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5 9 5 8a 

Ab st r a c t  

The pr ima ry e u r obond ma r ke t  i s  a n a l ysed u s i ng t he app r oach of  i n d u s t r i a l  

economi c s .  The i nvest i g a t i on cove r s  aspe c t s  o f  ma r k et  st r u c t u r e , 

s t r u c t u r e-pe r f o rmance r e l a t ionsh ips , t he r ecent ly-dev e l oped theo r i e s  of  c on t e s t a b l e  

ma r k e t s  a n d  s t r at eg i c  compet i t i o n , a n d  i nd u s t ry dynam i c s . C e r t a i n  f e a t u r e s  s u c h  a s  

t h e  tendency f o r  e x c e s s i ve ent ry a n d  f o r  dec l i n i ng p r o f i tabi l i ty d u r i n g  pe r i ods o f  

g rowt h  o r  d e r eg ul a t i o n  a r e  i n t e rpreted i n  t h e  l i g h t  o f  t h e  a n a l y s i s .  The r e s u l t s ,  

a l t hough pa r t l y  qu a l i t a t i ve r a t h e r  t han d e f i n i t i ve ,  o f f e r  i n s i g h t s  i n t o  t h e  

behav i o u r  of the  ma r k et  i n  qu est i on a n d  of  f i nanc i a l  ma r k e t s  i n  g e ne r a l  ( i n c l u d i ng 

EEC ma r k e t s  a f t e r  1 9 9 2 ) . S uggest ions a r e  made f o r  changes t o  r e g u l a t o r y  and 

i ndust r i a l  po l i c i e s  i n  r e l a t i on t o  f i nanc i a l  ma r k et s .  



I I NTRODUCTION 

1 Th i s  pape r see k s  t o  ana lyse the  nat u r e  and d e v e l opment of  t h e  i nd u s t ri a l  

st r u c t u r e  of  t h e  pr ima ry e u r obond m a r ket . The s t udy not only a s s e s s e s  t he 

beh a v i o u r  of  t h e  mar k et i t se l f ,  but a l so o f f e r s  i ns i g h t s  i nt o  t h e  behav i o u r  of  

f i nanc i a l  as  oppo sed to  i nd u s t r i a l  ma r k e t s ,  and o f  u n r eg u l ated a s  opposed to  

regulated f i nanc i a l  ma r k e t s* . The e u r obond ma r k e t  i s  r e l evant f o r  these pu rposes  

2 

bec a u s e ,  i n  common w i t h  many i nd u s t r i a l  ma r k e t s  ( bu t  u n l i ke mos t f i nanc i a l  ma r k e t s ) 

i t  i s  g l oba l i sed , r e l a t i v e l y  u n r eg u l a t e d  ( t hough a f f ected  by d e r egu l a t i o n  of  

pa r a l l e l  nat i o n a l  ma r k e t s ) ,  f e a t u r e s  a st rong pr esence of  i n t e r na t i on a l  f i rms and 

has w i tnessed a g r ea t  deal o f  i n nova t i on .  The i nd u s t ry has under gone a cyc l e  of  

r ap i d  g r owt h ,  in  t e rms of  vol ume o f  i s suance , wh i c h  may now be l eve l l i ng o f f .  

2 Fo l l ow i ng a def i n i t i o n  of  t h e  " p r i ce "  and "p r oduct " of  p r ima ry e u r obond i s s u i ng 

act i v i t y  and a d i scu s s i on of  o t h e r  i nd u s t r i a l  cha r a c t e r i s t i c s  of  t h e  e u r o bond ma r k e t  

i n  gene r a l  t e rms ( S ec t i on I I ) ,  t h e  pape r p r e s e n t s  d a t a  o n  ma r k et  st r u c t u r e ,  d r awn 

l a rge ly f r om " l eague tab l e s "  of boo k r u nne r s .  I t  i s  quest i oned whe t h e r  t he e u r obond 

ma r k et is one ma r k et  or seve r a l  segmen ted ma r k e t s ,  h i g h l i gh t i ng the p r ima r y  p r ob l em 

for  i ndust r i a l  econom i c s  of  def i n i ng t h e  ma r k et  i n  quest i o n .  De t e rm i na n t s  o f  t h e  

demand f o r  e u r obond i s sues a r e as sessed ( S ect i on I ll ) . These d e sc r ipt i ve s ec t i on s  

a r e  t hen u s ed a s  bac kg round f o r  an  analys i s  of  t h e  beh a v i o u r  o f  t h e  e u r obond 

ma r k e t . The a n a l ys i s  i s  based on t r ad i t i ona l st r u c t u r e-pe r f o rma nce r e l a t i on s h i p s  

( Sec t i on I V )  as  we l l  a s  the  newer dynam i c  theo r i e s  of  i n d u s t r i a l  behav i ou r ,  n o t a b l y  

t hose h i g h l i ght i ng t h e  imp o r t ance of  contestab l e  ma r ke t s  a n d  st r a t e g i c  compe t i t i on 

( Sect i on V ) . Al though st r u ct u r e-pe rf ormance r e l a t i onsh ips o f f e r  some i n s i g ht s ,  t h e  

appr oach o f  t h e  " new i nd u s t r i a l econom i c s "  appe a r s  t o  p r o v i d e  a be t t e r  unde r s t a n d i ng 

of many of t h e  d i st i nct i v e  feat u r es of  e u r obond ma r k e t  behav i ou r .  A c r u c i a l  r e a s on 

for  t h i s  is that t r ad i t i ona l t he o ry t ends t o  a s s ume that a l l  f i rms a r e  pe r c e i ved a s  

homogeneous by t he i r  c u s t ome r s ,  whe r e a s  i n  f a c t  behav i ou r  suggests  t h a t  i s s u i ng 

s e r v i ces a r e  seen a s  h e t e r ogeneou s among supp l i e r s .  The new i nd u s t r i a l  econom i c s  

i s  a l so r e l evant f o r  i n t e rp r e t a t i on o f  t h e  c a u s e s  o f  r ap i d  e n t r y t o  t he ma r ke t  

( Se c t i on V I ) .  The r es u l t s  a r e  t he n  e x am i ned f o r  t he i r  impl i c a t i o n s  f o r  po l i c y  

i s sues wh i c h  r e l a t e  bot h  t o  t h e  e u r obond ma r k e t s  t hems e l ves and t o  o t h e r  f i n a n c i a l  

ma r k e t s  ( S ec t i on V I I ) .  

* I ndeed , mo s t  o f  t he a n a l ys i s  i s  d i r e c t l y  app l i c a b l e  t o  t h e  UK  and US  dome s t i c  

secu r i t i e s  ma r k e t s  a n d  t h e  e u r onot e ma r k et s .  



3 The ma i n  conc l u s i ons o f  the st udy rega r d i ng f i nanc i a l  ma r k et  beh a v i ou r  a r e as  

f o l l ows : 

3 

The k ey det e rm i n a n t s  o f  f i nanc i a l  ma r k e t  p r i c i ng and pr o f i tabi l i t y  a r e  the 

poten t i a l  for succes s f u l  new ent r y ,  the  deg r ee of r egu l a t i on o r  p r o t ec t i on ,  the 

s t r ength o f  c l i ent  r e l a t i onships and e l a s t i c i t y of d emand for the  product -

concent r a t i on i nd i ces a r e  o f t e n  poo r i n d i c a t o r s  of i ndust ry pe r formance ; 

g r owing and d e r eg u l a t ed f i nanc i a l  ma r ke t s  a r e  s u scept i b l e  t o  r ap i d  ent ry of 

f i rms , r e su l t i ng in p a r t  f r om s t r a t eg i c  manoeuvr es . Excess capa c i t y ,  r e s u l t i ng 

i n  an  i ne f f i c i ent  u s e  of c ap i t a l  c a n  oc c u r , wh i l e accompanying i n t ense 

compet i t i o n  may l ead to  dange r s  of system i c  r i s k  f o r  the f i nanc i a l  system ;  

ba r r i e r s  t o  g r owt h o f  f i rms i n  f i nanc i a l  ma r k e t s  typ i c a l l y r e su l t  f r om t h e  

ex i s t e n c e  of " s unk  co s t s "  a r i s i ng f r om h i s t o r i c a l  developmen t s  ( r e l a t i ons h i p s , 

p l a c i ng powe r )  and st r a t eg i c  compet i t ion ( r &d , predatory pr i c i ng ) , both of wh i c h  

r e s u l t  i n  d i f f e rent i a t i on of i n t e rmed i a t i on s e r v i ces o f fe red b y  d i f fe r ent  f i rms , 

r a t h e r  t h an abs o l u t e  c ap i t a l  needs . Th e cost of cap i t a l  may however be ano t h e r  

impo r t an t  d e t e r m i n a nt , and i n  some c a s e s  r e s t r i c t ive r egu l a t i ons b y  n a t i ona l 

a u t h o r i t i e s  may p l ay a pa r t . Succe s s f u l  new e n t r y  to  secu r i t i e s  ma r k e t s  may 

r equ i r e a pr e-ex i s t i n g i n ves t o r  base i n  ma r k e t s  for s im i l a r  f i nanc i a l  

i n st rumen t s ; 

t he pr i ce e l a s t i c i ty o f  demand i n  un regul a t ed f i nanc i a l  ma r k e t s  i s  typi c a l l y  

ex t r eme l y  h i g h ,  r e su l t i ng f r om a l a c k  o f  ma r k et segmenta t i on ; 

r a p i d  e n t r y  c a n  r e s u l t  i n  a tempo r a ry s e l f-s u s t a i n i ng g r owt h o f  demand ; 

c l i en t  r e l a t i on s h ips a r e  a key to  und e r st and i ng f i na n c i a l  ma r k et s .  These may 

wea k e n  con s i d e r ab l y  wh en ma r ke t s  a r e  l i be r a l i sed o r  when the s i ze of c l i e n t s  -

and hence t he i r  count e r va i l i ng powe r and access t o  i nforma t i on - i n c r ea s e s  

r e l a t i ve t o  i n t e rmed i a r i e s ;  

m a r k e t  a n a l ys i s  a n d  r & d  expend i t u r e s  o n  p r od u c t  development i n  f i nan c i a l  ma r k e t s  

may b e  e x ce s s i ve beca u s e  p r i v a t e  r e t u r n s  t o  capt u r ing a ma r ke t  o f t en e x c eed 

soc i a l  r e t u r n s .  A s  a r es u l t  s im i l a r  r e s e a r c h  i s  unde r t a k en i n  many f i rms ; 

f o r  an  i n d i v i d u a l f i rm i t  c a n  be a rgued t h a t  t h e r e  i s  a s t rong l i nk b e t ween 

c ompe t i t i on a n d  r i s k i n  f i nanc i a l  ma r k et s ,  wh i c h  may have system i c  imp l i ca t i on s .  



I I  INDUSTRI AL CHARACTER I ST I CS OF THE EUROBOND MARKET 

( a )  The p r oduct  and i t s  pr i ce 

4 I n  c h a r a c t e r i s i ng t h e  pr imary e u r obond ma r k et  as  an  " i ndust r y "  i t  i s  u se f u l  

f i r s t br i e f l y  t o  def i ne t h e  pr i ce and t he produ c t  i n  que s t i on .  The p r o d u c t  i s  

t a k en t o  be i n t e rmed i a t i on o f  e u r obonds on beha l f  of bo r r owe r s . Th i s  a l ways 

4 

i nc l udes manageme n t , und e r wr i t i ng and s e l l i ng of  a bond i s sue , but may add i t i on a l l y  

enta i l  a r r ang ement o f  a swap , i n i t i a l  s uppo r t  f o r  t h e  p r i ce of  t h e  i s s u e  a n d  a n  

imp l i c i t  comm i tme n t  to  ma ke ma r ke t s  a t  a l a t e r  s t a ge . I t  i s  t h u s  e v i de n t  t h a t  

secondary  ma r k e t  t r a d i ng cannot b e  d i vo r ced f r om pr ima ry i s s u ance . ( F i rms m a y  a l s o 

f e e l  t he need t o  set  up second a r y  ma r k e t  ope r a t i ons to  bu i l d up r e l a t i on s h i p s  wi t h  

i nve s t o r s , a n d  t o  have a n  i nvestor  base f o r  d i s t r i bu t i on o f  n e w  i s s u e s . ) 

5 The pr i c e  of  e u r obond i n te rmed i a t i on i s  compo sed l a r g e l y  of  comm i s s i o n  o r  f ee s ,  

wh i c h a r e  d i v i ded b e t ween l ead manage r s ,  unde r wr i t e r s  and se l l e r s .  Howe ve r , s i nc e  

manag e r s  can a l so o f f e r  a coupon f o r  t h e  bonds - and hence a y i e l d  - wh i c h  i s  mo r e  

or l e s s  compet i t i v e  b y  t a k i ng a h i g h e r  r i s k i n  underwr i t i ng ,  t h e  ove r a l l  p r i ce m u s t  

a l so con t a i n  e l emen t s  of  t he dev i a t i o n  of  t h e  y i e l d  f r om t ha t  wh i c h  wou l d  be 

obt a i ned f r om o t h e r  compet i ng i n t e rmed i a r i es .  A t h i r d  cost e l ement is the c o s t  of 

anc i l l a ry s e r v i c e s  such a s  the swap fee . F i na l l y ,  f e a t u r e s  such a s  i n i t i a l  m a r k e t  

suppo r t  wi l l  b e  r e f l ected  i n  f ees a n d  y i e l d s .  

6 The r e  a r e  t wo impo r t a n t  problems wi t h  these s imp l e  d e f i n i t i ons of  t h e  p r o d u c t  

a n d  pr i c e . F i r s t  ma r k et  behav i o u r  s ug ge s t s  t h a t  i n t e rmed i at i on se r v i ce s  a r e  not  

seen by i nve s t o r s  o r  bo r r owe r s  a s  homogeneous between i nt e rmed i a r i e s  - an a spec t 

whi ch i s  noted i n  p a r a g r aphs 7 - 1 4 ,  and a n a l ysed i n  S ec t i ons V and VI be l ow. Second 

t he concept of a eu r obond " i ndust r y "  i t s e l f  is  not  u namb i guou s .  Few f i rms 

spec i a l i s e p u r e l y  in e u r obond i s suance , and  t h e r e  may be e l emen t s  of  j o i n t demand 

and j o i nt s upp l y  be t ween f i nanc i a l  prod u c t s ,  a s  e v i denced by f r equent u s e  of  " l o s s  

l ead e r " t ac t i c s . Howeve r ,  the  a l t e r na t i ve t o  a n a l ys i ng t he ma r k e t s  f o r  i nd i v i du a l  

f i nanc i a l  p r od uc t s  i s  t o  t a k e  t h e  i nd u s t ry o f  f i nance a s  the  sma l l e s t  p r a c t i c a b l e  

u n i t  of  analys i s ,  wh i c h  i s  i n  ou r v i ew u nde s i r abl e .  Neve r t he l e s s ,  t h e  c a v e a t s  t o  

t he pr ima ry e u r obond ma r ke t ' s  " i ndust r y "  s t a t u s  shou l d  b e  bo r ne i n  m i nd i n  t h e  

a n a lys i s  t h a t  f o l l ows . 

( b )  De s c r ipt i o n  and s t y l i sed f a c t s  o f  t he e u r obond ma r k et  

7 Eu robonds a r e  gene r a l ly bea r e r  bond s i s sued o f f sho r e .  Th ey t h u s  e scape t h e  

va r i ous dome s t i c  r eg u l a t i on s  on bond ma r k e t s ,  s u c h  as  o b l i ga t i on s  t o  i s s u e  d e t a i l e d  



prospe c t u se s * , i s s u e  queues* * ,  and ( i n most ma r k et s )  rest r i c t i ons on f i rms 

l ead-manag i ng i s sues a s  we l l  a s  w i t hhold i ng t a x e s  and othe r f i sc a l  p r o v i s i ons . 

I mpo r t ant  f e a t u r e s  f o r  i ndust r i a l  s t r u c t u r e  wh i c h  d i f f er ent i a t e  the ma r k et  f rom 

o t h e r  f i nanc i a l  m a r k e t s  a r e ,  f i r s t , t ha t  the  ma r k e t  i s  g l oba l i sed i e  i s s u e r s  and 

i nvest o r s  may be i n  a ny count ry , wh i l e i nt e rmed i a r i e s  may be f rom t h i rd count r i e s .  

I t  t h u s  d i f f e r s  f r om most domest i c  ban k i ng ma r k e t s  and many domes t i c  sec u r i t i e s 

ma r k e t s  whe r e  save r s ,  bo r r owe r s  and i nt e rmed i a r i e s  a r e  t ypi c a l ly a l so dome st i c . 

S econd t h e  ma r k e t  i s  r e l a t i ve l y  u n r eg u l a ted . For  examp l e ,  t h e r e  a r e  no bar r i e r s  

5 

p r e vent i ng ac t i v i t y  by comme r c i a l  o r  i nve stment ban k s ,  i ndeed the e u r obond ma r ket  i s  

cha r a c t e r i sed b y  a w i d e  va r i ety of  t ypes o f  f i rm and own e r s h ip s t r u c t u r e s  ( d i v i s i ons 

o f  a f i rm ,  who l l y-owned subs i d i a r i es
1

) .  In  add i t i on ,  t h e r e  a r e  no r eg u l a t o r y  

rest r a i n t s  ag a i n s t  ent ry t o  t h e  ma r k e t  and unt i l  r ecent ly t h e r e  were no r egu l a t i ons 

f o r  d e d i c a t ed spec i f i c capi t a l  o r  p r udent i a l  cont r o l s  on p l aye r s ' a c t i v i t i es , except 

( i n t h e  case  of  u n i v e r s a l  ba nk s )  t o  the  e x t ent  that ban k i ng supe r v i s i on of  a company 

i mp i nged on a e u r obond ope r a t i on
�

. The abse nce of r eg u l a t o r y  con s t r a i n t s  has 

l e d  many f i nanc i a l  f i rms i n  t h e  e u r obond ma r k et  t o  be mu l t iproduct ( f i nanc i a l  

cong l ome r a t es ) . The f i rms i n volved a r e  o f t en mu l t i na t i onal  i n  a way t h a t  i s  

a t yp i c a l  o f  mos t o t h e r  f i nanc i a l  ma r ke t s .  such a st r u c t u r e  i s  much more  t yp i ca l  of  

i nd u s t r i a l ma r k e t s  such as  t hose f o r  cars  and pha rmaceu t i ca l s . The g l oba l i sa t i on 

of  the  ma r k e t  and t h e  absence of  r eg u l a t o r y  r est r a i n t s  a r e  among the f a c t o r s  beh i nd 

t h i s  t e ndency . 

8 L i ke many i nd u s t r i a l  ma r k e t s , t h e  e u r obond ma r k et  has f e a t u r e d  a va r i e t y  of 

i nnova t ions  as  f i rms have sought ac t i vely to  i n c rease mar ket s h a r e  or c r e a t e  new 

m a r k e t s  by the i n t r od uc t i on of  a t t r a c t i ve new f i nanc i a l  p r oduc t s . P r of i t a b i l i t y  of  

succe s s f u l  i nnova t i on s  ha s ,  howeve r ,  t yp i c a l l y  been competed away as  the p r od u c t  

becomes a s i mp l e  s t a nd a r d i sed p r oduct  o r  " commod i t y " . The e u r obond ma r ke t  has 

f e a t u r ed r ap i d  g r owt h and new e n t ry of  i n t e rmed i a r i e s
1

, t hough also pe r i ods o f  

consol i da t i o n .  T h e  ma r k et  i s  c u r rent ly f a c i ng a l eve l l i ng-o f f  of  a c t i v i ty ,  wi t h  a 

con t i nu i n g  s h a k e o u t  o f  spa r e  c apa c i ty . As suc h ,  i t  prov i de s  an i l l u s t r a t i o n  of a 

r ap i d l y  chang i ng f i na n c i a l  m a r k e t  under  l i t t l e r e g u l a t i o n ,  and t h u s  may p r o v i d e  an  

ex amp l e  for  t h e  beha v i o u r  o f  ot h e r  newly d e r eg u l a t ed f i nanc i a l  ma r k e t s .  

* P r o spe c t u s e s  a r e  nonetheless  g e ne r a l ly i s s ued as  an  a i d  t o  l i st i ng . 

* *  Queues and c e r t a i n  o t h e r  r eg u l a t i on s  r ema i n  i n  c e r t a i n  E u r opean ma r k e t s .  

1 The f i rm o r  owne r sh i p  s t r u c t u r e  i s  o f t en d e t e r m i ned by the f i rm ' s dome s t i c  

r e g u l a t i o n .  

� S ome t i g h t e n i ng o f  r eg u l a t i on has  r e s u l t ed f r om t he recent i n t roduc t i on of  t he 

F i nanc i a l  S e r v i c e s  Ac t i n  t h e  UK . 

f Th i s  i s  not  me r e l y  a r e c e n t  phenomenon . Cou r t adon ( 1 9 8 5 ) recor ded a 2 3 %  

i nc r e a s e  i n  t h e  numbe r o f  l ead manag e r s  between 1 9 7 9  and 1 9 8 3 .  
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9 Ce r t a i n  o t h e r  gene r a l  f e a t u r e s  of t h e  e u r obond ma r k et a r e  impo r t a n t  f o r  

unde r s t a nd i ng i t s  behav i ou r .  A s  noted a bov e ,  r e g u l a t o ry ba r r i e r s  d o  not const r a i n  

new ent ry t o  t he ma r k e t  a n d  rap i d  ent ry sugge s t s  t h a t  any o t h e r  con s t r a i n t s  t o  

e s t ab l i shment i n  t he ma r k et a r e  wea k .  The d i st r i bu t i on o f  s u c ce s s f u l  f i rms , wh i c h  

i nc l udes va r i ou s  " n i che p l ay e r s " ,  sugg e s t s  t h a t  ent ry at a l o w  l e v e l  of  a c t i v i t y  

need not en t a i l  l o s se s .  A s  a r e s u l t  o f  these tendenc i e s ,  t h e  ma r k et  s t r u c t u r e  o f  

t h e  e u r obond ma r k e t  h a s  g ene r a l l y  been c a t ego r i sed a s  compe t i t i ve - a l t hough  s u c h  

a spec t s  a s  product  d i f f e rent i a t i on ,  g r owt h max i m i s i ng s t r at e g i e s  and t h e  i na b i l i t y  

of  a f i rm t o  g a i n  i n f i n i t e  demand f o r  i t s  s e r v i ces i f  i t  se l l s  a t  below-ma r k e t  

pr i ces* suggest  impe r f e c t  r a t he r  t han pe r f ec t  compe t i t i on ( f i rms d o  not c ompe t e  on 

pr i ce a l o ne ) . Howeve r ,  desp i t e  rap i d  ent r y ,  t h e r e  has been r e l a t i v e  s t a b i l i t y  i n  

t he ma r ket  s h a r e  o f  t h e  l a rg e  e s t abl i shed f i rms . Th i s  sugge s t s  t h a t  t h e r e  may be 

ba r r i e r s ,  wh i c h  wh i l e not r e s t r i c t i ng ent ry per s e ,  do r e s t r i c t  t he a b i l i ty of  f i rms 

to become s i z e a b l e  pa r t i c ipants in the  ma r k et . 

10  Wha t  a r e  t he ba r r i e r s  t o  g r owt h ? F i r s t , cap i t a l  needs a r e  s i z e a b l e  i f  f i rms 

wi sh to  become ma j o r  p l aye r s ,  to  i n vest in t e c hnolog y ,  t o  be a b l e  t o  hand l e  

unde rwr i t i ng and d i s t r i bu t i o n ,  notably o f  " bought dea l s " * * ,  t o  h i r e  expe r t i s e
� 

and t o  be a b l e  t o  t r ade a nd make ma r k et s .  An i n s t i t u t i on wh i c h i s  a l r eady we l l  

cap i t a l i sed o r  f a c e s  a low cost of c ap i t a l  wi l l  t h u s  have an  advantag e .  Among t h e  

o t h e r  ba r r i e r s  t o  g r owt h beyond a l o w  l e v e l  of  act i v i ty appear  t o  b e  t he i n v e s t o r  

base a n d  hence p l ac i ng powe r of  e s t abl i shed f i rms , wh ich i n f l uence t he a b i l i t y  t o  

win manda t e s . Th i s  pa r t l y d epends on f a c t o r s  such as  t h e  s t r ength o f  dome s t i c  

demand f o r  secu r i t i e s  a s  oppo sed t o  depos i t s ,  together  wi t h  r e s t r i c t ions  on en t ry o f  

f o r e ign f i rms , wh i c h  wi l l  g i ve an advant age t o  i nd i genou s f i rms . S t r e n g t h  o f  l oc a l  

dema nd f o r  i n t e rnat i on a l  secu r i t i e s  wi l l  a l so o f t e n  be c o r r e l a t ed w i t h  t h e  

bal ance-of-payme n t s  s u rp l u s/d e f i c i t  pos i t i on o f  t h e  coun t r y  i n  wh i c h  t h e  f i rm o r  i t s  

parent  i s  based a s  we l l  a s  t he st rength  and i n t e r na t i ona l i sa t i on o f  t h e  c u r r en c y . 

G i ven t h e s e  change over  t ime , t he domi nance o f  t he i nd u s t ry by a ce r t a i n  n a t i ona l i t y 

of i n st i t ut ions  may be t r ans i t o ry .  Th e expe r t i se and capi t a l i s a t i o n  o f  t h e  d e a l i ng 

de s k ,  and t h e  a b i l i t y  t o  i nnova te a r e  a l so impo r t an t  f a c t o r s  though t he s e  may s t e m  

f r om t h e  knowl edge o f  t h e  i nvestor  base . A mo r e  i nt ang i b l e  b a r r i e r ,  pa r t ly a 

f unct ion o f  t he o t h e r  f a c t o r s ,  i s  " f r an c h i s e "  o r  r epu t a t i o n  of  ex i s t i ng f i rms , t h e  

pe r c e i ved a b i l i ty i n  t h e  m i nd of  t h e  c l i en t  t o  d e l i ve r  t o p  qua l i ty s e r v i ce s .  

* 

* *  

On t h e  o t h e r  h a nd , t he sma l l  s i ze o f  i s s ues and the  l a rg e  p r opor t i on wh i c h  

r ema i n  " l oc k e d "  i n  accou n t s  mea n s  t h a t  i nd i v i d u a l  secon d a r y  ma r k e t  p r i c e s  c a n  
o f t e n  be man i p u l a t e d  b y  f i rms . T h e  p r a c t i ce of  " r amp i ng " whe r e  f i rms buy up 
a l l  of  an  a va i l a b l e  s t oc k  in  order  t o  p r o f i t  f r om s h o r t  s a l es by other  f i rms i s  
a t yp i c a l  e x amp l e .  
Whe r e  t h e  l ead manage r t a ke s  t h e  who l e  o f  a bond i s sue onto h i s  own boo k s  p r i o r 

t o  p l a c i ng t h e  bond s wi t h  i nvesto r s .  

f Wh i c h  i n  t h e  c a s e  whe r e  t h e  p r opo r t i on of  bon u s e s  t o  sa l a r i es i s  l ow ,  b e a r  m a n y  
o f  t he f e a t u r e s  of  f i x ed cos t s .  



1 1  The n a t u r e  of  demand f o r  i s s u i ng s e r v i ce s  i n  t he e u r obond ma r k et  i s  h i g h l y  

e l a s t i c  and va r i ab l e , d ue t o  the  ex i stence both of a l t e r na t i ve ma r k e t s  f o r  bond 

i s s u e  and of  a l t e r na t i ve i n s t r ument s  such as  synd i ca t ed loans and e u r onot e s . 

I s sue r s  i n  t h e  e u r obond ma r k et a r e  gene r a l l y of  h i g h  c r ed i t  qua l i t y  and t h e r e f o r e  

a re n o t  r e s t r i c t ed o n  t h i s  bas i s  f r om bo r r owing i n  o t h e r  mar ket s .  I nve s t o r s  a l so 

have many a l t e r n a t ives  t o  e u r obonds i n  t he i r  po r t f o l i os .  The ma i n  d i s t i ng u i sh i ng 

7 

f e a t u r e of e u r obonds i s  t he i r  bea r e r  c h a r a c t e r i s t i c ,  but t h i s  i s  not l i k e l y  t o  be 

impo r t a n t  to t h e  ma j o r i ty of bondho l de r s  such as  i n s t i t u t i onal  i nvesto r s .  Low 

l i qu i d i t y of  e u r obond s  compa r ed wi t h  domest i c  bond s , par t i c u l a r ly t hose denomi nated 

in  d o l l a r s ,  m a k e s  t hem v u l n e r a b l e  t o  any f a l l  o f f  i n  d emand f r om i nves t o r s  a t  t i mes 

of  f i nanc i a l  s t r e s s .  

1 2  M any commen t a t o r s  have suggested t h a t  e u r obond ma r k e t  i nt e rmed i a r i es a r e  

c ha r a c t e r i sed b y  a manag e r i a l  ob j ec t i ve o f  g r owt h max i m i sa t i o n ,  r a t h e r  than  

s ho r t - r u n  pr o f i t  max i m i sa t i o n .  As a r e su l t  of  st r ong g r owt h ,  f i rms hope to  become 

s u f f i c i en t l y  l a rg e  to make a " n ame "  and t h u s  a t t r ac t  new i s sue r s  and bu i ld p l a c i ng 

powe r ,  an  ob j e c t i ve t h a t  may be f e l t  t o  be cons i s tent wi th  l ong- t e rm p r of i t  

max i m i s a t i o n . The r e l a t i ve l a c k  of  ent r y  ba r r i e r s  and l a rge number of  f i rms 

appea r s  to  l e a d  f i rms to bel i eve t hat g r owt h m a x i m i s a t ion i s  a f e a s i b l e  ob j ec t i v e ,  

a l t hough t he ba r r i e r s  t o  g r owt h out l i ned above mean t ha t , i n  p r a c t i c e , t h e  ob j e c t i ve 

i s  d i f f i c u l t  t o  a t t a i n .  These t enden c i e s  have ent a i led c e r t a i n  st r u c t u r a l  p r obl ems 

- t he ma r k e t  s u f f e r s  f r om excess  capac i ty ,  wi th  many e u r obond ope r a t i on s  unable  t o  

ma ke p r o f i t s  o n  t u r nover a v e r aged o v e r  t h e  i n te r e s t - r a t e  cyc l e  ( a s e v i denced b y  t h e  

r ecent  r e t r enchme nt ) .  F i rms a r e  often  poo r ly capi t a l i s ed , r e l a t i ve t o  t he i r  need s ,  

a s  shown e l sewh e r e  b y  t he d i f f i c u l t i es o f  some sec u r i t i e s  f i rms r e su l t i ng f r om the i r  

equ i ty ope r a t i on s  a f t e r  t h e  s t o c k  ma r k e t  c r a s h ,  notably the need f o r  i n j ec t i o n  of  

c ap i t a l  f r om pa r ent  b a n k s .  Unde r c ap i t a l i sa t i on enta i l s r i s k s  when such f i rms c a r ry  

o u t  e u r obond " bo u g h t  de a l s "  o r  take  on l a rg e  pos i t i on s  i n  seconda ry ma r k et  t r a d i ng * . 

1 3  F i na l ly ,  i t  i s  emph a s i sed t h a t  cond i t i ons i n  t h e  e u r obond ma r k et  a r e  s u b j e c t  to  

change o v e r  t ime , secu l a r l y as  we l l  as  cyc l i ca l ly
f

. Impo r t ant long- t e r m  

d e v e l opme n t s  i n c l ud e  t he c h ange o f  t he c u s tomer b a s e  f r om i n d i v i d u a l s  to  

i n s t i t u t i on s ,  and  t h e  i n c r e a s i n g  r ecept i veness of  the  latter  t o  new c u r r enc i es and 

i n s t r umen t s ,  t he i n c r e a s e  in v o l a t i l i t y  o f  exchange and i n t e rest  r a t e s ,  t h e  advent 

o f  boug h t  d e a l s ,  d e r e g u l a t i o n  o f  na t i ona l secu r i t i e s  ma r ke t s ,  the dec l i n i ng 

s egmen t a t i o n  o f  t he d i f f e r en t  c u r r ency and i n s t r ument sectors  of  t h e  e u r oma r k e t s ,  

* I t  shou l d  be n o t ed t ha t  i n  p r a c t i c e  e u r obond d e s k s  made g a i ns on i nventor i e s  a t  

t he t i me o f  t he c r a s h .  

f These c h a n g e s  may be  t r a ced by compa r i ng t he success i ve desc r ip t i ons of  t he 

E u r obond ma r k et i n  G e i s s t  ( 1 9 8 0 ) , Lev i c h  ( 1 9 8 5 ) and the E conomi st  ( 1 9 8 7 ) . 
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t he g r owi ng soph i s t i c a t ion o f  co rpor a t e  c u s t ome r s ,  f i nanc i a l  i n nova t i on and 

unbu nd l i ng o f  f i nanc i a l  s e r v i ce s . Th ese changes - i n  pa r t i c u l a r  t he i n c r ea s i ng 

s i z e and soph i s t i c a t i on of  counte rpa r t i es - have tended to i n c r ease c ompe t i t i on 

be t ween f i rms and hence t h e  need for adaptabi l i ty on the  pa r t  o f  p l aye r s ,  as  we l l  as 

reduc i ng prof i ta b i l i t y .  

