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One unsung benefit of financial deregulation is greater colour-blindness

THIS is a bad moment for financial deregulation in America and a good one for race relations. Yet might the two be connected? New research* by a trio of academics at Brown University shows that when American states liberalised their uncompetitive banking markets between the mid-1970s and 1994, one of the little-noticed side effects was a reduced wage gap between blacks and whites.
It has been widely documented that black workers in America earn less than their white peers, partly because the average black worker has less education and experience than his white counterpart. But even after stripping out all observable differences between workers, there remains an unexplained shortfall in the wages of black workers compared with white ones. Economists call this the “racial wage gap”.
At least some of this appears to be because of bias. A recent paper† has documented that American firms are one-and-a-half times as likely to interview a person they think is white than one they think is black, even if both have identical qualifications. To reduce this bias, there are common responses such as affirmative-action policies and education. Since Gary Becker, a Nobel-prize winning economist, wrote “The Economics of Discrimination” in 1957, the role of competition has also been central to economists’ thinking about how to ease discrimination at work.
Bias beware
Mr Becker argued that because discrimination arising from the prejudices of employers was economically inefficient, it would be harder to get away with the more competition there was. For example, a biased monopolist might hire a more expensive white worker even though a cheaper black one was available and up to the job. But if another firm entered the market, it could produce its goods more cheaply by hiring the black worker that the monopolist had turned down. By discriminating less, it could undercut its blinkered rival. Mr Becker did not argue that competition would get rid of bias or even necessarily reduce it. Rather, he argued that competition could greatly soften the economic effects of a given amount of bias on the part of employers. His model also implied that competition would have a greater effect where the existing degree of bias was greatest.
The researchers at Brown set out to test these ideas using the deregulation of the American banking industry—a process that had increased competition, but had nothing to do with the pre-existing levels of black and white pay. Before the mid-1970s most American states had laws preventing banks incorporated in one place from opening branches in other states (and sometimes even in other cities). One consequence of this was scant competition and a highly localised banking industry, with many businesses or would-be entrepreneurs having access to only one bank. From then onwards, though, a combination of technological and legal changes increased competition in the industry. For example, the invention of the ATM (and a court ruling that ATMs were not branches) extended the reach of banks beyond their narrowly defined domains of operation. Over time, state after state removed geographic restrictions on banks’ operations.
The consequences, as has been widely documented, were dramatic from a business point of view. Increased competition between banks led to lower overheads and lower interest rates on loans. People who wanted to start businesses found it easier to obtain financing. As states deregulated banks, they saw a spurt in the number of start-ups.
The proliferation of new firms produced more intense competition in all parts of the economy, not just the banking industry. Using the tide of bank deregulation to demarcate periods of higher and lower competition, the researchers were able to identify whether this made a difference to the racial wage gap. But first, they needed to compare the degree of pre-existing racial bias across states. They did so by contrasting actual rates of interracial marriage with what would result if people were randomly matched to partners; a bigger difference suggested (albeit crudely) the degree of racial bias. They then divided states into those above and below the median level of racial bias.
In keeping with the theoretical predictions of Becker and others, they found that the black-white wage gap declined the most in states with an initially high degree of racial bias after they deregulated their finance industry (and benefited from a surge of business start-ups). For high-bias states, their results suggested that about 22% of the racial gap had been “competed away”. None of this seems to have been delivered through explicitly preferential lending to blacks; rather, black workers reported more hours of work and higher wages than before deregulation. The researchers found little change in states with a low degree of racial bias before deregulation.
The empirical evidence suggests that competition by itself is unable to wipe out racial discrimination. As the early theory pointed out, competition does not help reduce bias if the desire to discriminate comes from consumers or workers; it only limits the ability of biased owners to act on their prejudices. Changing attitudes takes longer, and notwithstanding Barack Obama’s election victory, there is still some way to go. As the future president moves to tighten the rules governing American finance, as he surely will in response to the crisis, he would do well to remember the unexpected benefits that financial deregulation has brought to the economy. 
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