Tideman index 

The Hall-Tideman Index makes 

an effort to repair the 

deficiencies of the HHI and 

coefficient of variation models, 

by including the number of banks 

which cause the entry and exit barriers 

(Bod’a, 2014). 

Hall and Tideman incorporate 

several properties that concentration 

measures should be modelled around, 

and they accept the HHI based on 

these properties (Bikker and Haaf, 

2002). The index weighs the market 

shares of individual banks by their 

rankings where banks are ordered. The 

index, with a trade-off between bank 

size and bank ranking, is aggregated 

and scaled. 

Graph 5 gives the results of the 

Hall-Tideman index for the South 

African banking industry, for 2017. 

The results are expected to produce a 

zero with an infinite number of banks 

of equal size depicting perfect 

competition. Alternatively, the result of 

one provides evidence of a monopoly 

(Bikker and Haaf, 2002). 

 

4.5 Comprehensive industrial 

concentration index 

The Comprehensive Industrial 

Concentration index emphasises the 

largest and most dominant bank on 

the market while accounting for the 

contribution of the other banks to 

concentration at the same time (Bod’a, 

2014). The Comprehensive Industrial 

Concentration index was developed 

following a debate on concentration 

and the spreading of banking products 

within other industries (Bikker and 

Haaf, 2002). The measure separates 

the banks by size, in order to capture 

the magnitude of the largest bank and 
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its market power while still considering 

the relative dispersion brought by 

other commercial banks. By isolating 

the dominant bank, this index proves 

to be useful for cartel markets.  

Graph 6 displays the trend shown by 

the Comprehensive Industrial Measure 

and the effect of isolating the most 

dominant firm. Unlike the previous 

measures, the trend does not 

consistently match that of the HHI. 

The index shows more likelihood of a 

monopoly in the second half of the 

year.  If a 100% monopoly existed, the 

index would produce a value of 1. 

 

4.6 Hannah and Kay index 

The Hannah and Kay index proposes a 

model for an elasticity parameter 

which reflects the fluctuations in 

concentration resulting from changes 

in entry and exit of banks and the sales 

transfer among different banks in the 

market (Bikker and Haaf, 2002). 

Hannah and Kay (1977) propose that 

there is a slight effect on concentration 

when a change in the number of firms 

in an industry change.  

The model provides the user 

with the opportunity to choose their 

elasticity parameter, which allows for 

the variation of the appropriate 

weighting scheme used on each firm 

included. Not only is the value of the 

index sensitive to the elasticity 

parameter it is also sensitive to the 

distribution of the banks in the market 

(Bikker and Haaf, 2002), which acts as 

its main contribution to measuring 

concentration. For elasticity 

parameters which are nearing 

zero, the index will approach the 

number of banks in the industry 

and places more emphasis on 

the smaller banks. When the 

elasticity parameter is closer to 

infinity, the index will converge 

towards the reciprocal of the market 

share of the largest bank and stresses 

more influence on the larger banks. 

Hannah and Kay (1977) suggest 

choosing parameters with values 

ranging between 0.6 and 2.5 points. 

However, as suggested in Bikker and 

Haaf (2002), we use a value of 1.5 to 

Source: Author’s calculations 
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produce the results presented in 

Graph 7. 

 

The Hannah and Kay index makes it 

clear that the entry of a bank of equal 

size to the average size of existing 

banks will have an outcome of a 

reduction in concentration. When a 

bank is of greater size than the average 

bank size enters the industry, the 

effect of the reduction in concentration 

is smaller or it is reversed5.  

4.7 U-index 

The U-Index reflects the perception 

that many of the concentration indices 

and ratios developed before had placed 

too much emphasis on inequality and, 

in some instances, the number of 

banks in the market being assessed 

(Bikker and Haaf, 2002). The U-Index 

provides a form of flexibility in the 

 
5 The result would be higher concentration because the 
size effect outweighs the numbers effect (Bikker and 
Haaf, 2002). 

weights assigned to the number of 

banks and the inequality measure, 

which differentiates this index 

from concentrations measures 

presented earlier.  

The flexibility parameter 

is constrained to a value equal 

to or less than one, which 

ensures economically 

unambiguous and plausible 

results. When the flexibility parameter 

is less than or equal to one, any merger 

that may occur will lead to an increase 

in the value of concentration, which 

will be in proportion with the size of the 

merging banks. The U-index result is 

more sensitive to the value of the 

flexibility parameter increasing and 

mergers between larger banks 

occurring. The magnitude of the 

flexibility parameter plays a role in the 

sensitivity of the U-index result to 

entry into the market. However, 

theoretic literature has critiqued the 

use of a flexibility parameter of less 

than one. Oligopolistic behaviour is 

only possible when the flexibility 

parameter is greater than or equal to 

one. Consequently, a flexibility 

parameter that is strictly equal to one 

Source: Author’s calculations 
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provides theoretically and empirically 

correct results, where the U-Index is 

equivalent to the HHI. 

In Graph 8 below, the dramatic shift in 

the U-index, in the later part of 2017, 

is due to two challenger banks, 

Discovery Bank and TYME Digital 

accepting their first deposits in 

December 2017 resulting in additional 

total assets being reported to the 

central bank on the BA Returns. 

 

4.8 Hause indices 

Hause Indices are categorised by six 

criteria that Hause (1977) believes 

should be satisfied by all industrial 

measures of concentration. Following 

this claim, Hause established two 

measures which would meet all six 

criteria points. The two measures 

depend on a parameter that 

incorporates the effects of collusion in 

an oligopoly model (Bikker and Haaf, 

2002).  

Using the index, Hause proves 

that the common trend of more 

competition as the number of banks 

increases is much slower for low 

values of the parameter set. The first 

Hause index includes the HHI and the 

degree of collusion measured 

parameter, where the parameter is 

restricted to below 0,15. Where the 

parameter tends towards infinity, 

the index is more likely to 

approach the HHI. It is important 

to note that the validity of the 

index is dependent on the manner 

in which the parameter is 

specified, as it is only when the 

parameter tends towards infinity 

that the weights that are attached 

to the market share grow equally 

to those found by the HHI (Bikker and 

Haaf, 2002).  

The first Hause index is equal to 

one when a monopoly is found and will 

converge towards zero when there are 

an infinite number of equally sized 

banks in the market. The second 

Hause index measure is an additively 

adjusted measure of concentration, 

where the parameter is restricted to 
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values greater than one. The 

restriction is put in place to 

ensure that the index converges 

to the HHI when larger numbers 

of banks are used. For purposes 

of this paper, we will review the 

Hause index using the second 

measure and a parameter of 

0,15. In Graph 9 we see the 

similarity in trends between the 

HHI and the Hause Index 

. 

4.9 Entropy measure 

The Entropy Measure, which measures 

the expected forecast information 

content of a distribution, is shown in 

Graph 10. The index is not restricted 

between zero and one, like many of the 

other concentration measures, but 

instead ranges between zero and the 

log2 of the number of banks being 

measured. The Entropy measure value 

inversely varies to the 

degree of concentration (Bikker and 

Haaf, 2002). The measure is 

closer to zero when the market 

has a monopoly present and 

reaches its highest value 

(lognumber of banks) when the market 

shares of the banks within the 

market are all equal and the 

concentration levels are at their 

lowest. 

 

4.10 Gini coefficient 

The Gini coefficient is a measure of 

inequality and is a distribution 

measure of concentration. In order to 

provide a clearer and more visual idea 

and to correctly analyse the dynamics 

of concentration, the Gini coefficient 

was calculated as a summary measure 

of concentration. The Gini coefficient is 

related to the Lorenz curve and the 
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measure is defined as the “ratio of the 

area between the Lorenz curve and the 

absolute equality line to the entire 

triangular area below the absolute 

equality line” (State Bank of Pakistan 

Financial Sector Assessment, 2003). 

The Gini coefficient calculation 

has been proposed using the mean of 

asset shares, the number of banks and 

the cumulative market share of each 

bank. In theory, the coefficient should 

provide a result between zero and one, 

with the value of zero representing 

perfect competition and absolute 

equality and the value of one 

representing inequality within the 

market. Although they have been 

useful to some, the Gini coefficient and 

the Lorenz curve have not been used 

extensively and as commonly as the 

HHI and concertation ratios as they 

are both said to undervalue the 

performance of the larger banks within 

the industry (Bikker and Haaf, 2002). 

4.11 Summarising the 

structural approaches 

The studies mentioned above all make 

significant contributions to research 

and literature on competition in 

banking, however these findings on 

concentration measures all infer the 

level of competition from indirect 

proxies, such as the HHI.  

When reviewing the literature on 

bank concentration and competition, 

Berger et al. (2004) found that most 

literature has progressed from the 

traditional SCP hypothesis to using 

more empirical methods of analysis. 

The study highlights that a broader 

institutional framework should be 

considered, such as: increasing bank 

regulation and the structure of the 

economy. 

Investigations considering the 

elements of market structure, 

especially entry and exit, have points 

of discussion in several studies. It has 

been argued that firms behave 

competitively in the absence of entry 

and exit barriers. The entry and exit 

barriers consist of both formal and 

informal impediments. With the 

financial sector being one of the most 

regulated sectors in the world, several 

authors have proposed that regulatory 

frameworks should be considered 

when evaluating the degree of 

contestability in banking (Leon. 2014).   

In addition, Bikker (2004) 

maintains that concentration 

measures for the banking industry are 

becoming increasingly unreliable when 
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the number of banks is low and could 

possibly overstate the level of 

competition in the banking industry. 

Literature has made suggestions that 

concentration through structural 

approaches is generally considered a 

poor measure of performance which 

has inspired further research on 

methods for improving measures of 

market structure and its 

concentration. 

Samuelson and Nordhaus 

(1998) warned that traditional 

measures for concentration, such as: 

HHI, coefficient of variation, Hall-

Tideman index and the Comprehensive 

Industrial Concentration index, are 

becoming outdated as they overlook 

issues which are considered important 

to competitive performance. These 

issues include structural change as 

well as international competition 

(Bod’a, 2014).  

Alegria and Schaeck (2007) 

conducted an analysis of the 

sensitivity of the different measures of 

concentration, taking into account the 

distribution specifications and sample 

sizes for the banking industry. The 

authors assessed the sensitivity of the 

three-bank, top 5% and HHI 

concentration measures. Their results 

indicated the top 5% concentration is 

a more adequate measure for 

concentration for sample sizes of more 

than 50 institutions. Sample sizes of 

more than 50 resulted in the top 5% 

measure being inadequate, but the 

HHI and the three-bank ratios being 

preferable. Of the two measures, the 

three-bank measure is the least 

sensitive to changes in elasticity and 

sample size. The authors highlight 

those policymakers in banking should 

take into account the abovementioned 

parameters when comparing different 

concentration measures.   

The methods used in the 

structural approach are characterised 

by conceptual and practical 

limitations. Over and above the 

arguments brought about earlier in the 

paper, many criticisms have been 

made. The linkage between structure 

and conduct remains uncertain, which 

brings rise to the use of the efficiency 

structure hypothesis. The hypothesis 

entails the concept that the structure 

of the market can reflect differences in 

efficiency rather than the 

competitiveness in the market. When 

using the efficiency structure 

hypothesis, firms with higher 

productive efficiency tend to gain 

market share which, in turn, leads to 
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higher market concentration. This 

means that concentration indices are 

not exogenous and can possibly reflect 

differences in terms of efficiency. The 

most pertinent issue here is the 

difficulty in understanding the 

meaning of the different concentration 

levels. Market structure and 

concentration can be used as proxies 

for a wide variety of conduct-

determining bank and market 

characteristics, these potentially 

include bank size, bank complexity in 

terms of product variety and bank 

activities, information flow within the 

market and the overall size of the 

market (Leon, 2014).  

In terms of empirical 

implementation, a major part of the 

problem includes the definition of the 

market. Incorporating a definition of 

the market, geographical (local, 

regional, or national) as well as 

product, proves to be difficult. This is 

due to the fact that the relevant 

geographical location can differ 

according to the banking activities 

taking place. The usefulness of indices 

used to measure concentration heavily 

relies on the establishment of a correct 

and fully detailed definition of a 

particular market. It is also expected 

that the definition should include all 

relevant substitutes. It is also 

important to note that should a market 

take up a larger geographical area, it is 

likely that indicators at an aggregated 

level possibly exclude information on 

local monopolies. In addition, the true 

market structure granularity may be 

inadequately depicted in some 

geographic locations where relevant 

substitutes do not exist (Bod’a, 2014). 

Samuelson and Nordhaus (1998) 

assert that traditional measures of 

concentration have proved to be 

obsolete as they overlook issues which 

are important to competitive 

performance, such as international 

competition and structural change.  

Although the concentration ratio 

and the HHI have their shortcomings, 

they are advantageous due to their low 

data requirement, which uses the 

number of firms as the simplest index 

(Leon, 2014). Even developing 

countries have the ability to compute 

their concentration indexes at a 

national level. Studies in developing 

countries often calculate 

concentration at a national level due to 

the lack of disaggregated data. This 

has risen concerns around the 

relevance of the concentration 

measures that have been applied in 

research.  



 21 

  
 

Policy makers often use 

concentration indices depending on a 

number of reasons, these include: the 

features of the banking market, their 

observations regarding the relative 

impact which larger and smaller banks 

have in competition in a particular 

market and their insights related to the 

relative impact of size distribution and 

the number of banks (i.e., the impact 

of a new entrant into the market). The 

abovementioned features and 

observations determine the most 

appropriate index. In addition, 

concentration measures differ 

accordingly, based on the weightings 

provided as well as the market 

structures in place. 

The choice of concentration 

measures should be investigated 

carefully before the indices are used to 

draw inferences about the existing 

relationship between concentration 

and other economic factors, such as 

the degree of competition in the 

banking industry (Alegria and 

Schaeck, 2007). Although 

concentration indices have been 

considered sufficient measures for the 

banking industry, they suffer from 

theoretical and empirical limitations. 

This has inhibited researchers in 

developing countries who do not 

necessarily benefit from the rich 

information held by banks. 
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Concentration 

measure  

Formula  Advantages   Disadvantages  Studies   

k-bank 

concentration 
ratio  

𝐶𝑅𝑘 =  Σ𝑖=1
𝑘  𝑆𝑖 

  

The k-bank 

concentration ratio 
allows for the use 

of any number for 

the value of k.   

A merger between 

the smaller firms 
may not be 

accounted for in 

the concentration 

ratio, even though 

the market may 
become more 

concentrated 

Bikker and 

Haaf, 2002.   

Three bank 

concentration 
ratio  

𝐶𝑅3 =  Σ𝑖=1
3  𝑆𝑖 

    

 Simplicity and 

limited data 
requirements  

 The absolute 

measure of 
concentration is 

characterized by 

an arbitrary cut-

off point. So, there 

will be problems 
with using the 

ratio 

comparatively  

 Bikker and 

Haaf 2002 

Five bank 
concentration 

ratio  

   
𝐶𝑅5 =  Σ𝑖=1

5  𝑆𝑖 

  

Reflects similar 
values to the HHI  

Only shows the 
top 5 banks ratio, 

therefore banks 

with a smaller 

market share are 

not accounted for  

 Luga 2013 

Hirschman-
Herfindahl Index  
(HHI) 

 
  

𝐻𝐻𝐼 =  Σ𝑖=1
𝑛 𝑆𝑖

2   

Most widely used, 
easiest data 

sourcing  

  

 HHI is more data 
reliant and it 

requires 

information on 

the market share  

Bikker and 
Haaf, 2002.   

Coefficient of 

Variation   
𝐻𝐻𝐼 =  (𝜂0-1) /2 Used when the 

exact number of 

banks is unknown, 

but information is 

available about 

market size and 
bank size 

classification 

 The sensitivity to 

the entrance of 

very small banks 

into an 

oligopolistic 

market  

 Bikker and 

Haaf 2002 

Summary Table: Structural measures of market concentration 
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Hall-Tideman 

Index  

𝐻𝑇𝐼 =  1/(2Σ𝑖=1
𝑛  𝑖𝑠𝑖 – 1)  Emphasis is put 

on the absolute 
number of banks 

by allocating each 

bank a weight by 

its ranking  

 The value of the 

index is heavily 
influenced by 

small banks in 

the size 

distribution 

 Bikker and 

Haaf 
2002 

Comprehensive 

Industrial 
Concentration 

Index  

𝐶𝐶𝐼 =  𝑆1 + Σ𝑖=2
𝑛 𝑠𝑖

2(1 + (1 − 𝑠𝑖)) 
  

  

 Reflects both 

relative dispersion 
and absolute 

magnitude  

 The accentuation 

of the dominant 
bank at the 

expense of the 

rest 

 Bikker and 

Haaf 
2002 

Hannah and Kay 
Index  

𝐻𝐾𝐼 =  (Σ𝑖=1
𝑛  𝑠𝑖

𝛼)1/(1−𝛼) 

  

Reflects ideas 
about changes in 

concentration as a 

result of the entry 

and exit of banks 

in the market  

Largely reflects 
entry and exit of 

banks in the 

market. 