1 4  T o  s umma r i s e ,  t h i s  sec t i on h a s  d i scus sed t he k e y  f e a t u r es o f  t h e  e u r obond 

unde r wr i t i ng i nd u s t ry , a s  we l l  a s  i n t roduc i ng c e r t a i n  impo r t an t  aspec t s  o f  i nd u s t ry 

beh a v i o u r  ( " s t y l i sed f a c t s " ) .  The l a t t e r  a r e  the  ma i n  focus o f  a n a l ys i s  i n  t h e  

sec t i o n s  t h a t  f o l low.  Among t h e  mos t impo r t a n t  " s t y l i sed f ac t s "  are the  

f o l l owi ng : appa r e nt ly h i g h l y , a l be i t  imp e r f e c t ly compe t i t i ve ma r ke t  cond i t i ons ; 

dec l i n i ng prof i t abi l i t y ;  rap i d  ent ry wi t h  l i t t l e  e f f e c t  on concent r a t i on ( ba r r i e r s  

t o  g r owth ) ;  g r owt h max i m i s i ng s t r a t eg i es o n  be h a l f  o f  f i rms ( l ong - r u n  p r o f i t  

max i m i sa t i o n ) ; a h i g h  level  o f  i nnova t i on and pe r i od i c  changes i n  t he nat i ona l i t y  

of t h e  domi nant f i r ms . 

( c )  Compa r i son wi th  o t h e r  f i nanc i a l  ma r k e t s  

15 T a b l e  I o f f e r s  a summary o f  these c h a r a c t e r i s t i c s  of  the  e u r obond ma r k e t  

toge t h e r  wi t h  t h e  c o r r espond i ng charact e r i s t i c s  of  o t h e r  f i nanc i a l  ma r k e t s * . 

Ce r t a i n  cont r a s t s  a r e  of  pa r t i cu l a r  i n t e r e s t , i n  pa r t i cu l a r , e n t ry ba r r i e r s  d i f f e r  

be tween ma r k e t s ; ent ry t o  dome st i c  ma r k e t s  i s  o f t e n  r eg u l ated  wh i l e some ban k i n g  

ma r k e t s* * c a n  b e  d i f f i c u l t  t o  penet r a t e  i n  t he absence of  a r e t a i l  d epos i t  base . 

Growt h i n  a l l  ban k i ng ma r ke t s  has of  l a t e  t ended t o  be s l ow ;  t hough a d i s t i n c t i o n  

shou ld b e  m a d e  b e t ween dome s t i c  ba n k i ng ma r k e t s  wh i c h  tend t o  be o l i gopol i s t i c  a n d  

the mo r e  compe t i t i ve e u r o c u r rency ban k i ng ma r k e t s .  These d i f f e r ences a r e  r e f l e c t ed 

i n  ease of  e n t r y ,  and t o  a lesser  ex tent manage r i a l  objec t i ve s .  I t  i s  r easonabl e 

to a i m  f o r  g r owt h max i m i sa t i on i n  the  synd i ca t ed c r ed i t s  ma r ket
�

, wh i l e i n  many 

domest i c  ban k i ng ma r ke t s  the aim is r a t he r  ma r k et  sha r e . Some o t h e r  ma r k e t s  a l s o 

s u f f e r  f r om excess  c apa c i t y ,  a s  f o r  e u r obond s ,  t hough non-pe r f orming  debt  i s  a 

problem l a rg e l y  c on f i ned t o  ban k i ng m a r k e t s .  I t  should  b e  noted t h a t  many d omes t i c  

sec u r i t i e s  ma r k e t s  a r e  i n  a s t a t e  o f  f l u x  u n l i ke t he o t h e r  t h r ee . The 

cha r ac t e r i s a t i on g i ven in the t a b l e  d e s c r i bes a t r a d i t i ona l , c l osed s e c u r i t i e s  

sec t o r  ( a s i n  Japan and con t i nent a l  Eu rope ) - many a r e  e v o l v i ng t o  be mo r e  s i m i l a r  

t o  t h e  e u r oma r k e t s  and a dopt i ng Ang lo-Saxon f i nanc i ng t echn i qu e s . Dome s t i c  ba n k i ng 

ma r k e t s  i n  E u r ope may f o l l ow su i t  a f t e r  f u r t h e r  moves towa r d s  open and e v e n l y  

r eg u l ated ma r k e t s  i n  t h e  EEC . 

* 

* *  

Obv i ou s l y  i nc l ud i ng some s t r ong g e ne r a l i sa t i ons g i ven t he v a r i e t y  o f  ma r k e t  

cond i t i ons i n  va r i ou s  count r i e s .  

F o r  a summ a r y  o f  ba r r i e r s  i n  i n t e r na t i ona l ban k i ng ,  see Wh i t e a n d  Vi t t a s ( 1 9 8 6 ) .  
A l t h ough i n c r ea s i ng c ap i t a l  r equ i r ement s  may t en d  t o  s low t h i s  t r end . 



TABLE I INDUSTRIAL CHARACTERISTICS Or FINANCIAL MARRETS 

Barrier� to 

entrv or 

arowth in the 

market 

Growth of 

market 

Innovation 

Capital cost 

Variable costs 

D emand for 

financial 

s ervices 

Eurobond 

- swap capacity 

- innovation 

- i nve�tor ba�e 

- dealinq de�k 

- lower in nownturn 

of lntere�t rate cycle 

- re�earch Into borrower� 

- rapid till 10/87 

(establi�hed ann new 

product,.l. 

in 1988 

Some recovery 

- hiqh research exPenditure 

and innovation -but 

basic products remain 

- low for niche players 

- hiqh for major players 

- moderate (how fixed a cost 

is labour? l 

- hiqhly elastic/variable 

- alternative market� 

alternative instruments 

Market - competitive 

situation - exces� supply 

- low concentration 

Diver�ification - hiqh 

of activities 

R eaulation - low 

Properties of 

instrument� 

Advertil'inq 

expenditure 

Structural 

problem" 

Manaaerial 

objective" 

"eraer s 

Scope of 

market 

- Transferable but low 

liquidity in manv issue� 

- Low tran�action" costs 

- Low 

- Excess capacity 

- Growth maximisation/market 

share, new business 

- common 

- world 

svndicated loan� 

depoAit baAe 

- syndication de�k 

- stagnant - some 

recovery recently 

- hi At or i ea 1 1 v 

relatively little 

innovation, some 

more recently 

Dome�tic bankinq 

- deposit base 

- domestic requlation 

- innustrial firm� may 

not participate 

- •relation�hio�· 

- branch network 

- staqnant 

- low 

- hiqh (including banks' - hiqh (capital ratios 

capital ratios) and branch networks) 

- relatively low - relatively low 

- hiqh cost of depo,.its• - low cost of deposits• 

- somewhat less ela,.tic 

(inability of some 

borrowers to acce"s 

bond market) 

- competitive 

in euromarkets 

oliaopoly at home 

- hiqh 

- low except capital 

ratios 

- Larqelv non 

transferable (thouqh 

recently-developing 

secondary market for 

l oans) 

- relatively stable 

- oliqopolv 

- hiqh concentration 

but excess capacitv 

- dePen�" on country 

- high Call aspects of 

activitvl 

- Larqely non­

transferable 

- Low transactions costs - Aigh transaction" 

- Low 

- Non-performing debt 

- Excess capacity 

- Growth maximisation 

- rare 

- wor 1 d 

costs 

- Aiqh 

- Excess capacitv and 

non-performing debt 

- Profitabi litv/market 

dominance 

- rare 

- dome�tic 

Dome�tlc securitie�f 

- regulation 

- client network� 

- analv,.is of local 

borrower� anr. instrument 

- rapid till 10/87 (larqel 

established proouct�l 

- fed from euromarket 

- low 

- moderate 

- highly variable/elastic 

- alternative instrumentR 

- oligopolv 

hiqh concentratio n 

in most markets 

- low 

- hiqh 

- M oderate liquioity 

- Rich transactions cost� 

- Low/moderat e 

- Exces" capacity 

- Market dominance/ 

profi tabi 1 i ty 

- common 

- domeRt i c 

fApplies to markets such as the Japanese ann continental European markets; the US (and ORl markets resemble the eurobono 

market more closelv. 

*The cost of eurocurrency deposits is typically above that of domestic deposits - but loans in either market draw on a 

common pool of funds. 
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16 I n dust r i a l  s t r u c t u r e  i s  convent i ona l l y  d e s c r ibed i n  te rms of t h e  deg r e e  of f i rm 

concent r a t ion and produ c t  d i f f eren t i a t i o n  [ see Hay & Mor r i s  {19 7 9 ) ] ,  t hough t h e  

e l a s t i c i t y of demand i s  an import ant unde r l y i ng f a c t o r . 

{a ) Concent r a t i o n  

1 7  T h e  ma r k e t  h a s  undergone t he evo l u t i on shown i n  Tabl e  I I  {a s r eco rded b y  "l e ag ue 

t a b l es "  of l e a d  manag e r s
� 

i n  t he p r ima ry ma r k et  f o r  a l l  e u r obond i s sues
1 

ranked by t h e  va l ue of i ssues  l e a d  managed i n  d o l l a r  t e rms ) .  The f i ve- f i rm 

concen t r a t i on r a t i o  h a s  v a r i ed a r ound an  a v e r ag e  of 4 1 %  ove r t h i s  pe r i od , r i s i ng t o  

a p e a k  o f  5 3 %  i n  1 9 7 8  bef o r e  f a l l i ng t o  3 4% i n  1 9 8 0 ,  r i s i n g  t o  4 7% i n  1 9 8 3  be f o r e  

dec l i n i ng t o  3 6 %  i n  1 9 8 7 .  B r oad l y , t h e  dec l i nes i n  the  concen t r a t i on r a t i o  h a v e  

tended t o  occ u r  d u r i ng pe r i ods of ma r k e t  g r owt h ,  wh i l e the  r i se s  have c o r r esponded 

to  r ecess i ons , s uggest i ng that h i g h  l e ve l s  of bond i s s ues l ead t o  a mo r e  even sp r ead 

:s of i s sues  between f i rms a s  we l l  as  new ent r y ,  wh i l e i n  s l ac k  pe r i od s  t h e  d om i n a n t  

houses t e n d  t o  t a k e  a l a rg e r  p r opo r t ion of i s sues , sma l l e r  houses be i ng squ e e z e d  

out . I t  i s  notable  t h a t  t h e  level  of concent r a t i o n  i n  1 9 8 7  wa s n o t  unp r ec ed e n t ed l y  

low ,  b u t  i ns t ead compa r able w i t h  t h e  pr e v i ou s  t r ough i n  1 9 7 9 - 8 1 . I t  i s  a l so 

apparent  that e x am i na t i on of such a long pe r i od is essen t i a l  t o  avoid e r r on e o u s  

conc l u s i ons r eg a r d i ng concent r a t i on .  For e x amp l e  Cou r t adon {1 9 8 5 ) ,  concent r a t i ng 

on t h e  pe r i od 1 9 7 9 -8 3 ,  conc l u ded t h a t  concent r a t i on was i n  a pe r iod o f  l o n g- t e rm 

inc r ease . 

18 An a l t e r na t i ve mea s u r e  o f  i n d u s t r i a l  s t r u c t u r e  i s  t h e  H e r f i nd a h l  I n d e x *  w h i c h  

has t h e  advantage of r e f l ec t i ng bot h  t h e  n umbe r o f  f i rms and t he i r  r e l a t i v e  s i z e  

[see H a nnah & Kay {1 9 7 7 ) ] .  Th e rec ipr oca l of t h e  H - i ndex g i ves a me a s u r e  of t h e  

number  of equa l -s i zed f i rms t h a t  g i ve the  same va l u e  of the  i nd e x : i n  t h i s  c a s e  a n  

aver age of 1 9 . As r eg a r d s  c hanges over  t i me , t h e  He r f i nd a h l  i ndex  sugge s t s  s im i l a r  

t rends i n  concent r a t i o n  t o  t he f i v e-f i rm r a t i o ,  w i t h  pea k s  i n  1 9 7 8  and  1 9 8 3 .  

Concent r a t i o n  h a s  been s l i ght ly l ower i n  1 9 8 1 - 8 7  ( 0 . 0 5 4/ 1 9 ) than  i n  1 9 7 5 - 8 0  

( 0 . 0 5 9 / 1 7 ) a l though i t  was a c t ua l l y h i ghe r i n  1 9 8 7  than  i n  1 9 7 9 -8 0 .  

1 9  Othe r i n d i ca t ions o f  e u r obond m a r k e t  s t r u c t u r e  c a n  be obt a i ned by e x am i n i ng t h e  

numbe r o f  f i rms w i t h  o v e r  5 %  o f  i s sue s ,  a n d  t h e  n umbe r w i t h  over  1 % . The n umbe r 

ove r 5 %  moves s im i l a r ly ,  b u t  not i dent i c a l ly t o  t he concen t r a t i on r a t i o ,  w i t h  pe a k s  

i n  1 9 7 7  and  1 9 8 4 -8 5 ,  though a h i g h  numbe r was  a l so r ec o rded i n  1 9 7 5 .  The n umbe r 

� S o u r c e s : Bank  o f  E n g l and I CMS d at abase , I n t e r n a t i on a l  F i nanc i ng Rev i e w ,  

Eur omoney 
f Cou r t adon ( 1 9 8 5 ) g i ve s  d a t a  on concen t r at i on for 1 9 7 9 -8 3 for t h e  d i f f e r en t  
i n st r ume nt  s ec t o r s .  

* Def i ned a s  H =;rs i 2 whe r e  s i s  t h e  sha r e  o f  each f i rm i n  i nd u s t r y  o u t p u t . 
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w i t h  over  1 %  has  t ended r a t h e r  t o  i ncr ease ove r t ime - sugge s t i ng new e n t ry - f r om an 

a v e r age of  2 1  i n  1 9 7 5 - 7 9  t o  2 7  i n  1 9 8 0 - 8 4  and 2 6  i n  1 9 8 5- 8 6 . I n  1 9 8 7  t h i s  t o t a l  has 

d e cl i ned t o  2 2 , w h i ch may be the f i r s t  ha r b i ng e r  of the shakeout in the ma r k e t . 

2 0  I t  i s  r e l e vant t o  compa r e  m a r ket concent r a t i on i n  the  e u r obond ma r k et w i t h  ot her 

f i nanci a l  ma r k et s ,  beca u s e  i t  enab l e s  one to r a n k  the ma r k ets  i n  t e r ms o f  

concen t r a t i on a nd a s s e s s  concent r a t i on ' s pos s i b l e  e f f ect o n  pe r f o rmance . The 

Econom i s t  ( 1 9 8 5 ) shows t ha t  in the pr ima ry US  domes t i c bond ma r k e t , t he f i v e- f i rm 

concen t r a t i on r a t i o  a s  measured  by s h a r e s  o f  unde rw r i t i ng was 2 3 . 7% between Janua ry 

1 9 81 - Apr i l  1 9 8 2 ,  wh i l e  in the pe r i od May 1 9 8 2 -Sept embe r 1 9 8 4 ,  it r ose to  4 5 % * . 

Append i x  I ,  d r awn f r om Reve l l  ( 1 9 8 7 b )  s hows concent r a t ion r a t i os f o r  ban k s  i n  va r i ous 

advanced count r i e s . I n  gene r a l , t h e  f i ve-f i rm concent r a t i on r a t i o  t ends t o  exceed 

t he e u r obond ma r k e t ' s  a v e r ag e  of 4 1 %  f o r  •comme rci a l  bank s n  on l y ,  but not for n a l l  

banking i n st i t u t i on s n .  Conce nt r a t i on i n  the  U K  i s  l ower t han 4 1 %  f o r  b o t h  sect o r s. 

2 1  The n a t i o na l i ty o f  t he t op f i ve l e ad manage r s  i n  t h e  e u r obond ma r k e t  has changed 

s i g n i f i ca n t l y  ove r t h i s  pe r i od - in i t se l f  a n  i n d i ca t o r  of  the i n t e nse compe t i t i o n  

pr eva l ent  i n  t he ma r k e t . Ge rman and S w i s s  l ead manage r s  we r e  dom i na n t  between 

1 9 7 5 - 7 9 ,  bu t US  houses became i ncr ea s i ng ly impo r t a n t  d u r i ng the 1 9 8 0 s ,  and by 1 9 8 4 -85 

t h r e e  US  houses  a nd t he US/Sw i s s CSFB we r e  i ncluded in the f i r s t  f i ve . The d om i n a nce 

of t h e  US hou s e s  wa s ,  howe ve r ,  broken  by the  ent ry of t he Japanes e ,  w i t h  one i n  t h e  

t op f i ve i n  1 9 8 6  and  t h r e e  i n  1 9 8 7 .  

TABLE I I  PRI MARY EUROBOND MARKET CONCENTRATION 

5 - f i rm He rf i n- Numbe r s  No 
pro- dahl  equ i va- over 
po r t i on i nd e x *  l en t  5% 

1 9 7 5  4 0  
1 9 7 6  4 6  
1 9 7 7  4 7  
1 9 7 8  5 3  
1 9 7 9  3 6  
1 9 8 0  3 4  
1 9 8 1 3 8  
1 9 8 2  4 4  

1 9 8 3  4 7  
1 9 8 4  4 3  
1 9 8 5  3 7  
1 9 8 6  3 6  

1 9 8 7  3 6  

0.0 5 2  
0 . 0 6 5  
0 . 0 6 3  
0 . 0 9 1  
0 . 0 4 4  
0 . 0 3 9  
0 . 0 4 7  
0 . 0 5 8  
0 . 0 7 9  
0 . 0 5 8  
0 . 0 4 8  
0 . 0 4 3  

0 . 0 4 3  

1 9  
1 5  
1 6  
1 1  
2 3  
2 6  
2 2  
1 7  
1 3  
1 7  

2 1  
2 3  
2 2  

No 
over 
1 %  

2 1  
2 0  
1 9  
2 4  
2 4  
2 9  

2 7  
2 7  
2 5  
2 7  
2 9  
2 8  
2 2  

* Ba s ed o n  s h a r e s  o f  t h e  top 2 0  f i rms 

Na t i on­
a l i t y  of 
t op 5 

G , US , B , G , S  
G , S , US , UK , N  
G , S , G , S , G 
G , G , N , G , S  
S , G , G , G , US 
S , G , UK , US , F  
S , UK , US , G , US 
G , s , us , us , us 
S , G , UK , US , G  
S , US , G , US , US 
s , us , us , us , G  
S , JP , G , US , US 
J P , S , G , JP , JP 

I s sues I s s u e s  
$ b n  ( 1 9 8 7  

p r i ces ) 

1 8 . 1 
2 9 . 6 
2 9 . 3  
3 1 . 2  
3 7 . 3  
3 8 . 1  
4 8 . 3  

7 4 . 3  
7 3 . 9  

1 0 8 . 4  
1 6 4 . 5  
2 2 1 . 5  

1 7 5 . 6  

3 5 . 8  
5 5 . 1 
5 1 . 3  
5 0 . 9 
5 5 . 6  
5 2 . 2  
6 0 . 4  
8 7 . 3  
8 3 . 5  

1 1 8 . 3  
1 7 3 . 9  
2 2 8 . 1  
1 7 5 . 6  

Annu a l  
r ea l  
percent 
i ncr ease 

+ 5 3 . 9  
- 6 . 9  
- 0 . 8  
+ 9 . 2  
- 6 . 1 
+ 1 5 . 7  
+ 4 4 . 5  
- 4 . 3  
+ 4 1 . 7  
+ 4 7 . 0  
+ 3 1 . 2  
- 2 3 . 0  

Key :  G :  Ge rmany ; F :  F r a n ce ;  S :  Swi t z e r l a n d ; N :  Nethe r l a nd s ; JP : Japan 

B :  B e l g i um ;  US : Un i t ed S t a t e s  

* T h e  cha ng e  w a s  a t t r i bu t e d  t o  t h e  a d vent o f  s h e l f  r eg i st r a t i o n ,  wh i ch faci l i t a t e d  

u se o f  bou g h t  d ea l s ,  and  f a vou r e d  i nve stment f i rms wh i ch h a d  cap i t a l  and  

d i s t r i b u t i on n e t wo r k s , s i n ce t h ese wou l d  enable  f i rms t o  take  on i s sues  and p l a ce 

t h em w i t h  i nv e st o r s .  
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2 2  New ent ry to t h e  i nd u st ry has been f r eque nt ; the t o t a l  numbe r  of bookrunne r s  

has r i sen sharply s i nce 1 9 8 0  and 4 3  f i rms have ente r ed t he top 5 0  i s su e r s  s i nce 

1 9 7 5
� 

wh i l e  1 4  f i rms have g a i ned po s i t ions i n  t he top 1 0  lead manage r s  f o r  t h e  

f i r s t t ime ( see Tab l e  I ll) . Howeve r ,  very few have been able  t o  ma i n t a i n  t h e s e  

pos i t i ons : only  2 i n  t h e  t op 5 0  and 3 i n  the top 1 0 . Th i s  suggest s t ha t  wh i l e  

ent ry t o  t he eu robond ma r k e t  i s  easy , i t  i s  mo r e  d i f f i cu l t  for  a f i rm t o  e s t ab l i s h 

i t s e l f  as  a dom i na n t  p l aye r .  

TABLE I ll I NDUSTRIAL DYNAM I CS OF THE EUROBOND MARKET 

New ent ry t o  New ent ry Memo : t o t a l  

top 50 ( o f to  top 1 0  ( o f numbe r of  

wh i ch d u r ab l e ) *  wh i ch d u rable ) *  book r unne r s  

1 9 7 6  
f f 

n/a 

1 9 7 7  9 0 n/a 

19 7 8  1 0  3 n/a 

1 9 7 9  2 1 n/a 

1 9 8 0  5 1 1 0 8  

1 9 8 1  5 4 1 0 2  

1 9 8 2  3 2 ( 1 ) 1 1 5  

1 9 8 3  2 ( 1 )  1 ( 1 ) 1 1 5  

1 9 8 4  1 ( 1 ) 0 1 1 0  

1 9 8 5  0 0 1 2 9  

1 9 8 6  1 1 ( 1 )  1 4 4  

1 9 8 7  4 (
1-

) 1 (
1-

) 1 3 8  

f Om i t ted 

* ie  a lways i n  t h e  r e l evant sect i on a f t e r  ent ry 

1 1  

2 3  The r e  have been 1 1 2  f i rms i n  the  t op 5 0  s i nce 1 9 7 5 ,  but of  t hese o n l y  1 6  ( 1 4 % ) 

have been con s i s t e n t ly i n  t he t op 5 0  ( see Tab l e  I V ) . To t hese one can add t he two 

new e n t r a n t s  who have e s t ab l i shed t hemse l v e s  t o  g i ve a set of " co r e  p l aye r s "  

amou n t i ng t o  1 8 ( 1 6 % ) .  Obv i ou s l y  t he r e  a r e  o t h e r s  on t he f r i ng e s  of  t h i s  g r o up who 

have d ropped o u t  for  1-2  yea r s  ( a n  ex t r a  12  f i rm s ) b u t  t h i s  l eaves a l a rg e  numb e r  

who a r e  a t  most t r an s i en t  p l aye r s .  O f  t h e s e  two s e t s  o f  f i rms , 1 1  have nev e r  been 

in  t h e  t op t e n , and  can be cl ass i f i ed e i th e r  a s  n i che ope r a t i ons o r  u n s u ce s s f u l  

�The ca l cu l a t i on commences i n  1 9 7 7  t o  a l l ow f o r  f i rms t empo r a r i ly absent f r om 

t he t op 5 0  i n  1 9 7 5  only . 
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majo r  p l aye r s .  I n  add i t i o n ,  4 %  have managed only one i s sue i n  t he r e levant  pe r i od , 

and  no l e s s  t h an 3 9% have b een i n  t he t op 5 0  f o r  l e s s  t han fou r ye a r s ,  ex clud i ng 

t ho se who have e s t ab l i shed t hems e l v e s  i n  t h e  l a s t  f o u r  yea r s .  These d a t a  suggest 

t ha t  t h e r e  i s  a d u r ab l e co r e  of  b a n k s  and secu r i t i e s  houses whose pos i t i on i s  h a r d  

f o r  o t h e r  b an k s  t o  ch a l lenge* . 

TABLE IV SUMMARY OF F IRM ACTIVITY 

To t a l  f i r ms i n  t op 5 0  1 9 7 5 - 8 7 : 

of  wh i ch ( i )  a lways i n  t op 5 0 : 

( i i )  on ly d r opp i ng o u t  f o r  1 - 2  
yea r s  s i nce e n t ry : 

( i i i )  f i rms i n  g r oups ( i )  and ( i i ) , never  
in  t op 1 0  - e i t h e r  n i che f i rms or  
u n succe s sf u l  ent r ant s 

( i v )  f i r ms h a v i n g  made only  one i ssue : 

( v ) i n  t op 5 0  l e s s  t h an 4 ye a r s ,  
not  t h e r e  i n  1 9 8 7 * : 

no 
1 1 2  

1 6  

1 2  

1 1  

5 

4 4  

% 

1 4 %  

1 1 % 

1 0 %  

4 %  

3 9% 

*To a l l ow f o r  t ho se f i rms wh i ch ent e r ed success f u l ly f o u r  ye a r s  ago . 

(b) P r od u ct d i f f e r en t i at i on ; One ma r k et  o r  seve r a l ?  

2 4  The second a spect of  i n d u st r i a l  st r uct u r e  i s  p r od uct d i f f e r en t i at i on . The 

ab ove d a t a  and d i scu s s i on h a v e  b r oad ly a s sumed t h a t  the e u r ob ond ma r k e t  is one 

ma r k e t  and h a s  b ee n  s i n ce 1 9 7 5 ,  in the sense t h a t  b o r r owe r s  can f r e e l y  sub st i t u t e  

b e tween cu r r enci e s .  I t  h a s  a l so b een a s sumed t h a t  a l l  e u r ob ond i n st r umen t s  a r e  

comp a r ab l e  wh i l e f i rms can compe t e  f o r  mand a t e s  f o r  a l l  b o r rowing cou n t ry and 

cu r r ency sect o r s .  

2 5  Th e se a s s umpt i on s  a r e  ove r s i mp l i f i ed .  F r om t h e  po i n t  o f  v i ew o f  t he b o r r owe r ,  

a l l  e u r ob on d  sect o r s  d o  not  s h a r e  t h e  same cha r act e r i st i cs
f

. One ob v i o u s  

d i f f e r en ce i s  t h e  coupon , wh i ch v a r i e s  acco r d i ng t o  p r eva i l i ng dome st i c  i n t e r e st  

r a t e s  i n  t he cou n t r y  in  q u e s t i on .  E xpect a t i on s  r e g a r d i n g  changes i n  t h e  exch a nge 

*Howe v e r ,  it  i s  n o t ed t h a t  t h e se d a t a  

e a ch f i rm t o  d r op o u t  i n  e a ch ye a r .  

t hen 1 6  f i rms wou l d  b e  con s i sten t ly 

t h a t  some f i r m s  ( " i ncumb e nt s " ) h a v e  

p r ob ab i 1 i t i e s • 

f i n  t h e  sen se o f  L a n ca s t e r  ( 1 9 7 1 ) . 

a r e  a l so con s i st e n t  w i t h  an  equa l chance f o r  

I f  t h e  p r ob ab i l i ty of  d r opp i ng o u t  i s  0 . 9 , 

i n  t h e  t ab le .  Th e sugge st i on h e r e  i s  r at h e r  

l ow p r ob ab i l i t i e s ,  a l l  t he o t he r s  v e r y  h i g h  



1 3  

rate a r e  cl ea r l y a l so r e l evant f o r  f o r e i g n  i n ves to r s .  In pr i nci pl e co ve r ed 

int e r est r a t e  pa r i ty s ho u l d  tend to  equ al i se d i f f e r ences i n  cos t s  - i n  p r a ct i ce t h i s 

of t e n tends not t o  h o l d  f o r  l ong-term rates . In add i t ion t he r e l a t i on s h i p  bet ween 

eu r o  and dome s t i c  r at e s  t e nds to vary be tween m a r k e t s . Such f a ct o r s  a s  sea s on i ng 

r u l e s , t a x a t i o n , l i qu i d i t y ,  bea r e r  s ta t u s , u sage of cred i t  r a t i ng s ,  the  p l a c i ng 

power of  dome s t i c  i n s t i t u t i ons and the m i x  of bor rowe r s  unde r l i e  t hese cos t  

d i f f e rence s . The percept i on of  the  bo r r owe r by i nvest o r s ,  and hence t h e  spr ead , 

may d i f f e r  between ma r k et s .  Some bor rowe r s  may be cons t r a i ned i n  t h e  ma r k e t s  i n  

wh i ch they bo r r ow - OK bu i l d i ng soci e t i e s , f o r  examp l e , we r e  i n i t i a l ly pe rm i t t ed 

only t o  i s s ue i n  s t e r l i ng . F i n a l l y ,  eu robonds t hemse l ve s  a r e  o f t e n  not 

standa r d i sed commod i t i e s - i nvestment ba n k s  are constant ly i nvent i n g  hyb r i d  

i nve s t me n t s  w i t h  cha r a cte r i st i cs that a r e  not homogeneous w i t h  o t h e r  e u r obon d s  i n  

the same cu r r ency . 

26  E u r obond m a r k e t s  may t h e r efore appear  r a t h e r  segmented , a l t hough the  d i f f e r ences 

sho u l d  not be exagg e r a t ed . The r e  has a lways been a deg r ee of homogene i t y  and t h i s  

has i ncr ea sed over  t ime . For examp l e ,  i t  has gene r a l l y been t h e  ca se t h a t  

eu robond s  i n  d i f f e r e n t  cu r r enci es a r e  cl ose r subs t i t u t e s  for  each o t h e r  t han f o r  

syn d i cated  l oans . Few bo r r ow i ng i n s t i t ut ions a r e  const r a i ned i n  cu r r ency of  i s s u e , 

wh i l e t h e  advent of  swaps has tended to  a r b i t r age away d i f f e r ences between ma r k e t s  

i n  t e rms o f  regu l a t o ry con s t r a i n t s  and pe rcept i ons of  cred i t  qua l i ty .  B o r r owe r s  

have t h u s  been encou raged t o  en t e r  cu r r ency sect o r s  they wo u l d  o t he r w i se not h a ve 

ent e r ed . Swaps have a l so enabled r eg u l a t ed bo r r owers such a s  OK bu i l d i ng soci e t i e s  

to i s sue e u r obond s  i n  a ny cu r r ency s o  l ong a s  they cou l d  be swapped back i nt o  

f l oa t i ng - r a t e  s t e r l i ng . Swap oppo r t u n i t i es have become an  impo r t ant  new 

cha r act e r i s t i c  i n f l uenci ng bor rowe r s '  cho i ces between ma r k e t s * . The e u r obond 

ma r k et  had t h u s  t e nded to become mo re i n teg r a t ed and bond i s sues in t h e  va r i o u s  

cu r r ency sect o r s  cl o s e r  subst i t u tes . 

2 7  Wh a t  o f  f r e e  compet i t i o n  w i t h i n  cu r r ency sect o r s  f o r  ma ndates?  The h ig h  

concent r a t i on of  l ead manag e r s  i n  t h e  va r i ous e u rocu r r ency sect o r s ,  i l l u s t r at e d  i n  

t he f o l l ow i ng cha r t s ,  suggests  t h a t  i n  t he absence o f  t he decl i ne i n  s egme n t a t i on 

ident i f i ed a bove , one cou l d not cha r acte r i se t he e u r obond ma r ke t  a s  f u l l y 

compe t i t i ve .  Th u s , Ch a r t  1 shows t h e  p r opo r t ion o f  e u r obond i s s ues f o r  f i ve ma j o r  

nat i ona l i t i e s  o f  bo r r ower whe r e  boo k r unne r s  had t h e  s ame nat i o na l i ty a s  t h e  

bo r rowe r .  I t  can be s een t h a t  i n  1 9 8 7  t h i s  was over  5 0 %  f o r  a l l  coun t r i e s  e x cept 

* Thou gh a n  impo r t a n t  cons t ra i n t  on the  g r owth of  swaps i n  many cu r r enci e s  has been 

l im i t ed a v a i l a b i l i ty o f  hedg i ng of  i nt e rmed i a r i e s ' i nventor i e s  of  swaps v i a  

f u t u r e s ma r k et s .  



Chart 1 

Proportion of total eurobond issues by major nationalities 

of borrower, having a bookrunner of the same nationality 
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Chart 2 

Proportion of US dollar eurobond issues by major 
nationalities of borrower, having bookrunners of the same 
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Chart 3 

Proportion of eurobond issues for borrowers in their 

domestic currency, led by banks of the same nationality 
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Chart 4 --
Proportion of eurobond issues, by currency of issue, 
denominated in the lead bank's domestic currency 

Percentage 
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Chart 5 

Proportion of total eurobond issues by major nationalities 
of borrower, denominated in their domestic currency 
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t he UK , wh i l e f o r  Germany , Swi t ze r l a nd and Japan over  2 / 3  of i s sues we r e  r u n by 

domest i c  i n s t i t u t i on s .  S im i l a r  concl u s i ons h o l d  f o r  e u r odol l a r  bond s ; ove r 6 0% of  

bookr unne r s  we r e  domes t i c  in  1 9 8 7  f o r  a l l  cou ntr i e s  except the  UK ( see Cha r t  2 ) . 

