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Foreword

The second ECB Central Banking Conference on the Transformation of the European
Financial System took place on 24 and 25 October 2002 in Frankfurt am Main.

The ECB Central Banking Conferences are biennial events, bringing together high-level
representatives from central banks and international and European institutions, as well as
academics, members of the financia press and, at this conference, financial market
participants.

The conferences serve a number of purposes. First, they enable participants to exchange
information on current central banking issues. Second, they provide a forum for interaction
and debate between academics and policy-makers: unlike purely research-oriented
conferences, the ECB Central Banking Conferences also aim to bridge gaps between research
and policy. Finally, the conferences help to give an insight into the ECB'’s policy and
functioning and to enhance its openness and transparency.

The first ECB Central Banking Conference took place in November 2000. It focused on
price stability, which is the primary objective of many central banks, not least the ECB.
Sufficient time has passed since then for us to assess our relationship with the academic
world. | believe that we have made an effective contribution, thinking particularly of our
successful Research Visitors Programme. Indeed, this programme has resulted in many
publications — in particular as part of the ECB’s Working Paper Series — which are often
co-authored by ECB staff members. Other examples of successful co-operation between the
academic world and the ECB are our conference series and research networks. Of these, the
ECB-CFS research network on “Capital markets and financial integration in Europe” is of
particular relevance to the theme of the second ECB Central Banking Conference.

So why did we choose this topic for our second ECB Central Banking Conference? The
start of Economic and Monetary Union, more than four years ago, and the introduction of
euro banknotes and coins in January 2002 were real milestones. In terms of the Maastricht
Treaty, these achievements complete the process of monetary integration. But we should not
regard Monetary Union as an end in itself. The introduction of the euro has had — and will
continue to have — a powerful influence on European financial market developments and
integration. The implications of these devel opments are manifold and profound, in particular
for central bankers, but also for other policy-makers.

This book introduces the topic of the second ECB Central Banking Conference and
contains the papers given, summaries of discussions, the closing remarks by Lucas
Papademos, Vice-President of the ECB, and the dinner speech by Otmar Issing, Member of
the Executive Board of the ECB.

| hope that the book will make auseful contribution to the academic literature on European
financial market developments and integration. Moreover, | hope that it will help to
disseminate the views expressed during the conference to interested readers, in particular
those who were unable to attend the conference in person.

Encouraged by the success of the first two conferences, we are aready organising a third
ECB Central Banking Conference, which will take placein 2004. We are confident that it will
again generate great interest.

Willem F. Duisenberg
President of the European Central Bank
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8 Gaspar, Hartmann and Sleijpen

The European financial landscape has changed dramatically over thelast couple of yearsand
the pace of change appears to have moved into a higher gear with the establishment of
Economic and Monetary Union (EMU). However, although EMU and the introduction of the
euro have played a pivotal role in the changes the European financial system has been
undergoing, a host of other factors can be identified that in parallel with the euro contributed
to the transformation of the European financial system.

First, progressive steps in the process of European economic integration have laid the
foundationsfor financial market integration and asurge in cross-border trading, in particular in
money markets, wholesale banking and bond markets. The process of European financial
integration was initialy given impetus by the Single European Act (SEA), which came into
force in 1987 and provided the basis for the establishment of an internal market for goods,
persons, services and capital. In parallel the Member States embarked upon a process of capital
liberalisation. The first stage of EMU began on 1 July 1990 with the liberalisation of capital
movements (see European Council, 1988).! More recently, European policy makers have
agreed upon an even more ambitious agenda of measures, the so-called Financial Services
Action Plan (FSAP; see EU Commission, 1999). Building on the achievements of the internal
market, the FSAP puts forward 43 legislative measures to achieve three objectives: 1) asingle
EU market for wholesale financial services, 2) open and secure retail markets and 3) state-of-
the-art prudentia rules and supervision. The implementation of these measures by 2005 should
create a truly integrated market for financial services in the European Union. All these
initiativeswereinspired by economic theory, supported by empirical evidence, claiming that the
integration and development of financia markets is very likely to contribute to economic
growth by increasing the efficiency of the alocation of capital (see e.g. Pagano, 1993; Levine,
1997; Giannetti et al., 2002; and London Economics, 2002). In this context, the European
monetary integration processin general, and the introduction of asingle currency in particular,
albeit very important, were from an economic point of view merely one of the many stepsin this
process of gradua financial integration in Europe. They also acted as a catalyst to further
financial market initiatives contributing to integration.

In addition, the European financial system has witnessed a number of remarkable
structural changes, that partially can be considered asrelated to or triggered by the European
financial integration process, but to some extent are also exogenous or part of global
developments. A good example of the latter are changes that were made possible because of
the pace of technological development, which has, globally, probably been the most
important factor affecting developmentsin financial markets over the past decades. Examples
of endogenous changes are: national mergers and acquisitions in banking; the increasingly
blurring distinction between traditional financial products and financial institutions and, in
line with this devel opment, the establishment of financial conglomerates, at least in anumber
of Member States; a gradual convergence of legal and regulatory practices, athough
differences in this area still seem to prevail (e.g. different tax regimes, as outlined by Jean
Derminein his conference paper; see Chapter 2 of this volume), despite the recent initiatives
in the area of regulation of securities markets (the so-called “Lamfalussy” process, see
Committee of Wise Men, 2001); and the recently contemplated changes regarding the co-
ordination of (national) supervisory practices at the (European) level, following the gradual
increase in European financial integration.

1 A few Member States were allowed to temporarily maintain some restrictions on capital flows, but all
those had been lifted by May 1994.
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Some changes, however, are more directly related to the introduction of the euro. First and
foremost, the single currency brought about the well-known convergence process in short-
and long-term interest rates across the euro area. Cross-country interest rate differentials
basically disappeared for the money market and became very small for government bond
markets (see e.g. Figures 1 and 2 in the conference paper by Adjaouté and Danthine,
reproduced in Chapter 5). Almost by definition asingle currency hasits strongest effect onthe
integration of the money market. Apart from the convergence of short-term rates, this can be
expected to be reflected in increasing cross-border interbank market activity, as particularly
large bankswill have greater incentivesfor cross-border arbitrage and will try to benefit from
the greater pool of liquidity offered in the monetary union. (This is also facilitated by the
cross-country large-value payments systems that accompany a single monetary policy, such
asin the case of the euro area the Eurosystem’s TARGET real -time gross settlement system
and the Euro Banking Assocations's Euro 1 net settlement system.) Figure 1 illustrates well
that the euro seems to have had this effect on member countries’ banks. Starting in 1998, the
relative share of euro area banks' cross-border claims grew by more than one third before
stabilising at a new level. This means that euro area cross-border interbank claims now
congtitute almost half of the global total of interbank claims reported by the Bank for
International Settlements (see also Galati and Tsatsaronis, 2001, and ECB, 2001a, 2002b).

A second issue, the impact of the euro on the primary corporate bond market in the euro
area, is now debated more controversialy. Figure 2 shows the “boom” in (net) issuance
activity that occurred contemporaneously to the introduction of the euro. However, contrary
to interbank claims total corporate bond issuance has come down again recently, including
the component originating from non-financial corporations. The paper by Bruce Carnegie-

Figure1: Euro areacross-border interbank lending, 1990-2002
(amounts outstanding at end-of-quarter, in EUR billions and % of total)

mEmm  insidetheeuro area(left-hand scale)
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Note: Data cover information for 19 industrial countries (EU countries excluding Portugal, Canada, Japan,
Norway, Switzerland and the United States) and 6 other countries, hosting major offshore banking centres
(Bahamas, Bahrain, the Cayman Islands, the Dutch Antilles, Hong Kong and Singapore).

Source: Bank for International Settlements.
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Brown and Matt King in Chapter 5 of this volume advances the hypothesis that temporary
corporate restructuring and telecommunication industry liberalisations were mainly behind
the increase in net issuance activity rather than the (permanent) introduction of the euro.
However, there is one component of total issuance that continues to grow, namely debt
financing by non-bank financial corporations. This can mainly be attributed to so-called
“special purpose vehicles’ that for tax, credit rating and other reasonsissue debt for financial
and non-financial corporations. In other words, agood deal of corporate debt financing isstill
growing in the euro area, but not in the traditional format. As this development started in
1999, it cannot be discarded at the present juncture that the euro played some role in
stimulating the development of European corporate bond markets. The main economic
reasons being that the single currency has made corporate debt financing more attractive by
creating a much larger home-currency investor base than the case for any single country of
the area before EMU and encouraged entry in the international underwriting business for
euro-denominated corporate bonds driving down fees.?

Figure 2:  Net issuance of debt securities by euro area corporations, 1990-2002
(yearly flows, in EURbillions)
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Source: ECB.

2 For an in-depth description of euro area financial structures and development, see ECB (2002a). For
further information on euro-denominated bond markets, see ECB (2001b) and Santos and Tsatsaronis (2002).
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1. Implications of Financial System Transformation for Central Banks

The implications of structural change in the financial system are manifold and profound, in
particular for central bankers, but also for other policy-makers, as outlined by the President of
the European Central Bank (ECB), Wim Duisenberg, in his opening speech to the second
ECB Central Banking Conference (see Duisenberg, 2002):

“First and foremost, the transformation of the financial system has an impact on the
conduct of monetary policy. For example, the emergence of new financial instruments and
changesin the use of existing ones affect the choice, behaviour and interpretation of forward-
looking financial indicators of underlying economic variables, such as consumer price
inflation and GDP growth. Moreover, the implications for the transmission mechanism of
monetary policy are of supreme importance to the ECB”. An example in this respect was
made by Otmar Issing, member of the Executive Board of the ECB, in his dinner speech on
the occasion of the second ECB Central Banking Conference (reproduced as Chapter 3inthis
volume). He concludes that recent trends in European financial markets and the ensuing
competitive forces have forced banks to scale down their relationship lending activities. To
the extent that relationship banking has provided a buffer in the transmission of monetary
impulses to the financial sector, a reduction of scale of relationship lending activities may
affect the transmission process of monetary policy and, hence, may have an impact on the
euro area business cycle.

Second, financial system transformation affects the implementation of monetary policy.
For example, the weekly main refinancing operations with money market counterparties are
conducted on the basis of repurchase agreements (“repos’), given that the ECB and the
national central banks “may conduct credit operations with credit institutions and other
market participants, with lending based on adequate collateral” .® The Governing Council of
the ECB has defined thelist of eligible collateral for such operations. In achanging financial
environment, acentral bank hasto ensurethat eligible collateral allows market participantsto
have efficient and equal access to central bank liquidity.

Thethird example of theimportance of financial system transformation to central banks, as
pointed out by the President of the ECB, relates to the payments systems function. “Most
central banksin industrialised countries run alarge-value payments system and are involved
in the oversight of other payments and securities settlement systems. For reasons of efficient
liquidity management by private banks, the Eurosystem’s TARGET system allows for intra-
day overdraftsthat are fully collateralised. For TARGET to operate efficiently, it istherefore
very important that securities settlement systems areinterlinked or consolidated in away that
allows a smooth flow of collateral across the euro ared’. In other words, the development of
an integrated and efficient cross-border payments and securities settlement infrastructure, is
of paramount importance for the functioning of monetary union.