 Bikker and 
Haaf 
 2002 

U-Index  𝑈 =   𝐼𝛼𝑛−1 

  

Allows flexibility in 
weight given 

inequality (I) and 

the number of 

banks (n) by 

varying 𝛼 

Deconcentrating 
effect is 

maximized where 

entrant is at 

exactly the 

average effective 

size 

 Bikker and 
Haaf 2002 

Hause Index  𝐻𝛼(𝛽, {𝑠𝑖})  = Σ𝑖=1
𝑛 (𝑠𝑖

2  
+  (𝑠𝑖  (𝐻𝐻𝐼 
−  𝑠𝑖

2))𝛽) 

 Captures the 
degree of collusion  

 The degree of the 
index in 

theoretical terms 

depends quite 

crucially on the 

specification of 𝛼 

 Bikker and 
Haaf 2002 

Entropy Measure   𝐸 =  − Σ𝑖=1
𝑛  𝑠𝑖  𝑙𝑜𝑔2𝑠𝑖 Index ranges 

between 0 and log2 

   Bikker and 

Haaf 2002 

Gini coefficient    Gini=(
2

𝜇𝑛2
)∑ni=1𝑖𝑋𝐼 – (n+1)/2 

  

  Said to 

undervalue the 

performance of 

the larger banks  

Bikker and 

Haaf 2002  
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5 Non-structural approaches 

The structural models link competition 

to concentration. The shortcomings of 

the structural approach have led to 

several attempts to collect empirical 

evidence on the nature of competition, 

by making direct observations of the 

conduct. 

In response to the problems 

found in the structural approach, non-

structural measures of competition 

have been developed. The aim of these 

measures is to directly assess the 

competitive behaviour of firms. The 

first set of non-structural measures is 

based on oligopoly theory and a static 

model of competition.  This set 

includes measures known as bank 

concentration ratio, the Lerner Index, 

the conjectural variation model, the 

Panzar-Rosse model and the 

Bresnahan model. 

Further to that, other non-

structural measures, such as the 

Boone indicator, have been developed 

to enable an analysis of the dynamic of 

the market rather than the static 

nature of the market. 

The choice of certain measures 

and the subsequent indicator will 

influence the conclusions made 

regarding the implications of 

competition. As expected, the choice in 

the techniques used will involve a 

trade-off.  

5.1 Lerner index 

The Lerner index, also referred to as 

the price-cost margin, acts as a 

measure of market power in empirical 

research and is primarily understood 

as the difference between output prices 

and marginal costs relative to prices 

(Iveta, 2012). 

The separation between the 

firm’s price and the firm’s marginal 

cost help identify the market power of 

a firm. The firm’s ability to price their 

goods or services above marginal cost 

(market power) is an important 

economic concept since, inter alia, it is 

able to illustrate the way in which 

imperfectly competitive markets get 

around the perfect competition 

benchmarks (Iveta, 2012). 

In a perfect competition, it is 

expected that the price and marginal 

cost will be equal, but that the two will 

diverge in less competitive 

environments. A larger gap between 

price and marginal cost will indicate 

greater monopoly power. The Lerner 

index is zero in situations of perfect 



 25 

  
 

competition to the inverse of the price 

elasticity demand when a monopoly or 

collusion6 are present. 

The index was formalised in 

1934, to measure the mark-up a firm 

can charge over its marginal cost. The 

index provides succinct measure of 

market power but is limited in use, and 

has only been recently applied to 

banking, due to the difficulty in 

measuring costs or obtaining 

information pertaining to costs in 

practice. 

The Lerner index is a good 

measure of individual market power 

and has allowed researchers to 

compute the pricing market power of a 

single bank. From a banking 

perspective, this index has been 

advantageous in its ability to be bank-

specific and to allow for variance over 

time, which has allowed for 

comparison of market power to be 

made among banks over a certain 

period. Researchers have attempted 

 
6 Collusion has been defined as an agreement between, 
or concerted practice by, firms, or a decision by an 
association of firms, between parties in a horizontal 
relationship (competitors); this behaviour is prohibited 
if – (a) it has the effect of substantially preventing, or 
lessening, competition in a market, unless a party to the 
agreement, concerted practice, or decision can prove 
that any technological, efficiency or other 
procompetitive gain resulting from it outweighs that 
effect. Collusion involves any of the following restrictive 
horizontal practices: (i) directly or indirectly fixing a 

assessing bank concentration, as a 

proxy for competition, by obtaining the 

average Lerner indices. 

In addition, the Lerner index has 

been a popular measure as it is simple, 

straight-forward and does not have 

rigorous data requirements. Over and 

above the index’s ability to offer a 

bank-year specific measure of market 

power, it has also offered the 

opportunity to study the evolution of 

bank pricing behaviour over a period of 

time. The index does not require a 

strict definition of the market and has 

proved to be flexible as it allows for 

market power measurements to differ 

across banking markets (both 

geographic and by product offering).  

As with most indices, the Lerner 

index still suffers its own shortfalls. In 

many cases, the Lerner index has been 

merely considered a measure of pricing 

market power and not a proxy for 

competition, as intended. 

purchase or selling price or any other trading condition; 
(ii) dividing markets by allocating customers, suppliers, 
territories, or specific types of goods or services. 
(Competition Act, 1998). Collusion as defined in the 
competition act is not presumed by the level of 
concentration in a particular industry. Specific 
uncompetitive effects of this behaviour must be shown. 
This further substantiates the point made that, high 
levels of concentration do not imply uncompetitive 
behaviour.  
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5.2 Conjectural variation 

model 

The Lerner index is unable to make the 

necessary distinction between markets 

which have achieved high margins due 

to inelastic demand and markets 

which have high margins due to less 

competition or collusion. In order to 

overcome this problem, the 

conjectural-variation model was 

introduced. The main objective of this 

model was to control the variations of 

the Lerner index, which are due to the 

demand changes and thus isolate the 

firms’ competitive behaviour.  

The conjectural variation 

methodology is used to confront beliefs 

that a single firm has concerning the 

way its competitors may react if it 

varies its output or price. 

The conjectural variation 

method is widely used in a banking 

perspective where the extent to which 

one firm’s change in its output 

initiatives will trigger changes in the 

outputs of its rivals in the same market 

(which is the conjectural variation 

parameter). This model is manipulated 

into a different form of the Lerner 

index, where the elasticity of demand 

and the market share of the individual 

firm is included. 

However, in practice, the 

conjectural elasticities model is 

employed instead of a conjectural 

variation analysis. The conjectural 

elasticity ranges from zero to one, 

where one is considered a collusive 

situation. 

Although the model aims to fix 

the shortcomings of the Lerner index, 

in identifying the variation in firm 

behaviour, the conjectural variation 

framework still has its shortcomings. 

The model is merely an elasticity 

adjusted Lerner Index meaning that 

the concerns brought forward about 

the Lerner index (mentioned above) 

still apply. 

For studies with less mature or 

saturated bank markets, the study 

does pose a few econometric 

drawbacks. These include issues 

around the risk of multicollinearity 

when additional interactions within 

the market are considered and sample 

size issues when a limited number of 

observations is considered. The latter 

issue is the is most problematic since 

concerns around concentration, and 

competition, occur mostly in markets 

with few suppliers. As a result of this, 

doubts about the conclusions 

formulated may rise. In addition, the 
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estimated parameters could exhibit a 

bias if the sample does not consider 

the market in its entirety.  

5.3 Panzar-Rosse model 

The Panzar-Rosse model is the most 

widely applied assessment and proxy 

of competition in banking literature. 

The model acts as an indicator for the 

transmission of input prices on the 

firms’ revenue. It has been found that 

weak transmission indicates the 

exercise of market power in pricing and 

higher values indicate greater 

competition within the market.  

Again, the two extremes are 

collusion and competition in the 

market. In a monopolistic situation, 

the marginal cost is equal to the 

marginal revenue at equilibrium.  

When the input prices increase, 

marginal cost will increase. Therefore, 

to maintain the equilibrium between 

the marginal cost and revenue, it is 

expected that the monopoly will 

increase the marginal revenue by 

reducing the total quantity. In their 

model, Panzar and Rosse (1977) make 

it clear that total revenue is reduced if 

the price elasticity of demand exceeds 

one. We would expect that an increase 

in marginal cost should reduce 

quantity and increase output price. If 

the demand elasticity is above one, the 

loss experienced from a reduction in 

quantity is not compensated for by the 

gain from an increase in price. In 

contrast, a competitive market will 

exhibit an increase in input prices 

which encourages an increase in total 

revenue. A firm’s total revenue will 

increase by the same percentage as 

increases in input prices in competitive 

markets. 

Thus, for this model, identifying 

competitive conditions is done by 

calculating the sum of elasticities of 

the revenue with respect to all the 

input prices. A market is considered 

competitive when the transmission of 

cost is transferred significantly into 

revenue changes.  

The Panzar-Rosse model has 

been favoured since it does not have 

stringent data requirements and 

proposed a simple methodology. The 

model can be completed using a small 

number of observations, which would 

be beneficial for studies related to 

developing and less mature banking 

industries. Additionally, the model 

only requires data from the firms 

which are included in the sample in 

order to estimate the revenue 
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equation, which is advantageous for 

cross-country observations.  

However, the model is not short 

of inadequacies. The econometric 

identification and the interpretation of 

the H-statistic (which is the sum of the 

elasticities of the total interest revenue 

of banks sampled with respect to the 

factor prices) have proved to have 

shortfalls. A long-run competitive 

equilibrium will present an H statistic 

equal to one, while a sample of 

observations which are part of a profit 

maximising monopoly will present an 

H below or equal to zero. Nevertheless, 

theoretical studies have previously 

reported that the H-statistic can be 

negative in a competitive market and 

positive for a monopoly. A negative H 

statistic can also be found in highly 

competitive situations. For firms 

experiencing constant elasticity of 

demand, further research has found 

that the H statistic can be an 

increasing or decreasing function of 

the Lerner index. In other words, 

higher values of the H-statistic do not 

necessarily imply lower market power.  

As a result, the interpretation of 

the H-statistic is more complex than 

the Panzar-Rosse model predicts. The 

interpretation of the H-statistic 

depends on the hypotheses related to 

demand elasticity, the cost function 

and the hypothesis related to the 

market equilibrium.  Applied 

economists find difficulty testing the 

hypotheses (excluding those made 

around market equilibrium).  

The Panzar-Rosse model 

requires more information about the 

costs, market equilibrium and in other 

cases even the market demand 

elasticity is required to make 

interpretations, which is information 

that is not easy to obtain.  

An alarming shortfall of the 

model is that disequilibrium 

undermines the reliability of the 

Panzar-Rosse model. A sample size 

with firms of differing sizes within the 

same market  

In addition to the difficulties 

mentioned above, the Panzar- Rosse 

model suffers from additional 

limitations. The Panzar-Rosse model is 

highly sensitive to monopsony power. 

It is expected that the inputs will be 

homogenous and that their prices are 

exogenously fixed. A bank’s behaviour 

may resemble that of a monopsony 

when alternative savings products are 

not available. This sort of market 

power would result in higher H-
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statistic values and thus mask any 

market power present on the output 

side. Alternative non-structural 

approaches are less subject to the 

monopsony issue.  

5.4 Boone indicator 

Each indicator is based on a set of 

different assumptions and is put in 

place to measure different things. The 

above set of non-structural measures 

are based on standard oligopoly 

theory:  

THE Lerner index makes an 

assessment of the average 

pricing market power. 

THE conjectural-variation 

model makes observations of the 

manner in which rival banks 

react to changes in a chosen 

bank’s behaviour.  

THE Panzar-Rosse model 

investigates the way in which 

changes in input prices are 

transmitted in revenue.  

The primary advantage of these 

models is that they allow 

differentiation between possible 

situations, such as collusion, perfect 

competition and imperfect competition 

(oligopoly). However, these models do 

not reflect the dynamics in the market 

and non-pricing strategies. An 

additional measure was put in place to 

take such factors into account, the 

Boone indicator, which has been 

extensively used in banking literature. 

The Boone indicator begins with 

the notion that in a more competitive 

market, firms receive harsher 

punishment (in terms of profit) for 

inefficiencies. It is expected that firms 

which prove to be more efficient will 

achieve greater performance, which is 

evidenced through higher profits at the 

expense of their less efficient rivals. 

More efficient firms are more likely to 

attract greater market share.  

An increase in competition can 

decrease the output of firms, where the 

decrease will be smaller for more 

efficient firms. As a result, we can note 

that the relative profit difference 

between efficient and inefficient firms 

is sensitive to the degree of 

competition.  

The Boone indicator measures 

the way in which the relative profit 

difference can provide an indication of 

the level of competition in practice. The 

indicator is technically intensive, 

although practically applicable. 

Researchers often measure the 
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strength of the relationship between 

efficiency and performance. The theory 

reflects the fact that higher the 

marginal cost, is associated with lower 

profits. The value of the Boone 

indicator should be lower the more 

competitive market conditions are.  

The main advantage of the use of 

the Boone indicator approach is that 

the relationship between costs and 

profits is continuous and remains the 

same. The approach is favourable 

because it avoids the theoretical 

drawbacks of price-cost margin 

measures. In addition, the Boone 

indicators are consistently related to 

competition, whereas the identification 

of a situation on the Panzar-Rosse 

model proved to be an issue. Studies 

have proven that, the existence of the 

binding interest rate regulations banks 

have to adhere to, renders the Boone 

indicator more robust than other 

measures. Moreover, the approach is 

advantageous for developing countries 

since it only requires information on 

profits or market shares and costs, no 

information on prices is required. One 

technical advantage is that the 

approach only uses a simple linear 

econometric specification to reach a 

conclusion, where only one equation 

with one exogenous variable is used.  

The Boone indicator has its 

limitations like all other models. The 

approach focuses on one important 

relationship, which is affected by 

competition and does not consider 

other aspects. As noted earlier, greater 

efficiency may not necessarily 

translate into lower prices or higher 

profits for a firm in the short term. A 

bank may invest in efficiency gains to 

cope with competition. Such gains 

include developing a new product, 

building more branches, increasing 

accessibility to ATMs, etc. Research 

finds that when the Boone indicator is 

assessed year by year rather than over 

a full sample period, distortions 

related to the translations of the 

efficient gains are more likely.  

5.5 Bresnahan model 

The Bresnahan model has been 

applied as a non-structural test for the 

degree of competitiveness in the 

banking industry. The model can be 

used when there is no cost or profit 

data available, by making use of 

industry aggregate data to measure 

competition. The model presents a 

short-run analysis for the empirical 

understanding of the market power of 

an average bank.  
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The objective of the Bresnahan 

model is to identify the ways in which 

the price and quantity react to the 

changes in exogenous variables, which 

will reveal the degree of market power 

of the average bank in the industry. 

The Bresnahan model accepts the 

standard set in the literature, where 

deposits are considered as an input 

rather than an output of the bank. The 

theoretical model considers the bank’s 

output to be loans. Using a profit 

function for the average bank, the 

variable costs are made a function of 

the output of a bank, as well as the 

exogenous variables that affect 

marginal costs, but do not affect the 

industry demand function. 

Taking it further, authors have 

found that the inverse demand 

function which banks will face, is 

characterised by prices which are a 

function of exogenous variables 

affecting the industry demand, but not 

the marginal cost and outputs of each 

of the banks included in the sample 

size. Further to that, the first order 

profit maximisation of individual 

banks is conducted where the sum of 

all banks is considered and the 

measure of the level of competition in 

the banking industry is found. The 

measure used in this case is merely a 

representation of the “function of the 

conjectural variation of the average firm 

in the market.”, 

This model takes the fact that 

banks depict different behaviour which 

is dependent on the market structure 

in which they operate. In addition, the 

model does not ignore the relationship 

between market contestability and 

revenue behaviour of individual firms, 

which is ignored in the structural 

methods.  

The Bresnahan model is 

advantageous due to the fact that it 

requires macroeconomic time-series 

data, which is easier to obtain than 

microeconomic. However, in the case 

of developing countries, this data is not 

as readily available. In addition, the 

empirical applications of the 

Bresnahan model are scarce.  