Th i s i s  even mo r e  t h e  ca s e  f o r  e u r obond i s sues i n  the domest i c  cu r r ency of  t he 

bor rowe r ,  a s  shown i n  Cha r t  3 ,  whe r e  domest i c  f i rms ' i n t e rmed i a t i on of  Ger ma n , 

Japanese and Sw i s s bor rowing con st i t utes  over 9 0 %  of the tot a l .  Only i n  t h e  UK a n d  

U S  d o e s  compet i t i on among d i f f e r ent nat iona l i t i es of f i rms p r eva i l  to  a g r ea t e r 

exte nt . The pa t t e r ns i n  Cha r t  3 ,  of cou r s e , pa r t l y  r e f l ect t he ope r a t i on o f  

ca r te l s  f o r  l ead management , e i t h e r  imp l i ci t l y o r  exp l i ci t l y suppo r t ed by 

gove r nment s .  Domest i c  f i rms have a ma jor  r o l e  i n  many coun t r i e s  over  i s suance i n  

the i r own cu r rency ( s ee Cha r t 4), wh i l e Cha r t  5 sugges t s  t hat t h i s  l a rg e ly s t ems 

from dome s t i c  management of  i s sues by f o r e i gn i n s t i t u t i ons , because mos t  bor r owe r s  

do not i s s u e  e u r obonds i n  the i r  domest i c  cu r r ency , a l t hough some b r e a k down i n  t he s e  

pat t e r n s  i s  appa r en t . I f  ma r ket segmentat ion we r e  st r ong , t hese pa t t e r n s  wo u l d  

suggest t h a t  r a t h e r  t h an one compet i t i ve ma r k et f o r  e u r obond l ead manag eme nt , a 

bet t e r  d e s cr ipt i on wou l d  be of  a g r oup of  o l i gopo l i st i c ma r k e t s* , w i t h  t h e  pos s i b l e  

excep t i on of  t h e  e u r odo l l a r  ma r k et . Howeve r ,  t he i n t e g r a t ion of e u r obond ma r k e t s , 

from t he bor r owe r s ' po i n t  of  v i ew ,  and the r e s u l t i ng i ncrease i n  pote n t i a l  

compet i t i o n  sugg e s t s  t h a t  t h i s  concent r a t i on i n  i nd i v i d u a l  ma r k e t s  may be 

i ncr ea s i ng l y  l e ss i mpo r tant for cond uct and p e r f o rmance than wou l d  o t h e rw i s e  be t he 

case , and t h a t  an agg r eg a t e  analys i s  of  t he ma r k et  r ema i ns broad ly co r r ect .  

( c ) The d emand f o r  e u r obond i s suance 

2 8  I t  has a l r eady been s uggested t hat t h e  e l a s t i ci ty of  demand f o r  e u r obond 

i n t e rmed i at i on s e r v i ce s  is rather  h i g h .  Th i s  appea r s  to  be con f i rmed by 

economet r i c  e s t imat es pr esented i n  Append i x  3 ,  and d escr i bed i n  d e t a i l  t he r e .  I t  

i s  shown , f o r  e x amp l e , that  a one percentage po i n t  i ncr ease i n  e u r odo l l a r  bond 

y i e l d s ce t e r i s  pa r i bu s  l ead t o  a 16% f a l l  in e u r obond i ss uance , a 2 0% f a l l i n  

eurodol l a r  bond i s suance , and a 1 9% fa l l  i n  i s suance o f  eu r od o l l a r  st r a i g h t s . I f  

the i ncr ease i s  a ccompan i e d  by a r i se i n  e u r ocu r r ency r a t e s , t he e f f ect i s  

s t r engt hened con s i de rab ly , a s  i s  the  ca s e  f o r  a co r r e spond i ng r i se i n  US d ome s t i c  

bond y i e l d s . on t h e  o t h e r  hand , a co r r espon d i ng i ncrease i n  Sw i ss f r anc i n t e r e s t  

rat e s  r ed uce s t h e  decl i ne i n  tota l e u r odo l l a r  i s sua nce . A r i se i n  t he US  d o l l a r  

exchange r a t e  s t i m u l a t e s  i s suance - the exchange r a t e  be i ng o f  cou r s e  a key 

*Th i s need not  imp l y  l ow compe t i t i o n  w i t h i n  t h e  ca r t e l s . 

f o r m i n g  managemen t synd i cates , Mend e l s ohn ( 1 9 8 3 ) noted a 

swi t ch i ng . 

S t u dy i ng t h e  g r oups 
con s i d e r ab l e  deg r ee of 



component o f  t he r et u r n f o r  a for e i g n  i nves t o r . The l evel of i s suance i s  a l so 

s t r ongly dependent  o n  t h e  l ev e l  of  econom i c  act i v i t y  ( p r ox i ed by US i nd u s t r i a l  

product i o n ) . The r e  i s ,  howeve r ,  l i t t l e  e v i d e nce of  pe r s i s tent e f f ect o f  l ag ged 

v a r iabl e s .  These r e su l t s  i l l u s t r a t e  t he sens i t i v i t y  of e u r obond i s suance to  y i e l ds 

a n d  y i e l d d i f f e r e nt i a l s  a s  we l l  a s  r e l a t i ve exchange r a t e s . A st r ong e l a s t i ci ty of 

subst i t u t i o n  between d o l l a r  and  Sw i s s  f r anc e u r obonds i s  imp l i ed ,  wh i le i ss uance 

i n cr e a s e s  w i t h  a s t eepen i ng of  t h e  e u r oma r k e t  y i e l d  cu r ve* . The l ack o f  long- t e rm 

e f f ect s s hows a n  absense o f  hab i t s  and i ne r t i a  i n  t he p r ima ry e u r obond ma r k et , a 

cha r act e r i s t i c  t ha t  one wou l d  expect i n  a who l e s a l e  f i nanci a l  ma r ke t .
� 

I V  THE EUROBOND MARKET AND TRADIT IONAL STRUCTURE-PERFORMANCE RELAT IONSH I P S  

2 9  The t r ad i t i o n a l  approach t o  i nd u s t r i a l  econom i cs may b e  cha r act e r i s ed as  t h e  

st r u ct u r e -conduct-pe r f o rmance approach [ s ee , f o r  examp l e ,  Ba i n  ( 1 9 5 6 ) ) . The key to  

unde r s t a nd i n g a nd pred i ct i ng t h e  pe r f ormance o f  an i nd u s t ry i n  te rms o f  p r o f i t s ,  

g r owt h ,  t e ch n i ca l  p r o g r e s s  e t c  i s  found i n  t he i nd u s t r i a l  s t r uct u r e .  S t ruct u r e  i s  

d e f i n ed t o  i ncl u d e  concen t r a t i o n ,  ( i e t h e  r e l a t i ve and abso l u t e  s i ze o f  f i rms ) and 

p r oduct d i f f e r ent i a t i o n ,  as w e l l a s  ease o f  ent ry and e l a s t i c i t y  of  demand for the 

o u t p u t  o f  the i nd u s t ry . Th u s  i t  wa s shown above t h a t  the  e u r obond ma r k et  f e a t u r es 

h i g h  concent r a t i on ,  d e cl i n i ng segmen t a t i on between e u r obon d sect o r s  and a h i g h  

e l a s t i c i t y  of  d emand . Cond uct , wh i ch cove r s  aspect s of f i rm beha v i ou r and 

object i ve s ,  in  t u r n  g e n e r a t e s  t h e  p e r f o rmance of t h e  i nd u s t r y  i n  t e rms of  

p r o f i t a b i l i t y a n d  pr i ci ng . I n  p r a ct i ce exam i n a t i on of  conduct i s  o f t e n  m i n i mal and 

d i r ect l i n k s  a r e  a s s umed between s t r u ct u r e  and pe r f o rmance . P r of i t  max i m i sa t i on i s 

a s s umed a s  t he object i v e  of  pe r f ormance , and  f i rms a r e  s een both a s  pass i ve age nt s 

and homogeneous ( i e  t h e r e  i s  no d i s t i n ct i on i n  t h e  m i nd of  t h e  cu s tome r between 

s im i l a r  goods or se r v i ce s  o f f e r ed by d i f f e r e n t  f i rm s ) . Dynamic a spect s ( g r owth of 

t he f i r m ,  pe n e t r a t i o n  of new ma r k et s )  a r e  l a r g e ly i g nored . I t  i s  sugg e s t ed i n  

sect i o n  V t h a t  t h e s e  a s s ump t i on s  expl a i n  t h e  wea k n e s s  o f  st r uct u r e-pe r f o rmance 

r e l a t i o n s h i p s  i n  e xp l a i n i n g  t he behav i o u r  of t h e  e u r obond ma r k et . 

3 0  At t he s imp l e s t  l eve l , t h rough  t h e  u s e  of  concent r a t i on and o t h e r  s t r u ct u r a l  

f a ct o r s , i t  i s  po s s i b l e  t o  ca t eg o r i se i nd u s t r i e s  a s  be i ng i n  a s t a t e  o f  pe r f ect 

compe t i t i o n , monopo l y , o r  at some g ra d a t i on between . The p o i n t  on t he spect r um can 

be u s ed t o  m a k e  p r e d i ct i ons r ega r d i ng pe r f o rmance , i n  p a r t i cu l a r  r e l a t i ng t o  

* I t  shou l d  be  bo r n e  i n  m i nd t h a t  t h e  e s t i ma t i on per i od l a r g e ly cove r s  a t ime o f  

f a l l i ng l ong- t e rm r a t e s .  

� By con t r a s t , Da v i s  ( 1 9 8 6 )  f o u nd s t r on g  i n e r t i a  e f f ect s  i n  t h e  d emand f o r  

f i nanci a l  a s s e t s  b y  t he pe r so n a l  sect o r  i n  f o u r  majo r  econom i e s .  



E 

prof i tabi l i ty
� 

The ba s i s  of  t h i s  i s  t hat i n  atomi s t i c compet i t i on wh en t h e r e  

a re many f i rms , i nd i v i d u a l  f i rms a r e unable b y  the i r  own act i ons s i g n i f i ca nt ly t o  

inf l uence the  pr i ce of  t h e p r od uct . 

in vers e l y  w i t h  t h e  n umb e r  of  f i rms . 

Powe r over p r i c i ng i s  a s s umed t o  i n c r e a s e  

31 I ndu st r i a l concent rat i on i s  typ i ca l ly taken as exog enous and beyond i nd i v i d u a l  
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f i rms ' cont r o l . An  impo r t a n t  dete rmi n i ng factor  i s  the ease of ent ry , n o t a b l y t he 

cap i t a l  r equ i r ed by a potent i a l  compet i to r  to set up i n  bus i ness t o  cha l l e n ge 

ex i st i ng f i rm s* . An  i n c r eas i n g  m i n imum e f f i c i e n t  scale  i s  seen a s  r a i s i ng t h e  

l e v e l  o f  monopo ly , c e t e r i s  pa r i bu s .  Other ba r r i e r s ,  wh i c h  a r e  o f  r e levance i n  many 

f i nanc i a l  ma r k e t s , i nc l u d e  l eg a l  r es t r i c t ions o r  regu l a t i ons , often impo sed o r  

approved b y  gove r nment s .  The g r owth r a t e  o f  t he ma r ket , and the  s i ze o f  t h e  ma r k et  

have a l so been found in  va r i o u s  stud i e s to  i n f l uence concent r a t ion in  a n  i nv e r s e  

manne r ,  wh i l e  t h e r e  i s  a pos i t i ve r e lat i onship between expend i t u r e  o n  adve r t i s i ng 

and concent r a t i o n .  

( a )  A pr i o r i  app l i c at ion of  t heory 

3 2  App l y i ng t h i s  t heo ry at  i t s  mos t ba s i c  l ev e l , one may beg i n  by a t t emp t i ng to 

come to  a v i ew on concent rat i on in t he e u r obond market . The average f i ve- f i rm 

conce nt r a t i on r a t i o  over  1 9 7 5- 8 7  was 4 1 % , wh i ch i s  g r ea t e r  than the majo r i ty of  UK 

manu fac t u r i ng i ndust r i e s  ( s ee Append i x  2 )  and shows no sec u l a r  downwa r d  t r end . 

Wh at s o r t  of  pe r f o rmance should be p r ed i c t ed? S eve r a l  f a c t o r s  might l ead one f r om 

t h i s  obse r vat i o n  to a judgme nt  that  concent r a t i on is " h ig h " . F i r s t  t h e r e  a r e  

typ i c a l l y  n o t  f e l t  t o  be s t r ong economies o f  sca l e  i n  f i nanc e ,  a t  l e a s t  f o r  

i nd i v i d u a l  p r o d u c t s
�

, u n l i ke manufactu r i ng i e  concent r a t i on i s  not h i g h  bec ause  

of  econom i e s  o f  sca l e , bu t r a t h e r  i n  sp i t e  of  t he l a c k  of  t hem
1

. The 

f F o r  e x ampl e  H ay and Mor r i s  ( 1 9 7 9 )  r epo r t ed that  t he prof i t  r a t e  f o r  US  i nd u s t r y  
i n  t he 1 9 5 0 s ranged f r om 9 . 9% ( l ow ent ry bar r i e r s )  t o  1 6 . 4% ( h i g h  ba r r i e r s )  a n d  

f r om 1 2 . 5 % ( a l l  i nd u s t r i e s )  t o  1 3 . 1 % ( h i g h  concent rat i on ) . S uch a pa t t e r n  

sugges t s  a n  add i t i o n a l  r o l e  f o r  poten t i a l  ent ry i n  l ow ba r r i e r ,  h i g h  

concen t r a t i o n  i nd u s t r i es . 
* The e x i s t ence of  s uch a ba r r i e r  as sumes some impe r f ec t i on i n  c ap i t a l  ma r k e t s . 
� I t  i s  of t e n  sugg e s t e d  that  the r e  a r e  econom i e s  of  cong l ome r a t i on - jo i nt c o s t s 

and jo i n t  d emands between pr oduc t s . Th i s  p o i n t  i s  d i scussed f u r t h e r  i n  t h e  

sect ions  below . 
I Th e r e  a r e  s ome count e r a r g uments f o r  eu robond s ,  howeve r .  I f  c ompe t i t i v e  p r i c i ng 

o f  new i ss u e s  and succe ssf u l  d i s t r i bu t i on at  a prof i t  r equ i r es a s t r ong 

secondary  t r ad i ng a rm ,  t hen t he l a rger  the  secondary ma r ke t  s i de , t h e  mo r e  

compet i t i ve t h e  f i rm .  Rese a r c h  ( i n t he sense of ma r ke t  analy s i s )  i s  a n  

impor t a n t  i n s t r ument f o r  g a i n ing such an i nv e s t o r  base , wh i c h  s i nce i t  i s  a h i g h  

f i x ed c o s t  c a n  o n l y  b e  ca r r i ed out  b y  l a rg e  f i r ms . A s im i l a r  c a s e  c a n  b e  made 

f o r  r & d  on t h e  bo r r ower s i de ( deve l op i ng new i ns t r ument s ) .  I t  can  be a r g ued 

that expend i t u r e s  on analys i s  and product development w i l l  often be e x c e s s i ve i n 

f i nan c i a l  m a r k e t s  ( s ee S ec t i on V and Append i x  5 ) .  



coe x i stence of  sma l l  ( Wood Gundy , AB Net h e r l a nd ) and l a rge ( CSFB , Nomu r a )  f i rms i s  

e v i d ence t h a t  t h e  a v e r a g e  cost  cu r ve o f  t he e u r obond i ndust ry , a t  l ea s t  beyond a 
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ce r t a i n  i n i t i a l  cap i t a l  r equ i r ed f o r  v i abi l i ty ,  i s  r e l a t i ve ly f l a t * .  [ On t he other  

hand i t  shou l d  be  noted t ha t  h uman cap i t a l  may be both expens ive and quasi f i xed 

( du e  t o  cont r act s ,  bon u s  propo r t ions  e t c ) * * . )  Second e u r obond i s sue i s  a wor l d 

i nd u s t ry .  Even t h e  most cap i t a l  i n tens i ve ma nufact u r i ng i ndust ry wou l d  typ i ca l l y 

have a l ow e r  concent r a t i o n r a t i o  e v a l u a t e d  on t he g l oba l sca l e  ( t hough cl ea r ly i n  

many ca ses t r a nspor t  cos t s ,  t a r i f f s  e t c  mean t he wo r ld i s  not t h e  r e l e va n t  

ma r k e t ) .  Th i r d t he pa t t e r n  of  concen t r a t i on i n  i nd i v i d u a l  sect o r s  shown above 

suggest s at l ea s t  s ome potent i a l  f o r  co l l u s i on .  On t he ba s i s  o f  the r e l a t i ve l y  

h i g h  conce nt r at i o n  ra t i o ,  one cou l d  expect exce s s  prof i t s  and col l u s i ve beha v i ou r ,  

mani f e s t e d  i n  h i gh pr i ces and cos t s  f o r  i s sue r s .  

3 3  On t h e  o t h e r  hand , t he o r y  pred i ct s  t h a t  such monopo l i s t i c  behav i ou r  w i l l  b e  mo r e  

e v i dent wh e r e  t h e r e  a r e  no close s ubst i t utes . As was shown above , t h e r e  i s  a h i g h  

e l a s t i ci t y  o f  demand f o r  t ot a l  e u r obond i s su i ng faci l i t i es and t h e r e  a r e  o t h e r  

f i nanci a l  i n s t r umen t s  w h i ch a r e  subst i t u t e s  f o r  e u r obonds f r om t h e  po i nt of  v i ew of  

bor r owe r s .  Th i s  h a s  bee n  i n cr ea s i n g l y  s o  w i t h  the  de regu l a t ion o f  f i nanci a l  

ma r k e t s . Ent r y  a s  a n i che p l aye r i s  on the  f a ce of i t  f a i r ly easy . I t  was a l so 

s u g g e s t e d  t h at ma r k e t  segme n ta t i on between the  cu r r ency sect o r s  i s  not a st rong 

i nf l uence in  a nyt h i ng but t he short  t e rm w i t h  the  advent of swaps . The 

cr o s s -e l a s t i ci t i e s  of demand f o r  e u r obond i s su ance between sect o r s  a r e  r a t he r  

h i g h .  I t  shou l d  a l s o b e  noted t h a t  t h e  i d ent i ty of  t he l a rgest f i rms changes ove r 

t i me ,  wh i ch impl i e s  l ow e r  pos s i b i l i t i e s of co l l u s i on than i f  they r em a i ned t h e  

s ame . The p e r f o rmance of  t h e i nd u s t ry i n  a s t a t i c  sense i s  eva l ua ted be l ow i n  the  

l i g h t  o f  these o f f s e t t i ng f acto r s .  

( b ) The n a t u r e  o f  compe t i t i on 

3 4  I n  o r d e r  t o  e x a m i n e  t he p e r f o rmance o f  t h e  e u r obond ma r k et , i t  i s  nece s s a r y  

f i r s t t o  con s i d e r  t h e  n a t u r e  o f  compet i t i o n  i n  t h e  ma r k et . Eu r obond houses 

t yp i ca l l y  compete
f 

for  mand a t e s  in  v a r i ou s  ways . They may t ry t o  o f f e r  t he 

* An  app l i ca t i o n o f  t h e  su r v i vo r  t echn i q u e  [ St i g l e r  ( 1 9 5 8 ) ) ,  wh i ch i n f e r s  t h e  
s hape o f  t h e  cos t  cu r ve f r om t he d i st r i bu t i on o f  f i rm s i z es w h i ch a r e  a b l e  t o  

" su r v i v e "  i n  a n  i nd u s t ry . 

* *  s t u d i e s  o f  b an k i ng i n  t h e  US  f ound r e l a t i ve l y  f ew econom i e s  of  sca l e  i n  

ope r a t i ng expen s e  ( se e  G i lbe r t  1 9 8 4 ) : t hough l a rge banks w i t h  b a l ance sheets  

o v e r  $1  bn t e nded not  t o  be cov e r ed . They d i d  f i nd e v i dence of  jo i n t  cos t s . 

f Th i s  d i scuss i o n r e l a t e s  t o  sho r t - r u n  compe t i t ion be tween f i rms a l r e ady i n  t h e  

i nd u s t r y . S ect i o n  V h i g h l i g h t s  l on g e r - t e r m  dynam i c  aspect s of  compe t i t i on .  



most a t t r act i v e swap s ,  l ow spreads ove r domest i c  bond s ,  l ow comm i s s i ons ( i n cl ud i ng 

unde rw r i t i ng f ee s )  and  pr ima r y  and secondary m a r ket suppo r t . The l ocu s of  

compe t i t i on may change ove r t ime ; howeve r ,  in  gene r a l  the i n t e r e s t  co st , g r o s s  o f  

fee s ,  may be d e f i ned a s  t he pr i ce of a e u r obond i ss u e  to the  bo r r owe r , a n d  i s  t h e  

1 8  

cont i nu i ng obl i g a t i o n  i n  r e l a t i on to t h e  bond i s sue . The l ev e l  of  g e ne r a l  i n t e r e s t 

rates  i s  cl ea r ly beyond t h e  con t ro l  of  i n t e rmed i a r i es ,  bu t comm i s s i ons can be 

t r immed and , mo r e  f r equen t l y ,  y i e l d s  at i s sue can be va r i ed by an  i ncr ease in t h e  

r i s k  t a ken b y  u n d e r w r i te r s . The co st  of  a swap may a l so be va r i ed .  out  of  pock e t  

iss ue f e e s , i nclud i n g  lega l ,  pr i nt i ng a nd f i sca l  agen t s  f ee s  tend t o  b e  sma l l ; i n  

ex t r eme ca ses d i f f e r e nce s i n  t hem can sway d ea l s ,  but i n  g e ne r a l  t he y i e l d , 

comm i s s i o n  co s t  a n d  co s t  of  t he swap ( i f i ncluded ) r ema i n  p r ima ry f a ct o r s . 

F i na l l y ,  a b i l i ty o f  t he i nvestment bank t o  ma i nt a i n  a second a r y  ma r k e t  i s  impo r t a n t  

t o  t h e  e x t e n t  t h a t  r epea t bo r r ow i ng wi l l  tend t o  b e  p r i ced o n  t h e  bas i s  o f  t h e  y i e l d  

on o u t s t and i n g  i s sue s . 

3 5  O f f e red p r i ce s  w i l l  not necessa r i ly a lways cover cos t s  - f i rms may of t e n  

sacr i f i ce sho r t - r u n  p r o f i t  ma x imisat i on to  b e  i ncl uded i n  a dea l * . S u ch beh a v i o u r  

resu l t s  f r om t he impo r t ance of  " l eague t a b l e s "  i n  a t t ract i ng f u r t h e r  pr ima ry 

eur obond bu s i n e s s  and " r e l a t ionsh i p s "  w i t h  i s s u e r s ,  t he e x i s t e nce of " jo i n t  demand " 

for d i f f e r ent pr oduct s f r om t he same f i rm - and pos s i bly a l so jo i n t  cos t s  i n  the  

prod uct i on o f  d i f f e r e n t  s e r v i ces . Indeed , pr ima ry e u r obond ope r a t i ons a r e  of ten 

ca tego r i sed a s  " l os s- l ead e r s " , ma k i ng low o r  nega t i ve p r o f i t s  to  a t t ract cl i e n t s  to  

other ope r a t i on s  ( equ i t y  i ss uance , f i nanci a l  a d v i ce ,  ban k l en d i ng etc)  o r  t o  

penet r a t e  n ew ma r k et s .  For  examp l e ,  i n te rmed i a r i es may be p r epa r ed t o  o f f e r  d ea l s  

a t  t i mes when o t h e r  f i rms a r e  unab l e  t o  d o  so , t a k i ng the r i sk  o f  put t i ng a d e a l  on 

the i r  own boo k s .  

3 6  I n  t h e  l i g h t  o f  t h e  a bove d i scu s s i o n ,  sp r e ad s ,  commi ss i ons and p r o f i t a b i l i t y  a r e  

exam i n ed b e l ow f o r  e v i dence o f  i nd u s t ry compe t i t i veness . Howeve r ,  anot h e r  f e a t u r e  

o f  compe t i t i o n  noted h e r e  s ho u l d  b e  h i g h l i g h t ed - the l i n k  between compe t i t i on a nd 

r i s k  f o r  an  i n d i v i d u a l  f i rm
�

. M anagement  and cont ro l  of r i s k  a r e  cen t r a l  t o  

t he f unct i on i ng o f  f i nanci a l  i ns t i t u t ions , a n d  the  ma i n  impe t u s  t o  t h e  deve l opme n t  

of i nt e rmed i a r i es a r e e conomies of sca l e  a s soci a t ed w i t h  r i s k  manageme n t  [ Re ve l l  

( 1 9 8 7a ) ] f .  R i s k s  i n  s ecu r i t i e s  underwr i t i ng a r e  of  a pa r t i cu l a r ly a cu t e  a nd 

* Th i s  w i l l  be p a r t i cu l a r l y  t h e  ca se when f i rms a r e  t ry ing t o  pene t r at e  new 

ma r k et s .  C l ea r ly ,  a t h e o ry wh i ch a s s umes prof i t  ma x im i sa t i on w i l l  h a v e  

d i f f i cu l t y  exp l a i n i ng the s e  t endenci e s .  

� Th i s  i s  a rg uably g r ea t e r  f o r  f i nanci a l  t han i nd u s t r i a l  f i rms d u e  to  t he wea k ne s s  

o f  t h e  t a k eove r sa nct i o n  a n d  percept i ons of  soci a l i s at i on of  r i s k  - t h a t  

gove r nmen t s  may s uppo r t  f a i l i ng f i nanci a l  i n s t i t u t i ons . Tog e t h e r  t he se may 

l e a d  to h i g h e r  debt-equ i t y  r a t i o s  and i nadequ a t e  r i s k-ad j u s ted r a t e s of  r e t u r n .  

f The o t h e r  ma i n  i mpe t u s  - now f ad i ng i n  i mpo r t ance i n  who l esa l e  ma r k e t s  - come s 

f r om econom i e s  o f  sca l e  i n  i nf o rma t i o n  g a t he r i ng ( see S ect i on V ) . 
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sho r t - t e rm nat u r e . The ope r a t ions  o f  e u r oma r k e t  manag e r s  t yp i fy t hese tendenc i es -

management , u nd e r w r i t i ng and s a l e  of  an i n s t r ument whose va l ue i s  vu l n e r a b l e  t o  

changes i n  i nt e r e s t  r a t e s . Al so , howeve r ,  t h ey appea r ,  due to  compet i t i ve 

p r e s s u r e s , o f t en not t o  obt a i n  su f f i c i e nt p r of i t  to  cover r i s k* . Th u s ,  for  e x amp le 

compe t i t i ve e u r obond f i rms c a r ry out " bought dea l s "  on very na r r ow sprea d s , w i t h  l ow 

imp l i e d  r i s k p r em i a  a nd pa r adox i c a l ly , many f i rms have only recent ly begun 

c a l c u l at i ng measu r e s  of  the r i s k -ad j u s t ed r a t e  of  r e t u r n  for va r i ou s  a c t i v i t i e s .  

Al though hedg i ng i n  t he c a s h  o r  f u t u r e s  ma r k et can o f f set  some of  the r i s k ,  e u r obond 

ma r k e t  hedges ( f o r  e x amp l e  US Trea s u r y  bond f u t u r e s )  a r e  o f t en impe r f e c t . P r i c e  

s t abi l i sa t i on i n  t he " g rey ma r k et " i s  v u l ne r able  to  gene r a l  changes i n  i n t e r e s t  

r a t e s .  A s  we l l  a s  t a k i n g  r i s k s  a t  i ss u e , f i r ms often  hold l a rge i nventor i es of 

bonds on t he i r  boo k s  f o r  t r a d i ng and own-account hold i ng - the l a t t e r  can a l so 

s omet imes o f f s e t  l o s s e s  i n  t he p r ima ry i s sue ma r ket . 

3 7  These r i s k s  a r e  p r e sent i n  a l l  f i nanc i a l  ma r k e t s  but may be pa r t i cu l a r ly seve r e  

i n  t h e  pr ima ry e u r obond ma r k et  d u e  t o  i t s  auc t i o n  style  na t u r e  a n d  the " l umpy "  

n a t u r e  o f  t he c ommod i t y .  S uc h  a ma r k et may b e  mo r e  suscept i b l e  t o  p r ice  

ove r s hoot i ng t h a n  in  t he c a s e  of a cont i nu o u s l y  p r i ced ma r ket  f o r  " d i v i s i bl e "  

p r od u c t s  s u c h  a s  i nd u s t r i a l  p r oducts  and bank  depos i t s .  The compet i t i veness - r i s k  

l i n k  mea n s  t h a t  h i g h  l e ve l s  of  compe t i t i o n  may not be an  unmi xed bene f i t  f o r  t h e  

ma r k e t  a s  a who l e . S i nce t h e r e  a r e  e x t e r na l i t i e s  to  f a i l u r e  of  f i nanc i a l  f i rms -

doubt may be c a s t  on t h e  c r ed i two r t h i ne s s  of othe r s * * , for  examp l e  - an i nc r ease i n  

compet i t i veness  may e n t a i l  r i s k s  of  sys t em i c  i n s t ab i l i t y .  Howeve r ,  t h e  r i s k  of 

f a i l u r e  of a f i rm i s  m i t i g a t ed t o  the extent  that r i s k s  are adeq u a t e l y  hedged and 

t he e u r obond bus i ne s s  i s  a subs i d i a ry of  a we l l -cap i t a l i sed cong l ome r at e .  

( c )  An a s s e s sme n t  o f  cond u c t  and p e r f o rmanc e 

3 8  An  a s s e s sment o f  c omm i s s i on s  i n  i n t e rn a t i onal  bond ma r k e t s  i n  t he e a r l y  1 9 8 0 s  

s hown i n  Append i x  4 s ugg e s t s  t h a t  i n  g e ne r a l ,  comm i s s i ons i n  t h e  e u r obond ma r k e t  

w e r e  h i g h e r  t ha n  i n  t he US  d omest i c  ma r k e t , b u t  r a t h e r  l ower t h a n  i n  the  va r i ou s  

E u r op e a n  dome s t i c  ma r k e t s . Lev i c h  ( 1 9 8 5 )  sugge s t ed t ha t  l a rge se l l i ng comm i s s i ons 

* On e way o f  i n t e rp r e t i ng t h i s  t e ndency i s  t o  say t he f i rms i n  cond i t i on s  of  
i n c r ea s e d  compe t i t i on a r e  f o rced t o  s h i f t  up t he i r r i s k - r e t u r n  t r adeoff  in  o r d e r  

t o  r ema i n  v i a bl e .  

* *  I t  c a n  be a r g u ed t h a t  t h i s  f o r m  o f  e x t e r na l i ty i s  u n i que t o  f i nanc i a l  ma r k e t s , 
t ho u g h  o t h e r s  ( eg e f f e c t s  of  ban k  f a i l u r e on l o c a l  f i rms ) a r e  common t o  f a i l u r e  

o f  b o t h  f i na n c i a l  a n d  i n d u s t r i a l  f i rms . 
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we r e r equ i r ed t o  i nd u c e  E u r opean ban k s  t o  pa r t i c ipate  i n  dea l s .  On t h e  f a c e  o f  i t ,  

such h i g h  comm i s s i ons s uggest a l a c k  of  p r i c e  compe t i t i veness , but Le v i c h  s u g g e s t e d  

tha t l a rg e  i nst i t u t i o n a l  buye r s  a r e  a b l e  t o  f o r c e  d i s t r i bu t o r s  to  s h a r e  a l l  o r  pa r t  o f  

the s e l l i ng concess i o n ,  a n d  pr i ce s  may t h u s  b e  l ower t han they appe a r * .  Th i s  i s  

shown by p r i c e s  i n  t h e  " g r ey ma r k e t " , wh i c h  a r e  o f t e n  repo r t ed t o  be s o  l ow a s  t o  

neg a t e a l l  of  t he g r o s s  f e e s  t h u s  abso r b i ng a l l  of  t he underwr i t e r s '  r i s k p r emi u m .  

Fi rms a r e  t h en o n l y  a b l e  t o  ma ke mon ey b y  s t o c kp i l i ng i nven t o r i es and r e se l l i ng when 

( i f )  i n t e r e s t  r a t e s  dec l i n e . 

39 Av e r a g e  c omm i s s i ons o n  e u r obonds have d ec l ined , a l be i t  i r regu l a r l y ,  s i n c e  1 9 8 0  

( see Ta b l e  V ) . Al though a para l l e l  sh i f t  i n  aver age matu r i t i es
f 

means t h a t  pa r t  

of t h e  f a l l  i s  not accou nted f o r  by i nc r eased compet i t i o n ,  compa r i son o f  yea r s  w i t h  

sim i l a r  ave r ag e  m a t u r i t i e s does sh ow a dec l i n e  i n  g r os s  f ee s . Ove r 1 9 8 0 - 8 3 t h e  

average l ev e l  of  g r o s s  f e e s  f o r  supr anat i ona l i s s u e r s  ( i e con t r o l l i ng f o r  c r ed i t  

qual i t y ) was 1 . 9 8 wh i l e ove r 1 9 8 4 - 8 7  they we re 1 . 6 5 .  The dec l i ne f o r  management and 

unde rwr i t i ng f e e s  has  been m o r e  r a p i d  t h an f o r  s e l l i ng ,  sugge s t i ng g r ea t e r  i nc r e a s e  in  

compet i t i ve pres s u r e s  in  manageme n t  and underwr i t i ng . over the  same pe r i od s  t h e y  

have f a l l en f r om 0 . 6 7  t o  0 . 5 0 compa r ed w i t h  1 . 3 1 to 1 . 1 5 for  se l l i ng .  Comm i s s i on s  i n  

the e u r od o l l a r  ma r k e t  a s  a who l e  ( not  i l l u s t r a t ed ) obv i ou s l y  depend o n  ma t u r i t i e s  a n d  

the qu a l i t y  o f  t h e  i s s u e r ,  b u t  s im i l a r  t r ends i n  fees  a r e  obse rva ble . 