A fourth and very topical example relates to the impact structural change in financial
systems may have on financial stability. And, as Duisenberg points out: “ .. .the structure and
modus operandi of the authorities responsible for supervising financia markets and
institutions must be designed to prevent any instability from arising”. Indeed, the key issueis
to which extent the transformation of the European financial system has changed the prospect
for financial stability and, if so, to which extent co-operation between supervisory authorities

3 Article 18.1 of the ESCB/ECB Statute.
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needs to be adjusted. Moreover, an interesting and topical aspect of this debate is, what the
role of central banks should be in maintaining financial stability, an issue which was at the
heart of the policy panel of the second ECB Central Banking Conference and the paper
presented by Tommaso Padoa-Schioppa, member of the Executive Board of the ECB (see
Chapter 6 in thisvolume). From a European and institutional point of view, therole of central
banks in financial stability is clearly defined in the Treaty on European Union. The Treaty
states that the European System of Central Banks (ESCB) shall “contribute to the smooth
conduct of policies pursued by the competent authorities relating to the prudential
supervision of credit institutions and the stability of the financial system”.* Padoa-Schioppa
also outlines the theoretical arguments in favour of a strong involvement of central banksin
financial stability, as central banks — as “bankers’ bank” — should ensure the soundness of
their counterparties and, offering the ultimate means of settlement, have a specia capability
to create financial liquidity. In addition, as systemic risk is increasingly becoming an issue
when financial crises occur, as a result of the integration of financial markets, the role of
central banksin financial stability appears to have increased.

Finally, structural change in the financial system is not only important to central bankers
but to other policy-makers as well. According to Duisenberg “ ... al policy-makers should
have a clear interest in a further integration of European financial markets. The economic
literature tells us that an integration of financial markets is very likely to contribute to
economic growth by making the allocation of capital more efficient ... Asthings stand now, it
is clear that full integration of European financial markets, to the extent possible of course,
has not been achieved yet, despite the introduction of the euro. Although in some areas, such
as the unsecured money market or the bond market, the euro seems to have boosted market
integration, in other areas, such asrepo and equity markets, theimpact has been much weaker.
The need for further efforts in this direction is fully recognised by many institutions,
including the ECB, and is at the heart of the European Union’s initiative to create a truly
integrated market for financial services’.

Indeed, the ECB has taken a number of initiatives to promote financial market integration
and to improve the functioning of financial markets in general, as was outlined by the Vice-
President of the ECB, Lucas Papademos, in his closing remarks to the second ECB Central
Banking Conference (see Chapter 7 in this volume). Papademos in particular sees arole for
the ECB in the area of financial market integration when co-ordination of market participants
is required and the polar cases of full competition and public action are not called for.
Examplesinclude the ECB’srole as a catalyst and co-ordinator in the creation of the EONIA
interest rate index for the overnight money market, the ECB’srole in co-ordinating activities
to overcome the present fragmentation of the European market for short-term securities and
the ECB’s involvement in the development of integrated repo markets.

Inthelight of the swift devel opment of the European financial systemin therecent past, the
numerous implications this transformation process directly has for central banks and the
importance of this process for the more general economic policy environment in which
central banks act, the European Central Bank had decided to hold its second Central Banking
Conference on the topic “The Transformation of the European Financia System”. The
remainder of this introductory chapter summarises the papers contributed to the conference
and the related discussions. The three academic sessions each had one main paper, followed
by a presentation by two discussants and a general discussion involving the audience. Our
summaries focus on main lessons that can be derived from the conference both for the ECB

4 Article 105.5 of the Treaty on European Union.
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and, perhaps, also for other central banks. We proceed by following the sequence of the
conference program.

In line with a standard decomposition in financial system research, the first session dealt
with the banking system. The main paper by Jean Dermine (INSEAD) on “Banking in
Europe: past, present and future” particularly addresses the lessons that can be learnt from
corporate structures adopted by banking firms for the integration of the banking system. The
discussion by Harry Huizinga (Tilburg University) examines in greater depth various
explanations for the subsidiary structures often observed in European banking and the
consequences that these structures have for policies. Eric Rosengren (Federal Reserve Bank
of Boston) compares them to the corporate structures in the United States and US banks
cross-state activities. As already referred to, in his dinner speech “ Relationship lending in the
euro area’ Otmar Issing looks at changes in the importance of relationship lending and
implications that these changes may have for the monetary transmission mechanism.

The second session spanned the financial system as a whole. Raghu Rajan and Luigi
Zingales (both University of Chicago) describe in their paper “Banks and markets: the
changing character of European finance” a substantial development of market finance in
Europe, as compared to more traditional bank credit financing, and warn that efforts by
domestic interest groups to halt or even invert that process should be resisted. Franklin
Allen’s (University of Pennsylvania) discussion addresses some differences between the UK
experience and experiences for the United States and continental Europe discussed in the
paper. He also contrasts Ragjan and Zingales' political economy view of financial system
development with a different view based on market failures. Martin Hellwig (University of
Mannheim) warns in his comments of atoo close association between corporate finance and
corporate governance, and he challenges the view that the tendency of corporate incumbents
to preservetheir power over corporate resourcesis specific to the continental European, more
bank and relationship-based financial system.

Completing the standard decomposition of financial system research the third session
“Integration of bond and equity marketsin Europe: the end of the portfolio investment
bias?” brought the focus back to securities markets. The main paper by Kpate Adjaouté
(HSBC Republic Bank) and Jean-Pierre Danthine (Lausanne University) on “European
financial integration and equity returns: atheory-based assessment” |ooks at the implications
EMU had for the pricing of government bonds and equities, arguing that the introduction of
the euro had a larger effect on equity returns than usually perceived. The second paper by
Bruce Carnegie-Brown and Matt King (both JP Morgan) studies corporate bond markets and
makes the point that the European issuance boom following the introduction of the euro is
unlikely to be explained by the single currency. The discussion by Axel Weber (University of
Cologne) questions the practicability of greater sector diversification suggested in the
Adjaouté-Danthine paper.®

5 Another important dimension of European financial integration is the development of payments and
securities settlement systems. These market infrastructures raise very specific issues that require different
forms of analyses. Therefore, the second ECB Central Banking Conference did not attempt to cover them in
any greater depth. See ECB (2000, 2001d, 2001e, 2001f) and EU Commission (2001, 2003) for discussions of
those issues.
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2. Bankingin Europe: Past, Present and Future

The first paper was presented to the conference by Jean Dermine (INSEAD), who looked
from abroad perspective at the past, present and future of European banking (see Chapter 2in
this volume). The key result of Dermine’s empirical work is the detection of an important
pattern in the corporate structures of European banking markets. Banks expanding across
borders in Europe often choose to set up holding structures with foreign subsidiaries rather
than to operate with branches abroad. Thisis an important observation, since it indicates that
the single banking licence in Europe—introduced in 1989 with the Second Banking Directive
— is not used very much. Therefore, an important condition for the full integration of
European banking markets does not seem to be fulfilled.

Dermine's paper identifies a number of explanations for this pattern. On the side of
corporate management, under a subsidiary structure debt holders are better protected against
risk taking by some entities of alarge bank, in particular if there islessinformation about the
behaviour of these entities (e.g. those located in foreign countries). Also, subsidiaries can be
managed more flexibly and are therefore more acceptable to loca managers and
shareholders. On the policy side, national corporate taxes may make subsidiaries more
attractive. Moreover, the transformation of subsidiaries into branches may be hindered by
corporate taxes and deposit insurance systems, whose application would be transferred from
the host country to the home country. Since some of these factors are of a permanent nature,
Dermine expects the situation to persist.

Corporate subsidiary structures in European banking have important policy implications,
according to the author. First, their complex character may render supervisory monitoring
more difficult. Second, unwinding afailed international bank with a cross-border subsidiary
structure is very complex and risky, as it spans different legal systems. Third, whereas such
companies tend to be relatively well diversified at the level of the holding company, the
respective national subsidiaries may encounter greater failure risk due to a more pronounced
local orientation. The last point reveals a relationship between corporate tax, choice of
corporate structure and systemic risk that the economic literature has not addressed so far.

While reviewing the transformation of European banking from the signing of the Rome
Treaty in 1957 until the present day, Jean Dermine also addresses a number of other banking
policy issues. First, in contrast to wholesal e corporate and investment banking services, bank
retail markets are not well integrated in the European Union, partly because of information
problems for small depositors and the costs of switching banks. Most local banks have
preserved their retail market shares. Therefore, the author sees a need for more legidative
work, not only to harmonise consumer protection laws and national supervisory practices, but
also to ensure that national corporate or value-added taxes do not hinder the creation of
efficient European firms. Second, in the area of competition policy, a reduction of
intermediation margins in retail markets, in all likelihood related to interest rate reductions
during the EMU convergence process, contrasts with increased local concentration in several
EU countries. The author believes that this situation calls for strict monitoring of the degree
of competition in the loan and deposit markets for small and medium-sized enterprises to
avoid any impediment to growth in this sector, which is very important for employment.
Finally, the bank consolidation processislikely to continue and ultimately devel op a stronger
cross-border dimension, leading to more very large banks. This also raises the issue of
potential cross-border spilloversfrom large bank failures. Dermine sees aneed for bank crisis
management to be centralised or at least co-ordinated across Europe. He suggests that both
the European Central Bank and the ECOFIN Council should be involved in case of crises
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affecting large players. In order to avoid liquidity sgueezes, bankruptcy procedures and
deposit insurance mechanisms need to allow for quick reimbursements of depositorsin the
event of awinding-up.

The discussion by Harry Huizinga (Tilburg University and European Commission)
concentrated on Jean Dermine's “surprising” observation of cross-border subsidiary
structures in Europe. Given the long existence of a single banking license one would have
expected simpler and cheaper branch structures to dominate. The limited use of those
suggests that little has changed since the 1980s when host country control characterised all
cross-border regulation and supervision.

The first part of the discussion details how the assignments of the main banking policy
responsihilities to home and host supervisors differ for branches and subsidiaries and how
these differences can be related to the choice of corporate structures. Huizinga challenges
Dermine’s point that tax systems can have been an important factor that caused the subsidiary
structures. For example, corporate income taxation would favour, if anything, branch
structures (where the granting of cross-border |0ss compensations by authorities seems more
likely). Huizingais more favourable to the idea that the regul atory burden played somerole.
Asthere are more elements of joint supervision between host and home countriesin the case
of branches, the net regulatory burden for an international branch may well be higher than for
asubsidiary. While he sees deposit insurance premiums as a key factor in any legal structure
choice, he questions that the heterogenous landscape in Europe would generaly favour
subsidiaries over branches. Finally, Huizinga stresses quasi-fiscal elementsin financial crisis
management as another potential explanation for subsidiary structures. Subsidiaries tend
to have alarger local depositor base and more pronounced local capital market linkages, so
that under the home country principle the probability of public bailouts may be higher for
them.