Having used the Panzar-Rosse 

model and the Bresnahan model, 

combined research done by the 

National Treasury, the Competition 

Commission South Africa and the 

University of Witwatersrand, 

Simbangevi, et al, 2013 found that 

these two models suggest that the 

South African banking industry is 

monopolistic in nature. 
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Concentration 

measure  
Formula  Advantages   Disadvantage

s  
Studies 

  
Lerner Index  

𝐿𝑖

𝑃(𝑄) − 𝐶′𝑞𝑖(𝑞𝑖 , 𝑤𝑙)

𝑃(𝑄)
 

 

  

Good measure 

of individual 

market power 

and has 

allowed 
researchers to 

compute the 

pricing market 

power 

Limited in use 

because of 

difficulty in 

obtaining 

information 

Iveta 

2012 

The Conjectural 

variation model  
  𝑃 = 𝐶′𝑞𝑖  - ⋋𝑖 = 𝐶′𝑞𝑖  −  

𝜃𝑖

�̅�𝑖
 

 

 

Aims to fix the 

shortcomings 
of the Lerner 

index by 

identifying 

variation in 

firm behaviour 

For studies 

with less 
mature or 

saturated 

bank markets, 

the study 

posses a few 

econometric 
drawbacks  

  

Panzar and 

Rosse Model  
   H = Σ𝑘=1

𝑚 [(
𝛼𝑅∗

𝑖

𝛼𝑤𝑘𝑖
)(

𝑤𝑘𝑖

𝑅∗
𝑖
)] 

 

 

Does not have 

stringent data 

requirements 

and has a 

simple 
methodology  

The 

interpretation 

of the H-

statistic is 

more complex 
than the 

model predicts 

 Panzar 

and 

Rosse 

1977 

Boone Indicator  𝑞𝑖(𝐶𝑖)  

=  
[( 2

𝑏
𝑑

− 1)𝑎 − (2
𝑏
𝑑

+ 𝑁 − 1)𝑚𝑐𝑖 + 𝛴𝑗𝑚𝑐𝑗)]

[(2𝑏 +  𝑑(𝑁 − 1))(2
𝑏
𝑑

−  1)]
 

 

No 

information 

on prices is 

required and 

it uses a 
simple linear 

econometric 

specification 

to reach a 

conclusion  

Approach 

focuses on one 

important 

relationship 

which is 
affected by 

competition 

and does not 

consider other 

factors  

Stejn 

(2008) 

Euro 

Central 

Bank 
Paper  

Bresnaham 
Model   

 p+f'(X)Xλ = c'(xi)  
 

 

Requires 
macroeconomi

c time series 

data which 

easier to 

obtain than 

micro-
economic data 

Empirical 
applications 

are scarce and 

data for 

developing 

countries is 

not readily 
available  

 Stejn 
(2008) 

Summary Table: Non-structural measures of market concentration 
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6   Finding value in the HHI 

The public availability of official bank 

data, through the South African 

Reserve Bank website, provides a 

useful source for the data required to 

calculate concentration in the banking 

industry using the HHI. 

In South Africa, the banking 

industry as measured by the HHI, has 

demonstrated that since 2015, 

it is possible to achieve a 

moderately concentrated status 

with 36 registered banks. Our 

analysis shows, that by actively 

reducing the size of the four 

largest banks, splitting them 

into two equal halves, the 

number of banks moves from 36 

to 40 banks and significantly improves 

the outcome of the HHI from 

approximately 1800 to approximately 

935 and the South African banking 

industry is reclassified as highly 

competitive, breaching the lowest 

category of concentration, below 

1 000. 

Creating eight banks out of the 

big four South African banks 

dramatically “evidences” competition, 

as measured by the HHI, but does not 

measure competition or the impact on 

social welfare. The benefit to the 

customer in this exercise remains 

static. 

In Graph 11 we can split our 

data set into two, measuring a period 

of 34 months from the later part of 

2015, only 4 months were marginally 

over the threshold of 0.180, 

characterising the industry as 

moderately concentrated. 

 

It is important to acknowledge 

that when reviewing the earlier data 

set, that starts in January 2008 to the 

end of 2015, the average HHI was 

0.185 with a high of 0.191, supporting 

the view that the South African 

banking industry was consistently in 

the highly concentrated category, but 

at the lower boundary of the 

calculation that goes to 10 000. 

The banking industry, based on 

the data collected from 2015, is clearly 

moderately concentrated with the 
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presence of four large commercial 

banks. Periodic moves across this 

threshold, as was in the case from 

October to December in 2016 and 

again in February 2017, need to be 

explained before labelling the economy 

as highly concentrated.  

The rest of this paper examines 

the many facets that cannot be derived 

from the mathematical models 

presented earlier. The value 

proposition of safety and soundness to 

society and the construct of the 

banking industry, may not be as value 

destructive to society as the models 

indicate. The measurement of 

concentration linked to the 

assumption developed through the 

structure-conduct-performance 

paradigm, alluded to earlier, that more 

concentrated markets are more 

collusive, may therefore not be 

accurate.  
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CHAPTER 2 

Establishing a market 

An important feature of the 

measurement of concentration is to 

establish the market to be measured. 

A business must be licensed as a bank 

and therefore, a defined market of 

banking can be established. 

 However, the acceptance of 

deposits may constitute a market for 

banks, but the lending products 

created by the banks are no longer 

exclusively provided by banks as they 

compete with non-bank service 

providers. 

Detailed information on the 

banking industry has been published 

for decades. Publishing concentration 

ratios for the banking industry began 

in 2008 and is included in the South 

African Reserve Bank Financial 

Stability Review. This was 

complimented with statistics on the 

size and composition of the banking 

industry, released at a granular level 

on the South African Reserve Bank 

 
7 Market power means the power of a firm to control 
prices, to exclude competition or to behave to an 

website, enabling retrospective 

analysis of the banking industry. 

 What is important to 

understand, is what is being measured 

and what insights can be drawn from 

these traditional concentration ratios. 

At the heart of competition policy is the 

academic proposal that large firms can 

extort more profits from society 

because of their size. Large firms are 

said to have market power7 and can 

even behave collusively in certain 

instances, to ensure they retain this 

market power and the profitability 

associated with it. The negative effect 

of this behaviour is the loss of social 

welfare. 

7  Market structures 

To understand the effects of 

market power on society, economic 

theory offers four hypothetical types of 

basic market structures. These market 

structures are designed around their 

key differentiating elements to provide 

appreciable extent independently of its competitors, 
customers or suppliers – Competition Act 89 of 1998 
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the clearly defined markets of perfect 

competition, monopolistic competition, 

oligopoly and monopoly and are briefly 

presented below. 

Perfect competition is 

characterised by a market that has 

many buyers and sellers, ensuring 

that no single buyer or seller can 

change the market price for everyone 

else. An important additional 

characteristic is the homogeneity of 

the product, be it goods or services, the 

product must be largely the same, 

preferably identical. 

To a lesser extent, firms are 

assumed to be profit maximisers and 

those wishing to enter or exit the 

market must be free to do so. 

The opposite to a perfectly 

competitive market is a monopoly, 

usually identified by a single firm. The 

key characteristic of a monopoly is that 

it can set the price for its product 

without fear of losing market share to 

a competitor. Monopolies are not 

automatically bad; they merely present 

another market structure. 

In some instances, a monopoly 

can exist for the benefit of society, 

theoretically generating economic 

welfare. This may occur where there is 

single resource that is owned by the 

monopolist, where the costs of 

production are reduced by having a 

single firm, or where a licence is issued 

to a single entity.  

 Between these two extremes in 

market design, described as perfect 

competition and monopoly, lies two 

additional markets of the oligopoly and 

monopolistic competition. The 

oligopoly is characterised by a market 

with a few firms selling a similar or 

identical product, whilst a market 

structure where there are many firms 

selling similar but not identical 

products is called monopolistic 

competition. 

Table 3 

Market 

Structure 

Number 

of 

sellers 

Number 

of 

products 

Barriers 

to entry 

Perfect 

competition 

Many One None 

Monopoly One One Severe 

Oligopoly Few One Severe 

Monopolistic 

competition 

Many Many 

imperfect 

substitutes 

None 

. 

 

Each market structure has a set 

of assumptions, reflecting the potential 

differences in decision-making 

behaviour of these markets, and the 

See glossary of terms 
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associated profits they can make. 

However, it is equally important to 

recognise the limitations of these 

theoretical constructs, in that these 

academic markets may not actually 

exist. 

The benefit of describing these 

market structures is to illustrate the 

underlying economic principles 

assigned to each of the four markets, 

which may provide a better framework 

to understand possible drivers of 

behaviour. This in turn provides an 

opportunity to frame competition (anti-

trust) policy. Concentration models as 

described in Chapter 1 are often used 

by competition authorities to interpret 

the effect of new entrants to the market 

and mergers and acquisitions within 

an industry, rather than used as a 

measure of absolute value to society. 

The Jali Commission8, restricted 

by the option of only four market 

structures, categorised the banking 

industry as an oligopoly “…with a 

fringe of smaller players” when it 

considered the market structure for 

personal transaction accounts9 and by 

 
8 Report to the Competition Commissioner by the 

Enquiry Panel – Chapter 2 
9 Personal transactional accounts are described as 
“ordinary current accounts and transmission accounts 

default the broader retail banking 

services offered in South Africa. 

8  Banking as a market 

A clear understanding of the four 

market structures can then be overlaid 

with any of the 17 concentration 

measures designed to express an 

opinion of the concentration within the 

banking industry. 

The definition of what 

constitutes a market, for the purpose 

of defining the participants to be 

included in these traditional measures 

of concentration, is another key 

variable. When establishing a market 

for competing firms, the suppliers of 

the commodity or service must form a 

market as defined by their product and 

geography10. In this way, firms that are 

similar but not competitors can be 

excluded from the calculation. 

A popular approach has been to 

consider the banking industry as a 

holistic market and to measure 

concentration within that market. 

With publicly available data and a 

clearly identifiable market it can lend 

(savings accounts with transactional facilities) that are 
used by individual consumers” by the  ali Commission 

10 Bikker, J. A. and Haaf, K. (2002). Measures of 
competition and concentration in the banking 
industry: a review of literature. 
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itself to concentration measures such 

as the HHI, largely due to the 

simplicity of this measure. 

The use of the term ‘bank’ in a 

firm’s name is also restricted11 and 

requires the permission of the South 

African Reserve Bank, who own the 

rights to the word ‘bank’12. Excluding 

the South African Reserve Bank, the 

banking industry can then be easily 

identified by the inclusion of the word 

bank in their company name, apart 

from Société Générale that does not 

use the word bank. 

Conducting the business of a 

bank does require a license and 

therefore all registered banks, in 

theory, constitute an identifiable 

market. As of 2018, there are 36 

registered banks in South Africa13. 

The business of a bank can be 

explained as the taking of deposits 

from the general public and the use of 

those deposits to on-lend, invest or 

finance individuals and firms. The 

business of a bank is defined in the 

Bank Act, 1990 (Act No.94 of 1990) as 

amended, as: 

"the business of a bank" means - 

 
11 Principle 4 of the document “Core Principles for 
Effective Banking  upervision”  eptember 2012 

(a) the acceptance of deposits 

from the general public 

(including persons in the 

employ of the person so 

accepting deposits) as a 

regular feature of the 

business in question; 

(b) the soliciting of or advertising 

for deposits; 

(c) the utilization of money, or of 

the interest or other income 

earned on money, accepted 

by way of deposit as 

contemplated in paragraph 

(a) - 

(i) for the granting by any 

person, acting as lender 

in such person’s own 

name or through the 

medium of a trust or a 

nominee, of loans to other 

persons; 

(ii) for investment by any 

person, acting as investor 

in such person’s own 

name or through the 

medium of a trust or a 

nominee; or 

12 It is common practice to refer to the South African 
Reserve Bank as “The Bank” 
13 See www.resbank.co.za 
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(iii) for the financing, wholly 

or to any material extent, 

by any person of any 

other business activity 

conducted by such person 

in his or her own name or 

through the medium of a 

trust or a nominee; 

(d) the obtaining, as a regular 

feature of the business in 

question of money through 

the sale of an asset, to any 

person other than a bank, 

subject to an agreement in 

terms of which the seller 

undertakes to purchase from 

the buyer at a future date the 

asset so sold or any other 

asset; or 

(e) any other activity which the 

Registrar has, after 

consultation with the 

Governor of the Reserve 

Bank, by notice in the 

Gazette declared to be the 

business of a bank…” 

The simplicity of creating a 

market using the requirement of a 

registered bank, does not recognise 

 
14 There are three registered mutual banks, Finbond 
Mutual Bank; GBS Mutual Bank and VBS Mutual Bank. 

that there are different banking 

licenses and multiple financial 

markets. Not all banks participate in 

these markets, and some are even 

restricted by their licensing conditions.  

There are three broad banking 

licenses issued by the South African 

Reserve Bank. They are: 

A general or commercial bank 

license regulated under the 

Banks Act, 1990 (Act No.94 of 

1990) 

A co-operative license regulated 

under the Co-operatives Act, 

1981 (Act No. 91 of 1981) 

A mutual14 bank license 

regulated under the Mutual 

Banks Act, 1993 (Act No.124 of 

1993) 

A dedicated bank license, announced 

in the dedicated banks bill of 2004, 

was not promulgated. 

 An example of the differences 

between banking licenses would be the 

introduction of co-operative banks. 

These banks may take deposits but in 

terms of the definition15 of a co-

At the time of compiling this list, VBS Bank was in 
liquidation. 
15 Co-operative Banks Act No 40 of 20017 



 40 

  
 

operative bank under the Co-operative 

Banks Act, its members: 

“(a) are employed by a common 

employer or who are employed 

within the same business 

district; or 

(b) have common membership in 

an association or organisation, 

including a religious, social, co-

operative, labour or educational 

group; or 

(c) reside within the same 

defined community or 

geographical area.” 

Differentiated licenses can 

influence the number of participants 

in each market, introducing both 

geographic and product dimensions 

that justify exclusion.  

The more popular general 

banking licence, held by 33 South 

African banks can be further divided 

into the control exercised by the 

shareholders of the bank, creating 

distinct markets segments. There are 

three sub-categories of general or 

commercial bank identified by 

ownership, and they are: 

Locally controlled banks: 

11 banks are described as 

locally controlled. The local 

control is derived from the head 

office or controlling company 

being headquartered in South 

Africa. The Prudential Authority 

is also the primary regulator of 

these banks. Where a locally 

controlled bank has an 

international footprint, the 

regulator in-country would take 

responsibility with the 

Prudential Authority actively 

supporting the in-country 

regulator.     

African Bank Limited 

Bidvest Bank Limited 

Capitec Bank Limited 

Discovery Bank Limited 

FirstRand Bank Limited 

Grindrod Bank Limited 

Investec Bank Limited 

Nedbank Limited 

Sasfin Bank Limited 

The Standard Bank Limited 

UBANK Limited 

Foreign controlled banks: 

There are seven foreign 

controlled banks. These banks 

have a majority shareholding 

that is foreign owned. 
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Absa Bank16  

Albaraka Bank Limited  

Commonwealth Bank of South 

Africa Limited trading as 

TymeDigital17  

Habib Overseas Bank Limited  

HBZ Bank Limited 

Mercantile Bank Limited 

The South African Bank of 

Athens Limited 

Branches of foreign banks: 

There are 15 domestic branches 

of internationally headquartered 

banks. These branches report 

their activities to both the South 

African Reserve Bank as well as 

their parent offshore and often 

rely on their parent for technical 

and other support. 

Bank of Baroda 

Bank of China Limited 

Johannesburg Branch 

Bank of India 

Bank of Taiwan South Africa 

Branch 

 
16 Absa Bank is listed as foreign controlled because of 
the majority shareholder being Barclays plc. At the 
time of compiling this list the unbundling of Barclays 
had been completed but not updated on the South 
African Reserve Bank website. 

BNP Paribas SA 

Canara Bank 

China Construction Bank 

Corporation – Johannesburg 

Branch 

Citibank N.A. 

Deutsche Bank AG 

HSBC Bank plc – Johannesburg 

Branch 

Icici Bank Limited 

JPMorgan Chase Bank, N.A. 

(Johannesburg Branch) 

Société Générale 

Standard Chartered Bank – 

Johannesburg Branch 

State Bank of India 

The business model of each of 

these banks will differ by category and 

between competing banks in a 

category. Certain banks may focus on 

one market relying on their parent to 

provide access to other markets, while 

other banks are dedicated to their 

global clients, servicing them in South 

Africa. 