TABLE V AVERAG E COM M I S S IONS ON EURODOLLAR F I XED-RATE BONDS FOR S UPRANAT IONAL I SSUERS 

P e r c e n t  
Year G r oss f e e s  S e l l i ng Management/ Memo : ave r ag e  mat u r i ty 

underwr i t i ng ( yea r s )  

1 9 8 0  2 . 5 0 1 . 5  1 . 0 9 . 1 

1 9 8 1 1 . 8 1 1 .  2 5 * 0 . 5 6 6 . 8  

1 9 8 2  1 .  7 2  1 . 2 5  0 . 4 7  7 . 9  

1 9 8 3  1 .  8 7 *  1 .  2 5 *  0 . 6 2 * 7 . 5  

1 9 8 4  1 . 5 5 1 . 0 5 0 . 5  9 . 3  

1 9 8 5  1 .  7 5  1 . 1 2 0 . 6 2  1 2 . 4  

1 9 8 6  1 . 8 9  1 . 2 9  0 . 6 0 1 4 . 3  

1 9 8 7  1 . 4 2 1 . 1 6 0 . 2 7 1 0 . 8  

* Est im a t e  
Sou rce : B a n k  of  E ng l and I CM S  d a t abase 

* Fo r e x amp l e , H a n n a  and S t a l ey ( 1 9 8 3 ) quoted " r ea l l owances " o f  1 - 1 . 5% a g a i n s t 

ave r a g e  comm i s s i o n s  o f  1 . 9 5% ,  ma k i ng a net comm i s s i o n  of  0 . 4 5 - 0 . 9 5% .  

f
The advent  of  swaps may a l so h a ve l ed to  r educed comm i s s i ons . 
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4 0  M a rg i n s  o r  spread s ,  f o r  e x amp l e  ove r domest i c  gove r nment bonds , a r e  typi ca l l y 

i n f l u enced by a w i d e  v a r i e t y  of  fact o r s ,  i nc l u d i ng d e f a u l t  r i s k  of t he issu e r ,  c a l l  

r i s k  t h a t  bonds may b e  l i qu i da t e d  ea r l y ,  t a x  ex empt i o n ,  mat u r i t y , and expec t e d  

m a r k e t  l i qu i d i ty .  G i ven t hese f a c t o r s , i n  pa r t i c u l a r  the fact t h a t  d e f a u l t  p r em i a  

t en d  t o  va ry ove r t h e  t r ade cyc l e , i t  i s  n o t  a t r i v i a l  t a s k  to i so l a t e  fact o r s  

r e l a ted t o  compet i t i on i n  t h e  new i s sue m a r ket . C l ea r l y ,  spreads can only be 

compa r e d  i n  one c u r r ency secto r .  Howe ve r ,  i t  may be i nd i c at i ve o f  i n c r eased 

c ompet i t i o n  that  in  t h e  case  of  d o l l a r  i s sues f o r  supranat i ona l s  the ave r age ma r g i n  

i n  1 9 8 0 - 8 3  w a s  1 7  ba s i s  po i nt s  wh i l e i n  1 9 8 4 - 8 7  i t  was - 1 1  b a s i s  poi n t s .  

4 1  Resu l t s  d r awn f r om g r ey ma r ke t  a c t i v i ty and f r om spreads and comm i s s i on s  have 

i n d i ca t ed a n  i n c reas i ng l y compe t i t i v e  ma r ke t , r e l a t i ve l y  i ndependent of  changes i n  

concen t r a t i on .  Howeve r ,  t h e  end- r e s u l t  o f  t he deg r ee o f  compe t i t i o n  i n  a ma r k et  

c a n  on l y  be obse rved  in  p r o f i t a bi l i ty . va r i o u s  comp l icat i ons a r i se ,  notably t he 

f a c t  t h a t  e u r obond a c t i v i t i e s  a r e  t yp i ca l ly only one bu s i ness entered  i n t o  by a 

cong l ome r a t e ,  t h e  r e su l t s  o f  wh i c h  may be h i dden i n  i t s  ba lance sheet ( t houg h ,  g i ven 

t h e  i mpo r t a nce of  j o i n t  d emand f o r  f i x ed- i ncome bu s i ness i n  genera l ,  total  p r of i t s  

o n  t h e  b a l a n c e  sheet  may r e f l ec t  the  unde r l y i ng pr o f i t abi l i ty o f  e u r obond s ) . 

Losses on e u r obond a c t i v i t i e s  may be c r oss-subs i d i sed by p r of i t s  f r om o t h e r  ma r k e t s .  

4 2  G i v e n  t h e s e  cavea t s ,  t h e  c u r r e n t  s t a t e  o f  t he e u r oma r k et , w i t h  dec l a r a t i on s  f r om 

a l l  s i des of  l ow p r of i t ab i l i t y  and a r a p i d  shak eout i n  t he ma r k et , does suggest that  

c u r r e n t  p r of i t a b i l i t y  is  l ow .  For examp l e ,  the  Econom i s t  ( 1 9 8 7 ) noted* t h a t  " ba n k s  

l o s e  money i n  t h e  e u r obond ma r k et  because i t  i s  t he most compet i t i ve cap i t a l  

ma r ke t  • • •  comp e t e  t o  underwr i t e  bond s  a t  r a t e s  s o  cheap t hey can only b e  s o l d  a t  a 

l o s s ,  o f t en e x c eed i ng f ees ( 1  7 /8% ) • • •  some i ns t i t u t i ons subs i d i s e  bo r r owe r s  by 

p r ov i d i n g money a t  be l ow ma r k e t  r a t e s  • • •  I n  1 9 8 5  UBS , i n  1 9 8 6  the Japane s e " . 

t endenc i e s  a r e  a t  most t a ngent i a l ly i n  l i ne w i t h  c hanges i n  concen t r a t i on ,  

s ugge s t i ng a need t o  l o o k  e l sewhe r e  f o r  causa l f a c t o r s
f

. 

These 

4 3  Compa r i son of p r o f i t ab i l i t y  i n  e u r obonds w i t h  other  i nd u s t r i es i s ,  aga i n ,  

f r au g h t  w i t h  d i f f i c u l t y . R i s k s , the  cyc l i c a l pa t t e r n  of p r of i t ab i l i t y  and 

* I t  a l so r epo r t ed t h a t  a l ead i ng f i rm made only $ 1 5  mn f rom e u r obond i s su e s  i n  
1 9 8 6 .  ( A l t ho u g h i t  made $2 5 m n  f r om swaps and $ 6 0  m n  f r om e u r o-equ i ty and 

equ i ty - l i n k ed bonds . )  M eanwh i l e ,  another  made $ 8 6  mn on i n t e r n a t i ona l p r ima r y  
c ap i t a l  ma r k e t s  i n  1 9 8 6 ,  of  wh i c h  equ i t y  bu s i ne s s  ea r n t  4 0% ,  e u r obonds and 

r e l a t ed swaps 3 0% , other  swaps 3 0% . S econd a r y  ma r k et  t r ad i ng made t h r ee t i me s 
a s  m u c h  a s  p r i ma r y  t r ad i ng o f  wh i c h  4 0% wa s f r om bond s .  

f Th e r e s u l t  o f  a weak  r e l a t i on be tween p r o f i t abi l i ty and concent r a t i on has  a l so 

been f o u n d  i n  s t u d i e s  o f  t h e  US  ban k i n g  ma r k e t  such as  Smi r l ock ( 1 9 8 5 ) .  
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acco unt i ng d i f f e r ences may a l l  b l u r  compa r i sons . Howeve r ,  the fact  t ha t  f i ve 

l ead i ng US  i n vestment b a n k s  had post t a x  r e t u r n s on ave r age equ i t y  ( a  b r o a d l y  

simi l a r  meas u r e )  of 2 6 %  i n  1 9 8 2  d o e s  suggest h i g h  p r o f i t abi l i ty* . Th i s  h i g h  

pr of i t a b i l i t y  wou l d  se em t o  suggest l ow compet i t i venes s ,  h i gh concen t r a t i o n  a nd h i g h 

ent ry b a r r i e r s .  I t  i s  con t r a ry t o  t he imp l i c at i on norma l ly d r awn f r om t h e  

est imates shown a bove , sugges t i ng a h i g h e l ast i c i t y  of demand f o r  e u r obond i s s u e  

se r v i c e s . Howeve r ,  t h e  dec l i ne i n  pro f i t ab i l i t y  s i nce then , when concent r a t i on h a s  

changed l i t t l e  a n d  outpu t  has  g r own st rong l y ,  cont r a d i c t s  these s ug g e s t i on s  o f  l ow 

compe t i t i vene s s .  

4 4  The t a b l e  be l ow shows t r ends i n  p r o f i t a b i l i ty of U S  i nve stment ban k s  a c t i ve i n  

t he e u r obond ma r ke t . Prof i t ab i l i t y  dec l i ned over  t he pe r i od shown , pa r t l y 

r e f l ec t i ng f a c t o r s  r e l a t i n g  t o  US domes t i c  ac t i v i t y a l t hough s im i l a r  f o r c e s a r e a t  

wo r k  i n  t h e  e u r obond ma r k et . As rega r d s  t h e  us domes t i c  ma r k et  t hese changes  i n  

pr of i t a b i l i ty a r e  oppo s i t e  t o  t hose o f  concent r a t i on ,  wh i c h  r ose over  t h e  pe r i od . 

S im i l a r ly ,  t h e  dec l i ne i n  prof i t s  i n  t h e  e u r obond ma r ket  has not been ac compa n i ed by 

a d ec l i n e  i n  concent r a t i on s i nce 1 9 8 2 . 

TABLE V I : PROF I TAB I L I TY OF US I NVE STMENT BANKS ACT IVE I N  EUROBOND MARK ET 

( RETURN ON AVERAGE EQU ITY ) 

F i r s t  Bos t on 
Me r r i l l  Lynch 
Mo r g a n  S t a n l ey 
Salomon B r a s  
She a r  son Lehman* 

Sou rce : S a l omon Bras  

1 9 8 2  

2 6 . 5 % 
2 2 . 4% 
3 3 . 8 % 
21 . 2% 

n/a 

1 9 8 3  1 9 8 4  

3 5 . 1%  2 3 . 1 % 
1 3 . 9% 4 . 8% 
2 7 . 1 % 2 7 . 4% 
2 3 . 5% 9 . 1 % 

2 7 . 6 % 1 2 . 7 % 

*Pa r t i a l l y w i t h d r ew f r om e u robond ma r k et  i n  1 9 8 7 .  

1 9 8 5  1 9 8 6  1 9 8 7  

1 8 . 8% 1 9 . 3 % 1 0 . 4 % 
9 . 9% 1 3 . 1 % 1 1 . 6 % 

3 8 . 4 % 3 2 . 0% 2 5 . 3 % 
2 0 . 8% 1 6 . 1 %  n/a 

1 8 . 9% 2 4 . 9% n/a 

45 Ove r a l l ,  these r e s u l t s  imp l y  that pa t t e r n s  of p r i c i ng and pr o f i t a b i l i ty bea r 

l i t t l e  r e l a t i o n  t o  t he s t r u c t u r a l  p a t t e r ns i n  Sect ion I l l . F o r  e x amp l e ,  i t  was 

shown above that concen t r a t i on appea r s  h i g h  and r a t h e r  s t ab l e , pa r t ly b e c a u s e  

succes s f u l  e n t r y  i s  r a t he r  d i f f i cu l t , b u t  p r o f i t a b i l i t y  and p r i c i ng have f a l l en f r om 

h i g h  t o  l ow .  The h i g h  e s t ima t e s  o f  the  e l a s t i c i ty o f  d emand cannot e x p l a i n  t h e  h i gh 

i n i t i a l  l e v e l  o f  p r o f i t ab i l i ty a l though i t  i s  pos s i b l e  t h a t  t h e  e l a st i c i t y  o f  demand 

may have r i se n ,  w i t h i n  t h e  e s t ima t i o n  p e r iod of the equ a t i ons in  Append i x  3 .  

*Compa r e  t h e  f oo t no t e  o n  p l 5 ,  w h i c h  gave a r ange of 9 . 9% - 1 6 . 4% .  
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One f ea t u r e t h a t  may h e l p  expla i n  perf o rmance i s  t he dec l i ne i n  segmen t a t i o n  between 

s e c t o r s  i l l u s t r a ted a bove * . But a broad e r  examina t i on of i ndust ry behav i ou r  t a k i ng 

i n t o  accou n t  dynam i c  fac t o r s  may be needed to  exp l a i n  f u l l y  both p e r f o rma nce and the 

other s t y l i s ed f a c t s  o f  t h e  e u r obond ma r k et pr esented i n  Sect ion I I .  

V THE N EW I NDUSTRI AL ECONOMI CS AND THE EUROBOND MARKET 

46 The s t r uc t u r e-cond u c t -pe r f o rmance approach used above to  anal yse the  beha v i o u r  of 

t he pr ima ry e u r obond ma r k e t  is ba s i c a l ly a sho r t - r u n  s t a t i c  approach wh i c h  t a ke s  

f i rms a s  pa s s i ve agent s .  W i t h  a g i ven s t r u c t u r e  of s i ng l e-p roduct f i rms , f i rms a r e  

t a k e n  a s  ma x im i s i ng s ho r t - t e r m  p r of i t s .  S t r uc t u r e  i s  as sumed t o  d e t e r m i n e  

p e r f ormance , not  v i ce v e r s a . Th i s  approach i g nores both the e f f e c t s  of pot e n t i a l  

compet i t i on a n d  t h e  pos s i b l e  endogene i t y  o f  i nd u s t r i a l  st r u c t u r e  to  f i rms ' 

a c t i v i t i e s* * .  These a r e  add res sed by r e cent t heo r et i c a l  developmen t s ,  notably those 

rega r d i ng " c ont e s t a b l e  ma r k e t s "  and " s t r a t eg i c  compet i t i o n "
+

. Imp l i c i t l y ,  t h e s e  

r ev i ve t h e  impo r t ance o f  " c onduc t " , o f t e n  i gnored i n  t h e  t ra d i t i on a l  app r oach , and 

t he h e t e roge n e i t y  o f  i n d i v i d u a l  f i rms . The r e  fol l ows an out l i ne of r e l e vant aspe c t s  

of t he s e  t h eor i es ,  w h i c h  i t  i s  a rg ued a r e e s sent i a l  t o  t he a n a l ys i s  of f i nanc i a l  

ma r k et s ,  f o l l owed b y  a n  app l i ca t i on o f  these theo r i e s t o  t h e  e u r obond ma r k et . 

( a )  Aspe c t s  o f  t he new i nd u s t r i a l  econom i c s  

4 7  An a r ea  o f  pa r t i c u l a r  i n t e r est  i s  t he r o l e  of pot en t i a l  ent ry . The t h r ea t  o f  

n e w  e n t ry may have a st rong i n f l u ence on t he behav i ou r  of e x i s t i ng f i rms , desp i t e 

l a rg e  cap i t a l  r equ i r emen t s  f o r  ent r y .  Acco r d i ng to  t h e  theory o f  con t e s t a b l e  

* I n  ad d i t i o n , a l though t h e  s t r u ct u r e-pe r f ormance l i n kage seems wea k ,  some aspe c t s  of 

t he c h a ng i ng p a t t e r n s  of e u r obond ma r k et  s t r uc t u r e  can be expla i ned by t r a d i t i ona l 
t heo r i e s  o f  ma r k e t  s t u c t u r e . Not ab l y ,  i t  sugge s t s  that  a r ap i d l y  g r owi n g  i n d u s t r y  

w i l l  be l e s s  concent r a t ed t h a n  a s t agnant i nd u s t ry , o n  t h e  ba s i s  t h a t  t he r e  i s  mor e  
r oom f o r  n e w  e n t r y  [ Cu r ry a n d  Geo r g e  ( 1 9 8 3 ) ] .  Th i s  a l so he lps exp l a i n  t h e  
cyc l i ca l  n a t u r e  o f  e u r obond ma r ke t  concen t r a t i on s hown i n  Tab l e  I I .  

* * I n  f a i r n e s s  t o  t h e  o r i g i n a t o r s  o f  t h e  t r ad i t i ona l v i ew ,  i t  should be noted t h a t  
t hey we r e  awa r e  o f  m a n y  d yn am i c  a nd s t r a t e g i c  aspects  of compet i t i on . H a y  and 

M o r r i s  ( 1 9 7 9 ) s u gg e s t  t h a t  the t r ad i t iona l approach r ema i n s  r e l evant for s t agnant  
m a r k e t s  - such  a s  d ome s t i c  ban k i ng in  some count r i e s  - wh i l e  dynam i c  theo r i e s 
r e l a t i n g  t o  g rowt h o f  t h e  f i r m  a r e  app l i ca b l e  i n  g r ow i ng ma r k e t s ,  such a s  t h a t  f o r  

e u r obond s .  

+ Fo r a s umma r y  s e e  Maye r ( 1 9 8 5 ) , a l so V i c k e r s  ( 1 9 8 5 ) and Y a r r ow ( 1 9 8 5 ) .  Po r t e r  
( 1 9 8 0 ) of f e r s  a method o l og y  f o r  i nd u s t ry analys i s  which cove r s  aspe c t s  o f  a c t i ve 

a s  we l l  a s  " p a s s i ve " beha v i ou r  o f  f i rms . S ee a l so Pa r ly ( 1 9 8 7 ) f o r  a n  

app l i ca t i on t o  ba n k i ng .  



f 

I 
ma r k e t s  , many s e em i n g  o l i gopo ly s i t u a t ions may b e  c ha r a c t e r i sed by compe t i t i ve 

beh a v i ou r  on t h e  pa r t  of ex i s t i ng f i rms , bec a u s e  of the  potent i a l  f o r  new f i r ms to  
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ent e r  i n  a " h i t  and  r u n "  manner i n  r e sponse t o  excess  p r o f i t s .  con t e s t a b l e  ma r k e t s  

may t h u s  bene f i t  both f r om ef f i c i e nt  i ndust r i a l  st r u c t u r e s  and compe t i t i ve 

behav i ou r . I n  o r d e r  t o  i nd uce compe t i t i ve behav i ou r  t h e r e  has  to be a n  a bs e n c e  of 

s i g n i f i c a n t  lags between a dec i s i o n t o  ent e r  and ent ry occu r r i ng , an  i ns t a n t  

re sponse o f  d emand t o  chang i ng pr i ces a n d  an  absence o f  l osses o n  e x i t  d u e  t o  s u n k  

co s t s  ( f o r  exampl e cap i t a l  spec i f i c  t o  the  i nd u s t ry t h a t  cannot b e  u sed i f  t h e  f i rm 

dec i d e s  t o  w i t hd r a w ) . The e n t r ant  k nows t h a t  i f  t he i ncumbent has s u n k  cos t s ,  i t  

wi l l  a lways b e  wo r t h  t h e  i ncumbent ' s  wh i l e  t o  det e r  ent r y .  Acco r d i ng t o  t h i s  

t he o ry , econom i e s  o f  s c a l e  need not be a bar r i e r  t o  ent r y ;  f i rms can p r od u c e  a t  

m i n imum e f f i c i en t  sca l e  f o r  a sho r t  pe r i od a n d  s e l l  ( s t o r a bl e )  o u t p u t  over  a l on g  

pe r i od . Ent ry i n to s u c h  i nd u st r i e s  i s  o f t e n  assumed to  be e a s i e r  f o r  e s t a b l i shed  

f i rms in  r e l a t e d  i n d u st r i e s  t h a n  f o r  new f i rms g i ven the f r equent i mpo r t ance o f  

econom i e s  of scope ( j o i n t  c o s t s ) ;  s u c h  " c r oss e n t r y "  i s  typ i ca l l y i g no r ed i n  t h e  

mo r e  t r ad i t iona l approach bu t i s  obv i o u s l y  impo r t ant i n  f i na n c i a l  ma r k e t s .  The 

deg r e e  o f  " c ontestabi l i t y "  w i l l  o f  cou r se c hange ove r t ime with s h i f t s  i n  p a r ame t e r s  

such a s  technol ogy a n d  r eg u l a t i o n . Some have a rg u ed t h a t  con t e s t a b l e  ma r k e t s  

t yp i fy d e r eg u l a t ed f i nanc i a l  ma r ke t s  such as  t h a t  f o r  r e s i den t i a l  mo r t g a g e s  i n  t h e  

UK [ se e  Dav i e s  and Da v i e s  ( 1 9 8 4 ) ] .  

4 8  I n  g en e r a l ,  h owever t h e  " c ontestab l e  ma r k e t s "  appr oach may pe r haps be best 

reg a r de d  as a benc hma r k  o r  we l f a r e  stand a r d  a s  we l l  as  be i ng va l uable  f o r  

h i gh l i g h t i ng t h e  r o l e  o f  s u n k  cos t s .  I t  se ems un l i ke l y  that  ma r ke t s  i n  t h e  r e a l  

wo r l d  f i t  t h e  as sump t i on s , notably t h a t  t h e r e  a r e  n o  s u n k  costs ( o r  t h a t  t hey a r e  

equa l be tween e n t r a n t s  and i ncumben t s )  and t h a t  a n  ent r an t  can come i n t o  a ma r k e t  

and s e t  up a t  f u l l  sca l e  bef o r e  e x i s t i n g  f i rms re spond by chang i ng p r i ce [ se e  

Sheph e r d  ( 1 9 8 4 ) ] .  Whe re r e l a t i onships and r eputat i ons a r e  impo r t a n t , a s  i n  

f i nanc i a l  ma r k et s ,  d ema nd w i l l  not r e spond i n s t a nt aneou s l y  t o  p r i ce s .  N o r  a r e  

f i rms i de n t i c a l ,  a s  t he t heory i mpl i c i t l y a s s umes . F i rms a r e  l i k e l y  t o  c ompe t e  

s t r a t eg i c a l l y , c r eat i n g  o r  t a k i n g  advan t a g e  of a s ymme t r i es between f i rms , o f t e n  

c r e a t i ng s u n k  c o s t s  i n  o r d e r  t o  d e t e r  ent ry . 

4 9  A k e y  e l ement  i n  a dynam i c  approach t o  i nd u s t r i a l  a n a l ys i s  i s  r ecogn i t i on of t h e  

d i s c r et i on o f  f i rms , pa r t i c u l a r ly i n  t h e  c a se o f  rnu l t i p r od u c t  f i rms i n  s i t u a t i o n s  o f  

I See Ba urnol ( 1 9 8 2 ) and  t h e  r e v i ew i n  Spence ( 1 9 8 3 ) . 



2 5  

o l i gopol/ . D i sc r e t ion a r i ses pa r t i c u l a r l y f r om t he d i vo r c e  of own e r s h i p  f r om 

c on t r o l  i n  j o i n t  s t oc k compa n i e s  a nd f r om excess  p r o f i tabi l i ty i n  o l i gopo l y  

s i t u a t i ons , w h i c h  e na b l e  manag e r s  t o  change t he obj ect i ves o f  f i rm behav i o u r  and/o r 

c r o s s  subs i d i s e unpr o f i t a b l e  act i v i t i e s . I t  i s  l i m i t ed by the poss i b i l i ty t hat t he 

sha r e  pr i c e  of a f i r m t ha t  i s  not p r of i t  ma x im i s i ng w i l l  dec l i ne ,  t he f i rm be t a k en 

ove r and the manag e r s s a c k ed . In t h e  f i nanc i a l  sector  de regu l a t ion has pe rm i t ted 

mo r e  " d i s c r et i on "  t o  f i rms t o  me r g e  and t o  enter new ma r k e t s .  

5 0  G i ve n  d i s c r e t i o n ,  f i rms c a n  d e v i a t e  f r om sho r t-term prof i t  max i m i sa t i o n ,  i n  

o r d e r  t o  i nf l uence t he e a s e  o f  ent ry of o t h e r  f i rms a n d  t hu s  i ndust r i a l  s t r u c t u r e ,  

t o  e s t abl i s h  the i r  own dom i nance  i n  t he i r  ma r k e t  o r  t o  e n t e r  new ma r k e t s .  

between f i rms i s  l i k e ly t o  be a n  i mp o r t a n t  feat u r e  of i nd u s t ry behav i ou r .  

R i va l ry 

I n  such 

a dynam i c  appr oac h ,  i nd u s t r i a l  s t r u c t u r e  is  t h e  env i r onment i n  wh i c h  f i rms pu r s u e  

t he i r  ob j e c t i ve s , b u t  t h i s  s t r uc t u r e  c a n  b e  a l t e r ed b y  f i rms to  t he i r  own 

advantage . I t  has  t yp i c a l l y  been a s s umed i n  manag e r i a l  theo r i e s  t ha t ,  g i ven 

d i sc r e t i on ,  manag e r s  w i l l  a i m  to ma x im i se s a l es r evenue g r owt h r a t h e r  than p r o f i t  

ma x im i se* . The foc u s  i n  t h e  " n ew i nd u s t r i a l  econom i c s "  i s  r a t h e r  d i f f e r ent  f r om 

t he manage r i a l  t he o r y  o f  t h e f i rm l i t e r a t u r e  i n  t h a t  d i sc r e t i on i s  u s ed f o r  

st r a teg i c  pu rpos e s  ( wh e r e  a " s t r a t eg i c  mov e "  i s  o n e  desi gned to  i nduce ano t h e r  

p l ayer  t o  make a c h o i c e  more  f a vou r a b l e  to  t h e  st r a t e g i c  mover t h an wou l d  o t h e r w i s e  

occu r ) .  

5 1  App l y i ng t h e  t he o r y  o f  s t r a t eg i c  compe t i t ion to ent ry d et e r r ance , t h e  

t r ad i t i ona l t h e o r y  o f  i nd u s t r i a l  s t r u c t u r e  ( " l i m i t  pr i c i n g " ) sugge s t ed t h a t  p r i ce o r  

o u t put  l ev e l s  o f  t h e i nc umbent  cou l d  d i scou r age ent ry , wher eby ex i st i ng f i rms se l l  

a t  a pr i c e  l e v e l  j u s t  be l ow t h a t  a t  wh i c h  a n  ent r a n t  can obt a i n  adequ a t e  p r of i t s .  

Th i s  may b e  u n r ea l i s t i c ,  a s  t he i nc umbent  f i rm may reduce i t s  output i n  t he event of 

ent ry . I n s t e a d , i n  o r d e r  t o  det e r  ent ry the  i ncumbent ( s )  typ i c a l ly v a r y  

i n s t r umen t s  t h a t  h a v e  a l a s t i ng and i r r e ve r s i b l e  e f fect  o n  cost o r  d emand cond i t i ons 

- t h a t  c r e a t e  s u n k  co s t s .  The i nc umbent  commi t s  h imse l f  to  a course  o f  cond u c t  

t ha t  wou l d  be  d e t r i men t a l  t o  a n  e n t r a n t . Sho r t - r un p r of i t  ma x i m i s a t i on i s  t r aded 

f o r  the l o n g - r u n  benef i t s  of avo i d i ng ent ry . On t he cost s ide t h e r e  c o u l d  be 

o v e r c ap i t a l i sa t i o n ,  s u c h  t h at the output  p r oduced by t he i n c umbent  cou l d  have been 

f Manage r i a l  t he o r i e s o f  f i rm beha v i ou r we r e  an  essent i a l  bac k g r ound to  t h i s  

r ea s s e s sment o f  t he e conom i c s o f  i nd u s t ry [ Be r l e and Means ( 1 9 3 2 ) M a r r i s  ( 1 9 6 4 ) 

W i l l i amson ( 1 9 7 0 )  ) .  

* The s u b s t i t u t ab i l i t y  o f  p r o f i t  and  g r owth shou l d  not be exagge r a t ed . P r o f i t s  
may i n  a n y  c a s e  b e  e s s e n t i a l  f o r  g r ow t h ,  g i ven t h e  use o f  r e t a i ned ea r n i ng s  t o  

i n v e s t  i n  e x t r a  c apac i t y  and - i n  f i na n c i al ma r ke t s  - t h e  need f o r  r e s e r v e s  and 

capi t a l  adequacy . 
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produced mo r e  e f f ec t i v e l y  w i t h  a lowe r level  o f  capi t a l , o r  mo r e  va r i ab l e f a c t o r s o f  

pr oduct i on
1

. T h e  same m a y  h o l d  f o r  r e sea rch ex pend i t u re ,  whe r e  h i g h  l e v e l s 

may o f f e r  a c r ed i b l e  t h r e a t  t o  ent ry . By a f u r t h e r  s t r a t e g i c  move , a f i rm may be 

abl e  to r a i se r i va l ' s  co s t s ,  f o r  e x amp l e  by set t i ng h i g h  wage r a t es in the  

indu s t r y .  Pr e-emp t i ve patent i ng i s  a fou r t h  appr oach o n  t h e  cost s i de t h a t  c o u l d  

be u s ed i n  s t r a t e g i c  e n t r y  d e t e r r anc e ;  t hough patents  tend to  l a c k  f o r c e  i n  

f i nanc e , a s  prod u c t s  a r e  eas i ly cop i e d  i n  such a way as  to  a v o i d  i n f r i ng i ng 

patent s* . F i n a l l y ,  i f  t h e r e  a r e  i n t e r tempo r a l  dependenc i es of cost  - t h e  

" expe r i ence c u r v e "  whe r eby a f i rm ' s  c o s t  l e v e l  i s  a d ec l i n i ng f un c t i on of i t s  

cumu l a t i ve o u t pu t  - t hen even pr i c e  o r  output c h o i c e  can d e t e r  e n t r y .  

5 2  On t he d emand s i d e ,  f i r ms may a c t  st r a t eg i c a l l y  by adve r t i s i ng ,  p r oduc t 

d i f f e r ent i a t i on o r  b r and p r o l i f e r a t i on t o  d e t e r  ent r y .  Ag a i n ,  t h e r e  may be 

in t e r t empo r a l  dependenc i e s on the  demand s i d e  - a r epu t a t i on bu i l t  up by be i n g  f i r st 

or by be i ng " t r u s two r t hy"  [ Radner ( 1 9 8 6 ) ] .  I t  should  be empha s i sed t h a t  e n t ry 

ba r r i e r s  bu i l t  up over  t i me i n  t h i s  way need not  be d u e  t o  ac t i ve p l an n i ng on the  

pa r t  o f  t h e  f i r m  b u t  may r e s u l t  f r om h i s t o r i ca l  acc i dent  due t o  s ho r t - r u n  p r o f i t  

max i m i s i ng beha v i ou r .  [ Sa lop ( 1 97 9 )  ) * * 

5 3  Th i s  a n a l ys i s  c a n  a l s o be app l i ed t o  c e r t a i n  impo r t a n t  f orms o f  t r ade s u c h  a s  

t h e  buye r -se l l e r  r e lat i on s h ip . A st a t i c  ana lys i s  suggests  t h a t  the  s e l l e r  f i nd s  a 

t r a nsac t i on p r o f i t a b l e  i f  t h e  pr i ce l i es a bove t he v a l u e  o f  s e l l i ng e l sewh e r e , wh i l e 

the buyer f i nd s  t r ade prof i t able i f  the  pr i c e  l i es be l ow the  a l t e r na t i ve buy i n g  

pr i ce .  B u t  t h e r e  may be a symmet r i e s  o f  i n f o rmat i on between buy e r  and s e l l e r , 

lead i ng e i t h e r  t o  g r e a t e r  prof i t s to  the  most i n fo rmed p a r t y  o r  a f o rm o f  m a r k e t  

f 

* 

* *  

S ome have s u g g e s t ed t ha t  t h i s  behav iou r c h a r ac t e r i s ed UK secu r i t i e s  f i rms d u r i ng 
" B i g  B a n g "  though i t s  l a c k  of success of det e r r i n g  e n t r y  and ma i nt a i n i ng 

p r o f i ta b i l i ty i s  e v i dent . 

An ex cept i on i s  Me r r i l l  Lynch ' s  successful  pr osec u t ion of Dean W i t t e r  f o r  

i n f r i ng i n g  t h e  p a t e n t  on a c ash-manag ement  account . 

The a n a l ys i s ,  w h i ch appl i e s  t o  cases  of pe r f ec t  i nf o rma t i on on e x i st i ng f i rms ' 

beh a v i o u r ,  c a n  be e x tended to  imp e r f e c t  i nf o rma t i o n , i e  i n fo rma t i on a l 

a s ymme t r i e s  s u c h  t h a t  t h e  ent rant  i s  unable t o  p r e d i c t  the  i nc umben t ' s  

r esponse s .  I n  s u c h  cases , l im i t  pr i c i ng may be used t o  d e t e r  e n t ry s i nc e  t h e  

poten t i a l e n t r a n t  i s  e x  hypothesi  u n ce r t a i n  a b o u t  t h e  cost  l ev e l  o f  t h e  

i n c umbent . An i n c umbent  may s igna l w i t h  a low p r ice  t o  i n d i c a t e  e f f i c i en c y , 

whe t h e r  h e  a c t u a l l y  i s  e f f i c ient o r  not . P r edatory  pr i c i ng i n  i mpe r f e c t  

i nf o r ma t i on i e  sel l i ng a t  pr i c e s  be low ma rg i na l  cost m a y  be a wo r t hwh i l e  w a y  o f  

bu i l d i ng up a r epu t a t i on a s  a commi t ted f i g h t e r  f o r  ma r k e t s ,  t h u s  d e t e r r i n g  

compe t i t i o n , espec i a l ly i f  the  i ncumbent  i s  ac t i ve i n  a se r i e s  o f  ma r k e t s .  



f a i l u r e
1 

whe r eby t he l e s s  i nf o rmed pa r t y  w i l l  cease t o  t rade for  f e a r  of ma k i ng 

l os se s .  Gi v e n  t h e  impo r t a n c e  o f  i nforma t i on i n  f i nance t h i s  i s  l i k e l y  t o  be 

r e l e v a n t  t o  the n a t u r e  of t r a d e  i n  f i nanc i a l  ma r k e t s
�

. Second v i r t ua l ly a l l 
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f o rms o f  t r a d e  g i ve r i se t o  ongoing r e l a t ionsh ips , and a s  i n  t h e  case o f  compe t i t i on 

f o r  a ma r k e t , t hey may l e ad t o  d i f f e r ences between ent ry o r  ex i t  cost s .  For  

e x amp l e , t h e  con s ume r may r equ i r e a con t i n u i ng service f r om t he se l l e r , so the buye r 

wou l d  s u f f e r  a c o s t  i f  h e  dec i de d  t o  swi t c h  suppl i e r s ,  and h i s  sunk costs  a r e  

pos i t i ve .  I f  t he s e l l e r  cou l d  w i t hd r aw w i t hout cost to h imse l f , he has ma r k et  

power and cou l d  g a i n  excess prof i t  by t h r ea t e n i n g  t e rm i na t i on of the con t r ac t . 