The second part of this contribution goes beyond the Dermine paper by addressing how
subsidiary structures affect the degree of policy interdependence across EU countries. He
expects them to have a dampening effect on financial-sector tax burdens, since foreign
subsidiaries can use transfer price manipulations to reduce host-country taxes. Based on
results of some own and other peopl€'sresearch, Huizinga suspects that countries use too low
VAT and deposit insurance premiums to favour their own banks. He expresses hope that the
creation of Lamfalussy-type committeesin the banking field would lead to the introduction of
minimum deposit insurance premiums and a more rigorous application of VAT in the EU.
Finally, Huizinga assesses the pros and cons of a more centralised banking crisis
management, such as the one involving the ECB and ECOFIN proposed by Dermine.
On the one hand, this centralisation could allow decisions to be based on a broad set of
relevant information and be less vulnerable to national interests. On the other hand, the
internalisation of international externalities may lead to a more generous use of public
funds. In Huizinga's view the net effect on moral hazard in the banking system would then
be ambiguous.

The second discussant, Eric Rosengren (Federal Reserve Bank of Boston), addressed two
different sets of issues. First, he compared the subsidiary structures across Europe with
banking penetration across statesin the United States. Second, he discussed anumber of risks
for European banks. He concluded by raising a number of questionsfor supervisory policy in
Europe.
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Somewhat surprisingly, Rosengren reports still existing limits to the geographic expansion
of banking activitieswithin the United States, which resembl e those observed within Europe.
For example, none of the five largest US banks have major operations in the New England
area (the Federal Reserve Bank of Boston district), despiteits proximity to New York the state
with the strongest concentration of large and complex banks in this country. Similar
observations can be made for other regions of the United States. More generally, only 6% of
all US bhanks operate in more than one state and no bank has major retail operations in all
regions of the US.® As geographic expansion is most easily achieved through acquisitions, the
main reason for this fragmented structure is likely to be the relative attractiveness of in-
market mergers, which promise greater cost savings, make outside entry |ess attractive and
lead to enhanced profits from market power. However, despite these similarities to Europe,
Rosengren still regards US banking markets as more integrated, because, first —in contrast to
European banks — US banks have significantly reduced the number of their subsidiaries over
the last decade and, second, subsidiaries are organised on a functional rather than a
geographical basis.

In the second part Rosengren discusses three risks for European banks. First, he warns that
the deregulation of banking and financial marketsin Europe and increased competition from
non-bank financial intermediaries may lead banks into more complex and risky strategies.”
Second, he agreeswith Derminethat irrevocably fixing of exchange ratesin Europe may lead
to more volatility in banks' markets, so that local subsidiaries’ credit history may actually
underestimate default risks. Third, based on previous research on the US and Japan he points
to the risk that the increased foreign operations of European banks may strengthen the
transmission of foreign shocks to the domestic economy in that foreign losses may induce
banks to cut lending at home (“importing” a credit crunch). Rosengren’s list of issues for
European policy makers includes the complexities induced by nationally based deposit
insurance schemes when large banks have to be unwound, the advantages of being able (as
the case in the US) to have recourse to the resources of the holding company in case of a
subsidiary failure, a potentially more unified early intervention program for crises of banks
spanning several European countries (similar to the one proposed by Dermine), the degree of
information sharing between European supervisory authorities and between supervisors and
monetary policy makers.

In the general discussion Karel Lannoo (Center for European Policy Studies) made the
point that the subsidiary structures observed by Dermine in cross-border banking activities
could be interpreted as an argument against a centralised European supervisory authority.
Interestingly, arecent research paper by ateam from the International Monetary Fund cameto
a similar conclusion. It endorses stronger cross-border coordination among supervisory
authorities but at the same time notes that “more formal cross-border arrangements through

6 One may argue that the prohibition of inter-state banking in the US has been lifted only relatively
recently. However, it is still surprising that one does not see the unfolding of a strong dynamics, reflecting
banks' attempts to expand geographically.

7 For a comprehensive survey of the literature about bank competition and stability, see Carletti and
Hartmann (2003). This literature, indeed, documents a number of episodes in which increased competition
from liberalisation efforts and the devel opment of securities markets have led to increased bank risk-taking or
even bank exit rates. At the sametime, theliteratureillustrates that bank competition also has beneficial effects
on both bank efficiency and bank stability. Thisisalso one basisfor therelatively recent emphasis of the Basel
Committee on Banking Supervision on “market discipline” in the form of the third pillar of its policy
framework. So, the general effect of competition on banking risks is rather ambiguous.
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supranational agencies seem, at this stage, premature” (Belaisch et a., 2001, p. 1). Rafael
Repullo (CEMFI) added that the small number of cross-border mergers must not mean that
the single market had not been successful if there was a relatively high degree of
contestability. Another important consideration in this regard is that the empirical banking
literature tends to argue that the geographical scope of some banking markets (in particular
regarding relationship-oriented financial services) is quite limited, whereas other markets
(such as securitiestrading) are morein step with globalisation (seee.g. Berger et a., 2002). In
this light it is not so surprising any more that cross-state and cross-border bank activities
remain relatively limited.

An area of particular importance for central banks is the role of banks in the monetary
transmission mechanism. Otmar Issing therefore dedicated his contribution to an element of
banking that is of great interest in thisregard, the extent of relationship lending by euro area
banks (see Chapter 3 in this volume on “ Relationship lending in the euro area”). He first
points out that central banks and the financial system areinextricably linked, as central banks
rely on the financial system for the transmission of monetary policy and the financial system
relies on central banks as the ultimate source of liquidity. In fact, “a stable currency and a
sound financial system are the foundation of a strong economy ..."

Issing’s contribution focuses specifically on two issues. How important is relationship
lending in the euro area? And, given the current trends in bank structure and competition, is
relationship lending declining, and if yes, what could be the consequences? To answer these
questions, Issing defines relationship lending as “banks and their customers building up
agreements on terms of credit, implying for instance secured access to credit lines at pre-set
prices’. As, a the micro level, relationship lending tends to insulate bank customers from
liquidity or interest rate shocks, agreater use of that lending should lead, at the macro level, to
a smoothening of the business cycle. This will particularly apply to continental Europe, i.e.
many euro area countries, where relationship lending is much more important than in the US
or the UK.

However, Europe experienced several structural trends in banking, such as significant
consolidation, a strong development of securities markets and the growth of professional
asset management for consumers. While the increased competition particularly originating in
the latter two developments could push some banks towards relationship lending with small
and medium-size enterprises, it could also discourage banks from the costly acquisition of
information about borrowers, as those can switch more easily to other sources of funding.
I ssing quotes evidence suggesting that, on bal ance, relationship lending may be decreasing in
several European countries. This could lead to greater exposures of borrowersto interest rate
and liquidity risk. The effects may be further strengthened as the reform of the supervisory
rules to protect banks against credit risk (Basel I1) will make required capital more sensitive
to that risk and therefore also more responsive to interest rates. The greater effects of interest
rates on borrowers and lenders are of primary importance for the way in which the monetary
transmission mechanism works and therefore for any central bank.

3. Banksand Markets: the Changing Character of European Finance

In the second session of the conference Luigi Zingales presented a joint paper with Raghu
Rajan (both University of Chicago) that addresses changes in the structure of the European
financial system as awhole (see Chapter 4 of this volume). The authors identify a significant
shift over the last two decades: from one mainly based on close relationships between banks



18 Gaspar, Hartmann and Sleijpen

and their clientsto one which is more arm’s-length and competitive, in combination with and
made possible by larger and more developed securities markets. This shift is marked by a
sharp increase in the ratio of stock market capitalisation to GDP, the introduction of many
“new equity” markets, an“explosion” of financial derivatives, and the growing importance of
corporate debt issuance. (It is consistent with Otmar Issing’s observation about reduced
relationship lending by banks. However, it somewhat contrasts with the earlier evidence
provided by Schmidt et al., 1999, who find that between 1981 and 1996 no general trend of
disintermediation and no fundamental shift from a bank-based to a market-based financial
system can be identified in the three largest European economies. In a similar vein, ECB
(2001c) and Hartmann et al. (2003) provide empirical evidence suggesting that despite
growth of market-based financial instruments in the euro area in absolute terms, no regime
change in corporate financing can be identified in which between 1995 and 2001 public
equity and debt securities substituted loans and private equity to a substantial extent.) The
reasons for this development can be found in the creation of acommon market for goods and
services, the exposure of domestic financia institutions to foreign competition as a
consequence of EMU, the favourable effects of the elimination of currency risks on corporate
bond markets and the process of European integration in general. The authors' analysisleads
them to welcome this development and to recommend that it should continue in the future.
They express concern, however, about the uneven distribution of its benefits within Europe.
To function well, markets require a well-designed legal and regulatory infrastructure. While
northern European countries seem to have developed such infrastructure, southern Europe
still lags far behind. These distributional effects as well as other political factors may slow
down the development of markets in the near future, or even reverse it.

Rajan and Zingales put forward a number of strong proposals to help avoid such a*“great
reversal”. First, the European Union should promote structural reforms, especially in
southern European countries, in order to develop an effective arm’s-length market-based
system and to cushion the distributional effects. Second, the authors think that the European
Union should focus on enlargement rather than on accelerating political union, as
enlargement would increase economic competition. The introduction of new divergent
interests would make co-ordination of particular interests and lobbying more difficult, thus
reducing the political threats to markets. Third, the European Union should favour adivision
of power between local and central authoritiesover centralisation, so asto prevent areduction
in political competition. In particular, supervisory functions should not be centralised within
the European Central Bank, because this would make the ECB too powerful and thus more
vulnerable to political pressure, which could lead to regulations unfavourable to financial
markets.

Thisassessment isbased on the authors’ research on the historical development of financial
systems (see Rajan and Zingales, forthcoming). Their fundamental thesis is that relatively
closed economies in which political power is more centralised exhibit significantly less
financial development, in particular regarding the advance of arm’'s-length market-based
financing. The main reason isthat closed economieswith centralised political powersprovide
favourable conditions for local interest groups to lobby for measures that protect incumbent
financial firms against outside competition. This ensures the continuation of relationship-
based financing practices even when arm’s-length markets would be more efficient.

Franklin Allen (University of Pennsylvania) discussed several main themes of the Rgjan
and Zingales paper from two broad perspectives. Some themes he exposed to the experience
of the United Kingdom, which in his view had not received enough attention in the paper.
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Other themes he juxtaposed with the results of previous research on financial systems he had
conducted jointly with Douglas Gale (New York University).

Allen feelsthat the historical experience in the United Kingdom represented an interesting
contrast to the ones of both continental Europe and the United States. Most importantly, the
UK financia system cannot simply be lumped together with the US in the same category of
market-based financial system. For example, UK securities markets were historically
different from those in the US, as they were very little regulated until about two or three
decades ago. The UK'’s banking system is aso very different in that it is much more
concentrated than the US banking system.

A fundamental building block of Rajan and Zingales' view isthat mainly political economy
factors determine which type of financial system emerges. Again, Allen thinksthat thistheory
was not directly applicable to the UK, as incumbent firms and banks were not successful in
lobbying for restrictions on marketsin this country. Similarly, the claim that central banksare
generally anti-market is difficult to reconcile with the UK case, in which the Bank of England
—if anything — seems to have been pro-market for most of the time. Allen suggests that the
authors would document systematically where central banksin different countries have acted
against the development of financial markets.