17 90% of TymeDigital bank was acquired towards the 
end of 2018 by a South African investor African 
Rainbow Capital. At the time of compiling this list the 
South African Reserve Bank website had not been 
updated. 
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Products and services offered by 

the bank to South African customers 

may also differ as they need not only 

the SARB to support the product, but 

also their head office approval. 

Many of the internationally 

headquartered banks do more 

business off their head office balance 

sheet, with South African customers, 

than is done locally, distorting their 

contribution through the data sets, 

used to establish measures of 

concentration. 

Measuring concentration in the 

banking industry, based on the 

requirement to be licensed as a bank 

introduces complexity not easily 

understood by the output of the 

models.  

9  Determining the boundary 

There are two factors that need to be 

considered when constructing a 

market that will intentionally exclude 

firms that are similar, but not 

competitors.  They are the geographic 

proximity to the market and the 

similarity of product offering. 

 

 

10  Geographic proximity 

When considering the footprint of 

banking operations, it is reasonable to 

conclude that a locally controlled bank 

with operations in countries outside 

South Africa, must be adjusted by its 

foreign operations. This adjustment is 

necessary to be comparable with other 

locally controlled banks with an 

exclusively domestic footprint, for 

purposes of measuring competition in 

South Africa. Only the local South 

African operations can be compared, 

which includes the local operations of 

branches of internationally 

headquartered banks in South Africa. 

This implies that when 

constructing a market, the geographic 

presence of a bank, must be adjusted 

for their international operations in 

order to establish a market that will 

make domestic comparisons more 

meaningful. 

Another geographic dimension 

are comparisons between domestic 

banks registered under the Banks Act, 

permitted to establish a national 

footprint, which should not be 

compared with a co-operative bank 

that is limited to a specific community. 
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Image 1 demonstrates the footprint of 

one of the large four banks in South 

Africa. 

Source: The Banking Association South Africa 

 

This approach may be required 

for a bank with regional services in 

only one area of the country. They 

should not be compared to a full-

service bank offering a national 

footprint. 

The footprint of two smaller 

regional banks is depicted in the 

Image 2 below. 

Source: The Banking Association South Africa 

 

A picture of a national 

banking footprint with the big 

four banks a few smaller banks 

and no branches of 

internationally headquartered 

banks is provided in Image  3 

        Source: The Banking Association South Africa 
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The following table18 shows the 

provincial populations according to the 

2011 National Census and the 2018 

mid-year population estimates by 

Statistics South Africa.  

Table 4: Provincial Population 

 

The table when compared to the 

map shows that banking industry 

invests in servicing the population 

proportionately with higher levels of 

infrastructure in areas of greater 

population density. 

 

 

 

18 Stats SA:Census Statistical Release 2019 

11  Product view 

In the product view, the establishment 

of a market for banking, also provides 

several additional dimensions. The 

first consideration is the application of 

the licencing requirement which 

is based on deposit taking, the 

taking of deposits from the 

general public. 

At this juncture we must 

note that the HHI is normally 

calculated on the total assets of 

the bank rather than on deposits, 

the exclusive right to accept 

deposits from the general public, 

associated with a bank license. 

 Deposits form a specific category 

of total liabilities. A deposit is defined19 

as:  

“(x) "deposit", when used as a 

noun, means an amount of 

money paid by one person to 

another person subject to an 

agreement in terms of which…” 

The regulatory approach 

towards depositors is that they are less 

sophisticated and therefore require 

 
19 The Banks Act 94 of 1990 as amended 

Rank Province

 Population  %  Population  %  Population  % 

1 Gauteng  12 272 263          23,7  13 200 300          24,0     14 717 000          25,5 

2
KwaZulu-

Natal
 10 267 300          19,8  10 919 100          19,9     11 384 700          19,7 

3
Western 

Cape
   5 822 734          11,2    6 200 100          11,3       6 621 100          11,5 

4 Easter Cape    6 562 053          12,7    6 916 200          12,6       6 522 700          11,3 

5 Limpopo    5 404 868          10,4    5 726 800          10,4       5 797 300          10,0 

6
Mpumalang

a
   4 039 939            7,8    4 283 900            7,8       4 523 900            7,8 

7 North West    3 509 953            6,8    3 707 100            6,7       3 979 000            6,9 

8 Free State    2 745 590            5,3    2 817 900            5,1       2 954 300            5,1 

9
Northern 

Cape
   1 145 861            2,2    1 185 600            2,2       1 225 600            2,1 

South Africa  51 770 561        100,0  54 957 000        100,0     57 725 600        100,0 

2011 census 2015 mid-year 2018 mid-year estimate

https://en.wikipedia.org/wiki/South_African_National_Census_of_2011
https://en.wikipedia.org/wiki/Statistics_South_Africa
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more protection than an investor, 

another category of liability. Investors 

consciously take risk in pursuit of 

higher returns and are therefore 

expected to be more sophisticated and 

willing to absorb the losses associated 

with the higher risk. Another category 

of liability is capital, the investment 

made by shareholders. There are many 

other accounting entries that make up 

the balance of total liabilities. 

Accounting convention requires 

a bank’s assets and liabilities to 

balance, but the popular approach of 

using total assets as a proxy for bank 

size may not relate to the licensing 

arrangement. The intangible assets of 

a 150-year-old bank brand will not be 

explained by the mathematical models. 

 The regulations as they are 

applied to banks, focus extensively on 

the lending activities of a bank, 

ensuring that banks lend 

appropriately with stringent measures 

designed to ensure the sustainability 

of the banking system and broader 

financial stability, prioritising the 

depositor in the hierarchy of who 

absorbs losses in the event of a bank 

failure. Although the banking license 

restricts competition for the 

 
20 SA Home Loans, Old Mutual etc 

solicitation of the category deposits, 

non-bank financial institutions 

competing with banks for these funds 

under the more sophisticated 

categorisation of investor money. 

 Using total assets as a proxy for 

the HHI, ignores the differentiated 

nature of markets. What is 

traditionally viewed as a banking 

product may not be exclusively offered 

by banks. Mortgage loans secured by 

residential property is offered by a 

multitude of non-bank financial 

service providers20. Similarly, vehicle 

asset finance is not exclusively a bank 

product and is also offered by non-

bank financial service providers21. 

Complicating matters is the ability to 

purchase a vehicle using prepaid 

mortgage finance meaning segregation 

by market products may also provide 

additional complexity. 

In order to offer the services of 

an authorised dealer in foreign 

exchange, a licence must be obtained 

from the South African Reserve Bank. 

There are 27 banks offering foreign 

exchange services with a further 17 

non-bank service providers operating 

under limited authority. 

21 BMW Finance, etc 
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The banking industry is also 

moving away from traditional bank like 

products in search of additional 

revenue streams, by offering a broad 

range of value-added services. The 

introduction of mobile services has 

seen many banks offering SIM card 

and related mobile services in a joint 

venture with established mobile phone 

companies. This has extended to the 

sale and support of electronic devices 

such as mobile telephones, tablets and 

laptops. 

 The provision of legal advice, 

trust services such as wills, life 

assurance, property insurance and 

asset management compete with other 

non-bank service providers. Loyalty 

programmes and lifestyle incentives 

develop new non-bank offerings. 

Custodial services have been 

expanded to offering safety deposits 

for digital master keys for crypto 

assets. The adoption of these new 

revenue streams will be dependent on 

the business model of the bank and 

may not be reflected in the measure of 

total assets.  

Both the Economic 

Development Department and the 

South African Reserve bank have 

suggested that the South African 

banking industry is highly 

concentrated and by default 

uncompetitive. 

With several measures of 

concentration available, we have 

applied them to the banking industry 

using data collected for the calendar 

year 2017 and have demonstrated that 

Figure 1: Authorised dealers in foreign 

exchange 

 Figure 2: Authorised dealers in foreign 

exchange with limited authority 

 

https://www.absa.co.za/personal/
http://www.albaraka.co.za/home.aspx
https://group.bnpparibas/
http://za.ccb.com/johannesburg/en/index.html
https://www.bidvestbank.co.za/
http://www.bot.com.tw/english/Pages/default.aspx
http://www.boc.co.za/
https://www.capitecbank.co.za/
http://www.citibank.com/southafrica/homepage/
https://www.db.com/southafrica/
https://www.hbzbank.co.za/20/content.php?section=0&id=1
https://www.firstrand.co.za/Pages/Firstrand.aspx
http://www.hsbc.co.za/
http://www.habiboverseas.co.za/
https://www.investec.com/en_za.html
https://www.jpmorganchase.com/
https://www.mercantile.co.za/Pages/Home1.aspx
https://www.nedbank.co.za/content/nedbank/desktop/gt/en/personal.html
https://www.sasfin.com/
https://www.securities-services.societegenerale.com/en/worldwide-details/office/johannesburg/
https://www.sc.com/za/
https://www.statebank.co.za/
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there is sufficient evidence to challenge 

this. The results of the mathematical 

models do not easily fit into the 

banking narrative of a highly 

competitive industry as evidenced in 

 
22 Banking Enquiry Report to the Competition 
Commissioner Chapter 2 Footnote 1 

testimony given by Chief Executive 

Officers of the banking industry22. 
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CHAPTER 3 

Regulations and the impact on competition 

A popular approach to measuring 

competition in the banking industry is 

the use of the HHI, an index developed 

in the 1950’s to measure concentration 

in the steel industry of the United 

States of America. The HHI when 

applied to a modern-day banking 

industry, fails to recognise the 

significant behavioural changes 

imposed directly on the banking 

industry through regulatory 

interventions. 

 Regulatory interventions are 

specifically designed to change the 

behaviour of banks, often restricting 

their ability to unilaterally take 

decisions. Banking is a cornerstone of 

the economy and its evolution into a 

highly regulated modern-day service 

provider has been shaped by 

international standard setters, policy 

makers and regulators, rather than the 

banks themselves. These regulations 

have been developed from the many 

failings of the banking industry across 

 
23 Prof. AP Faure: Banking an introduction 
 

the globe, lessons that have not been 

ignored. These interventions are not 

reflected in simple mathematic models 

and the evolution of modern-day 

banking is an important consideration 

to understand competition amongst 

banks.   

The earliest banks date back to 

2000 BC23 and in South Africa, the 

first bank was the Lombaard Bank24 

which opened in Cape Town in 1793. 

The South African Reserve Bank was 

established in 1921, at the behest of 

the South African commercial banks. 

At that time, commercial banks were 

no longer able to meet the governments 

requirement that the bank must be 

able to convert their issued bank notes 

for gold without making a loss, 

threatening banks financial viability. 

Through a special Act of Parliament, 

the Currency and Banking Act of 1920, 

the South African Reserve Bank was 

established to take over the 

24https://www.resbank.co.za/AboutUs/History/Pages/
History-Home.aspx 
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responsibility to issue bank notes in 

South Africa. 

 The evolution of the modern 

banking system has been driven by the 

Bank for International Settlements, 

established in 1930 and more 

specifically through the Basel 

Committee on Banking Supervision 

(BCBS), established in 1974. The 

BCBS published the Basel Concordat 

in 1975, setting out principles that 

would ensure “…that no foreign 

banking establishment escapes 

supervision”. Not only was supervision 

desirable, it also introduced the need 

for co-operation in the development of 

a consistent approach across member 

jurisdictions proposing that 

“…supervision is adequate, judged by 

the standards of both host and parent 

authorities”. 

Through the Basel Concordat 

the “dotation de capital” or capital 

endowment to be imposed by the host 

country, was introduced to specifically 

“…equalise competitive conditions 

between foreign branches and 

domestic banks”. The Basel Concordat 

introduced a specific mandate for 

domestic or host regulators to consider 

 
25 Finance Ministers Report to the Heads of State and 
Government on International Monetary Stability 

competition issues between foreign 

and domestic banks in their banking 

industry. 

In 1996, the G7 Finance 

Ministers25 actively promoted that 

“…closer international cooperation in 

the regulation and supervision of 

financial institutions and markets is 

essential to safeguard the financial 

system and prevent an erosion of 

prudential standards." This led to the 

development of the BCBS document 

“Core Principles for Effective Banking 

Supervision” in 1997 which has 

subsequently been revised and 

updated to include the lessons learned 

from the global financial crisis. The 29 

principles clearly prioritise the safety 

and soundness of the financial system 

as a globally applicable standard and 

South Africa, as a member of the 

BCBS, has adopted them. 

The concerns raised in the Basel 

Concordat around level playing fields 

between domestic banks and foreign 

branches, continued as a theme within 

the 29 principles, however competition 

was not considered a priority amongst 

this range of intrusive principles. 
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The earliest regulatory 

interventions into what may be 

described as a more liberal banking 

industry was the publication of the 

Basel Capital Accord in July 1988, 

commonly referred to as Basel I. An 

intervention deemed necessary 

following the Latin American debt 

crisis where capital levels of banks had 

dramatically decreased. The linkage of 

capital to risk through a weighting and 

the establishment of clear 

measurements for capital, removed the 

competitive advantage between 

jurisdictions interpretation of capital. 

This publication was 

complimented by series of additions 

and revisions over the years that 

culminated in a complete overhaul of 

the framework with the publication of 

Basel II the revised framework in June 

2004. A further revision, in response to 

the global financial crisis called Basel 

III was published in December 2010. 

Work on the global framework 

for banks continues and many 

proposed pieces of legislation will 

become regulations up to 2022. 

12  Supervision 

It is not just the introduction of 

regulations that set out a framework 

for banking, but the active and 

sometimes intrusive supervision of 

banks at all levels of their business 

model. The old school banker of the 

1970’s and earlier, that made all the 

decisions, no longer exists. Today’s 

banker is no longer able to engage 

customers on trust and take a risk on 

a customer, based on experience. In 

place of front-line bankers, we now 

have compliance officers that ensure 

the banks activities meet the 

regulatory requirements as set out in 

law. 

 The global financial crisis 

demonstrated that the banking system 

was too important to fail, and the 

lessons learned from this crisis was 

immediately converted into regulations 

designed to make the banking industry 

more resilient to external shocks 

whilst facilitating the resolution of 

failed entities. As a founding member 

of the Group of Twenty (G-20), 

established in 2008, the South African 

government has undertaken to adopt 

all standards developed through the 

Financial Stability Board and its two 

standard setting authorities, the BCBS 

and the International Organisation of 

Securities Commissions. 
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 South Africa is not the only 

country that adopts these standards 

for their domestic financial sector, 

there are over 100 countries that have 

adopted, creating a common standard 

for a globally connected financial 

system. Of course, achieving 

harmonisation across the globe is not 

easy, as national interest and complex 

legal frameworks in-country challenge 

policy makers. 

The importance of international 

best practice in banking for South 

Africa, is that as an emerging market 

South Africa is dependent on 

international capital flows, the savings 

of the citizens of other countries, to 

fund our domestic economic growth. A 

world-class financial sector that 

complies with international banking 

standards, provides necessary comfort 

to investors. Adopting international 

best practice and sometimes exceeding 

those requirements ensures that 

South Africa remains an attractive 

destination for capital. 

 

 

 
26 Basel III: A global regulatory framework for more 
resilient banks and banking systems 

13  Regulating market power 

Recognising that the four market 

structures provide an academic view of 

the economy, to demonstrate the 

potential for market power and the 

consequences on economic welfare, 

the evolution of bank regulation has 

specifically addressed many of these 

implied concerns. 

Banks have a unique restriction 

on their ability to grow their market 

share.   That restriction is capital26, 

and it is not applied to other 

industries. A general bank licensed 

with an exclusive right as a deposit 

taking institution, allows a bank to 

solicit deposits from the public. 

However, every loan, including those to 

the public, must be combined with a 

portion of capital. If we are to apply a 

simple metric to demonstrate this 

constraint, we can apply a 10% capital 

adequacy ratio suggesting that for 

every loan of 100, depositors’ funds 

must equal 90 with capital e.g., 

ordinary shareholders contributing 10. 

Should a bank offer such an 

attractive rate to depositors that they 

receive unlimited deposits, the bank 
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would not be able to lend the money 

out, not even to another bank27, 

without capital. Capital and the 

shareholder, by design and in our 

view, become a critical factor in the 

size of a bank. A bank that cannot 

raise capital, cannot grow their 

business. 

Bank profitability and a 

sustainable business model that 

complies with the regulations is 

therefore a prerequisite for raising new 

capital. The adoption of international 

best practice for banking in South 

Africa enables our banks to raise 

capital internationally, when the 

domestic market is unable to provide 

the required supply of scarce capital. 

Shareholders, particularly those 

with significant holdings are expected 

to provide the necessary capital for 

future growth and in times of stress, 

where capital is needed to absorb 

losses, the shareholder of reference or 

the significant shareholders will be 

expected to invest to support the bank. 