( b )  Appl i ca t i o n  t o  t he e u r obond ma r ket  

54  Wh a t  i n s i g h t s  d o  t he s e  t h eor i es offer  f o r  the  beha v i o u r  of the  e u r obond 

ma r k e t ?  On t h e  f a c e  o f  i t ,  t h e  ma r k et  appe a r s  t o  have many o f  the fea t u r es o f  a 

c o n t e s t a b l e  m a r k e t . Cap i t a l  cos t s ,  i n  t e rms of dea l i ng r ooms , f i nance f o r  

unde rw r i t i ng , expe r t i s e , e t c  m a y  be h i g h ,  but those spec i f i c  t o  e u r obonds a r e  r a t h e r  

l ow because t h ey c a n  b e  ad apted f r om o t he r  s e c t o r s  s u c h  as corpo r a t e  bonds . 

a r e  a w i d e  va r i e t y  o f  we l l -cap i t a l i sed f i rms and i nvestment bank s  r eady t o  

There  

c o n t emp l a t e e n t ry . Ent ry c a n  be r a p i d ,  a s  can wi thd r awa l . I t  i s  t hu s  c l e a r  t h a t  

con t e s t ab l e  ma r k e t  fea t u r e s  h e l p  t o  exp l a i n  some o f  the  behav i o u r  o f  f i rms i n  t h e  

e u r obond m a r k e t * ,  i e  t ha t  i t  i s  h i g h l y  compet i t i ve , espec i a l ly w i t h i n  t h e  i nd i v i d u a l  

c u r r e n c y  secto r s , d e sp i t e  t h e  ma r k e t  st r u c t u r e* * ·  

5 5  I t  s hou l d  b e  a d d ed t h a t  c ontestabi l i ty may have changed over t i me , espec i a l l y 

w i t h i n  i nd i v i dua l c u r r en c y  secto r s .  I n  t h e  1 9 7 0 s  e u r obond s were t yp i c a l ly p l a ced 

i n  managed a ccount s ,  i n t e r n at i on a l  i nv e s to r s  had f ew a l t e r na t i ves to e u r obonds , and 

t h e r e  wa s h i g h dema n d  f o r  bond s ,  a l l  t h ese fac t o r s  s uggest i ng ease of ent ry . On 

t he o t h e r  hand , e x c ept f o r  e u r odo l l a r s , mos t  c u r r ency sec t o r s  were the pr e s e r ve of 

f e w  domes t i c  i n s t i t u t i o n s  ow i ng to r e g u l a t o r y  ba r r i e r s  and c a r t e l s .  I n  t h e  1 9 8 0 s 

f S ee f o r  e x a mp l e  A k e r l o f ' s  ( 1 9 7 0 )  d e s c r ipt i on of t he second-hand c a r  ma r k e t . 

� I ndeed  toge t h e r  w i t h  sys t em i c  r i s k ,  i nf o rma t i o n  asymmet r y  i s  the  ma i n  a r g ument 

f o r  pr u d e n t i a l  s upe r v i s i o n  o f  f i n anc i a l ma r k et s .  

* S ome o f  t h e  cond i t i on s  n o t e d  i n  p a r a g r aph 4 7  a r e  met . 

* *  A s t r o n g e r  t e s t  f o r  c o n t e s t a b i l i ty w i l l  be wh e t h e r  f i rms make ft n o r ma l ft o r  

ft e x c e s s ft prof i t s  a f t e r  t h e  c u r r e n t  r e t r enchment i s  comp l ete . 
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the  i nc r e a s i ng dom i na n c e  o f  c ap i t a l  ma r k et s by i n st i t u t i onal  i n ves t o r s
! 

a n d  t he 

lowe r d emand f o r  e u r obonds h a s  made p l a c i ng of bonds mo r e  d i f f i c u l t ,  add i ng to  en t r y 

ba r r i e r s .  Capi t a l  cos t s  ha ve r i sen a s  a r e su l t  o f  i n c r eas i ng use o f  bought d e a l s , 

and t h e  need t o  set  up r e search  and second a r y  ma r k et  t ra d i ng ope r a t i on s  ( t o s a t i s f y  

i n s t i t u t i ona l i nvesto r s '  l i qu i d i t y  requ i r emen t s  and t o  g a i n  a n  i n vestor  base t o  

comp l ement pr i ma ry a c t i v i t i e s )  a l though c ap i ta l  requ i r eme n t s  a s  s u c h  do n o t  p r e ve n t  

a ma r k e t  be i ng con t e s t ab l e . On t h e  othe r hand , ent r y  by i n t e rmed i a r i e s  t o  c u r r e nc y  

sec t o r s  h a s  become eas i e r ,  w i t h  t he advent o f  swaps a n d  imp r ovement s i n  

techno l ogy . On ba l a n c e  contestabi l i t y  has  i n c r eased , pa r t ly expl a i n i ng t h e  d ec l i n e 

i n  p r o f i t ab i l i ty .  I t  i s  however h a r d e r  to  expl a i n  pu r e l y  i n  t h e  con t e x t  o f  t he 

theo ry o f  con t e s t a b l e  ma r k e t s  why some f i rms ' e u r obond ope r a t i ons have cont i n ue d  t o  

b e  s u c c e s s f u l  wh i l e  o t h e r s  h a ve been unable t o  e s t abl i sh t hemse l ves , why t he r e  h a s  

been n o  s i g n i f i c a n t  d ec l i n e  i n  ma r ke t  concen t r a t i o n  o v e r  t ime desp i t e con t i n u a l  new 

ent ry , and why p r o f i t abi l i ty has de c l i ned so s t eep l y .  

5 6  Ce r t a i n  fea t u r e s  o f  e u r obond ma r k e t  st r u c t u r e ,  i n t e rp r e ted i n  t he l i g h t  o f  o t h e r  

aspe c t s  o f  t h e  new i nd u s t r i a l  economics , may h e l p  to  e xp l a i n  these tendenc i e s .  

The r e  may b e  s i g n i f i c a n t  ent ry bar r i e r s  t o  t he upper echel ons o f  the  i n d u s t r y ,  

res u l t i ng f r om i n t e r t empo r a l  dependenc i e s  on the d emand and cost s i de a nd f r om 

s t r a t eg i c  compe t i t i o n . De al i ng f i r s t  w i t h  i n t e r t empo r a l  dependenc i e s ,  t h e  

advantages o f  e s t ab l i shed f i rms may i nc l ude accumu l ated  exper t i s e ,  r epu t a t i o n  and 

r e l a t i on s h i p s , s umma r i sed in  Sec t i o n  II  a s  " f r anch i s e " . O f f e r e d  t he same p r i ce f o r  

a n  i s s u e , bor r owe r s  w i l l  c hoose a n  ex i s t i ng f i rm ,  g i ven t he i r  r epu t a t i on f o r  

succes s f u l  l aunche s ,  t o  avo i d  a l l  t h e  d i sadvantages i n  t e rms of f u t u r e  bo r r owing  

cos t s  shou l d  an  i s s u e  f a i l .  S im i l a r ly ,  i nvestors  tend not to  d e a l  w i t h  a new h o u s e  

i f  t hey a r e  d oubt f u l  abo u t  i t s  t enac i t y  - a n d  s k i l l ed ma r ket  s t a f f  w i l l  n o t  j o i n  a 

f i rm even f o r  h i gh s a l a r i e s i f  t hey a r e  u n s u r e  that  i t  w i l l  r ema i n  i n  t he ma r k e t . 

5 7  Rece n t  expe r i e n c e  sugge s t s  t h a t  these advantages of e x i s t i ng f i rms c a n  o n l y  be  

offset  if  t h e r e  is  a l a rg e  sav i ng s  su rp l u s  i n  t he home coun t r y ,  whe r e  e n t r a n t s  have 

st rong r e l a t i on s h i p s  w i t h  i nvesto r s , whe r e  there  is  a des i r e and a b i l i t y  t o  i n v e s t  

i n  e u r oma r k et i n s t ruments and/o r a l owe r c o s t  of c ap i t a l  a s  i s  t he c a s e  f o r  Japa n e s e  

f i rms* . The s e  ena b l e  s u c h  ent r a n t s  t o  c h a r g e  a l owe r pr i c e  t han i n c umben t s .  

Impl i c i t ly ,  t h e r e  a r e two t ypes o f  new e n t ry , one w i t h  a sec u r e  c u s t ome r base 

wi sh i ng to i nc r e a s e  i t s  po r t f o l i o  sha r e  of e u r obond s , and one a s suming 

" specu l a t i ve l y "  t ha t  b u s i ness c a n  be t a ken f r om other houses o r  that a s u i ta bl e  

l see Da v i s  ( 1 9 8 8 ) . 

*Al i be r  ( 1 9 8 4 ) s uggested  t h i s  f a c t o r  a l so enabled Japanese banks t o  u n d e r c u t  US 

ban k s  in the e u r o c u r r e ncy ma r k e t s .  



sha r e  o f  a ny i n c r emen t a l bu s i n e s s  c a n  be obt a i ned . Th i s  wou ld exp l a i n  the  

pr e-em i nence of v a r i o u s  i n vestment banks  over  t he yea r s  and the i nabi l i t y  of many 

new ent rant s to g a i n  prof i t a b i l i ty .  Impl i c i t l y ,  e x i t  cos t s  exceeded costs  o f  

e nt ry , l a rg e l y  d u e  t o  t he s u n k  cos t s  of con t ac t s ,  r epu t a t i on a n d  pr i v i leged access 

t o  i nf o rmat i o n  on ma r k et  movement s
� 

( on the  demand s i de ) and expe r t i se ( o n the 

cost s i d e ) bu i l t  u p  ove r t ime . 

5 8  I n  a dd i t i o n ,  i nc umbent f i rms have a c t i ve l y  c a r r i ed out s t r a t eg i c  moves . They 
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ha v e ,  i n  e f f ec t , i nvested  i n  excess  capac i t y ,  t hough whether  t h i s  wa s de l i be r a t e  o r  

a c c i d en t a l  i s  h a r d e r  t o  j udge
1

. P r edatory pr i c i ng a s  def i ned above has been 

w i d e l y  used  by both i ncumbent s and e n t r a n t s  to the e u r obond ma r ket s * * · Deve l opment 

o f  spec i a l i sed e x p e r t i se ,  for examp l e  in swap s ,  is a f u r t he r  form of s t r a t eg i c  

i n vestmen t . E s t a b l i shed f i rms a r e  tend i ng t o  scoop up the t a l ent i n  the  ma r ket  

wh i c h is  s t i l l  in  second-t i e r  houses - w i t hout w h i c h  t hey w i l l  not s u r v i ve .  The 

i nt r od u c t i o n  of " bought  dea l s "  by ce r t a i n  houses has l ed to a s i g n i f i cant i nc r ease 

in  capi t a l  r e q u i r emen t s .  

5 9  I t  may b e  s ug g e s t ed t ha t  compe t i t i on i n  p r ov i s i on o f  mar ket analys i s  and i n  

r e se a r c h  and deve l opme n t  h a s  a l s o been a i med a t  i n c r e a s i ng ma r ke t  s h a r e  and 

* 
d i s cou r a g i ng e n t ry • S t r ong and t i me ly ma r k et analys i s  may enable a f i rm to  

r e t a i n  i t s  i nv e s t o r  ba se . S u c h  analys i s  by some f i rms ob l i ges othe r s  to  g a t h e r  

s i m i l a r  i n f o rma t i on t o  pr o t e c t  t hemse l ves , o r  a t t empt to  e n t e r  the  ma r k e t . s uch 

d up l i ca t i o n  is  a rg u a b l y  a deadwe i g h t  cost t o  soc i ety . Meanwh i l e the i nvent i on of 

�Fe l dman and S t ephenson ( 1 9 8 8 ) o f f e r  an  i n t e r e s t i ng analys i s  of the 
r e l a t i onsh i p  betwe e n  s i z e a n d  pr i v i l eged i n forma t i on i n  f i nanc i a l  ma r k et s . They 
s uggest  t h a t  wh i l e  s i z e does enable f i rms to  g a i n  a bet t e r  " f eel " for  ma r k e t  
a c t i v i t y  - a n d  henc e prof i t  oppo r t u n i t i e s  - the r e  a r e  d i scon t i nu t i e s i n  
i n f o rma t i on f l ows w h i c h  c r eate  a v i r t ua l ly i mpene t rable ba r r i e r  to  f i rms t r y i ng to  
i n c r e a s e  t r ad i ng volume s . I n  the  e u r obond ma r k e t  this  i s  often due t o  c apt i v e  

i nv e s t o r  b a s e s . M o r e  g e ne r a l l y ,  f i rms wh i c h t ry to  g r ow beyond m i n ima l s i z e i n  
OTC secu r i t i e s  ma r k e t s  a r e  seen a s  "potent i a l  compet i t o r s "  by l a rge estab l i shed 
f i rms r a t h e r  than " p r i v i l eged c u s t ome r s "  and may a c t ua l l y  lose access t o  ma r k e t  

i n f o r ma t i on ( t he i nf o rma t i o n/ma r k e t  s ha r e  t r adeoff  i s  " U "  shaped ) .  
f E x c e s s  capac i t y  i s  d i f f i c u l t  t o  i dent i fy i n  t he case  of f i nanc i a l  se r v i ces , bu t 

cou l d  i nc l u d e  l e ve l s  o f  ded i c a t ed capi t a l i sa t i o n ,  d ea l i ng rooms , h i r e d  expe r t i se 

a n d  s e t t l ement s t a f f .  

* *The f o l l ow i ng quot a t i on s  f r om t he B a n k e r  ( 1 9 8 8 ) i l l us t r a t e  t hese tendenc i es t o  

p r ed a t o r y  p r i c i ng .  " Du t c h  ban ke r s  comp l a i n  t h a t  t he S w i s s  f i rms a r e  adopt i ng t h e  

same po l i cy t h a t  t h e  Japanese d i d  i n  t h e  E u rodo l l a r  ma r ke t  - expans i on ( i n 
e u r og u i l d e r s )  t h r ou g h  pu r c h a s e  o f  mar k e t  s h a r e . They rec kon f o r e i gn - l ed d e a l s  

a r e  u n r ea l i s t i c a l l y t i g h t l y  p r i c ed " . " The ( Coca Co l a )  d e a l  ( l ead managed b y  t h e  

swi s s )  wounded Ge rman p r i d e  and spu r r ed Deu t sche Bank  t o  b i d  agg r e s s i v e l y  f o r  

d e a l s  wh e r e v e r  t h e r e  wa s t he s l i gh t e s t  chance o f  a mandate s l ipp i ng abroad " . 
* cou r t adon ( 1 9 8 5 ) s u g g e s t e d  t ha t  t h e  bought  dea l and r & d  compet i t i o n ,  toge t h e r  

w i t h  p l a c i ng powe r ,  we r e  t h e  ma i n  ba r r i e r s  t o  success f u l  ent ry . T h e  r e la t i ve 

i mpo r t an c e  o f  t he s e  w i l l  o f  cou r se f l uc t u at e .  Arguably i nnova t i on wa s mo r e  

i mpo r t a n t  t h a n  p l ac i ng p r i o r  t o  t h e  c r i s i s  i n  t he f r n  ma r k et a n d  t h e  equ i t y  ma r ke t  

c r a s h ,  wh i l e p l a c i n g  powe r h a s  n ow come t o  t he f o r e . 



new f i nanc i a l  i n s t r umen t s  may enab l e  an i n st i t ut ion bot h  t o  make i n i t i a l  g a i n s by 

cha rg i ng h i gh fees and , by v i r t u e  of i t s  develop i ng expe r t i se ,  to ma k e  l onge r - t e r m 

e x c e s s  prof i t s .  Even i f  h i g h pr i c e s  a r e  not cha rged , a n  i n nova t i o n  may g i ve a n  

i nvestment bank a n  advant age i n  g a i n i ng manda t e s , wh i c h  may enable l o s se s  t o  be 

conve r t ed i n t o  " no rma l "  prof i t s .  Aga i n ,  t he pr i va t e  be ne f i t s  t o  t h e  succ e s s f u l  

3 0  

i nnova t o r  a r e  l i k e l y  t o  e x c eed soc i a l  bene f i t s  even i f  t h e  l a t t e r  a r e  pos i t i v e *  

bec a u s e  m a n y  i nnovat i on s ,  pa r t i c u l a r l y  on t h e  p r odu c t  developmen t  a s  oppos ed t o  t he 

process/new t e c hnology s i d e ,  do not o f f e r  s t r ong benef i t s  t o  i nve s t o r s  a s i d e  f r om 

ex i s t i ng i nst r ument s .  I n  some cases  t hey may wo r sen t h e  s i t u a t i o n  f o r  ma r k e t  

pa r t i c i pa n t s  by r ed uc i ng l i qu i d i t y
�

. The l a rg e  pot en t i a l  p r i va t e  be nef i t s  t o  

i nnova t i on l e a d  t o  a h i gh a n d  pe r haps excess i ve l e v e l  of s u c h  i nnova t i on * * 

i n c l ud i ng dup l i c a t i o n  o f  e f f o r t  to  t h e  same end , a t  con s i d e r a b l e  r e sou r c e  co s t .
� 

6 0  The d ec l i n e  i n  p r o f i tabi l i ty c a n  a l so be exp l a i ned by o t h e r  f a c t o r s  r e l a t i ng t o  

t h e  n a t u r e  o f  t r ade i n  t he e u r obond ma r k e t  be tween bo r r owe r s  a n d  i n t e rmed i a r i e s .  

Wh i ch s i d e  bea r s  t h e  l a rg e r  sunk  costs?  Bor rowe r s  may f i nd it  i n  t he i r  i n t e r e s t s  

not t o  b r e a k  a r e l a t i on s h i p  w i t h  an  i n vestment ba n k ,  a s  t h e  l a t t e r  m a y  s t a b i l i s e  t h e  

bond pr i c e  a n d  ma i n t a i n  an  o r d e r l y  a f t e rma r k et , e n su r i ng a good r e c ep t i on o f  f u t u r e  

i s sue s .  I f  i t  see k s  too l ow a sp read , i t s  i s s u e  may f a i l ,  t h u s  d amag i ng i t s  

chances o f  ma k i ng f u r t h e r  i s sue s .  O n  t h e  othe r hand r u l e s  of t h e  A I BD r equ i r e 

f i rms t o  make ma r ke t s ,  and  o t he r f i rms may be ready t o  make ma r k e t s  i n  t h e  r e l ev a n t  

i s sue . Bor rowe r s  a r e  i n c r ea s i ng l y  soph i s t i c a t ed and t h u s  have l e s s  need of 

i nf o rma t i on t h a t  t he i n t e rmed i a ry can offe r ,  pa r t i c u l a r ly a s  lead manage r 

pe r f o rmance c a n  be mon i t o r ed i n  t he g r ey ma r ket  i e  i nf o rma t i on asymme t r i es a r e 

becom i ng l e s s  impo r t a n t . Bo r r owe r s  a r e  i n c r e a s i n g l y  r eady t o  d e a l  w i t h  s e ve r a l  

f i rms r a t he r  t h a n  me r e ly a " house"  ban k .  The i nve stment bank w i shes t o  ma i n t a i n  

* I t  i s  n o t  d e n i e d  t h a t  a degree  of i n nova t i on may be necessa ry f o r  t h e  e f f i c i e nc y  
o f  f i nanc i a l  m a r k et s .  

� The pe rpe t u a l  FRN i s  t he best e x ampl e  - not o n l y  d i d  i t  p rove i l l iq u i d  ( a  f a i l ed 
produc t ) b u t  i t  a l s o helped t o  r ed uce l i qu i d i t y  ( by e x t e r n a l i t y )  i n  t h e  d a t e d  

FRN ma r ke t . 

* *  E x ami n a t i o n  o f  t h e  i nnova t i ons d e s c r ibed i n  Mason ( 1 9 8 6 ) i l l u s t r a t e  t h e  n umbe r 
o f  a t  most  ma r g i na l  prod uc t s  t h a t  have been p u t  on t h e  ma r k e t , a l l  a t  

con s i d e r a b l e  r e sou r c e  cost  i n  t e rms o f  r e sea r c h  ( " r oc k e t  sc i en t i s t s " ) ,  p r od uc t  

d e ve l opmen t ,  l e g a l  adv i c e , adve r t i s i ng and ot h e r  ma r k e t i n g  expend i t u r e .  Th e s e  

i n c l ud e  r ev e r se FRNs , m i n imax FRNs , s t ep down FRNs , s t ep u p  FRN s ,  f l o a t i ng t he n  

z e r o  FRN s , doub l e  d r op l o c k  bond s ,  mu l t ip l i e r  " bu n n y "  bond s ,  c apped f o r e x  l i n k ed 

" p u r g a t o r y  and h e l l "  bond s ,  ma r g i n a l  r eve r se f o r e x  l i n k ed bonds , w i n d ow 

wa r ra n t s ,  wedd i ng wa r r ant s ,  d u e t  bonds and se r i a l  s i n k i n g  f un d  bon d s  t o  name b u t  

a f e w .  T h e  co l l apse of t h e  FRN ma r k e t  i t se l f  spawned a v a s t  a n d  f r u i t l e s s  r & d 

e f f o r t  t o  f i nd ways t o  r e v i ve i t .  

I A f u r t h e r  account  of t h i s  a rg ument i s  g i ven i n  Append i x  5 .  



r e l a t i o n s h i p s  i n  o r d e r  t o  ensu r e  f u t u r e  b u s i n e s s
1

, t o  preserve  i t s  reputa t i on , 

and  t o  ma i n t a i n  t h e  va l u e of any i n f o rma t i on i t  has g a t he r ed about  the  f i rm i n  

qu e s t i o n  - wh i c h  i s  obv i o u s l y  unsa l eable . Once these fac t o r s  a r e  t a k e n  i n t o  

a c c ou n t , t o g e t h e r  w i t h  t h e  t e ndenc i e s  t o  r ap i d  new ent ry , i n t ense compe t i t i o n  and 

t h e  h i g h  e l a st i c i t y o f  demand f o r  e u r obonds , i t  is e v i d e nt that the  balance of 

a d v a n t age i s  i nc r e a s i n g l y  to the bor r owe r .  The i nvestment ba n k  is u n l i k e ly to be 

a b l e  to squ e e z e  monopo l y  r e n t  f r om a r e l a t i on s h i p
!

. S imi l a r l y ,  t h e  i nv e s t o r  

base of t h e  ma r k e t  h a s  t e nded t o  c hange f r om p r i va t e  account holde r s  to  

i n s t i t u t i o n a l  i nv e s t o r s .  They have cons i d e r a b l e  coun t e r va i l i ng powe r aga i ns t  

i n t e rmed i a r i e s ,  a s  p l a c i ng power i s  an  es sent i a l  pa r t  o f  deal e r s ' s t r en g t h  t o  w i n  

mand a t e s  a n d  aga i n  i n s t i t u t i on a l  i nvesto r s '  soph i s t i c a t i on enta i l s  symmet r i c  

i n f o r ma t i o n .  I t  i s  mo r e  i n  t h e  i n ve stment ban k s '  i n t e r e st to  ma i n t a i n  

r e l a t i onsh ips . 

V I  I NDUSTRY DYNAM I CS 

3 1  

6 1  The t h eo r i e s  d i s c u s s ed a bo ve , together  w i t h  c e r t a i n  other aspec t s  of i nd u s t r i a l  

econom i c s ,  c a n  b e  used  t o  i n t e rp r e t  a spec t s  o f  t h e  chang i ng pa t t e r n s  o f  e u r obond 

ma r k et  s t r u c t u r e  over t i me . They p r ov i de an explana t ion f o r  the  ma s s i ve new e n t ry 

t o  t he e u r obond ma r k e t  in  recent  yea r s ,  wh i c h  h a s  depres sed p r o f i t a b i l i ty*  desp i t e 

i t s  r e l a t i ve ly m i no r  e f f ec t  on concen t r a t i o n .  Wh i l e  i ndust r i a l  ma r ke t s  o f t e n  

a t t r a c t  n ew ent r y  wh en demand i n c r ease s , prof i tabi l i t y  i s  n o t  u s u a l ly d r i ve n  so l ow ,  

and  t h e r e  i s  not  g e ne r a l l y such a c l e a r  asymmet ry between f i rms . 

6 2  Such  a n  i nt e rpr e t a t i on must  a t t empt t o  expl a i n  why mo s t  new ent r a n t s  h a ve been 

r e l a t i ve l y  u n s u c ce s s f u l  in e s t abl i s h i ng t h emse lves in the  ma r ket , and why t hey 

esc hewed t h e  oppo r t u n i t y  to become " n i ch e  p l aye r s " , but have been u n a b l e  to bec ome 

ma j o r  p l a ye r s  a n d  t h e r eby " e n t e r "  t h e  h i g h-vo l ume sector  of t h e  e u r obond ma r k et . 

One e x p l a na t i on f o r  t h i s  synd r ome c a n  be based on t h e  va r i ou s  adva n t a g e s  t o  

e s t ab l i s h ed f i rms ou t l i n e d  above* * ·  

f I ndeed , a s  noted a bove , e u r obond bus i ne s s  i s  o f t e n  r un on a loss- l ead i ng ba s i s .  

1 E v i d e n c e  p r e s e n t e d  i n  Lev i c h  ( 1 9 8 5 )  showi ng a cons i d e r a b l e  deg r e e  o f  swi t c h i ng 
o f  l ea d  ma nagemen t  a f f i l i a t i ons and agg r e s s i ve b i dd i ng f o r  new bus i ne s s  by 

unde r w r i t e r s ,  s uppo r t s  t h i s  hypot h e s i s .  For  a samp l e  of 1 0 7  i ss u e r s  hav i ng 
made t h r e e  o r  mo r e  i s s u e s , 7 5 %  had u s ed two o r  mo r e  l ead manag e r s .  Cou r tadon 

( 1 9 8 5 ) sugge s t ed t h i s  was  a n  i n c r ea s i ng l y impo r t a n t  phenomenon . 

* B a r c l a y  ( 1 9 7 8 ) ,  po i n t i ng t o  v a r i o u s  i n s tances of ma ss new en t r y  d r aw i ng d own 

ma rg i n s  h a s  s ug ge s t e d  t h a t  f i nanc i a l  ma r k e t s  ex h i b i t  cobweb behav i ou r ,  i e  

a l t e r n a t i ng e x c es s  s upp l y  and d emand wh i c h  a r i se s  f r om t ime l a g s  and 

i r r e ve r s i b i l i t y  o f  f i x e d  i nvestment d ec i s i ons . 

* *  s u c h  a n  e x p l a na t i o n  h a s  amb i guous imp l i c a t i ons f o r  a cont e s t ab l e  ma r k e t s  v i ew of 

e u robond s .  Al t ho u g h  e f f ec t i ve ba r r i e r s  to g rowth t e l l  aga i ns t  t h e  n co n t e s t a b l e  

ma r ke t s n a rg ume nt , t he l ow r e s u l t i ng l ev e l  of p r o f i t abi l i t y  suppo r t  a 

c o n t e s t ab l e ma r k e t s  v i e w .  
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I t  c a n  a l so be a rgued t h a t  new ent r a n t s  s u f f e r e d  f rom i ne f f i c i en c i e s  f o l l owi ng t he i r  

r ap i d  g r owt h ,  not a b l y  a s  a r e s u l t  of management
� 

and compu t e r  p r o b l ems . S u c h  

p r ob l ems wou l d  h i nd e r  t he i r  compet i t i vene s s .  Othe r expl ana t i ons a r e  de r i ved f r om 

a n a l y s i s  o f  t he mot i va t i ons of f i rms t o  e n t e r  t h e  ma r ket . 

6 3  Why d i d  t he f i rms e n t e r  t h e  ma r k e t ?  

expec t a t i ons of t h e  g r owt h  of t h e  ma r k e t . 

One rea son may be t h a t  t hey had i n co r r e c t  

Dema nd f o r e ca s t s  i n  i nd i v i d u a l  f i n a n c i a l  

ma r k e t s  a r e  pa r t i c u l a r l y  u nce r t a i n ,  g i ven t he weak a t t a c hment o f  consume r s ,  i e  

bor r owe r s  a nd i n ves t o r s ,  t o  t he char acte r i st i c s  of i nd i v i d u a l  a s s e t  a n d  l i a b i l i t y  

i ns t r ument s .  ( Fi na n c i a l  ma r ket  i n s t r umen t s  s e r ve mo r e  a s  a means of t r a n s f e r r i ng 

pu r c h a s i ng powe r than for any end-use . )  For  exampl e ,  a who l esa l e  swi t c h  by a 

corpo r a t e  s ec t o r  f r om d omest i c  t o  e u r o  c r e d i t  e n t a i l s  a demand sh i f t r a r e l y  seen  i n  

goods ma r k et s ,  espec i a l ly s i nce changes i n  t a x , c u r rency o r  i n t e r e s t  r a t e  

conf i g u r a t i ons cou l d  l a t e r  l e ad t o  a who l esa l e  r eve r s a l  o f  t h i s  s h i f t . Second , t h e 

con j e c t u r a l  n a t u r e  of f o r e c a s t s  of demand f o r  f i nanc i a l  se r v i c e s  resu l t s  f r om 

t h e  impo r t ance o f  expec ta t i ons . Even mo r e  t han f o r  f i x ed capi t a l , d emand f o r  

f i nanc i a l  i ns t r ume n t s  va r i e s  st rong l y  w i t h  ma r k e t  sent iment r a t h e r  t h a n  ob j ec t i ve 

fac t s .  

6 4  Th i r d ,  ma ny commen t a t o r s  have suggested t h a t  the  pr ima ry and second a r y e u r obond 

ma r k e t s  ( a nd o t h e r  sec u r i t i e s  mar ket s )  over  the past f ew yea r s  h a ve been 

cha r a c te r i sed by a s i t ua t i on whe r eby the supply of bonds has c r e a t ed i t s  own demand 

w i t ho u t  r e d uc t i on s  in pr i c e s ,  for wh i c h  it is ha rd t o  f i nd a pa r a l l e l  in g ood s 

ma r k e t s . Th i s  has  r e s u l t ed f r om t he bu i l d up of stocks  of bonds by new e n t r a n t s  t o  

t r a d e  a n d  h o l d  o n  own-account . Th e r e  has  a l so been an  i nc r eas i ng t endency , g i ve n  

f a l l i ng i nt e r e s t  r a t e s ,  o f  e x i s t i ng hou ses to  hold bonds on own a c c o u n t  as  we l l  a s  

t r a d i n g  accou n t , and of t h e  pu rchase of bonds b y  hou ses f o r  r epa c k ag i n g  pu rpose s .  

Such  a p r o c e s s  wou l d , o f  cou r s e ,  be enhanced t o  t he extent  t h a t  i nves t o r s  m i s t o o k  

a n y  pr i c e  g a i n s  r e s u l t i ng f r om i nvento r y  b u i l d ups f o r  " fu ndament a l "  ga i n s  d u e  t o  

econom i c  f a c t o r s  and t hems e l ve s  i nc reased t he i r  pu rc hases o f  bonds a s  a 

consequ e n c e* . S u c h  a synd r ome * *  may have t o  u n r ea l i s t i c  expec t at i on s  of t h e  

�M a r r y i ng t h e  c o rpo r a t e  c u l t u r es o f  ban k i ng a n d  sec u r i t i es t r a d i ng h a s  p r oved 

pa r t i c u l a r ly d i f f i c u l t  for many f i rms . Longe r -t e rm problems o f  new " un i v e r s a l  

ban k s "  a r e  d i scussed i n  Roh l w i n k  ( 1 9 8 7 ) .  

* Ass ume t he r e  we r e  5 0  " ent r a nt s "  w i t h  a n  ave r ag e  c ap i t a l i sa t i on of e u r obond 

ope r a t i on s  equa l t o  $ 5 0  mn . A l l  of t h i s  i s  e i t he r  he l d  f o r  t r a d i ng o r  own 

account . The r e  a r e  1 0 0  " i nc umbent s "  w i t h  an ave r age capi t a l i sa t i o n  o f  $ 9 0  mn , a nd 

t hey add $ 5 0  mn each  t o  t he i r  own account ho l d i ng s .  Tog e t h e r  these g i ve 

i nc r ea s e s  i n  d emand f o r  e u r obond s equ a l  t o  $7 . 5  bn , a qu i t e  s i z e ab l e  f i g u r e i n  

r e l a t i on t o  i s suance ( $ 1 7 6  bn i n  1 9 8 7 ) . 