In the second part of the discussion Allen observes Rgjan and Zingales' belief that in a
modern economy a market-based financial system is significantly superior to a bank-based
system. Based on Allen and Gale (2000, Chapter 7), he argued that this view neglects the fact
that the advantages of markets in terms of information processing and dissemination can be
offset by the increased volatility and therefore higher risks associated with the more
informative nature of securities prices. He urges more empirical research on which of the two
effects dominates before strong conclusions are drawn about the superiority of one or the
other type of financial system. In asimilar vein, Allen questions whether continental Europe,
with its bank-based financia system, had really “fallen behind” the US. Between World War
Il and 1980 Continental Europe seems to have outperformed both the US and the UK, e.g. in
terms of growth. The more recent period in which the latter economies grew faster than the
former is still relatively short, in particular as it coincided with the information-technology
driven stock market boom.

Finally, Allen contrasts Rajan and Zingales' theory of financia system development based
on failures in the palitical system with his and Gal€e's theory of market failures leading to
boom-bust cycles (Allen and Gale, 2000, Chapter 2). Asfinancial markets develop, there may
be agency problems that lead to asset price bubbles. When the bubble bursts, regulations are
imposed that limit the importance of markets. However, often regulations are not effective
and lead to distortions in the allocation of resources. Therefore, after some time re-
liberalisation will follow and anew bubble can emerge. Allen concludes with apolicy advice
for central bankers. If central banks are successful in keeping credit growth under control,
such asset price bubbles could be avoided.

The second discussant, Martin Hellwig (Unitersity of Mannheim), further elaborated on
two sets of issuesthe paper by Rajan and Zingal esisdealing with. First, he examined whether
market-based financeisreally “more advanced” than bank-based finance. Second, he studied
to which extent one can associate corporate finance structures with corporate governance
structures.

On hisfirst point, Hellwig summarises available evidence, saying that empirical analyses
do not permit yet to conclude that arm’slength, market-based systems are more desirable than
relationship-based, bank-dominated systems. For example, the “Washington consensus’ in
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1998 seemsto have suggested that the Korean financial crisis of 1998 was caused by a system
of insider dealings among large corporations and banks. However, for macroeconomic
reasons the economy recovered relatively fast, and it was impossible to test the
counterfactual, namely that under aless relationship-based financial system the crisis would
not have occurred. Similarly, whileit is true that the effects of the " stock market implosion”
of the past two years on industrial economies have been remarkably mild, this resilience was
largely related to the fact that consumers rather than financial institutions have borne most of
the disaster. And one cannot be sure that consumers will continue to absorb shocks of that
magnitude in the future. Finally, differencesin standards of living between the United States
and Japan, or between the United Kingdom and Germany would not suggest a general
superiority of market finance. In this light, Hellwig expresses concern that ranking market-
based financial systems above bank-based systems may be a political value judgement —even
though one he may personally agree with — rather than the result of an assessment of
economic performance.

On his second point, he warns that financial structures and financing relations do not
necessarily contain information about the efficiency of underlying governance structures. For
example, inthe 1990s Daimler-Benz listed at the New York Stock Exchange to extend market
financing and successfully lobbied against takeover legislation in Germany and Europe that
would have allowed a more active market for corporate control. Moreover, in his view there
was not a clear enough understanding about the relative benefits and costs of systems based
on internal finance, as opposed to systems based on firm payouts and reinvestments through
intermediaries or markets. For example, Alfred Chandler in his book about industrial
capitalism describes the United Kingdom as not being able to participate in the Second
Industrial Revolution, because large shareholders interfered with corporate development.
This happened despite the presence of a financial system that was very much based on
external finance. A close association between governance and the traditional market- and
bank-finance paradigms, as followed in the Rajan and Zingales paper, risks missing the
important observation that the tendency of corporate managers to emancipate themselves
from outside financiersis a general observation, e.g. applying to both the United States and
continental Europe. In Hellwig's view the recent accounting scandalsinthe US areapoint in
case, and should not be played down as unfortunate exceptions that just provide an impetus
for further improvements of the market-oriented system.

Thegeneral discussion revolved very much around two further issues. First, the conceptual
distinction relationship-based and arm’s length financial systems was tested against the
traditional distinction between bank and market based financial systems (as in Allen and
Gale, 2000). In line with some recent other literature (see e.g. Demirgiic-Kunt and Levine,
2001, or ECB, 2002a), the discussion converged towards the view that an efficient financial
system would always combine significant aspects of the two theoretical extremes. Gunter
Franke (Konstanz University) even mentioned an example of a specific financial instrument
that combined relationship and arm’s-length aspects, the collateralised debt obligation.
Second, the relationship between transparency and stability addressed by Allen was debated
further. For example, Christian de Boissieu (Université de Paris |, Panthéon-Sorbonne)
remarked that also in the area of banking not all information should always be released, e.g.
the detailed internal information gathered by supervisors. Finally, the audience strongly
rejected the idea that central bankers have an inherent bias against financial markets, as
postulated by Rajan and Zingales.
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4. Integration of Bond and Equity Marketsin Europe:
The End of the Portfolio I nvestment Bias?

The third session of the conference finally focused on the securities markets themselves.
The main paper “ European financial integration and equity returns: atheory-based
assessment” by Kpate Adjaouté (HSBC Republic Bank) and Jean-Pierre Danthine
(Lausanne University) challenges the view that the introduction of the euro had only a
minor impact on European equity markets (see Chapter 5 in thisvolume). In fact, around
the start of Stage Three of EMU the asset management industry underwent a paradigm
change, moving from top-down country-based equity allocation strategies to top-down
global sector-based equity allocation strategies. Drawing on a battery of new
econometric techniques and portfolio optimisation models, the authors suggest that the
euro has made a significant contribution to this development. The single currency
rendered country-specific factors in equity returns less important, as it has led to more
uniform fundamental economic variables across the euro area, such as a single “risk-
free” interest rate (constituted by benchmark government bond yields), commonly low
inflation and greater synchronisation of business cycles, the single currency rendered
country-specific factors in equity returns less important. This means that portfolio
managers can increase return on investment now by diversifying across global industry
sectors; diversification across euro area countries has become quasi-obsol ete.

Thisfactisillustrated by figure 24 in the paper (see page 223). It traces the evolution of the
dispersion of euro area equity returns over time. The higher a point on any of thelinesin the
figure, the greater the dispersion and the diversification benefits for equity portfolio
managers. The black line shows the dispersion of country index returnsand thelight grey line
the dispersion of sector index returns. From the fact that the black line is above the light grey
linefor most of the time between 1973 and 1998, one can infer that significant diversification
benefits existed from investing across countries. However, thisis no longer true for the recent
period of the euro. In 1999 the light grey line moved above the black line, indicating that it
had become more attractive for portfolio managers to diversify across sectors. The
superiority of sector diversification for this period is also confirmed by mean-variance
portfolio optimisations. Although this phenomenon has now persisted for more than three
years, the authors of the paper caution that thereis no guarantee yet that all these changes will
be permanent, since the figure also illustrates the highly time-varying character of equity
return dispersions.

However, an even more striking finding by Adjaouté and Danthine isthat the dispersion of
equity returns across sectors and countries (represented by the dark grey line in the figure)
remainsfor the whole sample well above the other dispersionindices, i.e. from 1973 to 2002.
In other words, whereas euro area asset managers increasingly diversify across industry
sectors, they could make significantly higher profits by following a more disaggregated
approach, diversifying simultaneously across countries and sectors. Since these results are
also confirmed by portfolio optimisation models, the authors discovered an important
“puzzle’, namely that asset managers seem to forgo these profits.

Another important finding reported in the paper is that the introduction of the euro has
made benchmark government bond yields significantly less volatile, constituting a
“watershed” for public debt securities markets. (This phenomenon is also observable for
traditional low inflation countries, such as e.g. Germany.) However, the authors also point to
the fact that from a microstructure perspective the establishment of a single public debt
market is still not complete and that the yield differentials caused by this fragmentation costs
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treasuries, ultimately taxpayers, up to 5 billion euro per year. Moreover, on a more positive
note, the euro area seems to fulfil an important condition derived from capital market theory
under which further progressin theintegration of equity marketswould lead to alower cost of
capital for euro areafirms and therefore stimulate economic growth.

Thefirst discussant, Bruce Carnegie-Brown, presented ajoint paper with Matt King (both
JP Morgan) about the “Development of European bond markets’ (also reproduced in
Chapter 5 of this volume). The paper mainly focuses on corporate bonds, both from the side
of issuance and from the side of investment, and addresses other rel evant developments, e.g.,
in the asset management industry. It briefly documents the euro “bond issuing boom”,
exhibiting a tripling of corporate issuance, that took place in parallel with the first years of
EMU (see also Figure 2 above). Carnegie-Brown does not think, however, that the
introduction of the euro was amajor cause for it, asissuance seemsto have been proportional
to loan provision and M& A activity in Europe and happened on asimilar scale in the United
Kingdom.? He rather regards corporate restructuring by firms as the main source, notably in
relation to the technology, media and telecommunications (TMT) sector. European bond
markets cannot be analysed in isolation of loan markets, which still account for 87% of all
corporate borrowing. The discussant expects banks to become less willing over time to
extend that much lending, so that refinancing of loans in the bond market will drive future
growth. Interestingly, however, |oan spreads for BBB-rated firms tend to be lower than bond
spreads since some time now, but this situation should not persist indefinitely.

Various devel opments will also favour European bonds on the investment side. Aging and
reforms of retirement regimes will lead to further growth of pension funds (an estimated 1
trillion euro over the coming three to five years). The current bear market drives asset
allocations away from equities into bonds, but several structural features suggest that the
greater importance of corporate bond investments may persist in the longer term (discounting
of liabilities through corporate bond yields, greater certainty about future returns, legislative
changes, etc.). Also, the still huge amount of bank depositsin Europe (about twice the amount
in the US) will be gradually shifted into more attractive instruments, notably through
institutional investors such as life insurers, mutual and pension funds into bonds. Finally,
convergence of yields has made trading in government bonds less attractive for asset
managers, which will further increase the attractiveness of corporate bonds. Overall,
Carnegie-Brown expects the European corporate bond market to grow at ahealthy ratein the
foreseeable future.

Axel Weber (University of Cologne), the second discussant, described the approach of
Adjaouté and Danthine as using asset pricing models, more precisely the international capital
asset pricing model (I-CAPM), to shed light on the question how the euro affected the

8 This perspective from the market somewhat contrasts with recent research by Bris et al. (2002). These
authors find significant effects of EMU on firm valuations, firm investments and bond financing, relative to a
control group of non-euro area European countries. In their view, not only has EMU led to increased bond
issuance but they also consider it to be a good thing, as many firms benefited in terms of their equity
valuations. Also, Rgjan’s and Zingales' conference paper in chapter 4 estimates an independent effect of the
euro on corporate bond issuance. Santos and Tsatsaronis (2002) associ ate the euro-denominated bond issuing
boom with entry of mainly USinvestment banks that led to a significant reduction of underwriting feesin the
primary European bond market. The incentive to enter may have partly been related to EMU. Finally, Galati
and Tsatsaronis (2001) see a clear link between the arrival of the euro and European bond market
development.
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integration of bond and equity markets. The literature is divided about whether, on balance,
EMU would lead to less cross-area diversification, as regional divergences fade, or more
cross-area diversification, also reducing the “home bias’ phenomenon. The discussant’s list
of sources of “home biases’ includes transaction costs (including cross-border settlement
costs), taxes, currency matching rules for institutional investors, psychological factors,
asymmetric information and “ consumption insurance” (domestic shocks tend to insure better
against domestic inflation than foreign stocks). Despite the general internationalisation of
financial markets and expanding cross-border investment and financing, considerable “home
biases” remain in the euro area, as several of the above factors did not vanish.