The ability to raise capital using 

retained earnings is also an important 

strategy. The shareholder remains a 

key participant in the was the banking 

 
27 Not all loans require the same level of capital, there 
is a global framework of risk weighted assets. Lending 
to government may not require any capital. 

industry is designed and needs to be 

rewarded appropriately, given the 

long-term relationship being 

established. 

The economic welfare of less 

sophisticated depositors may also be 

improved through the capital 

adequacy requirement. Investors are 

far more intrusive into the business 

model and strategy than depositors, 

interrogating the business and actively 

monitoring the business of the bank 

through their board representatives. 

The Prudential Authority 

through its active supervision of the 

bank through desk top analysis and 

on-site supervision provides constant 

oversight, providing another layer of 

influence, as they have the power to 

change the capital requirements of a 

bank should its business model be 

deemed too risky while through moral 

suasion, potentially change the 

behaviour of the bank. 

We have introduced regulatory 

capital to demonstrate that through 

regulations the bank must first comply 

with the regulatory framework before it 

is able to focus on establishing a 
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market share. These international 

capital standards can also be 

supplemented by domestic capital 

add-ons for idiosyncratic risk. These 

add-ons are bank specific and not 

uniform, impacting on competitiveness 

through the pricing of their products. 

The concentrated nature of our 

banking system with the four largest 

banks holding over 80% of all bank 

assets is also recognised and 

additional capital is held for this. 

There are many regulatory 

requirements set by the Prudential 

Authority other than capital. To ensure 

the simplicity of the capital adequacy 

requirement introduced earlier is not 

misinterpreted, we would draw the 

reader to the Basel III text titled “A 

global regulatory framework for more 

resilient banks and banking systems” 

where a more in-depth understanding 

of the importance of capital, including 

the leverage ratio, capital conservation 

buffer, countercyclical capital buffer, 

the quality of capital, minimum capital 

calibration and capital buffers, can be 

examined. 

 The lending practices of a bank 

is also actively regulated through the 

government Ministries of National 

Treasury and the Department of Trade, 

Industry and Competition. Market 

conduct regulation will be address in 

Chapter 4 on “The role of banks in 

society” where the Financial Sector 

Conduct Authority focuses on treating 

customers fairly and other matters. 

 The banking industries primary 

regulator is the Prudential Authority 

then the Financial Sector Conduct 

Authority, NCR and others, with the 

Prudential Authority setting 

parameters for the structure of the 

lending activity using risk weighted 

assets, liquidity ratios to limit lending 

activity and interrogating products 

offered by the banks. 

 The activity of bank lending is a 

popular focus for commentators and 

the HHI alike, when the primary 

function of a bank is deposit taking as 

evidenced by its licence. The 

preservation of deposits is the most 

important function of the bank, 

building trust with depositors that 

their money remains safe and 

accessible. 

 Central bank monetary policy, 

implemented through the banks builds 

trust in the value of money, keeping 

the purchasing power relatively 

constant. Therefore, the lending 

activity of banks creates the tangible 
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risk to depositors and stringent 

lending criteria are set to reduce 

reckless lending by banks. 

The National Credit Regulator 

(NCR) regulates the credit industry 

and is tasked with “…carrying out 

education, research, policy 

development, registration of industry 

participants, investigation of 

complaints, and ensuring the 

enforcement of the Act.” 

The NCR has as part of its 

statutory obligation the obligation to 

“…promote the development of an 

accessible credit market, particularly 

to address the needs of historically 

disadvantaged persons, low-income 

persons, and remote, isolated or low-

density communities”, and can enforce 

compliance with the National Credit 

Act. 

 The NCR also facilitates debt 

counselling for over indebted 

consumers, enabling the restructuring 

of credit contracts directly impacting 

on the profitability of the bank by 

changing its risk profile through the 

extension the term of the contract, 

reducing the interest rate applicable 

on the contract and providing payment 

holidays. 

The South African Reserve Bank 

with its financial stability mandate, is 

actively “…reducing both the 

probability and impact of a bank 

failure” through in part the 

establishment and implementation of 

a recovery and resolution regime for 

each bank and a national deposit 

insurance scheme. Each bank is 

required to have a recovery plan to 

assist the regulators where a bank 

moves out of a business-as-usual 

scenario into a stress scenario to 

enable the Prudential Authority to take 

appropriate action. Should the 

recovery plan not be sufficient, the 

management of the bank passes to the 

South African Reserve Bank Financial 

Stability Authority who may 

implement the resolution plan that will 

identify what parts of the bank are 

systemically important to the broader 

banking system and must be retained 

together with the remaining viable 

elements of the bank to prevent the 

business from going into liquidation. 

When considering the 

importance of banking to society it 

becomes clear that an intervention to 

save elements of the bank that are 

viable is an extraordinary measure not 

afforded to businesses in other 

industries. 
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Deposit insurance will be 

implemented for all depositors, 

providing cover up to an amount of 

R100 000. Deposit insurance is 

designed to remove the implicit 

guarantee associated with the premise 

that if a bank is too big to fail, because 

the impact of its failure would have a 

detrimental effect on the economy, the 

government will be forced to bail the 

bank out using taxpayer’s money. With 

deposit insurance, the deposit 

insurance fund transfers the fund 

from the taxpayer to the depositor and 

will be able to pay out all depositors to 

a guaranteed or ‘covered’ amount with 

a rapid pay out solution using 

competing bank infrastructure to 

minimise the disruption of the failed 

bank. The deposit insurance fund has 

a statutory right to be preferred and 

will recover from the remaining assets 

of the bank this payment ahead of 

other creditors. 

The recent failure of African 

Bank Limited, demonstrated the new 

approach to resolution as the South 

African Reserve Bank implemented a 

recovery plan that split the bank 

between a good or viable bank and bad 

bank to be liquidated. The SARB raised 

new capital from the seven of African 

Banks competitors to recapitalise the 

good bank and keep the business 

going. 

The recent failure of VBS Mutual 

Bank has demonstrated how the 

deposit insurance scheme would work 

in practice, as government, through 

National Treasury, guaranteed each 

depositor up to an amount of R100 000 

and paid these funds out through a 

competitor, Nedbank Ltd. 

What does become apparent is 

the theoretical construct of perfect 

competition within the banking 

industry is not applicable. Even a 

failed entity may not be allowed to exit. 

14  Four-pillar policy 

The four-pillar principle, as it is called, 

relates to the desirability or otherwise 

of having a minimum number of 

substantial “pillars” on which the 

domestic banking industry relies, and 

the regulator discourages the merger 

between any of those four pillars. The 

primary reasons for such a policy 

relate to the maintenance of minimum 

levels of competition, and the 

prudential and systemic stability, 

which results from the spread of risk 

and reliance on a broader platform of 

institutions. 
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A reduction in the number of 

pillars below an uncertain critical 

number increases systemic risk in the 

event of failure of one of those pillars. 

In fact, the fewer the pillars, the 

greater the probability that the 

Government would have to bail out a 

failing pillar. Reliance on too few pillars 

also potentially reduces competition to 

an unacceptable level.  

The four-pillar principle lay at 

the heart of considering the Nedcor bid 

for Standard Bank, and the arguments 

advanced, and conclusions drawn at 

the time conformed to that principle. 

But it is not clear that there should be 

four or any other particular number of 

pillars. It depends on the 

circumstances prevailing from time to 

time what the appropriate number 

should be. The four-pillar principle as 

a policy, is applied in a few 

jurisdictions28 

As a separate, but closely related 

issue, was whether foreign ownership 

of any of those “pillars” should be 

permitted, and if so, on what 

conditions. The four-pillar policy was 

formally introduced when Barclays plc 

expressed an interest in taking a major 

stake in Absa Bank, one of the four 

 
28 Australia, New Zealand, and Canada 

large commercial banking groups in 

South Africa. 

15  The franchise model 

In trying to categorise the banking 

industry within the theoretical 

academic models, we are comfortable 

to describe banking as a monopoly. 

 To the layman, it may be more 

appropriate to describe banking as a 

franchise of the central bank. If one 

reflects on well known franchises in 

the food or fuel industries, the banking 

industry may not be that different. 

 The central bank is the head 

office for the franchise, and it supplies 

the commodity money. If you want to 

own a franchise you can apply to the 

central bank and they will give you a 

license and the franchise rules, which 

includes the privilege of using the 

brand “bank” in your name. No-one 

else can have a business model with 

the word bank, just like the 

trademarks for food or fuel. 

 As a licensed franchise you must 

establish your business at your own 

cost, and you can benefit from the 

profits you make through the 

franchise. 



 57 

  
 

 As a franchise, you make profits 

out of deposits, and this is a function 

of the number of depositors that can be 

attracted to your business. With 

deposits you can now enter into 

lending transactions to generate profit. 

But banks, like petrol stations offering 

a convenience store, can also make 

additional revenue through non 

deposit taking activity by offering 

related services. 

 The franchisor, the central 

bank, owns the product money, sets 

the basic price for money and dictates 

the rules for how banks can make 

profits using depositors’ money. There 

are also many other regulations 

applicable to credit over and above the 

basic banking model. 

 Measuring competition between 

the banks using the HHI, could be 

viewed as measuring competition 

between petrol stations within the 

same brand. 

16  A State Bank 

A State Bank is often viewed as a 

potential game changer that will 

introduce competition to the 

traditional banks. 

 If the State Bank accepts 

deposits, then it must be registered as 

a bank and it is difficult to see how a 

State Bank will have any competitive 

advantage other than perhaps not 

having legacy systems and legacy costs 

structures, if it was to become a digital 

bank.  

 The challenge for all banks is 

finding customers that they can lend 

to who will repay the borrowed money 

and interest on time and in full. 

Moreover, credit lending requires the 

bank to take into account the future 

state of the economy and the likelihood 

that the borrower could become 

overindebted. 

 These basic rules to protect 

depositors’ money are unlikely to 

change. The Post Office Bank is 

already a state-owned bank and with 

the post office as a distribution 

channel it is perfectly positioned to 

leverage the role of the State Bank. 
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CHAPTER 4 

The role of banks in society 

A significant differentiator between 

banks and other more traditional 

business models is that you “borrow” 

money from a bank. This means that 

unlike businesses where you take 

ownership of the product in exchange 

for a payment of money, with a bank 

loan, the customer is expected to repay 

the loan. These loans enable the bank 

customer to participate in the broader 

economic activity of acquiring goods 

and services from more traditional 

businesses. 

 Using other people’s money, the 

bank facilitates financial services to 

meet the needs of those members of 

society that can afford to repay the 

loans.  

In the absence of a clear definition 

of competition in the Competition Act 

89 of 1998 as amended, the purpose of 

the Act sets out the following 

objectives: 

“The purpose of this Act is to 

promote and maintain 

competition in the Republic in 

order – 

(a) to promote the 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; 

(e) to ensure that small and 

medium-sized enterprises 

have an equitable 

opportunity to participate in 

the economy; and 

(f) to promote a greater spread of 

ownership, in particular to 

increase the ownership 
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stakes of historically 

disadvantaged persons.” 

Designed as a national strategy 

for competition, the banking industry 

would be viewed as a critical 

component of the economy and not 

excluded from these objectives. 

However, we need to understand 

the role banks already play in society 

and the broader economy, to better 

evaluate and identify any competitive 

concerns. 

17  Banks as intermediaries 

A traditional view of banking is the 

provision of a market for surplus units 

(savings) to be reallocated to deficit 

units (borrowers) through a process of 

maturity transformation. Maturity 

transformation is the process of taking 

short-dated deposits and combining 

them to make longer-term loans. The 

main risk being a liquidity mismatch, 

should depositors withdraw money in 

excess of normal transactional flows. 

Through the process of maturity 

transformation, banks must assess 

the credit quality of the person or 

business that they are lending too. 

This is a critical function as banks do 

not lend their own money, they lend 

other people’s money i.e., from 

depositors and must ensure that the 

borrower can repay these loans with 

any other obligations such as interest, 

on time and in full. Failing to repay, 

places the bank at risk and the bank 

must take steps to recover the 

outstanding amounts from the 

borrower on behalf of their depositors. 

Credit is the most important 

element of banking. Depositors trust 

banks to look after their deposits and 

expect to be able to access them within 

the terms and conditions of this 

arrangement. The bank therefore has a 

fiduciary responsibility or legal 

obligation to look after the funds 

entrusted to the bank and be able to 

meet its obligations in the normal 

course of business. Assessing the 

credit worthiness of a borrower, their 

ability to generate enough surplus 

income to service their repayments 

over the duration of the loan, forms an 

integral part of the evaluation. 

The credit spread, or the margin 

charged to the customer, in excess of 

the cost of providing the loan, is where 

the bank can generate profit. 

Customers search for the best credit 

terms between the banks, usually 
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linked to the prime lending rate, where 

it is a longer-term contract. 

The National Credit Act restricts 

bank fees and charges and the 

maximum rate at which the bank may 

lend to customers. The National Credit 

Regulation promotes responsible 

lending that does not lead to the over-

indebtedness of the consumer. 

Bank customers can save and 

transact through banks, reducing the 

need to hold cash with its concomitant 

security risk. Using the banks to 

perform maturity transformation 

means that the customer, where 

appropriate, can approach one lender 

for the full amount of the loan. 

18 Banking infrastructure 

Another bank function is the payment 

system, a key infrastructure for the 

secure movement of funds between 

customers of the banks. Banks invest 

heavily in the architecture of 

payments, enabling customers to 

make on-line purchases, make regular 

debit order payments, move money 

across borders exchanging domestic 

currency into foreign currency. 

The provision of cash in the form 

of notes and coin requires an 

investment in automatic teller 

machines, armoured vehicles to 

transport cash, vaults to store it and 

personal to collect, sort and repackage 

it making sure notes that are 

unsuitable for use by our customers 

are removed. 

The banks facilitate the 

distribution of South African Social 

Security Agency grants and invest in 

infrastructure that supports the 

financial markets. 

Bank customers are free to 

change banks with very little effort and 

are also entitled to hold multiple bank 

accounts. 

19  Supporting business 

The larger banks actively participate in 

the financial markets, particularly 

tradable markets such as the capital 

(debt and equities), money, currencies 

and derivatives. Using their respective 

brands, they enable businesses and 

state-owned entities to mitigate the 

risk associated with the financing of 

their businesses, by providing tailor 

made solutions that transfer the risk 

onto the bank balance sheet or to an 

offshore bank. This enables the 

business to concentrate on their core 

strengths of manufacturing etc.    
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 Banks also act as intermediaries 

arranging finance from third parties, 

underwriting the risk associated with 

raising capital, ensuring that on the 

day when the funds are raised, the 

customer gets the financing they need.  

 Large businesses require large 

banks to support their borrowing 

requirements. It is possible for a large 

business to get competing quotes from 

the four large banks for the full 

amount of the loan and select one 

bank to supply the funding. This 

would not be possible if the banking 

system was made up of smaller banks 

and no bank could provide the full 

amount. In this instance the business 

would have to enter into several loan 

agreements, potentially with different 

rates of interest. 

20  Moral police force 

In the United States of America, the 

war on drugs was lost by the 

authorities. The extreme profits from 

the proceeds of this crime were then 

targeted and the banks were given the 

added responsibility of anti-money 

laundering to help governments 

recover and confiscate the proceeds of 

crime. With the tragedy of September 

11, the focus shifted to terrorism 

financing and once again the banks 

were co-opted to actively monitor 

financial transactions. Weapons of 

mass destruction came next, as banks 

were required to identify and stop any 

shipment of goods that could be used 

by certain nations to build weapons of 

mass destruction. The Financial 

Action Task Force, a global standard 

setter, has made these obligations 

mandatory to participate in the global 

financial system and countries are 

monitored by mutual evaluations. 

 The South African government 

has also tasked the banks to monitor 

illegal internet gambling, while 

monitoring of politically exposed 

persons or the South African expanded 

definition of politically influential 

persons, made headlines. The 

identification and prevention of 

anything related to child pornography 

and supporting the South African 

Revenue Services, acting as their agent 

to collect outstanding taxes. 

 Foreign jurisdictions also 

require South African banks to comply 

with their laws, including the Foreign 

Account Tax Compliance Act of the 

United States of America where South 

African banks must identify American 

taxpayers and report specific 
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information to the United States 

Internal Revenue Services. The 

implementation of sanctions by the 

USA on Iran set very specific rules on 

what financial transactions would be 

allowed by South African banks with 

Iranian counterparties. 

21  Financial Sector Code 

Through the Broad-Based Black 

Economic Empowerment Act of 2003 

as amended by Act 46 of 2013 

establishes targets to improve financial 

inclusion by the banking industry. 

Established as an industry 

target, there is both a geographic and 

product dimension to the 

measurement of performance. 