* * I mpl i c i t ly a f o r m  o f  Pon z i  f i nance s im i l a r  to  t h a t  of bank l en d i ng t o  l d c s  up t o  

1 9 8 2  [ M i n s k y  ( 1 9 7 7 )  pr esent e d  a f r amewo r k  f o r  analys i s  o f  Pon z i  f i na n ce ) . 



l ev e l  a nd s t a b i l i t y  of d emand f o r  eu r obonds by ent rant s ,  pa rt i c u l a r l y  s i nce a n  

end i ng of t h e  " f a l s e  l i qu i d i t y "  f o r  i n ves t o r s  t h a t  t he s i t u a t i on en t a i led wo u l d  be 

l i k e l y  to ma ke t h e  i n s t r ume nt  d i scont i n uously  l e s s  a t t rac t i ve to  i s sue r s .  
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6 5  A s  a n  a l t e r n a t i ve t o  f a l se e xpec t a t i ons o f  g r owt h ,  f i rms may not have c o r r e c t l y  

est imated t he i r  a b i l i ty t o  t a k e  bu s i ne s s  f r om o t h e r  f i rms , i e  they d i d  n o t  r ea l i se 

t h e  s c a l e  of e n t ry ba r r i e r s  based on h i s t o r i c a l  development et c .  As  i l l u st r a t e d  

above , e x i s t i ng f i rms o f t e n  pr i ced s t r a t eg i c a l l y fol l ow i ng ent ry , a l low i ng p r i c es to  

f a l l  in  o r d e r  t o  a l l ow ent ry o n l y  a t  z e r o  p r of i t s ,  a im i ng to  bene f i t  f r om h i g h e r  

pr i c e s  a f t e r  a s h a k eo u t . Th i s  sugg e s t s  t h a t  ent r a n t s  we r e  not cor r e c t l y  i nf o rmed 

as  to t h e  r e a c t i o n  of e x i s t i ng f i rm s .  They may a l so have h a d  a f a l se p e rc ept i on o f  

l e a g u e  t a b l e  pos i t i on i n  r e l a t i on t o  prof i t abi l i t y , a r e l a t ionsh ip t h a t  n o  l onge r 

h o l d s  i n  most ma r k et s ,  pa r t ly because i n  o r d e r  to  g a i n  a h i g h  pos i t i on a f i rm must 

pa r t i c i pa t e  in  many u np r o f i t a b l e  dea l s .  

6 6  A l l  o f  t he s e  a r g umen t s  a s sume f i rms a r e  short- term prof i t  ma x im i se r s .  A mo r e  

l i k e l y  exp l a na t i o n  i s  per haps t h a t  n e w  ent r a n t s ,  awa r e  of t h e  l i mi t on t he numbe r o f  

f i rms t h a t  cou l d  e x i s t  i n  a ma r k e t
1

, we r e  a i m i ng a t  g r owth ma x imi sat i o n .  They 

f e l t  t h a t  t h ey " h a d "  to e n t e r  t h e  e u r obond ma r k e t  and g a i n  a s i zeable ma r k et  sha r e ,  

i n  o r d e r  t o  ma i n t a i n  p r o f i t a b l e  r e l a t i onships w i t h  c l i e nt s ,  a t t r a c t  new c l i en t s  both 

t o  e u r obon d s  a n d  o t h e r  f i nanc i a l  s e r v i ces and/or be come a " g l oba l p l aye r "  desp i t e 

expec t a t i ons of a l o ng pe r i od o f  l ow p r of i t s * * .  The advantage i s  t h e r e f o r e  t o  

t ho s e  - s u c h  a s  t h e  Japa nese - w i t h  mos t  cap i t a l  r e serv es . E u r obond i s s u e  has  been 

w i d e l y  v i ewed as a " l o s s  l e ade r "  in such s t r a t eg i e s ,  w i t h  p r i c ing becom i ng ma r ke t  

r a t h e r  t h a n  c o s t  o r  prof i t-determi ned . Fi rms wou l d  f e e l  t hey we r e  act i ng 

s t r a t eg i c a l ly on t he a s s umpt i on t h a t  o t h e r s  wou l d  be t h e  f i r s t  t o  d r op out . 

Howe ve r ,  f o l l ow i ng t he a n a l ys i s  above , ma r k e t s  a r e  d i f f i c u l t  t o  penet r a t e  and 

p r o f i t s  l ow or negat i ve s o  t h e " f i nanc i a l  superma r k e t " st r a t e g i e s  we r e  

m i sconce i ved * . As  we l l  a s  f ee l i ng t h a t  ent r y  t o  new ma r k e t s  was t he be st  way to  

ma i nt a i n  a n d  d e ve l op c l i e n t  r e l a t i onships ( j o i nt demand ) manage r s  a l so f e l t  t ha t  

e u r obond ac t i v i ty gen e r a t ed " syne r g y "  w i t h i n  t h e  i n s t i t u t i o n ,  f o r  examp l e  sha r e d  r & d 

f o r  i n t e r n a t i o n a l  and d ome s t i c  s e c u r i t i e s  ma r k e t s  ( j o i nt costs ) .  

e v i d e n c e  f o r  t h e s e  syne r g i e s  i s  wea k .  

Aga i n ,  t h e  

fTh i s  f e at u r e ,  c ommon a l s o t o  U K  g i l t s  and equ i t i es a f t e r  the  " B i g  Bang " 

d i s t i ng u i s h e s  ma s s  e n t r y  t o  sec u r i t i e s  f r om t h e  l dc debt c r i s i s ,  whe r e  mu c h  o f  the  

e v i d en c e  o n  t he poo r f i na nc i a l  cond i t i o n  o f  bo r r owe r s  wa s not ava i l abl e .  

* *Ga r d e n e r  ( 1 9 8 7 ) n o t e d  a s i mi l a r  t e ndency i n  t h e  e u r on o t e  ma r k et . 

* I t  i s  o f  i nt e r e s t  t ha t  t h e  s t r a t egy of s ome f i rms has  now changed to  " g l oba l n i che 
ma r k e t i n g "  i e  concen t r at i ng on t he sec t o r s  whe r e  t he i r  ma i n  st r en g t h s  l i e 

[ Ec on omi s t  ( 1 9 8 8 ) ] .  



6 7  The r e  may b e  pa r a l l e l s  wi t h  ftme rger  wave s ft  i n  o l i g opo l i e s  when s i mi l a r h e r d i n g  
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behav i o u r  t a k e s  pl ace . The t op f i rm may merge w i t h  a second- t i e r  f i rm ,  a f t e r  wh i c h  

ot he r s  a l so f e e l  cons t r a i n ed to  me rge as  a defens i ve move s o  a s  not t o  m i s s  a n  

I n  game t heoret i c  t e r ms , t he pay-off  f r om n o t  me r g i ng ( o r 

ent e r i ng t he e u r obond ma r k et ) i s  f e l t  to  be l ower t han t h a t  f r om me rg i ng g i ve n  t h e 

pr i o r  move by o t h e r  f i rms , a l t hough the f i rm ' s  p r e f e r r ed s i t u a t i on wou l d  be t o  

ma i n t a i n  t he s t a t u s  quo . As a one-o f f  o r  u n i q u e  oppo r t u n i ty ,  s u c h  g ame s a r e  

gen e r a l l y  d i s t i n c t  f r om t hose r e l a t i ng to  p r i c e  o r  output c ho i ce s  whe r e  t h e r e  may be 

a c o-ope r a t i ve s o l u t i o n , because sa l e s  a r e  a ft r epea t e d  game" - c o l l u s i o n  c a n  be 

s u st a i ned by t h r e a t s  o f  r et a l i a t i on a g a i n s t  non-co-ope r a t i ve beha v i ou r
�

. 

6 8  One r eason why f i rms c o u l d  pe r s i s t  i n  t h i s  loss  ma k i ng behav i o u r  i s  t h e  r e l a t i ve 

wea k n e s s  o f  t h e  t a keove r sanc t i o n  i n  f i nance , pa r t i c u l a r l y f o r  l a rg e  u n i ve r sa l 

ban k s ,  t hough r ec ent  host i l e t a keove r b i d s  i n  t he us may h e r a l d  a change i n  t h i s .  

La r g e  comme rc i a l  ban k s  i n  some count r i es may a l so t a k e  exce s s i ve r i s k s  d u e  t o  a 

perc ept i o n  t h a t  t h e  a u t ho r i t i e s  w i l l  not l e t  t hem f a i l .  Not t h a t  s h a r e ho l de r s  a r e  

powe r l es s  - t h e  a s s umpt i on t h a t  manag e r s  a r e  r espon s i b l e  f o r  s u c h  beh a v i o u r  i s  not  

necess a r i l y c o r r e c t . Sha reho l d e r  p r essu r e  t o  pe r f orm i n  l i ne w i t h  o t h e r  

i n s t i t u t ions  b y  " g o i ng g l oba l ft * ,  ana logous t o  t r u s t e e  p r e s s u r e  on f u nd ma nage r s  i n  

equ i ty ma r k e t s ,  c o u l d  a l s o  b e  a cause . 

6 9  Wha t e v e r  t h e  unde r ly i ng mot i v a t i o n ,  i n  p r ac t i ce f i rms we r e  f o l l ow i ng t h e  " he r d ft 

men t a l i ty s o  oft e n  obse rvab l e  i n  f i nanc i a l  ma r k e t s
1 

wh i c h  d u e  t o  t h e  l i n k  

between compe t i t i o n  a n d  r i s k ,  and t h e  p r ev a l e nce of  e x t e r na l i t i es , c a n  h a v e  s e r i ou s  

consequence s .  I n  a s imi l a r  ve i n ,  Reve l l  ( 1 9 8 7 a )  not e s  t h e  e f f e c t s  o f  " eupho r i a "  i n  

an upsw i ng o f  a f i na nc i a l  cyc l e  t h a t  l eads f i nanc i a l  i n s t i t u t i ons t o  m a k e  i nadequ a t e  

prov i s i o n  f o r  r i s k s  a n d  spec u l a t e  exce s s i ve l y . A co r o l l a ry o f  r a p i d  e n t r y  and 

excess c apac i t y  s ho u l d  be noted - cap i t a l  i s  p r obably not be i ng u s ed in  a n  opt ima l 

fash i on g i ve n  i t s  a l t e r na t i ve uses  i n  t h e  economy . 

� Though t h r e a t s  t o  e n t e r  each o t he r s '  ma r k ets  c o u l d  i nt roduce f e a t u r e s  o f  a 

r epea t ed game t o  ent ry cho i ce . 

* An ft agent-pr i n c ip a l ft p r oblem i n stead of t he mo r e  commonly d i scussed  

" p r i nc ipa l -agen t " . 

f Anothe r e x amp l e  was t h e  t endency of  i n t e r na t i on a l  ban k s  p r i o r  t o  1 9 8 2  t o  l e nd 

t oo much t o  l d c s  a nd c h a r g e  ma r k  ups f o r  c r oss bo r d e r  r i s k s  wh i c h  we r e  e x  p o s t  

too l ow [ Gu t t en t ag and He r r i ng ( 1 9 8 3 ) ) .  Ev idence on " he r d i n g "  d u r i ng t h i s  

ep i sode i s  g i v e n  i n  Ja i n  and Gup t a  ( 1 9 8 8 ) . 
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7 0  The a n a l y s i s  p r e se n t ed a bove suggests  a numbe r of f a c t o r s  wh i c h  may enhance 

u nd e r s t a nd i ng of f i nanci a l  ma r k e t s  in gene r a l  a s  we l l  as  the p r ima ry e u r obond 

ma r k et , in pa r t i c u l a r  many of the u s  and UK sec u r i t i e s  m a r k e t s  wh i c h  now c l os e l y  
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r e semb l e  t he e u r obond ma r ket . I n  mos t  othe r cases  the  d i f fe r ences between ma r k e t s  

( o u t l i ned i n  T a b l e  1 )  have t o  b e  borne i n  m i n d  i n  mak i ng i n f e r ences . F i r s t , 

t r a d i t i o n a l  measu r e s  o f  i nd u s t r i a l  concent r a t i on appea r  t o  have r e l a t i ve l y  l i t t l e 

p r e d i c t i ve powe r r ega r d i ng t h e  beha v i ou r of f i rms i n  f i nanc i a l  ma r k et s ,  as  t h e  h i g h  

compe t i t i veness  o f  t h e  e u r obond ma r k e t  a t t e s t s . Two cont r a s t i ng c a s e s  c a n  be  

ou t l i ned . S ome f i nanc i a l  ma r ke t s  s h a r e  t h e  f e a t u r e s  of " cont e s t abl e ma r k et " 

d i s cussed  a bove , i e  ent ry i s  u n r e s t r i c t ed f o r  ent r a n t s  i n  the  r i ght  cond i t i on s .  An 

a dd i t i ona l f a c t o r  i s  o f t e n  a h i gh e l a s t i c i ty of demand for f i nanc i a l  s e r v i c e s . I n  

o t h e r  c a se s ,  howeve r ,  r egu l a t i on o f  ent r y ,  c a r t e l i sa t i on w i t h  app r op r i a t e  sanct i ons  

t o  enforce o l i gopo l i s t i c  beha v i ou r  o r  a l ow e l a s t i c i ty of demand f o r  f i nanc i a l  

s e r v i c e s  a r e  l i ke ly t o  l e a d  t o  l owe r l e ve l s  of compet i t i ve ne s s . I n  each case  

concent r a t i on c a n  be high  o r  l o w ,  and p r o f i t ab i l i ty may be  h i g h  o r  l ow .  

7 1  The con t r a s t  between t h e  UK a nd c e r t a i n  cont i nent a l  ban k i ng sys tems o f f e r s  an 

e x amp l e . Th e UK s y s t em i s  concent r a t ed but compe t i t i ve ,  pa r t ly d u e  t o  t h e  ease of 

ent ry by we l l  c ap i t a l i s e d  f o r e i g n  ban k s ,  pa r t i c u l a r l y i n  t he whol e s a l e  sect o r , and 

a l s o because o f  t he b a l ance of s i ze in t h e  " b i g  f ou r "  - t h e r e  is no d om i nant f i rm .  

O n  t h e  o t h e r  hand , ent r y  t o  some o t h e r  sys t ems i s  r e st r i c t e d  b y  l aw ,  wh i l e c a r t e l s  

s u c h  a s  t hose i n  c e r t a i n  E u r opean cou n t r i e s  c a n  o f f e r  sanc t i on s  s u c h  a s  

non-c o-ope r a t i on ag a i n s t  a n y  ent r a n t  th reaten i ng t o  u nde r c u t  ma rg i n s . The pos i t i on 

of c a r t e l s  i s  s t r engt hened i f  r e t a i l  consume r s  of f i nanc i a l  se r v i ce s  a r e  unwi l l i ng 

t o  u s e  sec u r i t i e s ma r k et s ,  t h u s  st rengthe n i ng t h e  barga i n i ng powe r o f  i nt e rmed i a r i e s  

v i s -�- v i s  end u s e r s  of f i na nc i a l s e r v i ces . I n  these cases  compe t i t i o n  w i l l  be l ow ,  

aga i n  r ega r d l e s s  o f  concent r a t i on ( t hough ca r t e l s  c a n  b e  eas i e r  t o  ma i n t a i n  w i t h  f ew 

l a rg e  d om i nant f i rms ) . Compet i t i on may be r e s t r i c t e d  t o  non-p r i c e  e l emen t s  o r  

i nc r e a s e s  i n  t h e  s c a l e  o f  oper a t i on s* . The me ssage f o r  pol i cy ma k e r s  i s  t ha t  

mea s u r e s  t o  s t i mu l a t e  c ompe t i t i on i n  f i nanc i a l  ma r ke t s  by r educ i n g  concen t r a t i on 

a l one a r e  n e i t h e r  necess a r y  not  s u f f i c i en t  t o  a t t a i n  t he i r  ob j e c t i ve .  

and  a c t i o n  a g a i n s t  c o l l u s i ve p r a c t i ce s  a r e  mo r e  app r op r i at e .  

De r eg u l a t i o n  

*As  po i nt ed o u t  by Smi t h  ( 1 9 7 8 ) ,  t h i s m a y  be t h e  o n l y  way t o  max i m i se p r of i t s  whe n 

p r i c e s  a r e  f i x ed . 
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7 2  Second , f i nanc i a l  ma r k e t s  may tend t o  expe r i e nce rapid  new ent ry i n  r e spon s e  t o  

d e r eg u l a t i on* * o r  ( i f u n r eg u l a t ed ) to  changes i n  demand cond i t i ons . The UK 

secu r i t i e s  ma r k e t s  a r e  examp l e s  of the  forme r ,  wh i l e synd i c a t e d  c r ed i t s  i n  t h e  

pe r i od up t o  1 9 8 2  a s  we l l  a s  t he e u r obond ma r ket  typ i fy the  l a t t e r . Th i s  i s  

s t a nd a r d  i nd u s t r i a l  behavi ou r ,  exp l i ca b l e  i n  t e rms of " s t r a t e g i c  mov e s " , but t h e  

pa r adox i s  t h a t  new e n t ry t e nds t o  b e  excess i ve i n  te rms of p r of i t a b i l i t y o f  t h e  

who l e  sec t o r ,  a n d  t h a t  t he ma i n  suffe r e r s  t e n d  to  b e  new ent r ant s ,  who a r e  s ee k i ng a 

sha r e  of bu s i ness f r om e s t a b l i shed houses w i thout i n bu i l t  advantages such a s  a l ow 

c o s t  o f  c ap i t a l  o r  pr i v i leged access t o  an  i nves t o r  bas e .  

7 3  A l though capi t a l  requ i r emen ts  have been t i gh tened i n  recent ye a r s ,  t h e  e n t ry 

ba r r i e r s  t o  f i nanc i a l  ma r k e t s  are  st i l l  not , in  gene r a l , based a s  much on capi t a l  

needs ( t h e  m i n i mum e f f i c i en t  scal e )  a s  a r e  those i n  i nd u s t r i a l  ma r k e t s
f

. 

Cap i t a l  needs a r e  not  t r i v i a l , b u t  t h e r e  have typica l ly been ma ny d i ve r s i f i ed f i rms 

w i t h  s uf f i c i e n t  r e s e r v e s  t o  ent e r  ma r ke t s .  Instead , f i n anc i a l  ma r k e t s  r e v e a l  t h e  

impo r t ance o f  advantages based o n  evo l ut i on such as  expe r t i se ,  r epu t a t i o n ,  c o n t a c t s  

and p l a c i ng pow e r  a s  we l l  a s  t h e  e f f ec t s  o f  st r ateg i c  compet i t i on . E nt r a n t s  c a n  

succeed i f  t h ey h a v e  pr i v i l eg ed access to  funds , as  succe s s i ve waves o f  

nat i ona l i t i e s  dom i nat i ng t h e  e u r obond ma r k et  h a v e  shown . I n  add i t i on ,  a spec t s  o f  

st r a t eg i c  c ompet i t i o n  suc h as  p r edat o ry pr i c i ng and r e s e a r c h  a r e  r e l evant . 

St r a t e g i c  compe t i t i o n  r equ i r e s  cons i d e r a b l e  adapt a t i on of a n t i - t r u st  po l i c i e s  [ Ma y e r  

( 1 9 8 5 ) ] s u c h  a s  publ i c  mon i t o r i ng to  cont r o l  abuses , w i t h  t he t h r e a t  of f i nes . T h e  

imp l i ca t i o n  o f  t h e  i mpo r tance  of i n t e r t empo r a l  dependenc i e s ,  f o r  compe t i t i o n  po l i c y ,  

pa r t i c u l a r ly i n  t h e  spec i a l  c i r c umstances o f  l d c  f i nanc i a l  ma r k e t s ,  i s  t h a t  b r e a k i ng 

down e n t ry ba r r i e r s  t o  ma r k e t s  may r equ i r e  po l i cy ma k e r s  t o  adopt mea s u r e s  s u c h  a s  

subs i d i es t o  e n t r a n t s *  [ s ee Dasgupta and S t i g l i t z  ( 1 9 8 5 ) . )  

mea s u r e s  a r e  l e s s  appl i c a b l e  i n  "deve l ope d "  count r i e s .  

7 4  Rap i d  e n t ry i s  a common f eat u r e  o f  f i na nc i a l  ma r k e t s .  

Obv i ous l y ,  s u c h  

Va r i ous r easons we r e  

sugge s t ed f o r  s u c h  r ap i d  a n d  o f t e n  unsucces s f u l  ent r y ,  not a b l y  t h e  g e ne r a l l y  
� 

"on e-of f "  o r  " no n - r epeatabl e "  n a t u r e of ent ry , t h e  d i f f i c u l t y  of f o r ec a s t i ng 

demand i n  f i nanc i a l  m a r k e t s  and t h e  des i r e t o  ma i nt a i n  " r e l a t i onsh i p s "  even t ho u g h  

sho r t  t o  med i u m-t e rm l o s s e s  may b e  made i n  t h e  r e l evant  sec t o r . Anot he r r e a s on f o r  

* *  De r eg u l a t i on i t s e l f  m a y  d i s t o r t  e xpec ta t i ons of demand . 

f As e v i denced by t h e  w i d e s i ze d i s t r i bu t i on of success f u l  f i r ms . 

� Th i s  i s  pe r h aps pa r t i c u l a r ly so i n  t h e  case  of ma r k e t s  l i k e t he UK s t oc k  ma r k e t , 

whe r e  d e r eg u l a t i o n  of r i g h t s  of est abl i shme n t  c r ea t e d  " l umpy "  changes  i n  t h e  

n umbe r o f  f i rms . 
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s u c h  spec u l a t i ve e n t ry may b e  t h e  wea kness of t he t a keove r sanc t i o n ,  wh i c h  wou l d  

o t h e r w i s e  i n h i b i t  r i s k y  d i ve r s i f i c a t i on because manag e r s  of f i rms ma k i ng l osses  a s  a 

resu l t  of s u c h  mov e s  wou l d  r i s k  be i ng t a k en over  and sacked . Th i s  i s  c l ea r l y one 

a rg ume nt in f a v ou r o f  a r e l axat i on of the  p r otect ion of f i nanc i a l  i n s t i t u t i ons f r om 

t a k eove r ,  though supe r v i so r y  po l i cy cou l d  i n  pr i nc ip l e  s e r ve the  s ame f u nc t i on ,  of 

i n h i b i t i ng mana g e r s  f r om mass e n t ry t o  secto r s . 

7 5  Whe t h e r  s u c h  r ap i d  ent r y  i s  a s e r ious  ma t t e r  depends l a r g e l y  on t he r i s k s  to  

f i nanc i a l i n s t i t u t i o n s  and t he e x t e r nal i t i e s  t o  wh i c h  s u c h  r i s k s  g i ve r i s e .  The 

d i sc u s s i on o f  compe t i t i o n  in the e u r obond m a r k e t  suggested that g i ven t h e  a c u t e  and 

s ho r t-t e rm n a t u r e  o f  r i s k s  in s ec u r i t i e s  t r a d i ng , i nc r eased compe t i t i on tends to  

e nt a i l  sha rp l y  i nc r ea s e d  r i s k s . The impo r t ance o f  r i s k  manag ement as  a f u nct i on of 

f i nanc i a l  i n t e rmed i a r i e s  means t h i s  po i n t can be appl i ed to f i nanc i a l  i nst i t u t i ons 

mo r e  gene r a l l y . The bou g h t  dea l and l ow r i sk  premia on bank loans a r e  ex ampl e s .  

T h e  e x t e r na l i t i e s  r e s u l t i ng f r om f a i l u r e  o f  i n t e r med i a r i e s* p r o v i d e  t he ba s i s  f o r  

supe r v i s i o n .  I n  add i t i o n howeve r ,  they suggest t h a t  supe r v i so r s  should  focus o n  the 

dynam i c s  o f  i nd u s t r i a l  s t r uc t u r e  as  we l l  a s  t he r i s k  of i n d i v i d u a l  i nst i t ut i ons , and 

that i nc r e a s e d  compet i t i o n shou l d  be assumed t o  l ead to  i n c r eased r i s k  c e t  pa r .  The 

i n c r ea sed r i s k  r e l a ted to compet i t ion must be ba l anced a g a i n s t  t h e  bene f i t s  of pr i c i ng 

a nd capi t a l  a l l oc a t i o n e f f i c i ency . Not t h a t  r i s k i s  the only pub l i c  po l i c y  

cons i d e r a t i on h e r e . I t  may be con s i dered  t h a t  l ong- r un excess capa c i t y  e nt a i l s  a 

waste  of f i x e d  capi t a l * *  ( a n d  l abou r )  compa r e d  w i t h  i t s  a l t e r nat i v e  u se s .  To the  

e x t ent  that  t h i s  r e s u l t s  f r om a n  i nequal i t y  be tween pr i va t e  and soc i a l  benef i t s  t o  

f i nanc i a l  ma r k et  ope r at ions , i t  cou l d  be r es o l ved b y  a f o rm of t r ansa c t i ons t a x  [ Tobin 

( 1 9 8 4 ) ) .  

7 6  L i be r a l i s a t i o n  a n d  t h e i nc r eased soph i s t i c a t i on of bor r owers and i nves t o r s  r a i s es 

t h e  e l a s t i c i t y of d emand f o r  a f i nanc i a l  i n s t r ument . Add i t i ona l l y ,  t h e  e l a s t i c i ty o f  

d emand for a pa r t i c u l a r  f i na nc i a l  i ns t r ument w i l l  t e nd to  r i se w i t h  d e r eg u l a t i o n , as 

the ma r k e t  become s mo r e  i n te g r a t ed . Th u s  a p o l i cy o f  d e r e gu l a t i on wi l l  t end t o  

i n c r ea s e  c ompe t i t i o n  a n d  r ed uc e  a n y  e x c e s s  p r of i t ab i l i t y , s u b j e c t  t o  t h e  va r i ou s  

cond i t i on s  on i nd u s t r i a l  s t r uc t u r e  n o t e d  above . F i n anc i a l  mar k e t s ,  pa r t i c u l a r l y i n  

s e c u r i t i e s ,  h a v e  a t e ndency a t  l ea s t  t empo r a r i ly t o  c r e a t e  t he i r  own d emand f o r  a 

p r o d uc t , a s  i n  t h e  c a s e  o f  new ent r y  t o  t h e  e u r obond mar k e t . Such a f ea t u re c a n  

c on t r i bu t e  t o  ma r k e t  i n s t ab i l i t y ,  pa r t i c u l a r ly i f  d emand suddenly f a l l s , r e su l t i n g  i n  

poss i b l e  l o s s e s  a s  we l l  a s  poten t i a l  r i s k s  f o r  t h e  system a s  a whol e . 

* F o r  e x amp l e ,  i n t e r e s t  r a t e  t i e r i ng f o l lowi ng a shoc k ,  and the t endency o f  r uns 

on ban k s  to be c o n t ag i ou s .  

* *  F i na n c i a l  c ap i t a l  i s  mo r e  amb i guous - i f  f i rms hold  t he i r  f unds on depos i t  o r  i n  

t h e  f o rm o f  s ec u r i t i e s i t  i s  n o t  "wa s t e d "  i n  t h e  same way . 

. ' 

. . 
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7 7  The n a t u r e  o f  demand i n  f i nanc i a l  ma r k e t s  f o r  a n  i n d i v i d u a l  i n s t i t u t i on i s  

l i n k ed t o  t h e  r e l a t i onships between buye r s  and sel l e r s .  Cont i n u i ng r e l a t i on s h i ps 

i n  f i nanc i a l  ma r k e t s  have o t h e r  impl i c a t i ons bes ides  those of ba r r i e r s  t o  ent r y .  

Re l a t i on s h i p s  between i n t e rmed i a r i e s  and f i na l suppl i e r s  and use r s  o f  f u n d s  c a n  a l s o 

be i mpo r t a n t  i n  d e t e rmi n i ng t he deg r e e  of prof i t abi l i t y  o f  t he i nd u s t r y  o r ,  

conve r s e ly , t he e f f i c i ent  a l locat i on of fund s .  The p r eced i ng analys i s  s u g g e s t e d  

t h a t  t h e  a d v a n t a g e  i n  t h e  e u r obond ma r k e t  i s  i n c r ea s i ng l y t o  end- i n ve s t o r s  a n d  

bo r r owe r s .  Th i s  i s  pe r h aps n o rmal i n  d e r eg u l ated f i nanc i a l  ma r k e t s ,  s u c h  a s  

i n t e r na t i ona l ban k i ng and wholesa le  domest i c  ban k i n g ,  whe r e  counte rpa r t i e s  a r e l a r g e  

i n  r e l at ion t o  i n t e rmed i a r i e s . The i n t e rmed i a r i es '  des i r e  t o  ma i nt a i n  

r e l a t i on s h i p s  w i l l  gene r a l l y  b e  st rong e r  t h a n  u se r s '  need t o  ma i nt a i n  r e l a t i o n s h i p s  

a f t e r  a d e a l  h a s  b e e n  made , pa r t l y  because  o f  symme t r i c  i n forma t i o n
f 

( i e t h e  

i n t e rmed i a ry does not have a n  i nf o rmat i on advantag e  over  the  end-u se r ) . B y  

cont r a s t , t h i s  m a y  not b e  so i s  i n  domes t i c  r e t a i l  ban k i ng a n d  secu r i t i e s  ma r k e t s ; 

c u s t ome r s  may need t o  ma i nt a i n  r e lat i onships i n  o r d e r  to  con t i nu e  t r ansac t i ng ,  mo r e  

t h a n  t he i n s t i t u t i on wou l d  s u f f e r  f r om t he l o s s  o f  a ( m i no r ) r e l a t i onsh i p .  Th i s  i s  

pa r t ly a que s t i on o f  i n f o rmat i on asymmet r i es and i t  may help exp l a i n  t h e  r e l a t i ve ly 

lowe r compe t i t i ve n e s s  of r et a i l  ma r k e t s  and the  h i g h  l eve l of expe nd i t u r e on 

adve r t i s i ng in r e t a i l  ma r k et s .  

7 8  The e u r obond ma r k et i l l u st rates  t he way ma r k et ana l y s i s  and p r od u c t  i nnova t i on 

i n  f i nanc i a l  mar k e t s  may tend to  be excess i ve , acco r d i ng w i t h  t h e  gene r a l  c r i t i q u e  

of r e se a r c h  expend i t u r e o f f e r ed b y  the  new i ndust r i a l  econom i cs . F i rms i n  

agg r eg a t e  w i l l  i n v e s t  i n  r e sea r c h  beyond a l e v e l  o f f e r i ng soc i a l  benef i t s  equa l t o  

cos t s  because o f  t he much h i gher  pr i va t e  bene f i t s  offe red by ( t empo r a r i l y )  obt a i n i ng 

a monopo ly . S t rong ma r k et  ana lys i s  enables  f i rms t o  re t a i n  an  i nv e s t o r  base , a n d  

encou r ages o t h e r  f i rms t o  d upl i c a t e  such r e sea r c h .  Once a f i rm h a s  d e v e l oped a 

r ep u t a t i on f o r  s u c h  a n a ly s i s ,  t i es w i t h  i nve s t o r s  may be h a r d  t o  b r e a k . S i m i l a r l y ,  

on t he p r o d u c t  i nnovat i on s i d e , t h e  impo r tance of expe r i ence- r e l a ted ba r r i e r s  s u c h  

as  r ep u t a t i o n  w i t h  t he n e w  prod u c t  ma k e s  t h e  pr i va t e  benef i t s  of i nnova t i on h i g h  i n  

f i n a nc i a l  ma r k e t s  d e sp i t e  t he l a c k  of patent protec t i o n .  T h e  d up l i c a t i o n  o f  

r esea r c h  a n d  p r o l i fe r a t i o n  of i nnova t i on s ,  some o f  wh i c h  may b e  of doubt f u l  econom i c  

bene f i t ,  o f t e n  me r e ly t o  c i r c umvent r eg u l a t i on s ,  i s  e v i dence f o r  t h i s  s u g g es t i on . 

Such  i nnova t i on may have a n  add i t i ona l c o s t  i n  t e rms o f  e x t e r na l i t i e s ,  i n  t ha t  a 

pr o l i f e r a t i on o f  non-s t a nd a r d  i ns t r umen t s  may l e ad t o  i l l i qu i d i ty i n  t h e  ma r k e t a s  a 

who l e* . The app r opr i a t e  po l i cy r esponses t o  t h e se tendenc i e s  m i g h t  be t o  encou r age 

f Th e con t i nuance o f  corporate  " r e l a t i onship"  ban k i ng i n  Ge rmany and J apan i s  a n  

i mpo r t a n t  except i o n . 

* See  t he d i s c u s s i on i n  Append i x  5 .  
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col l abor a t i ve r & d ,  o r  i n s t i t u t e  a n  eva l uat i on proces s ,  t hough i t  cou l d  a l so be 

a rg u ed t h a t  " r eg u l a t o r y-a r b i t rage " i n nova t i ons c o u l d  be r educed by d e r egu l at i on ,  o r  

g r e a t e r  u n i f o rm i t y  o f  r eg u l a t ions betwee n cou n t r i e s .  