Weber advances several points of criticism. First, owing to the high degree of time-
variability of the correlation patterns the evidence supporting the superiority of industry
portfolios over country portfolios is not very strong. Second, as the euro led to increased
correlation across euro area markets, he expects external securities to have become more
attractive for domestic investors, thereby further changing the risk-return characteristics of
euro area financial markets. The paper could usefully have covered this effect. Third, he
wonders whether one could really expect a fully integrated bond market in Europe, as
regional inflation differences are likely to persist. Fourth, Weber asks whether an efficient
sector diversification can be achieved in practice, as progress with the single market may
increase sector correlation further, some of the industry sectors may be quite small and
information problems may be more pronounced at theindustry sector level than at the country
level. Finaly, he claims that standard trade theory would predict that under complete
specialisation and full integration sector and country correlation should become identical
within Europe.

In the general discussion Danthine defended the idea of easier sector diversification
through the emergence of exchange traded funds and denied that sector correlation could
fully converge as the fundamentals would not be equalised. Charles Goodhart (London
School of Economics) pointed to the fact that the use of real bond yields in the paper instead
of nominal yieldswould haveled to lessuniforminterest ratesin the euro area. He al so argued
that part of the strengthened sector effects found by Adjaouté and Danthine may be related to
aglobal trend rather than a specific European phenomenon. Recent research by Brooks and
Del Negro (2002) confirms that the “dot-com” bubble caused a good deal of the global
increase in stock market co-movements. However, within Europe much increased sector
effectsare robust to the exclusion of the TMT sector and, in line with Adjaouté and Danthine,
point towards amore fundamental increasein equity market integration after 1998. Carnegie-
Brown expressed his expectation that the sizes of the European and the US corporate bond
markets would converge over time.

5. Central Banksand Financial Stability

The panel on central banks and financial stability concluded the Conference. Tommaso
Padoa-Schioppa, Jaime Caruana, Andrew Crockett, Roger Ferguson, Charles Goodhart and
Alexandre Lamfalussy were the contributors. The contributions were far-reaching and it is
not possible to provide a complete overview in this introduction. Nevertheless, it may be
useful to emphasise a number of common elements around a number of main themes: First,
background dynamics, useful for understanding the involvement of central banksin financial
stability, as it evolved over time; second, the definition of financial stability; third, the
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rationale for theinvolvement of central banksin financial stability; fourth, thetoolsavailable
in the pursuit of financial stability; fifth, the relation of financial stability with other public
policies and, specifically, monetary policy and prudential supervision; sixth, specific issues
relevant in the context of the euro area and of the European Union; seventh, broader issues
pertaining to the global international financial system. To a great extent the above list follows
the paper by Tommaso Padoa-Schioppa, “ Central banksand financial stability: exploring
aland in between”, which introduced the panel (see Chapter 6).

Inthelast two or three decades anumber of developmentstook place with relevance for the
relation between central banks and financial stability. In the early seventies there was a
historical change with the collapse of the Gold Standard and the transition to a pure fiat
monetary regime. The demise of the commodity standard originated in the unsustainable
expansion of international liquidity; strong growth in government spending, especially in the
US, and excess demand for energy leading to the first oil shock. The Great Inflation of the
seventiesfollowed and with it aprolonged period of monetary instability.® During this period,
stagnating economic activity, persistent budget deficits, exchange rate instability and high
and volatile interest rates accompanied inflation. Gradually a consensus emerged on the need
to assign to monetary policy the goal of maintaining price stability. Moreover, the
responsibility for conducting monetary policy was firmly put in the hands of independent
central banks. At the same time the analytical framework for monetary policy was devel oped
including avast array of quantitative models and other analytical tools. In the recent past, in
anumber of countries, the task of banking supervision was removed from central banks and
assigned to a different public authority. This trend raises the question: What is the role (if
any), of acentral bank without supervisory responsibilities, in the area of financial stability?
This is the “land in between” travelled in Tommaso Padoa-Schioppa's paper. Drawing on
Banco de Espana’s experience as supervisor, Jaime Caruana emphasised the knowledge and
expertise synergies, generated in an institution (i.e. the central bank) that is involved in the
management of liquidity, in the context of the implementation of monetary policy, in payment
systems and in supervision of individual credit institutions. According to him, “central banks
involved in banking supervision are in an optimal position to assess the problems affecting
individual institutions or the banking system as a whole, as well as the potential impact of
macroeconomic events or shocks.”

During roughly the same period the international financial system underwent an important
transformation. Specifically, the financia system was deregulated and liberalised.
International financial linkages have become more important. At the same time, the links and
interdependencies between the financial system and economic activity have also become
more important. During this period the relative importance of financial activity channelled
through financial marketsincreased much more rapidly than through financial ingtitutions. At
the same time, the interdependence between financial markets deepened so much that
Andrew Crockett refers to a “symbiosis’. Tommaso Padoa-Schioppa and Roger Ferguson
cover the same theme.

The second main theme, in the panel, was the definition of financial stability. Financial
stability is of perennia importance. However, interestingly enough, it is not easy to find a
generally agreed definition in the literature. In most cases, financia stability is defined as the
absence of, or on the basis of, financia instahility. Thisis the path chosen by Roger Ferguson.

9 Seethe contributions to the first ECB Central Banking Conference, Garcia Herrero et al. (2001).
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He definesfinancia instability on the basis of three criteria (page 316): 1) Sharp divergences of
asset prices from fundamentals; 2) significant distortions in market functioning or credit
availability leading to 3) significant deviations of aggregate spending from potential output.
Financial instability leadsto highly undesirable outcomesin terms of socia welfare. Therefore,
it justifies akeen interest on the part of central banks and other public authorities. According to
Roger Ferguson, public authorities are involved in policies aiming at promoting financial
stability intwo distinct roles. prevention of instability and management of instability. Tommaso
Padoa-Schioppa offers, instead, a direct definition of financial stability (page 287). Loosely
speaking, stability is defined as resilience. Specifically, financia stability is defined as a
condition of the financial system, when it is able to withstand shocks without giving rise to
cumulative dynamics impairing its proper role in the alocation of resources in the economy.
After proposing this broad definition of financial stability Tommaso Padoa-Schioppa concludes:
“..thisdefinition permits acomplete view of the waysin which savings are channelled towards
investment opportunities, information is disseminated and processed, risk is shared among
economic agents, and payments are facilitated across the economy.” In the same vein Crockett
argued for “an holistic approach to financial system stability” stressing the need for robustness
of the financial system as a whole. The overall environment of the financial system must be
robust including aspects like: “the legal system, accounting and auditing arrangements,
corporate governance practices and mechanisms for disclosure and transparency”.

The third main theme of the panel was the rationale for central banks' involvement in
financial stability. In his contribution, Tommaso Padoa-Schioppa focuses on the pure case of
acentral bank without the direct responsibility for banking supervision. Focusing on this pure
case alowsfor adeeper understanding of the central bank’sinvolvement in financial stability.
Moreover, it also fits the case of the European Central Bank and of the Eurosystem —the euro
area’s system of central banks.

Tommaso Padoa-Schioppa argues that central banks are involved in financial stability for
two fundamental characteristics linked to their activities as issuers of money
(pages 273f.). First, as any soundly managed financia ingtitution, a central bank needs to
gather information on its counterparties. Such knowledge is necessary to control and contain
counterpart risk. Second, and most importantly, the central bank is the sole provider of the
final means of settlement. The latter aspect leads to a singular role for central banks in
ensuring market liquidity and in preserving orderly market conditions. The participantsin the
panel referred to this aspect in various ways. Alexandre Lamfalussy covered it in a
particularly clear way (page 324): “ The starting point is straightforward. There is agreement,
| believe, on the crucial role to be played by central banks in crisis management. Whenever
thereare good reasonsto believethat asystemic crisisisabout to erupt, central banks havethe
duty to increase global liquidity, and they have the duty to contribute to the smooth
functioning of payment systems” Andrew Crockett refers to the same in a very succinct
manner (page 321): “Central banks have akey role here given their liquidity creating powers
and their instinctive focus on overall systemic stability.”

Looking back at the history of central banks both Tommaso Padoa-Schioppa and Roger
Ferguson find financial stability at the very roots of central banking. Roger Ferguson states
(page 317) that: “Going back to the basics of the theory of central banking, Bagehot and
Thornton described central banks as a potential source of emergency liquidity support for
financial markets...”. Tommaso Padoa-Schioppa said that financial stability is part of the
“genetic code” of central banks (page 274). It is probably warranted to quote the words of
Walter Bagehot, in Lombard Street:
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“In wild periods of alarm, one failure makes many, and the best way to prevent the
derivative failures is to arrest the primary failure that causes them. The way in which the
panic of 1825 was stopped by advancing money has been described in such a broad and
graphic away that the passage has become classical. ‘Welent it’ said Mr. Harman, on behal f
of the Bank of England, ‘by every possible means and in modes we have never adopted
before; we took in stock on security, we purchased exchequer bills, we made advances on
exchequer hills, we not only discounted outright, but made advances on the deposit of bills of
exchange to an immense amount, in short, by every possible means consistent with the safety
of the Bank and we were not, on some occasions, over nice. Seeing the dreadful stateinwhich
the public were, we rendered every assistance in our power. After a day or two of this
treatment, the entire panic subsided, and the ‘ City’ was quite calm.”

In the panel there seem to be compl ete agreement on that; in the event of acrisisthe central
bank is the only institution that can provide liquidity quickly. There is a full set of related
issues of great importance. For example, the distinction between illiquidity and insolvency
and the co-operation between the various public authorities concerned, including central
banks, supervisors and fiscal authorities. These were further discussed in the panel and will
be briefly accounted for in what follows.

The fourth main theme covered the tools that public authorities may use in their pursuit of
financial stability. One of the main contributions from Tommaso Padoa-Schioppa in this
respect stems from his Table 1 (page 288) entitled “ Tools for maintaining price stability and
financial stability”. It includes a complete list of tools available for monetary policy and
supervision purposes, the intention of which is to contribute to clarify the tools available to
the pursuit of financial stability (“theland in between™). This*land in between”, including the
relations with monetary policy and supervision (the fifth theme of the panel discussion), was
explored not only in the paper that introduced the panel, but a so by the other contributionsto
the panel. Roger Ferguson and Andrew Crockett focused on the link between financial
stability and macroeconomic developments. Jaime Caruana and Alexandre Lamfalussy
stressed the relation between micro- and macro-prudential aspects and the relations with
supervison (and regulation). Charles Goodhart, in turn, put much emphasis on the relations
between central banks and fiscal authorities (see below).

Lamfalussy concluded his contribution to the panel discussion with what he labelled an
awkward issue: “There seems to be a fairly general agreement that the collapse of the equity
market bubble, and the associated increasein asset price volatility, bears some responsibility for
our current hardships. Could or should central bankstry to reinin the marketsproclivity towards
irrational exuberance? If not, could or should anybody care about it?" The question was also
raised (and discussed) in the contributions by Ferguson and Padoa-Schioppa.