Individual institutions are expected to 

set targets and their compliance 

against these targets will be measured 

although the industry will be 

measured as a collective. 

There is a requirement for a 

sales point - where customers can 

replace a card, deposit cash into their 

accounts or acquire a transaction 

account, a funeral policy, a savings 

account or a loan, within 15 kilometres 

of identified areas. At least one service 

point – where a customer can reset a 

PIN, do money transfers, get a 

statement, or initiate account queries 

within ten kilometres. Transaction 

points where customers can withdraw 

cash or make a purchase from their 

accounts within five kilometres of an 

identified area. 

Qualifying areas are municipal 

suburbs where more than 50% of 

households fall within the South 

African Living Standards Measure 

(LSM) of 1-5. There are 10 bands in 

this measure. 

The product dimension requires 

any product offered to LSM 1-5 

customers to meet the minimum 

access standard before it can qualify. 

When measuring access to 

financial services as it relates to banks, 

it is important to recognise that the 

impact of digital access through 

customer owned devices such as 

mobile phones and personal 

computers, cannot be included, 

despite their convenience and cost-

effective nature. The focus remains on 

bank infrastructure however, with the 

reduction in traditional banking 

outlets, measurement of digital 

alternatives, particularly FinTech, will 

need to be prioritised. 
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22  Intangible benefits to 

society 

There is little doubt that the banking 

industry provides an important role in 

society either through the hidden hand 

of protecting customers from anti-

money laundering or ensuring citizens 

do not become overindebted. Most 

bank customers do not concern 

themselves with whether a debit order 

will be processed or if the ATM will 

have cash. 

 When measuring concentration 

through mathematical models it is 

clear that there is a benefit to society 

that need to be factored in when 

considering any potential policy 

improvements to the industry. Large 

banks contribute substantial amounts 

to the financial infrastructure of our 

country, a cost that is not easily 

transferred to all participants and 

therefore the user pays model of a 

smaller sized banking industry may 

have unintended consequences that 

need to be understood. 

Banks are also significant 

contributors to tax revenues and   large 

employers. 

Protecting depositors savings, 

and through the implementation of 

monetary policy increasing the trust in 

government money that in turn 

encourages further savings is an 

intangible benefit to society. 
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CHAPTER 5 

Market forces 

The challenge with using simple 

mathematical models is that without 

them we have no way of measuring 

concentration but using them does not 

provide enough information to make a 

determination on competition. 

 In this chapter we look at few 

elements of banking that could 

introduce a better understanding of 

the complexity in measuring 

competition in banking. 

23  The bank license as a 

liability 

The licensing requirements for banks 

specifically address the acceptance of 

deposits from the general public, as a 

critical differentiator from other 

financial market activity. Deposits are 

evidenced by the underlying legal 

contract between the customer and the 

bank, differentiating this activity from 

a customer handing over money to 

another organisation. The same 

transaction would be called a premium 

if it was paid to an assurance company 

or and investment if paid to a unit 

trust. Deposits are a differentiator that 

identifies the bank, while 

concentration models use the total 

assets of the bank, which competes 

with other non-bank lenders. 

The cost of producing cash, its 

distribution and the risks associated 

with carrying cash has resulted in a 

highly electronic environment for 

money globally. Almost all employees 

are required to have a bank account to 

receive their salaries and therefore at 

the centre of electronic money is the 

banking industry. 

Even the payment of a sum of 

money as a premium for an investment 

to an insurance company, must be 

processed through the banking 

industry, as the money is paid into the 

bank account of the insurance 

company. The bank therefore also 

takes a deposit from the insurance 

company. 

 The exclusive right to accept 

deposits, combined with the obligation 

on individuals and businesses to have 
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a bank account in order to transact, 

creates a captive market for banks. 

The intermediation function of banks, 

whereby individuals and businesses 

place their savings with the bank 

provides the money needed to facilitate 

bank lending activity. 

Can the right to deposit taking 

be viewed as a form of market power? 

Defined in the Competition Act 89 of 

199  as “…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”, this definition 

was also supported by the Jali 

Commission29. 

Banks actively compete amongst 

themselves but also with non-bank 

financial sector businesses such as 

money market funds, unit trusts and 

fund managers for what would be 

classified as either retail or wholesale 

deposits in a bank. The higher interest 

rate paid by aggregators to bank 

customers and the subsequent higher 

rate paid to those aggregators for bulk 

funding on deposit, increases the 

weighted average cost of funds for the 

bank and may indicate that market 

 
29 “ arket power essentially means the ability of a firm 
to sustain its prices above the level that would prevail in 
a competitive market.”  ali commission Chapter 2 

power through deposit taking may not 

be a dominant concern. Consumers 

can gain access to bank deposit 

products through third parties. 

24  Money as a product 

There are many more contractual 

relationships between a bank and its 

customer than just the accepting of 

deposits and the Banks Act recognises 

this by expanding the activities of a 

bank from deposit taking to include 

“…the utilization of money, or of the 

interest or other income earned on 

money, accepted by way of deposit…”. 

The primary activity of banks is 

to lend out this money, evidenced by 

another legal contract in the form of a 

loan agreement such as a mortgage for 

a home loan or a credit agreement for 

a credit card. Measuring the banking 

industry’s participation in a market for 

a product, such as a home loan, may 

have merit, given the number of non-

bank businesses competing in this 

market, but it may not provide enough 

insight to describe the market 

structure of banking. 
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Academics describe money as 

having the properties of a medium of 

exchange, a unit of account and a store 

of value which applies consistently to 

both paper and digital fiat currency30, 

an important consideration when 

discussing alternatives to money such 

as crypto assets (formerly known as 

crypto currencies). The production of 

money was transferred to the South 

African Government in 1921, as noted 

in Chapter 3 and since then the supply 

of money has been controlled by the 

South African Reserve Bank. 

A traditional business model 

converts labour, materials and capital 

into a product, that can be either a 

physical good or an intangible service. 

The business, particularly those with 

physical products, must convert the 

product into money in order to recover 

the investment made in delivering the 

product to the market. Banks do not 

manufacture a product, they provide a 

service from someone else’s product, 

the central bank’s money. 

Money, even in a digital form is 

a tangible commodity, but unlike 

 
30 A fiat currency is a national currency that is not 
pegged to the price of a commodity such as gold or 
silver. The value of fiat money is largely based on the 
public’s faith in the currency’s issuer, which is normally 
that country’s government or central bank. 

physical products that can expire or 

become unsuitable for the purpose it 

was made, money does not have those 

constraints. It is perpetual. An old ten-

pound note, issued by the South 

African Reserve Bank in 1921, is still 

convertible into rand at the South 

African Reserve Bank. The note when 

withdrawn from circulation removes 

its quality of being a medium of 

exchange as there is no longer an 

obligation in law for merchants to 

accept these notes. Banks are 

therefore not time bound to provide 

their product at cost or below cost as 

would be the case of many businesses 

to get rid of old stock. 

The fungible31 nature of money 

means that it is distributed through 

many competing bank products, a 

process that allows borrowers and 

depositors to acquire goods, services 

and assets that meets their individual 

needs. 

The South African Reserve Bank 

manufactures and distributes money 

on behalf of the government to its 

citizens through the banks. However, 

31 A South African rand denominated note, despite 
having a unique serial number, holds the same value as 
any other note in that denomination, therefore the 
notes are fungible. If you borrow a rand, there is no 
expectation that the specific rand would be returned. 
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viewing the product of banking as 

money rather than the underlying 

contracts that evidence the 

relationship between the bank and its 

client, can through the measurement 

of total assets introduce distortions.

 Another significant differentiator 

to traditional businesses is that the 

bank has no direct control over the 

supply of central bank money. Supply 

of money to the banking industry is 

carefully controlled by the central 

bank and by collecting information 

from the banking industry on lending 

trends it can provide the appropriate 

amount of money to satisfy the needs 

of the economy on a daily basis. This 

includes seasonal adjustments where 

the supply of money is increased 

during holiday periods. 

25  The central bank 

An important consideration is the role 

of the South African Reserve Bank in 

the market for money, their control 

over the supply and the setting of 

prices. 

South Africa, like many 

countries, favours a fractional reserve 

banking system.  

By design, the South African 

Reserve Bank creates a shortage in the 

money market ensuring the banking 

industry does not have enough money 

to meet the daily needs of the economy. 

Banks will lend more money than they 

have to fund the economy, safe in the 

knowledge that the South African 

Reserve Bank will provide the 

additional liquidity needed. 

This is not done on a whim. The 

South African Reserve Bank will signal 

to the market how much additional 

funding is available on the day, 

compelling the banks to borrow this 

amount to balance the money market, 

offering assets as collateral.  

A critical function of the South 

African Reserve Bank is to maintain 

this shortage and as the only one that 

can either create or destroy money, 

combined with the market information 

that they collect, they alone can 

accurately estimate the daily shortage 

of the money market. 

Managing the size of the money-

market shortage requires the South 

African Reserve Bank to be able to 

drain excess liquidity. This is 

accomplished by a combination of the 

levying of a daily cash reserve 
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requirement32 on commercial banks, 

adjusting the available shortage and 

open market operations. These open 

market operations can take the form of 

regular auctions of South African 

Reserve Bank debentures, reverse 

repurchase agreements, where 

government bonds are exchanged for 

rand for specific periods and foreign 

exchange swaps where the bank 

receives foreign currency for rand. In 

all instances, the bank replaces rand 

available to lend to the economy with 

an alternative asset. Another tool 

available, is the use of public-sector 

funds deposited with the banking 

industry. These funds can be repaid at 

the instruction of government creating 

a shortage of cash in the banking 

industry. 

It is therefore not desirable for 

the banking industry to have either 

excesses or shortages of money. The 

reason for this is the long-term impact 

that this would have on price stability. 

Should banks be given as much money 

as they want, they would price to clear 

the market and collectively influence 

inflation in an uncoordinated manner. 

Restricting the supply of money, 

 
32 Commercial banks must hold rand deposits with the 
South African Reserve Bank equal to 2.5% of total 

reduces the ability of the bank to 

extend credit, the rapid growth of 

which can impact negatively on the 

inflation rate and exchange rate. This 

practice restricts competition to the 

appropriate stock of money that can 

support the desired level of economic 

activity.  

The shortage of money 

intentionally created by the South 

African Reserve Bank, is supplied to 

the banks at a punitive rate and is 

called the repurchase rate (repo rate). 

Although a very small quantum when 

compared to the total liabilities of 

banks, the repo rate has been designed 

to signal to the public, the monetary 

policy stance of the Monetary Policy 

Committee at the South African 

Reserve Bank. 

Banks hold substantial 

portfolios of loans, linked to the prime 

lending rate, which are reset in tandem 

with the movement of the repo rate. 

The link between the repo rate and the 

prime rate has been fixed by the SARB. 

The impact on households and 

businesses disposable income is 

immediate and reduces the associated 

discretionary spending in favour of 

liabilities as adjusted for specific liabilities such as 
capital and liquid assets the equivalent of 5% 
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higher debt servicing costs. New loans 

would be priced from the new repo rate 

supplied by the central bank. The 

transmission mechanism of monetary 

policy from the Monetary Policy 

Committee into the real economy, 

requires the active participation of the 

banking industry, reducing aggregate 

demand for credit.  

Moral suasion, the ability of a 

central bank to persuade its banks to 

act or refrain from acting in a 

particular way, is another important 

tool that influences pricing. By way of 

example, in October 2000, the South 

Africa Reserve Bank instructed banks 

not to increase the prime lending rate 

of their loan portfolios when the 

repurchase rate was increased by 25 

basis points, forcing banks to absorb 

this cost. The Governor of the South 

African Reserve Bank noted that “The 

motive was to restrain wage and price 

setting with a signal that the Reserve 

Bank would increase interest rates if 

the underlying situation required such 

a step”33. 

 

 
33 Governor’s address at the eighty-first ordinary 
general meeting of shareholders 
34 Derivatives markets are compromised of instruments 
that are derived from and get their value from the spot 

26  Financial markets 

There are five broad markets in 

banking, the debt markets either 

equities or bonds, the money markets, 

the currency markets and the 

derivative markets34. All of these 

markets are interconnected to a 

greater or lesser degree, as all of them 

rely on the functionality of money. 

 Interest rates drive this 

interconnectedness, combined with 

the duration or time the instrument 

must be held to make a profit or 

return. Arbitrage by speculators, 

ensures the integrity of the markets as 

they buy and sell across different 

markets to ensure that the prices in 

those markets are equitable, and will 

do so up and until the cost of doing the 

arbitrage is equal to the financial 

return. 

 Active risk management is 

another key success factor of a bank 

and a driver of profitability for its 

shareholders, whilst capital is a 

binding constraint on the business of 

financial markets. E.g., forwards, swaps, and options. 
Cash spot markets settle as soon as possible derivative 
markets settle at some stage in the future 
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lending money and is designed to 

absorb losses.  

Portfolio allocations can reflect a 

banks appetite for risk as it decides 

which type of contractual arrangement 

it wishes to favour with customers, 

e.g., home loans or motor vehicle 

finance. Our South African Bank 

Lending Practices Survey evidences 

the sentiment that drives such 

portfolio decisions. Banks may choose 

to sell their loan contracts to investors 

through a securitisation transaction to 

change the structure of their balance 

sheet. 

Liquidity ratios such as the net 

stable funding ratio require banks to 

hold more long-term deposits to 

support long-term lending. In a 

country with a low savings rate, the 

bank may not be able to raise the 

required liabilities to meet the 

requirement and chose to temporarily 

withdraw from new long-term lending 

in favour of short-term lending until 

the regulatory requirements can be 

met.  

Compliance with regulations force 

banks to hold assets that they would 

 
35 Three-point arbitrage requires any three currencies in 
the foreign exchange markets to be priced equitably. 
Simultaneously selling ZAR to get GBP and then selling 

not normally hold, other than to 

comply with the regulations that 

govern them. 

27  Global interconnectedness 

The interconnectedness of the global 

economy means that changes in the 

prosperity of our international trading 

partners can have a direct impact on 

conditions in South Africa. This would 

include rising interest rates in a global 

financial centre such as London in 

Britain, that can change the external 

value of the rand35. Alternatively, a 

general price increase in another 

jurisdiction that would lead to 

imported inflation could impact 

directly on South Africa. This 

interconnectedness, in the latter 

example, can be seen from the 

governor’s address. 

“The Reserve Bank carefully 

monitored all international 

developments that could pose a 

threat to monetary stability. 

With the intensification of the 

crisis in the Middle East in 

October 2000, prospects of 

further oil price increases and 

GBP to get USD and then selling USD to get ZAR should 
not derive a profit. 
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the continuing depreciation of 

the rand, the Monetary Policy 

Committee became concerned 

about the possible effects of 

these developments on inflation. 

At an unscheduled meeting on 

16 October 2000, it was 

accordingly decided that the 

repo rate should be raised by 25 

basis points. 

The small change to the repo 

rate was made specifically so 

that the prime and other lending 

rates of banks as well as the cost 

of funds would not be affected, 

because domestic conditions at 

that stage did not warrant 

general increases in interest 

rates. The repo rate increase was 

intended to indicate the 

direction that interest rates 

might take if the shocks 

persisted and fed through to 

general price increases. The 

motive was to restrain wage and 

price setting with a signal that 

the Reserve Bank would 

increase interest rates if the 

underlying situation required 

such a step.” 

The South African Reserve Bank 

was established in 1920. Chapter 13 of 

the Constitution of the Republic of 

South Africa (the Constitution), 

published in 1996 reaffirmed in 

Section 223 its establishment: 

“The South African Reserve 

Bank is the central bank of the 

Republic and is regulated in 

terms of an Act of Parliament.” 

Through Section 224 of the 

Constitution, it was assigned its role: 

“1. The primary object of the 

South African Reserve Bank is to 

protect the value of the currency 

in the interest of balanced and 

sustainable economic growth in 

the Republic. 

2. The South African Reserve 

Bank, in pursuit of its primary 

object, must perform its 

functions independently and 

without fear, favour or prejudice, 

but there must be regular 

consultation between the Bank 

and the Cabinet member 

responsible for national 

financial matters.” 

Through Section 225 it was assigned 

powers and functions: 

“The powers and functions of the 

South African Reserve Bank are 

those customarily exercised and 
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performed by central banks, 

which powers and functions 

must be determined by an Act of 

Parliament and must be 

exercised or performed subject 

to the conditions prescribed in 

terms of that Act.” 

The value of the currency is 

broadly derived from interest rate 

differentials and sentiment. It is not 

the function of this paper to explain 

these concepts however, there is an 

important link to the level of the 

interest rate, at which South African 

rand can be borrowed from a bank. 