7 9  T o  conc l ude w i t h  a l ook  i n to t h e  f u t u r e ,  t h e  t heo r i e s  o u t l i ned i n  t h i s  pape r a r e  

of r e l evance t o  t he comi ng l i be r a l i sa t i o n  of E u r opean f i nanc i a l  ma r k e t s  i n  1 9 9 2  [ s ee 

C e c c h i n i  ( 1 9 8 8 ) ) .  An u n soph i s t i cated  v i ew o f  the l i kely  consequences of 

l i be r a l i sa t i on ,  based on the st r uc t u r e-cond uc t -pe r f o rmance r e l a t i on ,  wou l d  suggest 

that new ent ry t o  m a r k et s ,  and t h e  r ed uc t ion in segmentat i on on t he demand s i d e ,  

wou l d  l e a d  t o  lower  concen t r a t i o n ,  i nc reased compe t i t i on a n d  l owe r p r i ce s .  A v i ew 

based on cont e s t a b l e  ma r k e t s  wou l d  suggest t h a t  these bene f i t s  cou l d  a r i se even 

w i thou t a c t u a l  ent r y , s o  l ong as  t he t h r e a t  of potent i a l  ent ry we r e  p r e sent . Wh i l e 

not deny i ng t h e s e  l i k e l y  consequences , g r ounds f o r  c a u t ion a r e  suggested by t he 

t he o r y  o f  s t r a t eg i c compet i t i on t og e t h e r  w i t h  o t h e r  con s i d e r a t i ons r e l a t i ng t o  t he 

nat u r e  of t h e  p r od u c t  of f i nanc i a l i n t e rmed i a t i o n .  

8 0  F i r s t , ba r r i e r s  t o  ent ry t o  ce r t a i n  ma r k e t s  m a y  b e  st r onger  t han t h ey appea r ,  

d u e  t o  i ncumbent  f i rms ' p r e v i ou s  a c t i v i t i e s r e s u l t i ng i n  " sunk  cost s "  s u c h  a s  the  

bu i l d i ng of r epu t a t i on s  a n d  r e l a t i onships  as  we l l  as  product d i f f e r ent i a t i on and 

adve r t i s i ng .  Th ese a spec t s  a r e  more  r e l e va n t  i n  r e t a i l  ban k i ng and i n  cou n t r i e s  

w i t h  " r e l a t i onsh i p "  ban k i n g t h a n  i n  who l e sa l e  ma r k e t s  s uch as  t ho s e  f o r  e u r obond s .  

S u c h  ba r r i e r s  may b e  a g g r a v a t ed by st r a t eg i c  move s  by ex i st i ng f i rms t o  c o u n t e r  the  

t h r e a t  of e n t r y , s u c h  a s  ove r c ap i t a l i sa t i o n ,  t h r e a t s  o f  non-c o-ope r a t i o n  and 

pr edatory  p r i c i n g . I f  s u c c e s s f u l ,  such act i v i t i e s wi l l  enable f i rms t o  con t i nue to  

e n j oy the  bene f i t s  o f  a domest i c  o l i gopo l y  s i t u a t i on . Even if  i n cumben t s  f a i l  to  

pr event e n t ry , other  p r ob l ems may a r i se f o r  t he a u t ho r i t i e s . I t  has  been shown 

t h a t  once ent ry to a new l y-d e r egu l a t e d  ma r k e t  beg i n s ,  i t  can become an  a v a l a n ch e .  

Th i s  may r e s u l t  i n  e x c e s s  c apa c i ty w h i c h ,  pa r t i c u l a r ly i n  n a t i on a l  ma r k e t s  whe r e  

e x i s t i n g  f i rms a r e  sma l l  a n d  poo r l y  c ap i t a l i sed , may l ead t o  i n sol v e ncy and 

potent i a l  sys t em i c  r i s k .  Those e n t r an t s  who benef i t  in the long run may be t hose 

w i t h  s i gn i f i ca n t  a d v a n t ag e s  such as cheap capi t a l . Oth e r s  may be successfu l l y 

b e a t e n  o f f  by i nc umben t s .  



Append i x  1 :  S umma ry of  1 9 8 3  concent rat i on r a t i o s  i n  ba nk i ng 

Pe rcentages  of  tot a l  a s s e t s  o f  c a t egory 

Cou n t ry Coverage Comme r c i a l  A l l  ba n k i ng 
banks i n s t i t u t i on s  
3 5 1 0  3 5 

Unconso l idated 
Ge rmany A 4 3 . 0  6 0 . 7  6 9 . 4 1 6 . 6  2 4 . 0  
I t a l y  A 2 8 . 0  4 0 . 8  6 1 . 3  1 7 . 5  2 5 . 5  
Spa i n  A+B 2 8 . 3  4 2 . 6  5 7 . 9  1 7 . 6  2 6 . 3  
Japan A 2 2 . 6  3 6 . 3  5 8 . 1 2 2 . 9  2 9 . 6  
Aus t ra l i a  A 6 6 . 9  9 2 . 3  9 9 . 1 3 0 . 4  4 6 . 4 
F r ance A+B 4 8 . 5 5 7 . 4  3 3 . 1 4 7 . 3  
Bel g i um A 5 1 . 6  7 5 . 0  9 7 . 5 3 5 . 8 5 2 . 1  
I r e land A 4 8 . 0  4 0 . 0  
Sw i t z e r l a nd A 7 0 . 6  7 4 . 7  7 9 . 8 4 4 . 8  5 1 . 5  
Sweden A 7 6 . 4  8 8 .  8 9 7 . 4  5 2 . 0  6 0 . 4  

Pa r t ly conso l id a t ed o r  comb i ned 

UK A+C 1 8 . 9  2 5 . 2  1 6 . 3  
Au s t r a l i a  A+C 6 5 . 1  8 7 . 2  9 8 . 2  4 6 . 3 
I r e l and A+B+C 7 6 . 0  6 6 . 9  

Conso l i dated g roups 

Ge rmany E/H 4 4 . 5  6 0 . 3  6 8 .  8 1 5 . 0  
UK H 2 4 . 4  3 4 . 0  3 8 . 8  2 1 . 3  
Spa i n  H 3 8 . 4  5 9 . 7  7 7 . 9  2 3 . 8  
I t a l y  E 4 5 . 4 
F r a n c e  H 51 . 8  6 8 . 7 3 5 . 1 
Ne t h e r l ands H 6 9 . 3 8 3 . 9  8 9 . 0 5 8 . 7 

Sou r c e : Reve l l  ( 1 9 8 7 b )  

No t e s : ( 1 )  B e l g i um 1 9 8 2 ; Spa i n  1 9 8 5  
( 2 )  Comme rc i a l  ban k s  i nc l ud e  f o r e i g n  ban k s  ( b r a nches and 

subs i d i a r i e s  

K e y  t o  cove r age : A :  
B :  
C :  
D :  
E :  
H :  

p a r e n t  bank dome s t i c  o f f i c e s  
pa r e n t  bank of f i ce s  abroad 

dome s t i c  ba n k i ng subs i d i a r i e s  

ban k i ng subs i d i a r i es abroad 
conso l i dat ion of  a l l  ba n k i ng s ubs i d i a r i e s  

f u l l  conso l i dat i o n  of  a l l  subs i d i a r i e s 

2 1 . 7  
6 2 . 0  

2 2 . 0  
2 9 . 7  
3 7 . 2  

5 3 . 6  
7 2 . 9  

4 0  

1 0  

3 8 . 2  
4 0 . 4  
3 5 . 7  
4 1 . 5  
6 5 . 5  
6 0 . 9  
6 7 . 7  

5 9 . 3  
6 7 . 5  

6 9 . 8  

3 5 . 0 
3 7 . 1 
5 8 . 2  
4 1 . 3  
7 0 . 5  
8 1 . 5  
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Append i x  2 :  Ave r age f i v e-f i rm concent r a t ion r a t ios by br oad i nd u s t ry c a t eg o r y  ( UK )  

I nd u s t ry c a t ego r y  ( Or de r ) 

2 2  M e t a l  ma nu f a c t u r e  

2 3  E x t r a c t i on of  m i n e r a l s  n . e . s . 

2 4  Non-met a l l i c  m i ne r a l  prod u c t s  

2 5  Chem i c a l  i nd u s t ry 

26 Prod u c t i o n  of  ma nma de f i b r e s  

3 1  Met a l  goods n . e . s . 

3 2  Mechan i c a l  eng i nee r i ng 

3 3  Of f i ce mac h i ne ry and d a t a  
p r oce s s i ng equ ipme nt 

3 4  E l ec t r i c a l  and e l e c t r o n i c  
eng i nee r i ng 

3 5  Mot o r  ve h i c l e s and pa r t s  

3 6  O t h e r  t r an spo r t  eq u i pment 

37 In s t r umen t  eng i nee r i n g  

4 1 / 2  Food , d r i n k  a n d  t obacco 

4 3  Te x t i l e  i nd u s t ry 

44  Leather  and l ea t h e r  goods 

45  Footwa r e  a nd c l o t h i ng 

4 6  T imbe r and wooden f u r n i t u r e  

4 7  Pape r  a n d  pap e r  p r odu c t s ,  
p r i n t i ng and pub l i s h i ng 

4 8  Process i ng o f  r ubbe r and 
p l a st i c s  

4 9  O t h e r  manu f ac t u r i ng 
i nd u s t r i e s  

Numbe r o f  
i nd u s t r i es 

4 

2 

8 

6 

1 

5 

1 0  

1 

7 
3 

5 

4 

1 5  

9 

2 

4 

7 

3 

2 

4 

S ou r c e : Ca l c u l a t e d  f r om Cen s u s  of  P r od uc t i o n  1 9 8 1  

n . e . s . n o t  e l s ewhe r e  spec i f i e d  

We i ghted ave r age i n  t e rms of : 
Empl oyment Gross  Net  

6 1 . 9  

5 3 . 5  

4 3 . 9  

4 2 . 9  

9 2 . 4  

1 7 . 5  

2 3 . 0  

4 9 . 7 

5 1 . 8  
6 6 . 1 

8 0 . 0  

3 1 . 8  

5 2 . 3  

3 5 . 4  

2 2 . 7  

1 7 . 7  

1 4 . 4  

2 3 . 1  

2 6 . 5  

2 5 . 8 

output output 

6 5 . 2  

5 4 . 4  

4 6 . 6  

4 7 . 8  

9 1 . 2  

2 1 . 7  

2 4 . 5  

6 7 . 5  

5 3 . 4  
7 2 . 8  

7 9 . 7  

3 6 . 5  

5 6 . 9  

3 5 . 4  

2 7 . 9  

1 9 . 8  

1 6 . 4  

2 5 . 0  

2 8 . 2  

2 4 . 8  

6 3 . 0  

5 1 . 4  

4 8 . 2  

4 4 . 4  

9 0 . 3  

1 9 . 3 

2 2 . 4  

6 8 . 0  

5 4 . 0  
6 9 . 4 

7 6 . 1  

3 1 . 0  

5 8 . 0  

3 4 . 4  

2 5 . 4  

2 0 . 7  

1 4 . 9  

2 5 . 1  

2 7 . 2  

2 6 . 5  

No t e : w e i g h t e d  a ve r ag e s  a r e  conce n t r a t i on r a t i os we i g h t ed by empl oyme nt  g r o s s  

o u t p u t  a n d  n e t  o u t pu t r e spec t i ve l y  

S o u r c e : S awye r  ( 1 9 8 5 ) 



Append i x  3 :  Economet r i c est ima t i on of the  determinants  of e u r obond i s suan c e  

1 E s t i ma t e s  we r e  made of t h e  ma g n i t ude o f  the  d e t e rmina n t s  of g r os s  e u r obond 

i s suance . Fo l l owi ng t h e  d i scuss i on i n  t he t e x t  i t  wa s a s sumed t ha t  t h e  fol low i ng 

va r i ab l e s  wou ld i n f l uence i s suance ( bea r i ng i n  m i nd that  the  level  of i s suan ce 

obse r ve d  r e s u l t s  bo t h  f r om d emand a nd supply i n f l uences ) .  

t he y i e l d  on e u r odol l a r  bonds 

t he y i e l d d i f f e r ent i a l  w i t h  US domest i c  bond s* ( net  of w i t hho l d i ng t a x ) 

t h e  y i e l d  c u r ve r e l a t ionship  i n  t he e u r oma r k e t s  ( eu r obond y i e l d  l e s s  3-mo n t h  
e u r odo l l a r  r a t e ) 

t he y i e ld d i f f e r e nt i a l  w i t h  Sw i s s  f r anc e u robonds 

t h e  US$ e f f ec t i ve exchange r a t e  

US i n d u s t r i a l  p r oduct i on ( a s a pr oxy f o r  econom i c  ac t i v i ty ) . 

2 Seasonal  d umm i e s  a l s o  proved to  be nece ssa ry - e u r odo l l a r  i s suance f o l l ows a 

s e a sonal p a t t e r n , w i t h  a ma r ked t r ough i n  Decembe r .  The d a t a  pe r i od was 1 9 8 3 : 8  -

1 9 8 8 : 2  ( mont h l y ) and  was  ma i n l y  determi ned by t h e  avai l a b i l i t y o f  d a t a  on e u r obond 

y i e l d s . Equa t i ons we r e  e s t imated f o r  eu rodol l a r  s t r a i g ht s ,  a l l  e u r od o l l a r  bond s ,  

a l l  e u r obon d s  and Sw i s s  f r a n c  e u r obond s .  The spec i f i c a t i on used was i n  
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e r r o r -cor rect i on f o rmat [ Hend ry e t  a l  ( 1 9 8 3 ) ] w h i c h  by spec i fy i ng v a r i a b l e s  i n  bo t h  

d i f f e r en c e s  a n d  lagged l e ve l s  enabl es one to  sepa r a t e  o u t  l ong and sho r t - r u n  

i n f l uences on t h e  dependent v a r i able . ( In p r ac t i ce f ew long- r u n  e f f e c t s  w e r e  

found , a s  t h e  imp l i c i t  l agged depend ent  va r i ab l e  wa s nea r - z e r o ,  l e a v i ng o n l y  t � e  

level  o f  t he d ependent v a r i a b l e  on  t he l e f t  hand s i de - i n  l i ne w i t h t h e  sho r t - r u n  

and oppo r t un i s t i c  na t u r e  of e u r obond i s suance . )  Due t o  the  s i mu l t an e i t y  between 

t h e  d ependent v a r i ab l e  and t he c u r r ent  eu robond y i e l d ,  the  equa t i on was  e s t imated  by 

i n s t r umen t a l  v a r i a b l e s . 

3 Table 3 . 1  shows e s t imates o f  t h e  equa t i ons , a f t e r  a spec i f i ca t i o n  s e a r c h  f r om a 

mo r e  gene r a l  equ a t i on . As not e d , t h e r e  a re f ew long- r u n  e f f ec t s  g i ve n  t h e  

neg l i g i b l e  s i ze o f  t he l a gged d ependent v a r i ables - a po i nt wh i c h  shows i n  i t se l f  

the  i ns t a b i l i t y  o f  d emand f o r  i s suance . Ve ry h i g h  e l a s t i c i t i e s  w i t h  r e spect  t o  

changes i n  y i e ld s  and d i f f e r ent i a l s  a r e  appa rent . I n  gene r a l , an  i n c r ea se i n  

e u r obond y i e l d s  d e c r e a s e s  e u r obond i s suance , wh i l e  a st eepe n i ng o f  t h e  y i e l d  c u r ve 

* AAA co rpo r a t es 



l e a d s  t o  an  i n c r ea s e  i n  i s suance as  does a d ec l i ne i n  t he d o l l a r/Sw i s s  f r anc bond 

d i f f e r ent i a l  in the case  of us d o l l a r  bond s .  A w i den i ng o f  t he eu r o/domes t i c 

d i f f e r en t i a l  l e a d s  t o  i nc r eased i s suance - an e f f ec t  l i k e l y  to  be feed i ng f r om t h e  

l e n d e r  s i de of t he ma r k e t  r a t h e r  t han the  bo r r owe r .  Meanwh i l e  a dep r ec i a t i on of 
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t h e  dol l a r  t e n d s  t o  reduce  e u r obond i s suan c e ,  espec i a l l y f o r  d o l l a r  i s sues 

s u g g est i ng t ha t  depr e c i a t i on h a s  l e d  to expec tat ions of f u r t h e r  fa l l s  and hence 

l o s s e s  for non-do l l a r  ba s e d  i nvesto r s .  Th i s  e f f e c t  a l so obt a i ns f o r  t o t a l  

e u r obond s , i n  wh i c h  c a s e  i t  i s  l i ke ly t o  p r o xy t h e  unce r t a i nty a n d  adve r se i nt e r e s t  

r a t e  e xpec t a t i o n s  c a u s e d  b y  a f a l l i ng do l l a r .  

4 Less  a t t e n t i o n  shou l d  p r obab ly be p a i d  t o  l e v e l s  than d i f f e r ence e f fect s ,  a s  i t  

seems l i k e l y  t h a t  t h e  l e ve l s  a r e  pa r t l y i l l u s t r a t i ng t he long- r u n  t r ends ( l a rg e l y  

upwa rd ) i n  e u r obond i s s uance . On t h e  o t h e r  hand , i t  i s  econom i c a l l y  r easonable f o r  

bo r r owe r s  t h a t  i s suance shou l d  be h i ghe r ,  t he l owe r the eurobond y i e l d  dema nded by 

i n vest o r s . A h i g h  l e v e l  of i ndust r i a l  output , too , i s  l i kely t o  e nt a i l  h i g h e r  r e a l  

l e ve l s  o f  bond i s suance . The pos i t i ve l e ve l s  e f f e c t  of t he exchange r a t e ,  on the  

other  hand , p r obably i l l u s t r a t es mo r e  a co i nc i dence with  t h e  t r end of eu r odo l l a r  

i s s u a n c e ,  a s  does  t h e l e v e l  o f  t h e  e u r o/domes t i c  d i f f e r e nt i a l . 

5 S ea sona l v a r i ab l e s  we r e  s i gn i f i ca n t  i n  each of t h e  equat i on s ,  gene r a l ly showi ng 

a sha rp d ec l i n e i n  i s s uanc e e v e ry Decembe r .  The s t a t i s t i c s  i n d i c a t e  a r easonab l e  

l ev e l  o f  e x p l a n a t i o n  f o r  a d i f f e rence equ a t i o n .  T h e  DW does i nd i c a t e  a d e g r e e  o f  

a u t oc o r r e l a t i o n , howeve r .  
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TABLE 3 . 1 Eu r obond i s suance equ a t i ons ( dependent va r i able : d i f f e r e nc e of  t h e  l og 

of  r e a l  g r oss i s suance ) E s t imat ion met hod : rv . Pe r i od : 1 9 8 3/ 8 - 1 9 8 8/ 2  

U S $  s t r a ight s U S $  e u r obo nds All e u robonds 

- 0 . 9 1 
Lagged d ependent  - 0 . 9 3 -0 . 8 3 

( 5 . 0 )  ( 5 . 2 )  

[',RED 

L', ( RED-RDB ) 

L', ( RED-REC ) 

L', ( RED-RSF ) 

6l n E ER 

6ln  lP  

RED_ l 

( RED-RDB ) _ l 

( RED-REC ) _ l 
( RED-RSF ) _ l 
l n  E ER_ 1 

l n  I P _ l 

con s t a n t  

Season a l s  

R- 2  

DW 

s e  

Key : RED : 

RDB : 

REC :  

RSF :  

EER : 

I P :  

( 5 . 5 )  

-1 . 4  
-0 . 5 9 

( 2 . 2 )  
( 2 .  5 )  

0 . 3  0 . 2 5  

( 1 .  7 )  ( 1 .  5 )  

0 . 9 1 0 . 7 5 0 . 4 3  

( 4 .  4 )  ( 4 .  0 )  ( 5 .  4 )  

-1 . 2  n/a 

( 2.  8 )  

1 2 . 5 6 . 1  3 . 4  

( 2 .  8 )  ( 1 .  8 )  ( L 9 )  

- 0 . 7  - 0 . 4 9  -0 . 3 2  

( 3 . 8 )  ( 3 .  2 )  ( 4 . 1 ) 

0 . 4 6  0 . 3 4 0 . 1 1 

( 2 . 9 )  ( 2 .  6 )  ( 2 . 1 )  

n/a 

8 . 3  5 . 8  2 . 5  

( 3 .  9 )  ( 3 .  2 )  ( 3 .  3 )  

1 7 . 7  1 3 . 6 5 . 7  

( 3 .  2 )  ( 2 .  8 )  ( 2 .  9 )  

-1 1 6 . 1 -8 6 . 0  - 3 2 . 1  

( 3 .  4 )  ( 2 .  9 )  ( 2 .  7 )  

S i g n i f i c a n t  S i g n i f i c a n t  S i g n i f i c a n t  

0 . 6 7  0 . 5 2 0 . 8 1 

2 . 3  2 . 3  2 . 3  

0 . 5 0 0 . 4 3  0 . 1 9 

y i e l d  on e u r odo l l a r  s t r a i g h t s  ( second a r y  ma r k e t ) 

y i e ld o n  US  AAA co rpo rate  bonds 

3 -mo n t h  e u r odo l l a r  r a t e 

y i e ld on sw i ss F r anc st r a i g ht s 

U S $  e f f e c t i v e  exchang e r a t e 

U S  i nd u st r i a l  p r oduct ion 



Apppend i x  4 :  Compa rat i v e g r o s s  spreads i n  i n t e r nat i onal bond ma r k e t s  

US  d ome s t i c  ma r k e t  

e s t imate 1 
e s t ima t e  2 
e s t ima t e  3 

Fo r e i gn equ i t y and 
bond ma r ke t s  

Un i t ed K i ngdom 
d omest i c  bond ma r k et  

Germany 
S t o c k s  
Bonds 

Publ i c  
I nd u s t r i a l  
I n t e r na t i ona l 

F r a nce 
Bonds 

F i r s t  c a t eg o r y  
S e c ond c a t e g o r y  

Swi t z e r l a nd 
Bond s 

Gove r nmen t  
Fo r e i g n  

E u r obond ma r k e t  
Und e r  5 yea r s  
5 - 8 y ea r s  
mo r e  t h a n  8 yea r s  

S ou rc e : Lev i c h  ( 1 9 8 5 )  

Tot a l  

0 .  8 7 5 - l . 0 %  
0 . 7 5 -1 . 0  
0 . 6 0 - 1 . 5  

2 . 5 % 

4 . 0% 

l .  6 2 5 -2 . 0  
2 . 5  

l .  7 5  - 2 . 0  

l .  7 5% 
3 . 0 0 

1 . 50%  
3 . 0 0 

2 . 0 0 %  
2 . 2 5% 
2 . 5 0 

Und e rw r i t i ng 
comm i s s i on 

0 . 1 7 5  
n/a 
n/a 

n/a 

n/a 

0 . 3 7 5 - 0 . 5  
l .  0 0  

0 . 5 0 -0 . 7 5 

0 . 5 0 
0 . 7 5  

n/a 
n/a 

0 . 3 7 5  
0 . 3 7 5  
0 . 5 0 0  

Management  
fee 

0 . 2 0 0  
n/a 
n/a 

n/a 

n/a 

0-0 . 2 5 
0 . 2 5 
0 . 2 5 

0 . 1 0 

0 . 2 5 

n/a 
n . a  

0 . 3 7 5  
0 . 3 7 5  
0 . 5 0 0  

S e l l i ng 
conce s s i on 

0 . 5 0 0  
n/a 
n/a 

n/a 

n/a 

1 . 1 2 5 - l . 2 5  
1 . 2 5  
l .  0 0  

1 . 1 5 
2 . 0 0 

n/a 
n/a 

l .  2 5  
l .  2 5  
l .  s o  

4 5  
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Appe nd i x  5 :  Resea rch expend i t u r e s  i n  secu r i t i e s  ma r k e t s : a c a s e  o f  ma r k e t f a i l u r e ?  

1 M a r ket f a i l u r es* r e s u l t i ng f r om exte r na l i t i e s  t o  i nsol vency o f  i ns t i t u t i on s a n d  

con f l i c t s  of  i n t e r e s t  d u e  t o  asymmet r i e s  i n  i n f o rma t i on a r e  r i ght l y  seen a s  a r e a s  of  

ma j o r  con c e r n  in  f i nanc i a l  m a r k et s .  The i r  gene s i s  and impl i ca t ions a r e  not ed a t  

seve r a l  po i n t s  i n  t h i s pape r .  Howeve r ,  i t  wa s a l so suggested i n  S e c t i on V t ha t  a 

f u r t he r  potent i a l  ma r k et f a i l u r e  may be pr esent i n  t he excess i ve l e v e l  of  r e s e a r c h  

expend i t u r e s  i n  secu r i t i e s  mar k e t s ,  bot h  i n  t h e  sense of  ma r ke t  a n a l y s i s  a n d  i n  

r e s e a r c h  a n d  development ( r &d ) of  new p r oduc t s . Th i s  suggest i on ,  noted a l so i n  

M a y e r  ( 1 9 8 6 ) and  con t r a r y  t o  convent i on a l  assumpt i ons t h a t  r e sea r c h  e x pend i t u r e s a r e  

g e ne r a l l y  both i nadequate a n d  benef i c i a l , i s  assessed i n  mo r e  d et a i l  i n  t h i s  

Append i x .  I t  i s  empha s i s ed t h a t  t he sugg es t i on i s  not that  a l l  resea r c h  i n  

secu r i t i e s  ma r k e t s  i s  exces s i ve ,  espec i a l ly f o r  the  i n d i v i d u a l  f i rm ,  n o r  t h a t  a l l  o f  

t he s e  t endenc i e s  a r e  u n i q u e  to  secu r i t i e s ma r k e t s ,  b u t  t h a t  s u c h  t endenc i e s may 

ex i st , p a r t i c u l a r ly f r om an  economy wide  po i n t  of  v i ew .  

2 The s t r u c t u r e o f  t h e  Append i x  i s  as  f o l l ows : f i r st t h e  n a t u r e  o f  t h e  two t ypes 

o f  r e se a r c h  is  cons i de r ed . The mea n i ng of " e xcess i v e "  i s  a l so br i e f l y  exami ned . 

The "ma i nst r ea m "  econom i c  theory of  research  i s  t he n  ana lysed f o r  i n s i g ht s  i nt o  

c i r c umstances under  wh i c h  such e xpend i t u r e s  may b e  excess i ve . F i n a l l y ,  t h e  " ma i n  

c a s e "  f o r  exces s i ve resea r c h  i n  secu r i t i e s ma r ke t s  i s  presented . The p r i nc i p a l  

a rg ument f o r  both a n a lys i s  and r & d r e l a t e s  t o  t he f o c u s  of  compe t i t i o n  on r e s ea r c h ,  

and  t h e  h i gh p r i v a t e  g a i n s  t o  be i ng f i r st t o  p r o v i d e  i n forma t i o n  i n  sec u r i t i e s  

ma r k e t s .  Add i t ional  con s i d e r a t ions t h a t  c a n  be adduced i n  t h e  c a s e  o f  r & d  i nc l ud e  

d i sapp o i n tme n t  o f  expec t a t i on s  o f  l i qu i d i ty i n  r e spect o f  new i ns t r umen t s ,  t h e  

pos s i b i l i t y  o f  e x t e r na l i t i e s  be tween new a n d  e x i s t i ng i ns t r umen t s  and e f f e c t s  o n  t h e  

l e v e l  a n d  a s ymme t r y o f  i n f orma t i on . The c a s e  f o r  exces s i ve r &d i s  pe r h aps more  

comp l e x  and l e s s  we l l  e s t abl i shed t han f o r  ana lys i s .  The r e f o r e , mu c h  o f  t h e  

Appen d i x  i s  devoted t o  development of t he a rg ume n t s  f o r  excess i v e  r & d .  

Th e n at u re o f  r e sea r c h  i n  f i nanc i a l  ma r k e t s  

3 A l t hough many of  t he same a rg uments  app ly t o  bot h ,  i t  i s  i mpo r t a n t  t o  

d i s t i ng u i s h  between analys i s  a n d  research  and deve l opment .  Ana l ys i s  i s  e x emp l i f i ed 

by t h e  expend i t u r e s  made by f i nanc i a l  f i rms when r e sea r c h i ng i n t o  s ec u r i ty 

v a l u a t i on s , opt im a l  por t f o l i o  compos i t i o n s  and t he i r  unde r l y i ng d e t e rm i na n t s ,  i e  

i n f o rmat i on p r o d u c t i o n . For  ex ampl e ,  f i rms w i l l  p r epa r e  l e n g t hy r epo r t s  on t h e  

i mp l i c a t i on s  o f  t h e  Budg e t  a n d  o t h e r  ma j o r  deve l opme n t s  f o r  f i nanc i a l  ma r k et s .  I n  

* De f i ned [ f o l lowing Bator  ( 1 9 5 8 ) ] as  " t he f a i l u r e  of  a • • •  sy s t em o f  p r i ce/m a r k et 

i n s t i t u t i on s  t o  sus t a i n  ' de s i rabl e '  a c t i v i t i e s  o r  s t op ' unde s i r ab l e ' a c t i v i t i e s " .  
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secu r i t i e s ma r k e t s  s u c h  a s  t h e  eu robond ma r k e t , t h e  a im of  such analys i s  i s  typi c a l ly 

to ma i n t a i n  or i nc r ea se a f i rm ' s  i n vestor  ba se , wh i l e  by cont r a s t  r & d  a ims to g a i n  

manda t e s  f r om bor r owe r s .  

4 Tu r n i ng t o  r e s e a r c h  and d e v e l opment , Hay and Mo r r i s  ( 1 9 7 9 ) c a t ego r i se r & d  

expend i t u r e s  a s  a i m i ng f o r  e i ther  process i nnova t i on o r  product i nnova t i on .  I n  the 

case of  f i nance , p r oc e s s  i nnova t i on i n c l udes new t echnology f o r  t r ansact i on s ,  

se t t l eme nt  o r  i n f o rmat i on p r oces s i ng . Th i s  i s  not t h e  m a i n  focus he r e :  a l though i t  

c a n  b e  a rg ued t h a t  t h e  speed o f  t r ansm i s s i on of  i nf or ma t i on may i nc r ease the  

i n s t a b i l i t y  o f  ma r k e t s ,  in  g ene r a l  process i nnova t i o n  is  l i k e l y  to  lead  t o  

Pa r e t o- i mpr ovements i n  t he e f f i c i ency o f  f i nanc i a l  i n t e rmed i a t i o n .  

5 P r od u c t  i nnovat i o n  i n  f i nance m a y  i nc l ud e  b o t h  " f i l l i ng the  gap s "  between e x i s t i ng 

p r oduct s and ( mo r e  r a r e l y ) c r eat i on o f  new p r od u c t s  w h i c h  ex t end t he pos s i b i l i t i es of 

f i nanc i a l  i n st r ument s .  An e x amp l e  of  t h e  f o r me r ,  ana lysed i n  Desa i and Low ( 1 9 8 5 ) ,  

u s i ng a Lanc a s t e r  ( 1 9 7 1 ) c h a r a c t e r i s t i c s  approach,  i s  t he p r og r ess i ve i n t r od u c t i on of 

new s a v i n g s  a ccou n t s  by UK r e t a i l  f i nanc i a l  i n s t i t ut i on s .  The gaps i n  t h e  t r adeof f 

between r e t u r n  and l i qu i d i t y we r e  p r og r ess i ve l y  f i l l ed over  1 9 8 2 - 8 4 .  O f  cou r s e ,  i n  

e x t e nd i ng s u c h  a n  ana l ys i s  t o  secu r i t i e s  ma r k et s r i s k i s  l i ke l y  to  be a t h i r d  

i mpo r t ant  c h a r a c t e r i s t i c .  Feat u r es s i m i l a r  t o  t h e  above ex ampl e  a r e  p r esent  i n  much 

of  t he developme n t  of  " u nbund l e d "  o r  " r ebund l e d "  f i nanc i a l  i ns t r ument s in secu r i t i es 

ma r k e t s .  C r e a t i on o f  new c h a r ac t e r i s t i c s  spa ce i n  f i nance i s  r a r e ,  but a r g uably some 

of t h e  developme n t s  i n  opt i o n s  and f u t u r e s  ma r k e t s  qu a l i fy .  Imp l i c i t l y ,  t hey have 

he lped t o  i n c r ea s e  t he cover age of Ar r ow-Debreu cont i ngent ma r k e t s ,  t hough t he absence 

of s u c h  cont r a c t s  as long-te r m  f u t u r e s  mean the mar k e t s  r ema i n  i ncomp l e t e . 

6 As po i n t ed out  by Dasgupta a nd S t i g l i t z  ( 1 9 8 0 b )  an i mpo r t ant po i nt t h a t  a r i se s  for 

a l l  r & d ,  b u t  espec i a l l y t h a t  a imed a t  product d i f f e r en t i a t i o n ,  i s  that i mpe r fec t 

c ompe t i t i on i s  a n e c e s s a r y  cond i t i on f o r  any such expend i t u r es t o  be mad e ,  o t h e r w i s e  

no p r o f i t s  i n  r e t u r n  f o r  s u c h  expend i t u r es c o u l d  be e a r n t  ( t hough t he cond i t i ons o f  

i mpe r f ec t  c ompe t i t i o n  m a y  be c r ea t ed b y  a patent  sys t em i n  an  o t he rw i se pe r f ec t l y  

compe t i t i ve ma r k et ) .  

7 I t  i s  e v i d e n t  f r om t he above d i scu s s i on t h a t  i t  i s  d i f f i cu l t  t o  sepa r a t e  r e s ea r c h ,  

p r od u c t  d i f f e r e n t i a t i on a n d  f un dame n t a l  i n nova t i on i n  f i nance* . Obvi o u s l y  t hese 

d i f f i c u l t i e s  a r i s e  f r om t he n a t u r e  o f  " r & d  for  p r od u c t  i n nova t i o n "  and have been 

w i d e l y  n o t e d  e l sewh e r e . We t a k e  t h i s  a s  j u st i f i ca t i on f o r  d rawi ng on a w i d e r  

l i t e r a t u r e  t han t ha t  f o r  pu r e  r & d  - wh i c h  i n  a n y  c a s e  concen t r a t e s  l a r g e l y  on p r oces s 

i nn o va t i on - t ho u g h  t h e  conc ep t u a l  d i f f i c u l t i e s need t o  be bo r n e  i n  m i n d . 