Many of the preceding remarks were made with a reference to the euro area or the
European Union, and we will visit some of these in more detail now (the sixth theme of the
panel discussion). A further contribution from the introductory paper comes from the
identification of the concept of system in “financial system” with the singleness of the
currency and the central bank. This conceptual point has very important and deep policy
implications. Specifically Padoa-Schioppa concludes (page 306): “ Asaeuro area system has
been created from the very fact of adopting the single currency, and since the internal
integration of this system is progressing apace, financial stability concerns have effectively
becomeaeuro areawideissue.” And then goeson: “...the unique challengefaced by the ECB
liesinthethreefold separation between the regulatory body (the EU), the single currency area
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(the euro area) and supervisory jurisdictions (each euro area country). This threefold
separation requires special forms of co-operation between public bodies.”

In this context, Alexandre Lamfalussy focused on the proposed extension of the
Lamfalussy approach — designed by the Committee of Wise Men (2001) for the securities
markets — to banking and insurance. He concentrated on banking and argued that the
application of the four-level approach in this field is a sensible enterprise. He did voice,
however, a number of concerns. These included the need to take prudential considerations
into account when preparing banking regulations and the need to involve central banks not
only in crisis management but also in crisis prevention. Jaime Caruana covered the same
ground from the particular perspective of a national central bank, participating in the
Eurosystem and entrusted with banking supervisory tasks.

Charles Goodhart raised the issue of the relation between central banks and fiscal
authorities in crisis resolution. Central banks can provide relief in the case of illiquidity.
However, Goodhart argues, it is rare that liquidity problems are independent from solvency
concerns. Now, when the question becomes of whether to bail out a bank whose solvency is
threatened or compromised, the issue moves into the realm of fiscal authorities. Their
involvement is made necessary from the need to stake out taxpayers' money. In practice, it is
never clear whereilliquidity ends and insolvency starts. This problem is, of course, ageneral
one. Nevertheless, Goodhart, strongly emphasises its particular relevance for the European
Union and the euro area. He states: “Within the euro areathe ECB operates at the level of the
Eurosystem, but it has no fiscal counterpart. There is no competence for the EC budget to
extend funding to the resolution of financial crises. Hencetherelevant fiscal authorities have,
perforce, to be at the national level. (...) Unlessthe euro-system is prepared to face thisfiscal
issue squarely, | see no aternative to the present trend towards euro financial stability control
via committees consisting of national authorities.”

On the last theme, Andrew Crockett referred to risks relevant to current economic
developments in G3 economies. He also covered issues concerning the involvement of
central banks with International Financial Institutions and the Financial Stability Forum.
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Introduction

InApril 1983, aWhite Paper on financial integration' by the European Commission called for
further work to be donein order to achieve abetter allocation of savings and investment inthe
European Community. Following various European Councils, the 1986 Single European
Act,? the 1998 Council directive on the liberation of capital movements,® the 1992 Treaty on
European Union,* the creation of the Euro in 1999, and the Financial Services Action Plan,
legal barriersto an integrated European banking market have been progressively dismantled.
Twenty years into this transformation period, we review the impact of thislegislation on the
European banking industry, the commercia banks, their customers, and regulators. A review
of this twenty-year period will hopefully help to better understand the dynamics of the
transformation and potential future developments.

This paper is divided into four sections. In Section 1, we review the history of European
banking integration, the costs of “non-Europe” as they were evaluated in the mid-eighties,
and the welfare benefits that have accrued to consumers. In Section 2, we attempt to better
understand the remaining barriers to the creation of atruly single European banking market.
In particular, we argue that the concept of a bank with a single license operating with cross-
border branches is more a myth than areality. Indeed, cross-border consolidation very often
appearsto take the form of subsidiaries, not branches. We carefully examine the raison d’ étre
of the many bank mergers, which took place between 1990 and 2002, in Section 3. The
analysis covers not only the real sources of economies of scale and scope, but aso the
financial sources resulting from a better international diversification of risks. Finaly, in
Section 4, we address three public policy issues raised by the process of consolidation:
investor protection in international banking, the impact on banking supervision, which,
historically, has been conducted by each member state, and the impact on competition and
stability. The main conclusions of the paper are summarized at the end.

The public policy implicationsto draw from the paper are fourfold: First, European countries
of smaller size, such asthe Netherlands and Switzerland, would face severe economic hardship
should one of their large national banks defaults. Second, as banks often expand across borders
with subsidiaries, the winding up of such institutions would be quite complex. Moreover, the
closure of an international bank would likely have cross-border spillovers. Centralization, or at
least European-wide coordination, of the decision to close or bail out international bankswould
be needed. Third, more legisative work appears necessary, not only to harmonize consumer
protection laws and national supervisory practices, but also to ensure that national corporate or
value-added taxes do not hinder the creation of efficient European firms. Fourth, if domestic
consolidation has contributed significantly to operating efficiency, it hasincreased the degree of
concentration in several EU countries. Strict monitoring of the degree of competition in the
banking industry is needed in order to facilitate the growth of the small and medium size
enterprise (SME) sector, which employs more than fifty percent of the labor force in the
European Union.

European Commission (COM 83 207).

OJL 169, 29.6.1987.

Council directive on the application of Article 67 of the EEC Treaty, June 1988.
Europe document n° 1759/60.
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1.  European Banking: From Fragmentation to I ntegration

A brief review of developments in the legal environment (1.1) is followed by: (1.2) an
analysis of the specific impact of the euro on the banking industry, (1.3) an analysis of
additional sources of change, and (1.4) their twenty-year-impact on the integration of the
European commercia banking industry.

1.1 Developmentsin the Legal Environment

The actions taken by the European Commission and the Council of Ministers can be divided
into five time periods: Deregulation of entry into domestic markets from 1957 to 1973,
various attempts toward harmonization of regulations from 1973 to 1983, the “1992”
directives regarding a single banking license, home country control, mutual recognition, and
freedom of cross-border services, the creation of the single currency in 1999, and the
Financial ServicesAction Plan (2001-2005).

1.1.1 Deregulating Entry (1957-1973)

The objective of the 1957 Treaty of Rome was the transformation of highly segmented national
markets into a single common market. This objective was achieved by means of two types of
measures. The recognition of the right of establishment and the coordination of legidation
wherever necessary. In June 1973, the Council adopted a directive on The Abolition of
Restrictions on Freedom of Establishment and Freedom to Provide Services for Self-employed
Activities of Banks and Other Financial Ingtitutions.® This directive applies the nationa
treatment principle, which ensures the equal regulatory and supervisory treatment of all firms
operating in one country. Although in 1973, entry restrictions could not be discriminatory, the
objective of theinitial treaty wasstill far from being met. International competition, through the
supply of crosshorder services, was severely restricted by regulations on capital flows.
Furthermore, there was no coordination of banking supervision, so that banks operating in
different countries could be subject to different rules. This additional burden raised the costs of
operating internationally. Thisled to the second phase of attempts to harmonize regulations.

1.1.2 Harmonization of Banking Regulations (1973-1983)

Progress in harmonization came in 1977 with the adoption of the First Banking Directive on
The Coordination of Laws, Regulations and Administrative Provisions Relating to the Taking
Up and Pursuit of Credit Institutions.® This directive established the principle of home
country control. Responsibility for the supervision of credit institutions operating in two or
more member countries would gradually be shifted from the host to the home country of the
parent bank. The 1977 directive was afirst step toward the harmonization of the regulations.
It was ageneral program, which, without providing any specific regulation, called for further
directives.”

5 Directive 73/183/EEC.

& Directive 77/780/EEC.

7 Directives on Supervision of Credit Institutions on a Consolidated Basis, on a Uniform Format for Bank
Accounts, and on Consumer Protection were adopted by 1987. The First Banking Directive initiated work on
winding up and liquidation and on the mortgage market.
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After the 1977 First Banking Directive, the European banking markets were till

fragmented for the following reasons:

A bank wishing to operatein another country still had to be authorized by the supervisors of
that country.

» A foreign bank remained subject to supervision by the host country, and its range of
activities could be constrained by host country laws.

 Inmost countries, branches had to be provided with earmarked capital asif they were new
banks.

 Finaly, as aready mentioned, the supply of international services was severely impaired
by restrictions on capital flows.

The inability to agree on a common set of regulations prompted a new approach toward
European integration.

1.1.3 The Completion of the Internal Market (1983-1992)

While most international agreements have used the national treatment principle, which
ensures the equal treatment of all firms operating in one country, the European Commission
has used a powerful method of integration: home country control with very minimal
harmonization of national regulations.

In 1985, the European Commission published a White Paper on The Completion of the
Internal Market, which provided for the free circulation of persons, goods, and capital in the
European Union. In the context of banking, the White Paper called for a single banking
license, home country control, and mutual recognition.®

These principles were incorporated into the Second Banking Directive,® under which, all
credit institutions authorized in an EU country would be able to establish branches or supply
cross-border financial servicesin the other countries of the EU without further authorization,
provided that the bank was authorized to provide such servicesin the home state.

The banking model adopted by the EU is the universal banking model, which permits
banks to undertake investment banking activities, while leaving it to national regulators to
control financial conglomerates, the ownership structure of banks, and their relationship with
the industry. The Second Banking Directive called for home country control on solvency,°
which, under this directive, extends to the bank itself, its foreign and national subsidiaries
which have to be consolidated for supervisory purposes, and itsforeign branches. With regard
to the latter, the host state retains the right to regulate a foreign bank’s activitiesin that state
only to the extent that such regulation is necessary for the protection of the “ public interest”.
Thus, the manner in which a bank markets its services and deals with customers can be
regulated by the “host state”. The “host state” may also intervene in those matters that have
been expressly reserved to it, notably liquidity, monetary policy and advertising. A bank
constituted in amember state hasthe right to open asubsidiary in another member state on the

8 The principles of home country regulation and mutual recognition have been inspired by the famous
1987 case Cassisde Dijon (EC Commission vs Germany. 205/84, ECR 3755). In this case, the European Court
of Justice found that Germany could not prohibit the import of liquor that was lawfully produced and sold in
France solely because the alcoholic content was too low for it to be deemed liquor under German law.

° Directive 89/646/EEC.

10 Asdiscussed in Norton (1991), the EC directives have basic ideasin common with the Basle Concordat
(June 1993) on guidelines for consolidated supervision, and the division of supervisory responsibilities
between the home and host states.
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same conditions as nationals of the latter state. The establishment of a subsidiary bank is
subject to the control of the country in which it is established since that is the “home state” .

To address the need for a minimal harmonization of regulations, the Second Banking
Directive called for harmonized capital adequacy standards and large exposure rules, and
supervisory control of banks permanent participation in the non-financial sector. A major
supportive piece of legislation was the 1988 Directive on Liberalization of Capital Flows.
This directive, however, contained a safeguard clause authorizing member states to take
necessary measures in the event of balance of payments problems.’? Some uncertainty,
therefore, existed, concerning the complete and permanent freedom of capital flows.

A directive on Deposit Guarantee Schemes® was accepted by the Council of Ministersin
1994. This directive provides for mandatory insurance for all EU financia institutions. The
coverage per depositor is aminimum of €20,000, with a franchise of a maximum 10%.

The 1992 Maastricht Treaty on European Union has confirmed the Single Market program.
Although the primary objective of the European System of Central Banks (ESCB) is to
maintain price stability, there are explicit references to regulation and supervision in the
Treaty:

Article 105 (2)

“The basic tasks to be carried out by the ESCB shall be:

— to define and implement the monetary policy of the Community;

— to conduct foreign exchange operations consistent with the provisions of Article 109;

— to hold and manage the official foreign reserves of the Member Sates,

— to promote the smooth operations of payment systems.