Similarly, interest rates to borrow and 

invest in other jurisdictions, can offer 

opportunities for arbitrage. 

The central bank through their 

Monetary Policy Committee will use 

the banking industry to achieve this 

objective through inflation targeted 

interventions, using open market 

operations and/or a change in the level 

of the domestic interest rate. The 

domestic interest rate is driven by the 

repurchase rate and banks are 

required to reset their loan books to 

the public in tandem with the 

announcement. Deposit rates, not 

used as a tool of monetary policy, may 

reward savers as they are also 

impacted by the change. 

28 Establishing a market 

structure 

The central bank has a statutory 

obligation to distribute the currency of 

the Republic. Central banks are 

prevented from providing commercial 

loans direct to the public with the 

exclusion of certain loans to their staff. 

 As part of their powers, they 

license businesses as banks and 

provide them with a set of rules and 

reporting obligations. This establishes 

a network of agents dedicated to 

distributing their currency. Not just 

any business can become a bank, the 

threshold for getting a bank license is 

set intentionally high, to ensure that 

the business of a bank builds the 

necessary trust in the currency of the 

republic as confidence in the currency 

is necessary to manage the economy. 

A bank is permitted an 

exclusive right to contractually accept 

money as a deposit and the central 

bank, as a regulatory function is 

responsible for the general safety and 

soundness of depositor’s money. In 

part, this is achieved by strict lending 

criteria with oversight being provided 
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by a dedicated unit called the 

Prudential Authority within the 

SARB. 

The money is supplied to 

the bank in a quantity 

determined by the central bank 

at a price set by the central 

bank. 

Considering the four 

available market structures, it 

may be practical to consider the 

banking industry as a monopoly. From 

the academic literature, we have 

developed a simple definition of a 

monopoly. Usually identified as a 

single firm, the key characteristic of a 

monopoly is that it can set the price for 

its product without fear of losing 

market share to a competitor. 

In Graph 12 we show the 

results of the examination of the 

market share of the four largest banks 

over an 11-year period from 2008 

to 2018. We were able to confirm 

that their market share fluctuated 

between 85% and 81% despite the 

total assets of the banking 

industry doubling from R2.7 

trillion to R5.5 trillion over this 

period. Although the percentage 

declined over the period, the 

average share was retained at 83.4%. 

 

In Graph 13, the repo rate, the 

price at which money is supplied to the 

banks moved from 12% in 2008 to 5% 

in 2012 rising again to 7% in 2016 

ending the year 2018 at 6.75%. 

The retention of market share 

by the four large banks over this period 

may suggest a mechanical distribution 

function, with smaller banks not being 

able to erode this ratio to any 

significant extent. 
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However, both the academic 

and public perceptions of the term 

monopoly, is automatically considered 

as a negative and bad for consumers. 

We have mentioned earlier that these 

market structures are academic and 

have been created to explain the likely 

behaviour of firms within these 

structures and in certain 

circumstances, it is acknowledged that 

monopolies can provide positive social 

benefits. A monopoly is therefore just 

another identifiable market structure.  

29  Monopoly profits 

The central bank does not provide the 

seed capital for its network of agencies 

and therefore because private capital 

is a key element of the governance of 

the bank, providing loss absorbing 

capacity for the decisions of 

management or external events ahead 

of depositor’s money, the bank must be 

able to make a profit to reward those 

holders of capital. 

The nature of banking is such, 

that the growth of the banking 

industry will require continuous 

injections of capital, which if not 

forthcoming, will impact negatively on 

the ability of the economy to gain 

access to these deposits. 

The ability of the bank to 

manage their assigned portfolio of 

money profitably, is a key 

differentiator, requiring strategic risk 

taking as well as active risk 

management, to ensure the bank is 

able to make a consistent profit. Profit 

is not exclusively generated by the 

credit spread assigned to the borrower 

or the fees and charges levied by the 

bank. Market volatility creates 

opportunities for the bank to use its 

capital wisely and take advantage of 

profitable opportunities emanating 

from various markets. Forecasting 

market prices, flows and trends 

dominate decisions of banks to 

allocate money to these markets. 

Regulatory and policy certainty 

enables banks to take more risk, as 

they focus on market forces both local 

and international. Therefore, the 

traditional academic view of monopoly 

profits, where the monopolist extorts 

value from the consumer because the 

consumer has no choice, may not 

explain the source of bank 

profitability.   

When considering the objectives 

of the Competition Act in the previous 

chapter, in so far as promoting and 

maintaining competition, it is 
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important to measure the contribution 

of the banking industry to these 

objectives, within the framework 

outlined in this chapter and the 

previous one, against these criteria:  

to promote the efficiency, 

adaptability and development of 

the economy; 

to provide consumers with 

competitive prices and product 

choices; 

to promote employment and 

advance the social and economic 

welfare of South Africans; 

to expand opportunities for 

South African participation in 

world markets and recognise the 

role of foreign competition in the 

Republic; 

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.” 

 What is not immediately clear is 

if this accolade can be claimed by the 

banking industry or if in the modality 

of a monopoly, the accolade should go 

to the South African Reserve Bank.  
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CHAPTER 6 

Disruption as an enabler of competition 

Some of the earliest innovations in 

modern banking, were the Automated 

Teller Machine (ATM), credit cards, 

telephone banking and on-line 

banking. Each innovation disrupted 

traditional processes of banking. With 

substantial improvements in computer 

processing power and associated 

analytics, broadly referred to as the 

fourth industrial revolution, a new 

language has evolved that includes 

terms like blockchain or distributed 

ledger technology, artificial 

intelligence, chatbots, smart 

contracts, machine learning, robotics, 

open banking and Application 

Programming Interface (API), deep 

learning, RegTech, robo-advisors, 

cybersecurity amongst others. 

 The FinTech (financial 

technology) focus has initially been 

centred around payments and the 

ability to disintermediate what is 

considered an expensive payments 

system. Although global standard 

 
36 Sound Practices: Implications of fintech 
developments for banks and bank supervisors 

setters have given their support to 

disruption, it comes at a price, a 

balanced approach is required that 

does not compromise the integrity of 

the banking industry. The Basel 

Committee on Banking Supervision 

Sound Practices document notes36: 

“Safety and soundness and 

financial stability can be 

enhanced by implementation of 

supervisory programmes to 

ensure that banks have 

appropriate risk management 

practices and processes over any 

operation outsourced to or 

supported by a third party, 

including fintech firms, and that 

controls over outsourced 

services are maintained to the 

same standard as those applied 

to operations that the bank itself 

conducts.” 

 The concern of regulators is the 

rapid pace of disruption to traditional 

models of banking and the potential for 
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significant revenue losses to banks as 

the customer relationship embedded 

in unregulated businesses e.g., retail 

banking, is competed away by 

FinTechs. Substantial barriers to entry 

associated with obtaining a banking 

license have been lowered and data 

has emerged as a commodity requiring 

a new business model, to extract its 

inherent value. 

 A household brand developed 

through FinTech is Bitcoin, the crypto 

asset developed on a blockchain using 

distributed ledger technology. Bitcoin 

has fundamentally changed the 

financial landscape, proving that it is 

possible not only to bypass the 

regulatory framework but also to 

seamlessly move currency across 

borders without the approval or 

knowledge of governments. 

 Using crypto tokens over a 

blockchain, provide a digital solution 

to raise capital through crowd funding, 

another disruption by establishing a 

new market competing with the 

traditional financial intermediation 

role of banking. 

Lauded by the critics of the 

banking system, crypto assets, crypto 

 
37 Shadow Banking: Strengthening Oversight and 
Regulation 

tokens and other digital solutions are 

either established to provide access to 

the financial system or replace the 

functions normally associated with 

banking. The unregulated nature of 

these initiatives combined with their 

proximity to the activities of the 

financial sector, may capture these 

activities within the definition of 

shadow banking or more recently 

renamed market-based financing. 

Initially defined as “credit 

intermediation involving entities and 

activities outside the regular banking 

system”37 the Financial Stability Board 

has identified the shadow banking 

system as an important source of 

systemic risk. 

The global financial crisis has 

demonstrated that in a financial crisis, 

understanding the mechanics of the 

financial system and their associated 

flows are critical to empower 

regulators and policy makers alike to 

make informed decisions in real time. 

Accurate and timely data is a key 

element of this approach, a work in 

progress, that will require those 

regulators, supervisors and 

policymakers that need to have this 
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information, to be empowered to 

demand it in a specific format and 

within a specific time frame. Systemic 

risk management also has a 

preventative mandate and 

understanding the unregulated 

financial sector, whether it is market-

based finance or FinTech is becoming 

a key priority as regulators begin 

appreciating the materiality of each 

innovation and begin applying 

proportional regulatory frameworks to 

address the underlying risk. 

Market conduct is another 

oversight role that is gaining 

momentum. Treating customers fairly 

will extend to non-financial businesses 

as the regulators target the activity 

rather than the nature of the business. 

Intrusive regulation can be expected to 

ensure the market conduct regulator, 

the Financial Sector Conduct 

Authority, will be able to monitor and 

investigate instances of inappropriate 

behaviour. 

As business models change and 

banks and other financial institutions 

make their data available to third 

parties, shift to on-line platforms and 

begin using data to improve the 

financial experience, so the risk of 

cybercrime has increased. 

Cybersecurity is a rapidly developing 

area of focus as new risks emerge, 

threatening to disrupt the highly 

integrated financial system. 

Determined to avoid another 

failure of the financial system, existing 

financial architecture has been 

dramatically overhauled and the 

emergence of FinTech raises an 

additional opportunity, rapidly 

growing in importance. The objective of 

establishing a more resilient financial 

sector will require a thorough 

understanding of the FinTech 

landscape and the impact on 

competition form an important 

element as banks are increasingly 

disintermediated from their traditional 

functions. 

Using traditional measures such 

as the HHI will become less informative 

as FinTech and market-based finance 

erodes traditional banking models. 

Borders between countries are 

becoming blurred with economic terms 

With the introduction of 

activity-based regulation, 

measuring concentration 

within the market for that 

activity, will require a new 

approach. 
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like gross domestic product, no longer 

capturing these emerging businesses. 

Regulators are also struggling to keep 

up with emerging trends that may be 

short-lived or unclear. 

As citizens demand less 

traditional business models and 

expect more innovation and solutions-

based products tailored for the 

individual, measuring, monitoring and 

regulating will become more 

challenging and new methods will need 

to be developed and deployed to meet 

the obligation that regulators and 

policy makers have set for themselves, 

to proactively manage financial 

stability. 
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CHAPTER 7 

Conclusion 

As an industry, banking has many 

unique characteristics that set it apart 

from other industries or even sectors of 

the economy. 

 Many industries are regulated in 

the interests of the public, but few can 

compare with the intrusive and 

comprehensive regulatory framework 

of banking. The reason for this, in our 

view, is the implied partnership 

between government and banks, best 

described as a franchise model. 

 From the time that banks 

requested government to take over the 

production of money in the Republic, 

the role of the central bank has been 

strengthened through legislation 

based on a global banking model. 

 The franchise model, described 

by the name “bank” has become 

synonymous with a highly regulated 

industry licensed to accept deposits. 

Over time, the financial system 

has become increasingly globally 

interconnected with the fortunes of our 

trading partners directly impacting on 

the external value of the rand. 

Ensuring that the rand remains at a 

fair price, a policy of targeting inflation 

was adopted. Like many other 

countries, the domestic interest rate 

became an important policy tool to 

achieve this objective. There are also 

many other benefits to inflation 

targeting from rewarding savers to 

managing wage increase that are 

beyond the scope of this paper.  

 In an environment where the 

central bank is tasked with achieving 

these objectives, the banking industry 

becomes a critical partner for both the 

distribution of the governments money 

and the control of inflation through the 

management of the level of interest 

rates in the economy. 

 A free market of perfectly 

competitive firms is unlikely to achieve 

these government policies and 

therefore the central bank is unable to 

give a blanket licence to any business 

wishing to participate in the business 

of banking. A strict process of licencing 

banks establishes intentional barriers 

to entry to ensure that only those 

businesses that have the 
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demonstrable ability to meet the 

regulatory framework can be licensed.  

 Banks are therefore tasked with 

the distribution of money, on behalf of 

the government. The supply of money 

is carefully controlled by the South 

African Reserve Bank daily and the 

pricing of this money is controlled by 

the Monetary Policy Committee at the 

SARB. 

Although the banking 

relationship with the central bank has 

been established for decades, the 

recent global financial crisis 

demonstrated that in the absence of 

strict regulatory oversight, a financial 

crisis could easily start in unregulated 

financial businesses, that are both 

highly competitive and vary in size. 

Referred to as the shadow banking 

industry, or more recently market-

based finance, it has been identified as 

an important catalyst of the global 

financial crisis, the loss of confidence 

in the governments money, the 

institutions of the financial sector and 

by default the banks, provided an 

opportunity for governments to relook 

at the financial framework. 

More emphasis has been placed 

on the financial system, with specific 

responsibility being assigned to the 

regulators, to ensure that the 

soundness of the banking system is 

prioritised. 

To this end, the shadow banking 

system is being regulated, while the 

rise of digitalisation and FinTech is still 

being evaluated, these disruptions to 

the financial sector should result in 

careful and proportional regulatory 

requirements and supervision. 

The financial stability objective 

allocated to the SARB reinforces the 

importance of the broader financial 

sector and specifically banking. This 

policy objective comes at a cost. 

Through recovery and resolution 

plans, banks may be expected to 

underwrite the failure of their 

competitors, providing a seamless 

transition from the failure of a bank or 

financial market infrastructure 

minimising the impact to the economy. 

The banking industry is 

therefore not free to determine how 

they wish to compete. Banks are 

provided with a stock of money at a 

fixed price and with specific rules 

within which they can lend this money 

out. They are monitored, in some 

instances daily, with the Prudential 

Authority able to intervene in a bank’s 

business model, engaging the banks 
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board in a preventative restructuring 

exercise. If not satisfied, the central 

bank can impose increased capital and 

liquidity requirements for the risk that 

the bank brings to their banking 

system. 

As a market structure, the 

nature of the relationship between the 

bank and central bank would indicate 

it is closer to that of a monopoly than 

any of the other three market 

structures. The central bank produces 

a single product money, with no 

competitors and distributes this 

money through a series of agencies 

that can brand their business to 

differentiate themselves, as long as 

they use the central banks trademark 

of “bank”. 

Like many agencies, the capital 

investment is made by the owner of the 

business and therefore banks are 

required to provide the start-up 

capital. As it is a business, profits are 

expected to service the operating cost 

of the business and generate a return 

to the shareholder. Even the capital 

invested in a bank differs dramatically 

from that of a business. Where a 

business can raise capital to establish 

their franchise, banks must do that 

and more. 

Capital in a bank provides loss 

absorption, protecting depositors from 

experiencing a loss. Capital is also a 

restriction to the lending ability of a 

bank and therefore as the supply of 

money grows in the economy so must 

the supply of capital. Unlike a 

business that raises capital to 

establish itself and then borrows 

money from a bank to grow the 

business, a bank must grow its 

business by raising more capital. 

The perpetual nature of bank 

capital means the banks must have an 

excellent track record of generating 

profits for shareholders that meet their 

expectations. 

If banking is a monopoly, with a 

fixed supply and fixed priced product, 

understanding how they make profits 

is key to understanding the 

competitive element in banking. It is 

beyond the scope of this paper to do 

this subject justice but assessing the 

credit risk of the loan customer is 

critical to ensure that the money is 

repaid, along with the skill of the bank 

in predicting and managing changes in 

the economy over time, to contribute to 

profitability. 

Measuring concentration of 

banks through a mathematical model 
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implies that the relative size of the 

bank conveys a benefit of monopoly 

power. We would suggest that the size 

of the bank also increases its 

obligations to invest in supporting 

financial infrastructure such as 

payments and markets such as 

currency, debt etc. and through its 

domestic systemic relevance, the bank 

may be penalised through higher 

capital requirements and liquidity 

ratios. Therefore, big is not 

automatically better. In the promotion 

of financial stability, the SARB may 

also benefit from fewer banks as the 

management of the risk is contained 

for the supervisor. 

As a monopoly, the relative size 

of each franchisee, we believe, is not a 

driving consideration for competition. 

A key element may be the business 

model adopted by the bank and the 

way it differentiates itself within the 

franchise. Large commercial banks in 

South Africa have existed for over 150 

years, developing trusted brands that 

attract clients, but also have legacy 

systems and costs that are 

unavoidable. 