* Th e r e  a r e  a l so p a r a l l e l s  w i t h  t he t he o r y  of  i nv e s t ment . 
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How can r esea rch be excess i v e ?  

8 Resea r c h  m a y  b e  j u dged excess i ve f o r  two ma i n  r easons . F i r s t  t h e r e  may be a 

h i g h e r  r e t u r n  t o  such expend i t u r es e l sewh e r e  wi t h i n  t h e  f i rm ;  i e  f i rms a r e  pu r s u i ng 

s u c h  e xpend i t u r e s  beyond an  opt i ma l  level . Second t he soc i a l  r e t u r n  t o  r e s e a r c h  ma y 

be be l ow t h e  p r i v a t e  r et u r n ,  even i f  t he ma r g i n a l  cond i t i ons a r e  sat i s f i ed f o r  t h e  

i nd i v i d u a l  f i rm .  I n  some cases  the  soc i a l  r e t u r n  may even be negat i ve ,  i n  wh i c h  c a s e  

t h e  j udgme nt  t ha t  expend i t u r e s  a r e  exces s i ve needs l i t t l e  f u r t he r  suppo r t . 

The econom i c  t heory of  r e search  

9 The t h eo r i es of  we l f a r e  and i ndust r i a l  econom i e s  that  have been put f o r wa r d  o f f e r  

some i ns t an c e s  i n  wh i c h  leve l s  of  r e s e a r c h  may b e  j udged subopt ima l i n  p r o d u c t  ma r k e t s  

v i ewed gene r a l l y .  Some o f  these of f e r  i n s i g h t s  i n t o  t h e  spec i f i c c i r c umstances  o f  

f i nanc i a l  ma r ket s .  The a rg ume n t s  f o r  i nsuf f i c i ent  and exces s i ve r e sea r c h  a r e  

cons i d e r ed i n  t u r n . 

1 0  A r r ow ( 1 9 6 2 )  pu t f o r w a r d  t he v i ew ,  wh i c h  i s  p r obably t h e  mo st  w i d e l y  a c c epted , 

t h a t  r e s ea r c h  wou l d  gene r a l l y  be i n s u f f i c i e n t  i n  a compe t i t i ve equ i l i br i um .  Th i s  

v i ew i s  based o n  the  publ i c  good status  o f  knowle dge , w h i c h  even a patent s y s t em c a n  

o n l y  pa r t ly overcome . Th e i n ve n t o r  i s  unable t o  approp r i a t e  a l l  t he r e t u r n s  t o  

r e s e a r c h  ac t i v i ty ,  so w i l l  c a r ry out less . S i nce patents  a r e  d i f f i cu l t  t o  e n f o r c e  i n  

f i nanc e ,  t h i s  a rg umen t  should  o n  the  face o f  i t  apply s t r ongly  - but a s  w i l l  be s e e n  

count e rv a i l i ng a rg umen t s  can b e  pr esented . 

1 1  Dasgupta and S t i g l i t z  ( 1 9 8 0 b )  p u t  forwa rd a mod i f i e d  ve r s i o n  of  i n s u f f i c i e ncy -

t h a t  c i rc ums t ances may a r i se i n  which  r esea r c h  i s  i ns u f f i c i e n t ly r i s ky i n  a 

compe t i t i ve equ i l i br i um .  F i rms a r e  bi ased i n  f avou r o f  l e s s  r i s ky p r o j e c t s a s  l ong 

as t he i nt e r e s t  r a t e  is pos i t i ve . Th i s  may of f e r  some e x p l a na t i o n  why f i na nc i a l  

m a r k e t s  h a v e  not  produced a l l  Ar r ow-Debreu cont i ng e n t  sec u r i t i e s  s u c h  a s  l on g- t e r m  

f u t u r e s  con t r a c t s  - though obv i ously  t h e r e  a r e  o t he r ,  mo r e  i nt r i ns i c  r eason s .  

1 2  Not a l l  econom i c  t h e o r y  h a s  sugg e s t ed t h a t  r e sea r c h  expend i t u r e s  a r e  i ns u f f i c i e n t , 

howeve r .  I n  t he s ame pape r ,  Dasg upta/S t i g l i t z  deduced cond i t i ons f o r  e x c es s i ve 

r e sea r c h .  F i r s t , i f  a l l  f i rms f o l l ow t h e  same ( opt ima l )  r esea r c h  s t r a t eg y , a l l  

expend i t u re s  by more  t han one f i rm a r e  wastefu l ,  s i nce they a r e  me r e l y  d u p l i c a t i o n .  

second , t hey showed t h a t  t he ma r k e t  may spend t oo much o n  r e s e a r c h  f o r  su f f i c i e n t l y  

l on g  p a t e n t  l i ves , even i f  r e search  s t r a t eg i e s  a r e  unco r r e l a t ed .  Th e soc i a l  wa s t e  

a r i s e s  because ma rg i n a l  soc i a l  bene f i t  i s  l e s s  t h a n  marg i na l  p r i va t e  bene f i t - t h e  
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i nc r e a s ed pr obab i l i t y  o f  w i n n i ng a patent  ( o r ga i n i ng a s t r ong pos i t i on a f i nanc i a l  

ma r ket  b y  l on g - t e r m  devel opment o f  expe r t i s e  a n d  repu t a t i on w i t h  a new p r od u c t ) .  

1 3  I n  a sepa r a t e  pape r ,  Da sgup t a  and S t i g l i t z  ( l 9 8 0 a ) showed a l so t ha t  i n  compe t i t i ve 

equ i l i b r i um t h e r e  may be exce s s i ve dupl i ca t i on of r e se a r c h  in t he sense t h a t  

i nd u s t r y-w i de r esea r c h  expend i t u r e s  exceeds t h e  soc i a l ly opt ima l l e ve l , t hough cost 

r e d u c t i on is  l owe r .  The a rg ument - ana logous t o  t hose f o r  " was t e "  i n  monopo l i s t i c  

compe t i t i on - shows t h a t  t h i s a rgument appl i e s  when i nd u s t ry outpu t , a nd hence t o t a l  

r & d ,  i nc r eases w i t h  t h e  n umbe r of  f i rms , wh i l e  an  i n c r ease i n  t h e  numbe r of  f i rms 

i nd u c e s  each f i rm t o  spend l e s s  on r & d ,  so the u n i t  cost of  p r od u c t i on in equ i l i br i um 

i s  h i gh e r .  Th i s  comb i n a t i on i s  l i k e l y  t o  a r i se when demand f o r  t h e  p r od u c t  i s  

i ne l a s t i c  - not  t h e  c a s e  i n  secu r i t i e s  ma r k et s ,  a t  l e a s t  i n  r ecent  yea r s .  

1 4  I ndust r i a l  econom i c s o f f e r s  c e r t a i n  o t h e r  i n s i g h t s  i n t o  t h e  pot en t i a l  f o r  

exce s s i ve r e sea rc h .  The pr i nc ipa l-agent l i t e r a t u r e  [ Jensen ( 1 9 8 6 ) ) sugges t s  t h a t  

r e sou r c e s  a r i s i ng f r om r e t ent i ons a r e  more  l i k e l y  to  b e  wa s t ed than  f r om debt f i nance , 

d u e  t o  l a c k  of  mon i t o r i n g by s h a r e hol d e r s  compa r ed w i t h  c r ed i t o r s .  Resea r c h  i s  of ten 

so f i nanced , g i ven t h e  d i f f i cu l t y  of obt a i n i ng debt f i nance f o r  s u c h  p r o j e c t s ,  and the 

f r equen t l y-obse r v e d  cor r e l a t i on of  h i gh r & d w i t h  monopoly [ Sc humpe t e r  ( 1 9 4 7 ) ,  Das gupta 

and S t i g l i t z  op c i t ) .  A l t hough not monopo l i s t s , f i n anc i a l  cong lome r a t e s  o f ten have 

r e sou rces a va i l ab l e  f r om pos i t ions  of  ma r k e t  pow e r  i n  c e r t a i n  ma r k e t s  t o  c r os s  

subs i d i se r e se a r c h  e l sewhe r e .  Any r ema i n i ng p r ot ec t ed po s i t i on s ,  and a s soc i ated 

admi n i s t e r e d  pr i c e s  in  f i nanc i a l  ma r k e t s
f 

w i l l  a l so a l low such exce s s i ve r e s e a r c h  

t o  be f i nanced . 

1 5  The l i t e r a t u r e  on opt ima l  product  d i f f e r en t i a t i on i s  of  r e l evance t o  r e s e a r c h  

a i me d  a t  produ c t  i n nova t i o n ,  t o  the  e x t e n t  t ha t  t h i s  i s  a i med a t  i nc r ea s i ng t he r a nge 

o f  e x i s t i ng p r o d u c t s  t o  s u i t  consume r ' s  t a s te s  ( f i l l i ng gaps i n  cha r a c t e r i s t i c s  

spac e ) . Th i s  h a s  been exp l o r e d , u s i ng va r i o u s  t echn iqu e s ,  by Lanca s t e r  ( 1 9 7 9 ) ,  D i x i t  

& S t i g l i t z  ( 1 9 7 7 ) a n d  Ha r t  ( 1 9 8 3 ,  1 9 8 5 ) . The bas i c  po i nt i s  s i m i l a r ; i f  cons t a n t  

r e t u r n s t o  s ca l e  ho l d , t h e n  i t  i s  opt imal  t o  produce a s  m a n y  g o o d s  a s  t h e r e  a r e  

d i f fe r e n t  t a s t e s . W i t h  s c a l e  econom i e s  t he r e  i s  a t rade-of f  of  quan t i ty v e r s u s  

d i ve r s i t y . Reso u rc e s  c a n  be sa ved p r od uc i ng fewer  good s and l a rg e r  quan t i t i e s  of  

e a c h .  Th e r e  w i l l  be a n  opt i ma l  va r i et y ,  d epend i n g  on t he a s s ump t i ons and p a r ame t e r s  

adopted . T h e  app l i c a t i on o f  t h i s  t h e o r y  t o  f i nance  m a y  be  l e s s  t e n a b l e  - t h e r e  a r e  

a r g u a b l y  f ew e c on om i e s  o f  s c a l e  i n  f i nance . I n  add i t i o n , the  r e l evance o f  " t a s t e s "  

f o r  w h a t  i s  e s s e n t i a l l y  a n  i nt e rmed i a t e  good ( t r a n s f e r r i n g  pu r c ha s i ng powe r )  i s  open 

fs u c h  as t he UK s e c u r i t i e s  m a r k e t s  p r i o r  to B i g  Bang . 
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Howeve r ,  i t  i s  a rgued be low that  t h e r e  may be a ( smal l )  op t i ma l  n umbe r of  

f i n anc i a l  p r od uc t s ,  f o r  r ea sons such as  l i qu i d i t y ,  ex t e r na l i ty and adequacy of  

i n f o rmat i o n .  

1 6  A l l  t he a bove a rg umen t s  a s s ume equ i l ibr i um i n  a n  i nd u s t ry . I n  d i sequ i l i b r i um 

s t a t e s* , i t  has  be e n  shown i n  t h e  ma i n  pape r t h a t  mu l t i p r od u c t  f i rms may engage i n  

s t r at e g i c  c ompe t i t i o n  t o  p r event o r  f o r c e  ent ry o r  fu r t h e r  t he i r  own pos i t i on i n  a n  

i nd u s t ry . The s e  s t r a t e g i e s  may i nc l u de h i gh levels  of  a n a lys i s  a n d  r &d .  S u c h  

s t r a te g i e s  a r e  n o t  a i med a t  s h o r t - r u n  pr o f i t  ma x im i s i ng and thus  a r guably v i o l a t e  t he 

ma rg i na l  cond i t i on s  f o r  opt i mal  resou rce a l l oc at i o n .  Th i s  may be even mo r e  so i f  

o t h e r  f i rms feel  f o rced t o  r e spond t o  an i n i t i a l  st rateg i c  move by i nc r e a s i ng t he i r  

own expend i t u r e s .  Rece n t  behav i o u r  i n  secu r i t i es ma r k e t s ,  w i t h  a l l  t he lead i ng f i rms 

compe t i ng t o  p r oduce t ime ly analys i s  and i nvent new i ns t r ument s ,  t yp i f i e s t he s e  

t endenc i e s .  

1 7  Th i s  d i s cuss i on o f  econom i c  t heory above o f f e r s  some i ns i g h t s  i n to t h e  

c i rcumst ances i n  wh i c h  resea rch may b e  exce s s i ve , some of  wh i c h  a r e  c l e a r l y  r e l e va n t  

t o  f i nanc i a l  ma r k e t s , n o t a b l y  d upl i cat ion of  research  e f f o r t , c r oss subs i d i sa t i on and 

s t r a t eg i c  compet i t i on .  Howeve r ,  t he case may be s t r engt hened by r e f e rence t o  some of  

t he u n i que f e a t u r es of f i nanc i a l  ma r k ets . S ome of these po i nt s  ex t e nd t h e  

t he o r e t i c a l  i n s i g h t s  abo ve , othe r s  o f f e r  add i t i ona l con s i de r a t i ons . 

expend i t u r e s  a r e  cons i d e r ed i n  t u r n .  

A r e  expend i t u r e s  o n  ana lys i s  i n  f i nance exce s s i ve ?  

Analy s i s  and r & d 

1 8  The r e  may be a mu ch h i g h e r  pr i v a t e  g a i n  t o  ana l ys i s  i n  f i nance t h a n  t h e r e  i s  

s oc i a l . ( I n techn i c a l  t e rms , t h e r e  i s  an  ex t e r na l i ty wh i c h  d r i ves p r i va t e  g a i n  i n  

e x c e s s  o f  soc i a l  bene f i t ,  de r i v i ng f r om t he f a i l u r e  o f  a f i rm t o  t a ke i nt o  a c c o u n t  

t ha t  i t s  g a i n  i s  anothe r f i rm ' s  l oss . ) As noted by B r e a l ey ( 1 9 8 5 ) ,  a l though some 

s u c h  a n a l y s i s  has publ i c  good f e a t u r e s  - s u c h  as t h a t  c a r r i ed o u t  to f o r e c a s t  f u t u r e  

c a s h  f lows a n d  i n  t h e  l i g h t  o f  t he se f o r ec a s t s  mod i fy f u t u r e  consumpt i o n  p l a n s  - o t he r 

a n a l y s i s  i s  mor e  preda t o r y . The r e  may be n r ace s n  - e nt a i l i ng d up l i ca t i on o f  e f f o r t -

t o  p r od uce a n a l y s i s  o f  a Budget o r  s i m i l a r  f i na nc i a l  event  f i r s t . Desp i t e  t h e  f a c t  

t h a t  s oc i a l  g a i n s t o  r e ce i v i ng s uc h  r epo r t s  ea r l i e r  t h a n  wou l d  o t he rw i se b e  t he c a s e  

a r e  p l a u s i b l y  r at h e r  l ow ,  p r i va t e  g a i n s  of  obt a i n i ng b u s i ne s s  f o l lowi ng t he p r od u c t i on 

o f  such r epo r t s  may be h i g h .  S i m i l a r l y ,  f i rms may a im t o  uncover m i sva l ue d  

* W h i c h  t h e  n new i nd u s t r i a l  econom i c s n  s u g g e s t s  m a y  b e  ex t r eme l y  common . 
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sec u r i t i e s  w i t h  t he i n tent i on of  r e a l i s i ng pr i v a t e  ga i ns e i t h e r  by a t t ract i ng 

i nv e s t o r s  o r  t r ad i ng t hems e l ves . Th e impo r t ance of  such ana lys i s  i n  obt a i n i ng and 

keep i ng an  inve s t o r  base , wh i c h  in t u r n  is v i t a l  t o  obt a i n i ng manda t e s , was 

emph a s i sed in t he ma i n  t e x t . Pa r t i c u l a r ly u nd e r  cond i t i o n  of i n t ense compe t i t i on ,  

s u c h  a c t i v i t y by some f i rms obl i g e s  othe r s  t o  g a t h e r  i nforma t ion t o  p r o t e c t  

t hemse l ves . Th i s  w i l l  be even m o r e  t he case  i n  d i sequ i l i br i um s t a t e s  c ha r a c t e r i sed 

by s t ra t eg i c compe t i t i on as ou t l i ne d  above . The d up l i ca t i on of e f f o r t  i n  

product i o n  o f  s u c h  i n f o rmat i on i s  a r g ua b l y  a deadwe i ght  l o s s ,  wh i c h  i nc re a s e s  t h e  

cos t s  of  i n t e rmed i a t i o n . 

1 9  The a r g ument may be e x t e nded t o  t h e  who l e  f i na nc i a l  sector  [ To b i n  ( 1 9 8 4 ) ] i f  

s k i l l e d  l abou r u s ed i n  r e sea r c h  i n  f i nance  a s  a who l e  i s  seen as  l e s s  soc i a l l y  

p r od uc t i ve t ha n  i n  a l t e r na t i ve u s e s  i n  the eco nomy . Th i s  may be pa r t i c u l a r l y t h e  

c a s e  [ M aye r ( 1 9 8 6 ) J i f  t h e r e  a r e  ent r y  r e s t r i c t i on s  t o  profess i ons , s u c h  as  

a c cou ntant s a nd eng i nee r s ,  pot ent i a l  ent r a n t s  t o  wh i c h  are  at t r ac ted t o  f i nance . 

Even w i t h i n  f i nance , t r ans f e r s  t o  r e sea r c h-ba sed a c t i v i t i es away f r om i n t e rmed i a t i on 

may have s i m i l a r  cos t s .  

2 0  Th e r e  a r e  c o u n t e r a r g uments t o  t he case  f o r  exce s s i ve a n a l ys i s .  I n fo rma t i on i s  

v i t a l  t o  t h e  e f f i c i e nt  ope r a t i on o f  f i na nc i a l  ma r k e t s ,  and the  opt i ma l  a l l o c a t i on of 

f u nd s .  I n  o r d e r  f o r  expend i t u r es t o  b e  j udged e x c e s s i ve ,  i t  t h e r e f o r e  h a s  to  be 

t he c a s e  t h a t  s oc i a l  l o s s e s  d u e  to d upl i c a t i on exceed soc i a l  ga i ns due to t h e  

e f f i c i e ncy of  ma r k e t s .  S econd , a n a lys i s  pa r t ly s e r ve s  t h e  f u n c t i o n  o f  adve r t i s i ng 

a nd ma r ke t i ng t h u s  a t t r a c t i ng new i nves t o r s  a s  we l l  as  cons t i t u t i ng a s e r v i c e  t o  

e x i s t i n g  i nves t o r s .  I f  a n a l y s i s  subst i t u t es f o r  s u c h  expend i t u r e s ,  a h i gh e r  l e v e l  

m a y  be opt ima l t ha n  wou l d  ot h e r w i s e  b e  t h e  case . 

Ar e r & d  expend i t u r e s  i n  f i na nce e x c e s s i ve ?  

2 1  The c a s e  g i ve n  above f o r  e x c e s s i v e  expend i t u r e s on a n a l y s i s  c a n  a l so b e  app l i e d  

t o  r & d . Fo r e x amp l e , s k i l l ed l abou r u s e d  i n  p r od u c t  deve l opmen t  may be l e s s  

s oc i a l l y produc t i v e  t h a n  e l s ewhe r e  i n  t h e  economy . Ag a i n  t h i s  i s  because , 

f o l l ow i ng t he a rg ument i n  p a r a g r aph 1 8 ,  r & d  expend i t u res a im t o  i nvent n ew 

i n st r ume n t s  w i t h  t h e  o b j e c t i ve o f  r ea l i s i n g  p r i va t e  g a i n s  ( ob ta i n i ng mand a t e s ) . 

s u c h  a c t i v i ty by s ome f i rms obl i ge s  o t h e r s  t o  i nvent  new i n s t r umen t s  t o  p r o t e c t  

t hemse l ve s  ( i e t he r e  a r e  e l eme n t s  of  a " r a c e " ) .  Such  a c t i v i ty i s  a rguably  a 

d e adwe i g h t  c o s t  wh i c h  i n c r ea s e s  t h e  p r i ce o f  f i nanc i a l  s e r v i c e s . 
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2 2  The analys i s  i n  t he ma i n  pape r sugg e s t s  t hat  pr i va t e  g a i ns to  i nvent i on of  new 

i n s t r ume n t s  may be h i gh a nd d u r able in f i nance because expe r t i se and " r epu t a t i on " *  may 

be  d e v e l oped by be i ng f i r s t  w i t h  an i n s t r ument * * . These i n t e r t empo r a l  dependen c i e s  

o f  c o s t  and d emand should  enable monopoly prof i t s  to  be g a i ned f o r  a l e n g t hy per i od 

( D r e x e l s and j u n k  bon d s  a r e  one exampl e ) . They a l so r e i nf o r c e  the  c a se f o r  e x ce s s i ve 

d upl i c a t i on of  r e se a r c h ,  g i ven t hat  be l i ef  i n  such i n te r dependenc i es wi l l  l ead f i rms 

to f e e l  that h i g h r & d e xpend i t u r e s  are nec essary to g a i n  manda t e s .
� 

2 3  O t h e r  a rg umen t s ,  wh i c h  s u gg e s t  that t he soc i a l  r e t u r n  t o  r & d  may be nega t i ve , c a n  

a l so be adduced . New i n s t r umen t s  o f t e n  prove i l l iq u i d  - o f t e n  due t o  sma l l  amo u n t s 

o u t s t and i ng .  Al though t h e r e  may be h i g h  p r i va t e  r e t u r n s  to  t he i r  i nven t o r s ,  t h o s e  

buy i ng t h e  i n st r ume n t  w i t h  expecta t i on s  of  l i q u i d i t y  s u f f e r  we l f a r e  losses  w h e n  t hey 

a r e  d i sappo i nt ed . The p r o l i f e r a t i o n  of  new i ns t r ume nts  may have o t h e r  d e l e t e r i ou s  

e f f ec t s .  I t  may b e  t he c a s e  t h a t  t h e  replacement o r  s upp lement i ng o f  one ba s i c  

i n st r ument w i t h  a range o f  d i f fe r i ng i n st r ume n t s  r educes t o t a l  l i qu i d i t y .  Whe r e  t h i s  

i s  t h e  c a s e , the r e  i s  a we l f a r e  l o s s  t o  a n  i n vest o r  who seeks  a l i q u i d  i ns t r ument i n  

t he r e l e vant pa r t  o f  c ha r ac te r i s t i c s  space and no long e r  f i nd s  one , ( a l though o t he r s ,  

l oo k i ng f o r  i n s t r ument s  i n  t he gaps i n  characte r i s t i c s  space , may be sat i s f i e d ,  and 

t h e r e  may be imp r oved oppo r t u n i t i e s  for  r i sk  d i ve r s i f icat i on ) . 

have occ u r r ed f o r  ce r t a i n  e u r oma r k e t  i ns t r ume n t s
1

. 

Th i s  syn d r ome may 

2 4  One can g o  f u r t he r  and a r g u e  t hat  t h e r e may be st rong e x t e r na l i t i e s  to t h e  

i n t r od u c t i on of  new i n s t r umen t s  c l ose t o  ex i s t i ng ones i n  charac t e r i s t i c s  spa ce . I f  

t h e  ma r k e t  f o r  t h e  new i ns t r ument col lapses - the c l a s s i c  case be i ng t he pe rpe t u a l  FRN 

ma r k e t  - t h e  ex i st i ng i n s t r ument may a l so bec ome mo r i bund - the d a t e d  FRN . Th i s  

o c c u r red a l though t h e  p r ob l em w i t h  t he pe rpe t u a l  FRN - wh i c h  some have s u g g e s t e d  

* Of c o u r s e  r epu t a t i on a l s o h a s  impo r tant  bene f i t s  i n  f i nanc i a l  ma r k e t s  - i t  may 
d i rect  b u s i ne s s  to f i rms wh i c h  engage in good p r a c t i c e s , and v i c e  v e r sa f o r  bad 
p e r f o rme r s  [ Radn e r  ( 1 9 8 6 ) ) .  

* *  Nece ssary cond i t i ons f o r  s u ch a s t r a t egy t o  be successf u l  a r e  t h a t  c u s t ome r s  

shou l d  b e  a t t r a c t e d  t o  t h e  f i rm by new prod u c t s  and t ha t  the  l oya l ty o f  c u s t ome r s  

should  b e  r e t a i ned once t hey u s e  t he p r o d u c t s  o f  t he f i rm i n  que s t i o n . Th i s  

wou l d  not  be t h e  c a s e  i f  " loya l t y "  r ema i ned constant : i f  c u s t ome r s  we r e  a lways 

loyal t hey wou l d  not be a t t r acted in the  f i r s t  p l ace ; i f  t he i r  l oya l ty we r e  

m i n im a l  they wou l d  d r i f t  away soon a f t e r  be i ng a t t r ac ted . I ns t ead , t h e  

hypothes i s  m u s t  b e  t h a t  p r oduct  developme nt  c a n  c hange t h e  l oya l ty o f  c l i en t s  -

wh i c h  cou l d  be  plaus i b l e  i f  t he n ew p r od uc t  i s  nea r e r  t o  t he i r  opt imal  po i n t  i n  

cha r a c t e r i s t i c s  space , and i f  c u s t ome r s  be l i ev e  i n  t h e  i mpo r t ance o f  e x pe r t i se 

and r eput at i o n  bu i l t  up ove r t i me w i t h  t h e  new produc t . 

� An a l t e r na t i ve a r g ument could  be made i n  t e rms of  t he s t i mu l u s  t o  r a p i d  

i nnov a t i on f r om t h e  l a c k  of  p a t e n t  protec t i on a n d  d im i n i sh i ng ma r g i na l  

produc t i v i ty o f  i nnova t i ons i e  i f  f i rms d i scount i nt e r t empo r a l  dependen c i e s . 

Howeve r ,  t h i s  wou l d  c l ea r ly ent a i l some non-p r o f i t  max i m i s i ng ob j ec t i ve f o r  f i r ms . 

f By con t r a s t  on dome s t i c  ma r ke t s  t ec hnology , d e r eg u l a t i on e t c  have been a 

coun t e r va i l i ng f o rc e ,  i nc r eas i ng t h e  l iqu i d i ty of  ba s i c  i ns t r umen t s  s u c h  a s  

gove r nment bonds and equ i t i e s .  
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r e s u l t ed pa r t l y f r om t h e  f a c t  t ha t  i n vest o r s  and t r a d e r s  h a d  n o t  f u l l y unde r s tood i t s  

equ i t y  c h a r a c t e r i s t i c s* - found n o  echo w i t h  d a t e d  FRNs , p r i c i ng o f  wh i c h  as a debt 

i n st r ument i s  st r a i g h t forwa r d . Th i s ,  one can sugges t ,  i s  a case of  contag i on as much 

a s  i s  contag i on between fa i l i ng and sound but compa r ab l e  f i nanc i a l  i n s t i t u t i ons . 

S u c h  e x t e r n a l i t i e s t o  p r od u c t  d i f f e r ent i at i o n  a r e  f a r  l es s  common i n  goods ma r k e t s .  

2 5  F i nanc i a l  r & d may a f f ect l e v e l s  o f  i n f o rma t i o n .  I f  i nforma t i on i s  r ende r ed 

i ncomp l e t e  t h i s may i n d u c e  g r eat e r  r i s k s  t ha n  wo u l d  o t h e r w i s e  be t h e  case . 

App r opr i a t e  pr i c i ng and t h e  n a t u r e  o f  p r i c i ng dynam i c s  of  new i n s t r umen t s  need not be 

obv i o u s  even  w i t h  u s e  of comput e r s . Los s e s  by Me r r i l l  Lync h  on CMOs ( Co l l a t e r a l i sed 

Mor tgage Obl i g at i on s )  a r e  one e x amp l e .  Bot h banks and supe r v i so r s  a r e  t h u s  obl i ged 

to d e vot e r esou r c e s  t o  u nd e r s t and i n g  new i n s t r umen t s . Second , n ew i nst r ume n t s  may 

i nduce g r e a t e r  i nf o rma t i on a symme t r i es between i nt e rmed i a r i e s  and f i n a l  u se r s , wh i ch 

t h e  fo rme r  c a n  prof i t  f r om ,  e i t h e r  d i s t o r t i ng t h e  a l locat i on of  r e sou r ces , o r  cau s i ng 

t h e  l a t t e r  t o  w i t hd r aw f r om t h e  ma r k et  e n t i r e l y .  

2 6  A pe r haps mo r e  subs i d i a ry po i n t  h a s  been advanced b y  Newbery and S t i g l i t z  

( 1 9 8 4 ) . Th ey showed t ha t  i nt roduct i o n  o f  t r ade whe r e  t h e r e  was p r e v ious l y  a u t a r ky 

( eg by f i nanc i a l  i nnovat i o n ) need not be opt ima l i n  t h e  absence of  a f u l l  set  of  

Ar r ow-De b r e u  con t i ngent ma r k e t s .  Tr ade c a n  r educe t h e  pr i c e  f l u c t u a t i ons t ha t  

s t a b i l i s e prod u c e r i n comes i n  t h e  pr esence of  output  f l u c t uat i on s  a n d  t h e r eby 

d i s c o u r a g e  t he p r o d uc t i on o f  r i s ky product s .  

2 7  Ag a i n ,  c oun t e r va i l i ng a rg ume n t s  aga i n s t  e x ce s s i ve r & d  should  a l so be cons i d e r ed .  

S i m i l a r ly t o  a n a l ys i s ,  r & d f o r  product  i nnovat i on s e r v e s  the  f u nc t i on o f  adve r t i s i ng 

o r  ma r k e t i ng a s  we l l  a s  i t s  convent i o n a l  u s e ; i t  a t t r a c t s  mandates t o  a n  

i n t e rmed i a ry .  To t h e  e x t ent  t hat  r &d i s  t h u s  a subs t i t u t e  f o r  such expend i t u r es , the 

image may be c r ea t ed o f  excess i ve r & d  when v i ewed conven t i ona l l y .  Second , l a unch 

costs f o r  new p r od u c t s  are t y p i c a l l y l owe r in f i nance t ha n  in other i nd u s t r i e s .  

T h i r d , many p r od u c t s  may f a i l ,  t h u s  i n c reas i ng t he r i s k s  and c o s t s  t o  o f f se t  a g a i nst 

l ev e l s  of e xpend i t u r e .  

* O t h e r i mpo r t an t  c a u s e s  o f  t he pe r p e t u a l  FRN c r i s i s  i nc l uded t h e  impe nd i ng a g r eement 

on i n t e r na t i on a l  cap i t a l  conve rgence , wh i c h  i t  was f e a r e d  wou l d  l ead ban k s  to  se l l  

t he i r  h o l d i ng s , e x c e s s  s upp l y  o f  bond s g i ve n  t h e  s i ze o f  t h e  i nv e s t o r  base , and 

f a l se expec t a t i o n s  of l i qu i d i t y  g i ve n  the n a r r owness of  the ma r k e t . 
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2 8  F i na l l y ,  t h e  a rgume n t  of  Ar r ow t h a t  r & d wi l l  gene r a l l y  b e  i nadequat e appe a r s  o n  

t he f a c e  of  i t  t o  app l y  s t r ong ly to  new f i nanc i a l  i n s t r ument s .  Patent  p r o t e c t i o n i s  

gene r a l l y wea k o r  non-ex i stent , a s  i s  i l l u s t ra t ed by the rapid  p r o l i f e r a t i on o f  new 

depos i t  i ns t r umen t s  in r ecent yea r s .  Why should t h i s  not l ead t o  i nadequ a t e  

i nnova t i o n  i n  sec u r i t i e s  ma r k et s? The a rg ument is that f i rms be l i eve that  bo r r owe r 

l oy a l ty t o  f i r ms ma k i ng s uc c e s s f u l  i n novat ions o f f e r s  a pr i v a t e  ga i n ,  desp i t e l a c k  of  

p a t e n t  protec t i o n ,  wh i c h  is  s u f f i c i ent  to  lead t o  d upl ica t i on of  r e sea r c h ,  

pa r t i c u l a r ly g i ven ma r k e t  cond i t ions c h a r ac t e r i sed by excess capa c i ty a n d  s t r a t eg i c 

c ompe t i t i o n .  

2 9  I t  i s  concl uded , o n  b a l ance , t h a t  bot h a n a l ys i s  and r & d  i n  secu r i t i es ma r ke t s  may 

f r equ ent l y  be exce s s i ve . Th i s  i s  due in pa r t i c u l a r  to  t he focus  of  compe t i t i on on 

r e sea r c h  and the potent i a l  g a i n s  t o  be i n g  f i r s t  w i t h  i nf o rmat i on or a new 

i n s t r umen t . Espec i a l l y  g i ven t he i nt ens i ty of  r i va l ry between f i rms , these 

t endenc i es l ead t o  e x c e s s i ve dupl i c a t i on of  rese a r c h  and - i n  t h e  case  of r & d - to  

p r o b l ems o f  i l l i qu i d i t y , e x t e r na l i t y ,  and i nadequ a t e  i n forma t i o n .  S u c h  a r g ume nt s 

suggest  t h a t  r e se a r c h  expend i t u r e s  i n  secu r i t i es ma r k e t s  shou l d  be v i ewed c a u t i ou s l y  

b y  po l i c y  make r s ,  w i t h  n o  pre sumpt i on t h a t  a l l  o f  s u c h  expend i t u r e s  a r e  be nef i c i a l .  
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