Article 105 (5)

The ESCB shall contribute to the smooth conduct of policies pursued by the competent
authorities relating to the prudential supervision of credit institutions and the stability of the
financial system.

Article 105 (6)

The Council may, acting unanimously on a proposal from the Commission and after
consulting the ECB and after receiving the assent of the European Parliament, confer upon
the ECB specific tasks concerning policies relating to the prudential supervision of credit
institutions and other financial institutions with the exception of insurance undertakings’ .

The Treaty is explicit on the principle of decentralization and allocation of regulatory and
supervisory powers to national authorities. It isonly in very specia circumstances, and with
unanimity in the European Council, that the ECB will be alowed to regulate or supervise
financial institutions.

Finally, it should be recognized that the single banking market goes beyond the fifteen
members of the European Union. On May 13, 1992, the countries of the European Free Trade
Association (EFTA),* with the exception of Switzerland, joined the European Economic
Area (EEA). With regards to banking, this implies that the EEA countries accept the

1 The supervisory control of the subsidiary by the authorities of the country in which it islocated is again
confirmed in the Report on Financial Crisis Management (Economic and Financial Committee, 2001).

12 Directive 88/361/EEC. The June 1988 capital directive (Article 3) provided for the temporary
implementation of capital controls. In the case of large speculative movements, the Commission, after
consultation with the Committee of Central Bank Governors, could authorize capital controls. In very urgent
cases, a country can implement them, but only after giving prior notice to the Commission.

13 94/19/EC.

4 EFTA comprises Iceland, Liechtenstein, Norway, and Switzerland. In January 1995, three EFTA
countries, Austria, Finland and Sweden, became members of the European Union.
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European banking legislation covering a single banking license, home country control,
mutual recognition, and acceptance of the common regulations.

1.1.4 The Creation of the Single Currency, 1999

In 1989, the Committeefor the Study of Economic and Monetary Union recommended, in the
Delors Report, a three-phase transition spread over ten years. Its conclusions were
incorporated in the 1992-Treaty on European Union. Stage |, which ran from July 1, 1990 to
December 31, 1993, provided for the freedom of capital flows and the coordination of
national monetary policies. Stage 2 started in July 1994, with the creation of the European
Monetary Institute. One of its missions was to prepare the monetary institutions and the
European System of Central Banks (ESCB). Finally, Stage 3 led to European Economic and
Monetary Union (EMU)® on January 1, 1999. With irrevocably fixed exchange rates, the
money and capital markets moved into the euro, while the retail market continued to operate
in legacy national currency. Euro notes and coins were introduced in January 2002. An
important feature of the single currency is the payment system and the clearing mechanism.
The payment system is organized at the national central bank level, while large Real Time
Gross Settlements (RTGS) between financial institutions flow through the ECB Target
system.¢

1.1.5 The Financial Services Action Plan (1999-2005)

Finally, in May 1999, the Council launched the Financial Services Action Plan (FSAP),Y"
which consists of alarge series of initiatives taken to ensure the full integration of banking
and capital markets by the year 2005. The objective is to develop the legidative and non-
legidlative framework along four objectives: A single EU wholesale market, open and secure
retail banking and insurance markets, the development of state-of-the-art prudential rulesand
supervision, and optimal wider conditions (essential fiscal rules) for an optimal single
financial market. The 22 July 2002 FSAP Progress Report lists a series of twelve planned
actions for the wholesale market objective, and five actions for the retail market objective.

1.2 Bankingwith a Single Currency

European banking markets are not only affected by the creation of the single market, but also
by the creation of the single currency. How does the single currency affect the strategies
of banks and why do domestic and/or cross-border mergers become relevant strategies?
In this section, and for the sake of space, three potential effects of the euro are identified
and analyzed.*® The quantitative impact of the euro and the single market are evaluated in
Section 1.4.

15 Theinitial members included eleven countries. Greece joined on January 1% 2001. Denmark, Sweden,
and the United Kingdom have kept open their option to join at alater date.

16 As will be discussed later, the organization of the payment system at the national level constitutes a
barrier to integration.

7 COM (1999) 232.

18 A complete analysis of theimpact of the euro is available in Dermine (1996a) and Dermine and Hillion
(1999).
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The first impact of the euro concerns capital markets, including the government and
corporate bond and equity markets. The last two effects concern commercia banking, with
the impact of the single currency on credit risk, and bank profitability in a low inflation
environment.

1.2.1 The Bond and Equity Markets, Underwriting and Trading

Before theintroduction of the euro, one observesthat the capital marketsin Europe were very
fragmented with domestic players capturing a large market share of the underwriting and
secondary trading business. This raises the question of the sources of competitive advantage
for local banks.

With regard to the underwriting and trading of securities, the dominance of local firmsis
the result of four main factors: (a) a historical factor, with local banks having privileged
relations with the local issuer (customer relations), (b) local expertise in evaluating business
risk to price the issue, (¢) domestic currency denomination, which facilitates the access to a
large investor home base, providing a significant advantage not only in placing the issue, but
aso in understanding the demand/supply order flows and (d) expertise of local banksin the
domestic monetary environment, which provides essential information for operations on the
secondary bond market.

A single currency in Europe changes fundamentally the competitive structure of the
corporate bond and equity markets, since one key-source of competitive advantage, namely
home currency, disappears. Indeed, savers will diversify their portfolio across European
markets, now that the exchange rate risk has been eradicated. If access to a Europe-wide
investor base facilitates placement, and if access to information on the supply/demand order
flows seems essential to operate on the secondary market, operations on alarge scaleand at a
European-wide level arelikely to become anecessity and one should observe a consolidation
on the capital markets.

Therefore, thetwo main sources of comparative advantage remaining for local playerswill
be historical customer relationship and the understanding of credit (business) risk through a
better knowledge of the accounting, legal, fiscal (not to mention language) environment.
Whenever the business risk embedded in corporate securities can be better assessed by
domestic banks, these firmswill control underwriting and secondary trading. Local expertise
would be particularly valuable for smaller companies, venture capital, or the real estate
market. However, for larger corporations, worldwide industry expertise and placing power at
the international level will most likely dominate any national source of advantage. The
replacement of national currencies by the euro thus explains consolidation in capital markets
activities.

1.2.2 EMU and Credit Risk

An additional impact of the euroisits potential effect on credit risk. The argument isbased on
the theory of Optimum Currency Areas.

The theory of Optimum Currency Areas has called attention to the fact that countries
subject to asymmetric economic shocks would value monetary autonomy to lessen the effects
of ashock. Indeed, with symmetric shocks, there would be a consensus among the members
of acurrency union on economic policy, but with asymmetric shocks, the policy run from the
center may not be adequate for all the members of the Union. For instance, one can wonder
whether the rapid recovery enjoyed by British banks in 1994 was helped partly by the
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September 1992 devaluation, which reduced somewhat a bad debt problem. Similarly, the
42% devaluation of the Finnish Markka in the early 1990's helped the restructuring of the
country after the real estate crisis and the collapse of one of its major trading partners, the
Soviet Union. A case of fixed exchange rates which prevented a smooth adjustment is that of
Texas. The decreasein oil prices from US$40 abarrel in 1979 to under US$10 in 1986, and a
change in federal tax policy affected not only the oil industry, but also unemployment, real
estate and the Texan banking industry (Gan, 2002). Had the Texan dollar been allowed to
devalue, the severity of the recession would have been lessened. How could the introduction
of asingle currency affect credit risk? If abank concentratesits credit risk initshome country,
and if that country is subject to asymmetric shocks, it is quite possible that a central European
monetary policy or fiscal transfers will not be able to lessen the shock. Although the
likelihood of such a significant asymmetric shock could be quite low, the fact remains that
any bank must control risk in such extreme, “stress’, cases. An indirect corollary of the
Optimum Currency Areatheory isthat, for banks operating in asingle currency area, the need
to diversify their loan portfolio increases in proportion to the likelihood of the home country
being subject to asymmetric (uncorrelated) shocks. This can be achieved through an
increased international diversification of the loan portfolio with cross-border lending or
cross-border mergers.’® Securitization and credit derivatives could help to trade credit risk,
but the asymmetric information on the quality of loanswill raisethe cost of trading credit risk,
most likely leaving amajor place to international diversification of lending.

1.2.3 Banking in a Low Inflation Environment

The third effect of a single currency concerns the impact on bank profitability of doing
business in a low inflation environment. Indeed, in the last twenty years, inflation and
relatively high interest rates in some countries have created significant interest margins on
price-regulated deposits. One can safely expect that the objective of monetary stability and
low inflation, pursued by an independent European Central Bank, reduces the source of
profitability on the deposit funding business. However, if this effect is quite significant in a
large number of countries, two additional effects of alow inflation environment might soften
the impact of lower margins on deposits: margins on loans and the so-called “inflation tax”.

The first impact is that a low interest rate environment usually leads to much higher
margins on personal loans, because of the relative inelasticity of interest rates on personal
loans. This effect iswell known on the credit card marketsin which margins are known to be
permanently higher in a low interest rate environment. A second positive impact of a low
inflation environment is that the so-called “inflation tax” will be much smaller. An inflation
tax arises because banks, being net holders of financial assets, are taxed on their nominal
income rather than their real income (Dermine, 1985).

9 Note that Danthine et a. (1999) offers an opposite view. Building on the 1979-1992 regional
employment study by Fatas (1997), they argue that diversification of credit risk at the national level will be
sufficient and that not much has to be gained by international diversification. We disagree with their
conclusions for three main reasons. First, historical data might not be a good guide for the future as we move
into a new single currency regime. The enlarged market could induce corporate firms to specialize, thereby
increasing the level of domestic correlations. Second, the concern with credit risk is with very large (quite
rare) domestic shocks that can not be mitigated by national monetary policies. The 1990 devaluation of the
Finnish Markka, and the 1992 deva uation of Sterling and the lira have helped to reduce the extent of severe
recessions. This palicy tool does not exist under asingle currency regime. Third, employment data could be a
poor proxy for credit risk.
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Therefore, the impact of a low inflation environment on the profitability of banks will
depend on the relative importance of reduced margins on deposits, higher profit on personal
loans, and on the significance of the “inflation-tax”.

1.3 Additional Factors of Change

The powerful forces of change, driven by the European agenda, should not hide four
additional sources of change: worldwide integration, demographics, entry of new
competitors, and information technology. For reasons of space, these are discussed briefly.
Rapid changes in demographics in Europe and Japan will not only produce a shift in the
pattern of savings but may also generate lower economic growth. Global integration is
facilitated by the World Trade Organization Accord on financial services and by financial
criseswhich have forced the opening of banking marketsin Asia, Central and Eastern Europe,
and Latin America.® In some countries, new competitors, such as credit card specialists and
supermarkets, have succeeded entering the banking market. Finally, progress in information
technology, with the ability to transfer rapidly very large amounts of data, as well as the
processing capability, are transforming the distribution mechanisms in banking (Vesala,
2000).

1.4 Impact of the Single Market and the Euro

Two main types of changes will be discussed: those induced by deregulation, and those
induced by European-wide integration. The impact on consolidation and bank mergers is
analyzed separately in Section 3.