Migration of customers between 

banks is almost seamless but despite 

the challenger banks offering highly 

competitive products, many customers 

would prefer to wait, supporting their 

existing banks, perhaps hoping their 

banks will have their pricing regulated, 

demonstrating that competition may 

not be a key determinant when 

customers exercise their choice of 

bank service provider. 

Yet bank executives continue to 

laud their competitive industry. A 

fundamental element of competition is 

the ability of the business to enter or 

exit the market. This is not easily 

achieved once a banking license has 

been conferred. The central bank 

exercises significant control over the 

activities of the bank through their 

licensing arrangement and has powers 

to intervene, from suspending dividend 

payments to facilitating the bail out of 

a competing bank in extreme cases. 

However, within this monopoly 

product of money, banks provide 

services from the assessment of credit 

to the facilitation of payments. The 

freedom to structure their lending 

portfolios, provides an opportunity for 

banks to enter or exit various financial 

markets, almost at will. This means 

that banks are free to compete for 

customers in the same way as non-
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bank businesses on price, service and 

quality. 

But these products are not 

exclusive to banks and are offered by 

many non-bank businesses, from 

home loans and vehicle asset finance 

to credit cards and payment channels. 

Using the banking license as a 

proxy for bank-like activity does not 

include the many non-bank service 

providers.  

In our view a policy that is not 

measurable cannot clearly 

demonstrate the benefits of its 

implementation or provide policy 

makers with the ability to make 

changes that will optimise the policy 

outcome. 

We conclude that in the absence 

of a clearly defined market we cannot 

place reliance on these mathematical 

models. More work needs to be done to 

understand the competitive element 

embedded within the banking industry 

and how we can extract this 

information as policy makers, and 

regulators to measure and monitor 

competition within this important 

industry. 

 

 

 

 

 

 

 



 85 

  
 

References  

Alegria, C. and Schaeck, K. (2007). On measuring concentration in banking 

systems. Science Direct – Finance Research Letters 5 (2008). Pp. 59 – 67.  

Bara, A., Mugano, G. and Le Roux, P. (2017). Bank concentration, country income 

and financial development in SADC. South African Business Review. Vol. 22. Pp. 150 

– 176.  

Berger, A. N. and Humphrey, D. B. (1989). The price-concentration relationship in 

banking. The review of Economics and Statistics. No. 71. Pp. 291 – 299.  

Bernstein, J. A proposed framework for credit concentration risk monitoring. South 

African Reserve Bank Steering Committee 240306, position paper 77 v.4.  

Bikker, J. A. and Haaf, K. (2002). Measures of competition and concentration in the 

banking industry: a review of literature. Central bank of the Netherlands. Economic 

and Financial Modelling. 

Bikker, J., Shaffer, S. and Spierdijk, L. (2009). Assessing competition with the 

Panzar-Rosse model: the role of scale, costs and equilibrium. Central Bank of 

Netherlands Working Paper No. 225.   

BIS (Bank for International Settlements). (1975). Report to the Governors on the 

supervision of banks’ foreign establishments. Online. [Available: 

https://www.bis.org/publ/bcbs00a.htm] [13 November 2018] 

BIS (Bank for International Settlements). (2010). Basel III: A global regulatory 

framework for more resilient banks and banking systems. Online [Available: 

https://www.bis.org/publ/bcbs189.htm] [10 January 2019]  

BIS (Bank for International Settlements). (2018). Sound Practices: Implications of 

fintech developments for banks and bank supervisors. Online. [Available: 

https://www.bis.org/bcbs/publ/d431.htm] [13 November 2018]  

Bod’a, M. (2014). Concentration measurement issues and their application for the 

Slovak banking sector. Science Direct - Procedia Economics and Finance. 12 (2014) 

pp. 66 – 75.  

Economic Development Department. (2017). Competition Amendment Bill, 

December 2017. Government Gazette Vol. 630. No. 41294. 

Falkena, H., Davel, G., Hawkins, P., et al. (2004). Competition in South African 

Banking. Task group report for the National Treasury and the South African Reserve 

Bank. Online. [Available: 

http://citeseerx.ist.psu.edu/viewdoc/download?doi=10.1.1.732.2716&rep=rep1&t

ype=pdf]. [4 July 2018] 

https://www.bis.org/publ/bcbs00a.htm
https://www.bis.org/publ/bcbs189.htm
https://www.bis.org/bcbs/publ/d431.htm
http://citeseerx.ist.psu.edu/viewdoc/download?doi=10.1.1.732.2716&rep=rep1&type=pdf
http://citeseerx.ist.psu.edu/viewdoc/download?doi=10.1.1.732.2716&rep=rep1&type=pdf


 86 

  
 

Feldmann, H. (2014). Banking system concentration and unemployment in 

developing countries. Journal of Economics and Business 77 (2015). Pp 60 – 78.  

FSB (Financial Services Board). (2011). Shadow Banking: Strengthening Oversight 

and Regulations. Online [Available: https://www.fsb.org/2012/11/r_121118/]. [13 

November 2018] 

Ijtsma, P., Spierdjik, L. and Shaffer, S. (2015). The concentration – stability 

controversy in banking: New evidence from the EU – 25. Journal of Financial Stability 

33 (2017). Pp. 273 – 284.  

IMF (International Monetary Fund). (2004). Indicators of Financial Structure, 

Development, and Soundness, Financial Sector Assessment: A Handbook (Chapter 

2). Online. [Available at: http://www.imf.org/external/ 

pubs/ft/fsa/eng/pdf/ch02.pdf]. [5 July 2018] 

Iuga, I. (2013). Analysis of the banking system’s concentration degree in EU 

countries. Annales Universitatis Apulensis Series Oeconomica, 15(1). Pp 184-193. 

Kasman, S. and Kasman, A. (2015). Bank competition, concentration and financial 

stability in the Turkish banking industry. Science Direct – Economic Systems 39 

(2015). Pp. 502 – 517.  

Kottman, G. (1974). Die Bewertung der Konzentration in der Kreditwirschaft. Verlag 

Harri Deutsch, Frankfurt and Zurich.  

Leon, F. (2014). Measuring competition in banking: A critical review of methods. 

Centre d'Etudes et de Recherches sur le Développement International (CERDI). Etudes 

et Documents no. 12.  

Mason, E. (1939). Price and production policies of Large-Scale enterprise. American 

Economic Review. 29 (1). Pp. 61 – 74.  

Ngonyama, N. and Simatele, M. (2017). Competition in the banking sector: A 

literature review. Online. [Available: 

https://2017.essa.org.za/fullpaper/essa_3277.pdf]. [17 April 2018] 

Okeahalam, C. C. (2001). Concentration in the banking sector of the common 

monetary area of Southern Africa. University of Witwatersrand. Paper presented at 

the Trade and Industrial Policy Strategies 2001 Annual Forum. 

Republic of South Africa. (1998). Competition Act 89 of 1998 as amended. Pretoria: 

South African Government [Gazette 19557 of 30 November 1998]. Online. [Available: 

https://www.gov.za/documents/competition-act]. [20 November 2018] 

Samuelson, P. A. and Nordhaus, W. D. (1998). Microeconomics. 16th ed. 

Irwin/Mcgraw-Hill, Boston.  

SARB (South African Reserve Bank). (2016). No. 9 The South African Reserve Bank’s 

system of accommodation. Online. [Available: 

https://www.fsb.org/2012/11/r_121118/
http://www.imf.org/external/
https://2017.essa.org.za/fullpaper/essa_3277.pdf
https://www.gov.za/documents/competition-act


 87 

  
 

https://www.resbank.co.za/en/home/publications/publication-detail-pages/fact-

sheet/fact-sheet/2020/FactSheet-No9] [12 November 2018]  

SARB (South African Reserve Bank). (2017). Financial Stability Review: First 

Edition. Online. [Available: 

https://www.resbank.co.za/en/home/publications/publication-detail-

pages/reviews/finstab-review/2017/7786] [6 July 2018]  

SARB (South African Reserve Bank). (2017). Financial Stability Review: Second 

Edition. Online. [Available: 

https://www.resbank.co.za/en/home/publications/publication-detail-

pages/reviews/finstab-review/2017/8073] [20 November 2018] 

Simbanegavi, W., Greenberg, J and Gwatidzo, T. (2012). Testing for competition in 

the South African banking sector. Munich personal RePEc Archive, Paper no. 43627. 

Online. [Available: https://mpra.ub.uni-muenchen.de/43627/].  

Sitamele, M. (2015). Market Structure and Competition in the South African 

banking sector. Science Direct – Procedia Economics and Finance 30 (2015). Pp 825 

– 835.  

The Constitution of the Republic of South Africa. (1996). Chapter 13: Finance. 

Pretoria.  The South African Government. [Act No. 5 of 2005]. Online. [Accessed: 

https://www.justice.gov.za/legislation/constitution/SAConstitution-web-eng-

13.pdf] [20 November 2018] 

  

https://www.resbank.co.za/en/home/publications/publication-detail-pages/fact-sheet/fact-sheet/2020/FactSheet-No9
https://www.resbank.co.za/en/home/publications/publication-detail-pages/fact-sheet/fact-sheet/2020/FactSheet-No9
https://www.resbank.co.za/en/home/publications/publication-detail-pages/reviews/finstab-review/2017/7786
https://www.resbank.co.za/en/home/publications/publication-detail-pages/reviews/finstab-review/2017/7786
https://www.resbank.co.za/en/home/publications/publication-detail-pages/reviews/finstab-review/2017/8073
https://www.resbank.co.za/en/home/publications/publication-detail-pages/reviews/finstab-review/2017/8073
https://mpra.ub.uni-muenchen.de/43627/
https://www.justice.gov.za/legislation/constitution/SAConstitution-web-eng-13.pdf
https://www.justice.gov.za/legislation/constitution/SAConstitution-web-eng-13.pdf


 88 

  
 

Members of the working group 

In alphabetical order: 

Asande Mahlaba 

Researcher 

Centre of Excellence in  
Financial Services 

Mark Brits 

Executive Director 
Centre of Excellence in 

Financial Services 

Nonceba Qabazi 

Researcher 

Centre of Excellence in  
Financial Services  

 

 

 

 

 

 

 

 

 



 89 

  
 

Glossary of terms 

Market Structure 

The basic market structures, from the seller's point of view, are summarised in the 

table below. 

Market Structure Number of sellers Number of 

products 

Barriers to entry 

Perfect competition Many One None 

Monopoly One One Severe 

Oligopoly Few One Severe 

Monopolistic competition Many Many imperfect  

substitutes 

None 

 

Perfect competition is a somewhat idealised scenario which is not desirable 

from a regulatory point of view. Prudential and consumer regulation are not possible 

without raising barriers to entry by requiring a substantial amount of reporting etc. 

In any discussion of this market structure, moreover, the definition of the market 

itself is also critical. 

In competition analysis, the traditional approach is to define the market 

through demand substitutability: goods or services "reasonably interchangeable by 

consumers for the same purposes."38 Even a 100% market share would not 

necessarily imply that a firm had monopolistic power.39 

Monopolistic competition is a common form of market structure and can be 

observed among restaurants in a specific area, all of which sell prepared food and 

 
38 F.T.C. v. Whole Foods Mkt., Inc., 548 F.3d 1028, 1037 (D.C. Cir. 2008), citing United States v. Microsoft, 253 F.3d 34, 
52 (D.C. Cir. 2001). 
39  onopoly Power Following the DO ’s  ingle-Firm Conduct Report 
https://www.americanbar.org/groups/young_lawyers/publications/the_101_201_practice_series/monopoly_power_fo
llowing_the_doj_single-firm_conduct_report/ 

https://www.americanbar.org/groups/young_lawyers/publications/the_101_201_practice_series/monopoly_power_following_the_doj_single-firm_conduct_report/
https://www.americanbar.org/groups/young_lawyers/publications/the_101_201_practice_series/monopoly_power_following_the_doj_single-firm_conduct_report/
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service but normally in a highly differentiated way. This also holds true for branded 

clothing, mobile phones and many other products. 

Banks are active in a large number of different markets: car finance and 

deposits, to name just two examples. It has not infrequently been observed that the 

market structure in respect of a specific product in banking could be characterised 

as monopolistic competition.40 

Social welfare 

In economic theory, we can model consumer and producer surpluses which leads 

to a definition of social welfare. 

Consider the effect of a firm with linear demand and supply curves in the 

below diagram. 

Scenario 1 – perfect competition  

Assume that a firm has a linear supply curve 

S=MC and produces at marginal cost. If we have 

“perfect” competition, the firm will produce at 

the competitive price Pc, where the supply and 

demand curve D intersect. In this case, all firms 

have the same supply curves because they are 

assumed identical for sake of simplicity. 

Note that if any firm had a supply curve, 

or marginal cost curve, that was higher, meaning 

it would not be able to produce at Pc, then it 

would have gone out of business, while a firm 

with lower supply curve would have been able to make additional profits 

encouraging other firms to enter the market. The firm supplies Qc quantity at the 

price Pc. 

 

 

 
40 Matthews, Kent, Victor Murinde, and Tianshu Zhao. "Competitive conditions among the major British banks." Journal 
of Banking & Finance 31.7 (2007): 2025-2042. 

Perfect Competition 
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Scenario 2 – a monopoly 

Consider a firm that is a monopoly with 

a supply curve S=MR, i.e. it produces at 

the point where MR = MC, where supply 

curve intersects the marginal revenue 

curve. The firm then sells quantity Qm 

for price Pm. 

 

 

What is social welfare?  

The next graph shows the consumer and producer surpluses as yellow and orange 

areas. In the case of competition, the consumer surplus is a + b + c, while the 

producer surplus is d + e. 

 

 

 

However, in the case of the monopoly in the graph below, consumer surplus is a, 

while producer surplus is b + d and (the grey area) the deadweight loss is c + e. 

Monopoly 

Perfect Competition 
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The grey area called the ‘deadweight loss’ is the surplus that was previously 

attributed to consumers or producers in the competitive case but has now been lost. 

Economic theory has shown a clear negative effect of going from perfect competition 

to monopoly for consumers and positive effect for producers. In the example above, 

consumer surplus has been reduced by (b + c). Area b has gone from consumers to 

producers, producer surplus improved by (b – e) and as b is a larger area than e, 

hence this is a net gain. However, we now have a loss in social welfare of (c + e), i.e. 

the deadweight loss. While producers have lost e, consumer have lost c. 

What happened? 

There is now less output being produced as the quantity is being reduced from Qc 

to Qm. 

What does this mean for society? It loses out because there is now a net 

welfare loss. Social welfare takes into account the aggregate welfare of consumers 

and producers. Even though producers have gained at the expense of consumers, 

the overall net effect on social welfare is negative. This what economists mean when 

they talk about social welfare loss. 

 

  

Monopoly 
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Appendix A 

Authorised dealers in foreign exchange 

Full licence

ABSA Bank Limited   

Albaraka Bank Limited 

Bank of Baroda 

Bank of China Johannesburg 

Branch 

Bank of India 

Bank of Taiwan South Africa 
Branch 

Bidvest Bank Limited 

BNP Paribas SA - South Africa 
Branch 

Canara Bank 

Capitec Bank Limited 

China Construction Bank, 

Johannesburg Branch 

Citibank, N.A., South Africa 

Deutsche Bank AG, Johannesburg 

Branch 

FirstRand Bank Limited 

Habib Overseas Bank Limited 

HBZ Bank Limited 

HSBC Bank plc – Johannesburg 

Branch 

Investec Bank Limited 

JPMorgan Chase Bank 
(Johannesburg Branch) 

Mercantile Bank Limited 

Nedbank Limited 

Sasfin Bank Limited 

Société Générale 

Standard Chartered Bank - 
Johannesburg Branch 

State Bank of India 

The South African Bank of Athens 
Limited 

The Standard Bank of South Africa 

Limited 

Limited Authority 

Ace Currency Exchange (Pty) 
Limited 

Exchange4free South Africa (Pty) 

Limited 

Forex World (Pty) Limited 

Global Foreign Exchange (Pty) 
Limited 

Hello Paisa (Pty) Limited  

Imali Express (Pty) Limited  

Inter Africa Bureau de Change (Pty) 
Limited 

Interchange RSA (Pty) Limited 

Mama Money (Pty ) Limited 

Master Currency (Pty) Limited 

Mukuru Africa (Pty) Limited 

Sikhona Forex (Pty) Limited  

Southeast Exchange Company 
(South Africa) (Pty) Limited  

Terra Payment Services South 
Africa (RF) Pty Limited  

Tourvest Financial Services (Pty) 

Limited trading as American 
Express Foreign Exchange Services  

Tower Bureau de Change (Pty) 

Limited  

Travelex Africa Foreign Exchange 

(Pty) Limi 
 