1.4.1 Deregulation

The picture of European banking marketsin the early 1980s that emerges from this review of
regulatory and economic development is one of severe fragmentation. Although national
treatment applied with afreedom of establishment recognized by the 1973 directive, capital
controls in many countries (with the exception of the United Kingdom, Germany, and the
Benelux countries), and the threat of potential capital controls (European Commission,
1988a) severely limited crossborder trade in banking activities. Moreover, in the early 1980s,
the banking sector of most countries was very much repressed with alarge set of regulations
constraining its activities. Exceptions included Germany, the United Kingdom, the
Netherlands and Luxembourg. The list of regulations reported in Table 1 includes:

Control of interest rates,

Capital contrals,

Stock exchange membership,

Branch restrictions,

Foreign bank entry,

Credit ceilings,

Mandatory investment requirements,

Restrictions on insurance.

2 Focarelli and Pozzolo (2002) argue that economic growth is one of the major levers of cross-border
banking.
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Table 1: Banking regulationsin 1980

Dermine

DK

E F GR | IRL

Control of interest rates
Capital controls

Stock exchange membership
Branch restrictions

Foreign bank entry

Credit cellings

Mandatory invst requirements
Restrictions on insurance
Leasing

Source: Bingham (1985), Emerson (1988), Broker (1989), and European Commission (1997).

In addition, reserve requirements, reported in Table 2, were put in place to facilitate
monetary policy and/or to finance public deficits. They were quite onerous in severa
countries, such as Germany, Italy, and Portugal. The money markets were underdevel oped.
As Table 3 indicates, the creation of the Certificate of Deposits and Commercial Paper

markets took place in the 1980s.

Table 2: Minimum reserve requirements in selected countriesin 1990

Country Reserveratio

Belgium 0%

Denmark 0%

France 5.5% on checking account
3% on savings & time deposits

Germany 12.1% on checking accounts
4.15% on time deposits
4.95% on savings deposits

Italy 22.5%

Luxembourg 0%

Netherlands 0%

Portugal 17%

Spain 5%

United Kingdom

0.45% (not used for monetary policy)

Source: Neven-Gual (1993). In 2002, a 2% reserve coefficient is applied on short-term deposits (less than a

year) of banks from the euro zone. These reserves are remunerated at the short-term market rate.
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Table 3: Introduction of negotiable money market instruments in selected countries,

1981-1987
Country I nstruments”
Finland CD, TB,CP
France CD,CPR,TB
Greece B
Italy CD
Netherlands CD, CP
Portugal TB, CD
Spain TB, CP
Sweden TB, CP
United Kingdom US dollar-denominated CP

Source: Broker, 1989.
1) Certificate of Deposits (CD), Treasury Bill (TB), Commercia Paper (CP)

Twenty years later, a level playing field was created, with a regulatory convergence
towards a minimum set of regulations, on banking license, capital, and large exposure limits.
The ending of “repressed” banking systemsis, most likely, one of the major contributors of
the single market program. The conjecture of analysts (e.g., Neven, 1993), according to
whom the main benefit of the single market was to launch a process of competitive
deregulation among national regulatory agencies using their power to help their banking
industry, was fully supported by facts. Anecdotal, but quite to the point, was the change in
German law in 1990 to allow the creation of financial futures marketsin Germany to compete
with the successful bund futures contract traded on the London International Financial
Futures Exchange (LIFFE).2 This period of massive deregulation led to an exceptional
expansion of the banking systems. In Table 4, we report the ratio of banking assetsto GNP in
1981 and 2000, as well as the number of bank employees.?? In most countries, this ratio has
doubled over the past twenty years, with an almost constant workforce.? A notable exception
is Finland with a 27% reduction in the number of employees after the early 1990's banking
crisis.

2l The market shares of the German government bond contract traded on LIFFE and Deutsche
Terminboérse (DTB) were converging by 1997 (Steinherr, 1999).

2 Detailed data on national banking systems countries are found in the Appendix.

2 One could wonder whether the growth of a banking sector is healthy at atime when the development of
a market-based system is being encouraged. Beck and Levine (2002) find evidence for neither the market-
based nor the bank-based hypothesis. Legal efficiency and overall financial development appear to boost
industry growth.
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Table 4:  Size of banking sectors

Country 1981 2000
Belgium

Banking assety GNP (%) 112 313
Bank employees (000) 66 76
Denmark

Banking assets/GNP (%) 56 176
Bank employees (000) NA NA
Finland

Banking assets/GNP (%) 60 86
Bank employees (000) 33 24
France

Banking assets/GNP (%) 76 265
Bank employees (000) NA 394
Italy

Banking assets/GNP (%) 116 (1985) 127
Bank employees (000) 315 311
Germany

Banking assets GNP (%) 103 235
Bank employees (000) 501 723
Netherlands

Banking assety GNP (%) 98 216
Bank employees (000) 92 129
Spain

Banking assets GNP (%) 101 151
Bank employees (000) 252 248
Sweden

Banking assety GNP (%) 107 184
Bank employees (000) NA NA
United Kingdom

Banking assets/GNP (%) 100 239
Bank employees (000) NA 409

Source: Country data reported in the Appendix.
NA = not available.

1.4.2 European Integration

Having observed the significant impact of the single market program on deregulation, we
now turn to its impact on the degree of European integration of banking markets. Here one
should be careful to distinguish the retail markets, including personal and small and medium
size enterprises, from the market for large corporate firms and public entities. Three
dimensions of international integration can be analyzed: a) thelaw of one price, b) the amount
of cross-border business, and ¢) the amount of foreign direct investment and market shares of
foreign firms. These three dimensions are analysed successively. A specific analysis of the
degree of integration of wholesale banking markets follows.
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a) The Law of One Price on the Retail Banking Markets

In the context of the single market program, the European Commission published the
Cecchini report on the costs of non-Europe (European Commission, 1988b, Emerson, 1988).
In an attempt to estimate the consumer gains to be expected from the single market, the
authorsreported the potential pricefallsin several banking products by comparing the current
price to the average of the lowest four observations. Table 5 reports the significant price

Table5: Potential fallsin financial product prices as aresult of completing the
internal market
(in %)

Belgium  Germany Spain France Italy  Luxembourg Netherlands UK
Commercial loans -4.6 6.0 19.2 -7.3 8.6 6.0 43.0 457
Consumer credit -41.0 135.9 38.5 105.1 121.0 -26.9 30.8 1215
Credit card 79.0 60.0 25.7 -29.5 88.6 -12.4 42.9 16.2
Mortgages 313 57.3 118.8 785 -4.3 36.5 -6.3 -20.7
Letters of credit 21.8 -10.0 58.9 -7.2 9.1 271 16.5 8.1
Foreign exchange draft 6.2 30.9 196.3 55.6 235 333 -45.7 16.1
Travellers' checks 35.2 -7.4 29.6 389 222 -74 333 -7.4

Source: European Commission (1988b).
Methodology: A price is compared to the average of the four lowest prices observed in countries of the
European Union.

changes expected from this study. Theimplicit assumption isthat the retail banking productis
ahomogeneous service traded in aperfect market, so that cross-border competition will drive
away price differentials. The law of one price is presumed to hold. However, several authors
have pointed out that banking services are unlikely to meet the traded “homogeneous’
product definition (e.g., Geroski and Szymanski, 1993). Four reasons justify this:

First, there is the issue of trust and confidence. When you deposit your entire savings of a
lifetime, you want to ensure that they are in safe hands. If there is an error or afraud in a
transaction, you want to access an easy mechanism for redress. Knowledge of the bank,
proximity, and national legal system will de facto create differentiated banking products.

Second, it has been observed that retail customers buy apackage of financial servicesfrom
the bank providing the payment service (McKay, 1998, and Competition Commission, 2002).
If, for convenience, customers buy abundle of financial services, the law of one price would
hold for the bundle of services, not necessarily for each component. Moreover as mentioned
earlier, since the payment clearing is done at the national level, a domestic bank will have a
competitive advantage, particularly in the handling of checks.

Third, asymmetric information in lending is quite important (Diamond, 1984, Rajan, 1998,
or Bolton and Freixas, 2000). In many cases, local knowledge can help to reduce this
information asymmetry.

Fourth, and not specific to banking, the law of one price assumes the absence of
transportation costs and regulatory barriers. If these are significant, the serviceswill belong to
the non-traded goods category (such as hairdressing and medical services). The law of one
price would apply at the domestic level only.

2 Padilla and Pagano (1997) make the point that information sharing with credit bureaux partly reduces
this asymmetry.
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These four arguments help to understand the extent of switching costs and why the law of
one price is unlikely to hold in retail banking. Switching costs can explain arelatively low
price elasticity, the absence of price competition on some markets, and the persistence of
profit. Ausubel (1991) reports strong evidence of profit persistence in the US credit card
markets, while asimilar concern is expressed for the SME markets (Berger et al. (2000d) for
the United States, Cruickshank (2000) and the Competition Commission (2002) for the
United Kingdom, and the CPB Bureau for Economic Policy Analysis for the Netherlands
(Canoy et al., 2001).

Progressin information technol ogy has reduced transportation costs (Vesal a, 2000), but the
three other factors remain. This explains, why so far stand-alone e-banking has a very
minimal impact on commercial banking competition®® and why the standard seems to be the
multi-channel distribution route with a combination of telephone, electronic and branch
proximity (Cabral, 2002). To improve on the issue of trust, the European Commission
published in 2001 a Communication on e-Commerce and Financial Services® to complement
the general Directive on alegal framework for e-commerce.?” This approach is based on the
principle that the trading rules applied to cross-border sales and the purchase of financial
services should be those of the member state where the service provider is established (i.e.
“place of establishment”). However, there are several exceptions to this principle,
particularly with regard to the sale of investment funds and insurance for which the host
country competence prevails. The Commission has been working to further harmonize these
marketing rules (on, for example, “ cold calling”, unsolicited phone calls, and the provision of
information about products and services) and has launched a European Union-wide network
of financial services complaints bodies (ombudsmen) called FIN-NET that can provide cheap
and effective cross-border redress, thus avoiding the need to seek recourse in court.?® The
communication indicates that much more work remains to be done to make the delivery of
products on the Internet alevel playing field. Note that if cross-border Internet banking does
succeed, the law of one price will be even less valid. Varian (2001) predicts that the
information available will allow the pricing and differentiating of products to each client.

Four sources of evidence document the claim that the law of one price does not hold in the
retail market: the results of the 1997 Single Market Review, pricing of cross-border transfers,
fees on money market fundsin France, and interest margins on deposits.

Single Market Review

The authors of the Single Market Review (European Commission, 1997), relying both on
questions from postal and Eurostat surveys and comparisons of margins on loans and
deposits, concluded that the retail banking markets are segmented, and, in contrast to the
prediction of the Cecchini report, they observed little convergence of prices.

% Theimpact on share brokerage is a notable exception.

% COMM (2001).

27 2000/31/EC.

2% FIN-NET: The Cross-border Out-of-Court Complaints Network for Financial Services (FIN-NET,
2002).
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The Costs of Cross-Border Transfers

One good example that the law of one price does not hold concerns the charges on cross-
country transfers. At the end of 1999, the Commission conducted a study on the charges for
standard cross-border transfers of €100. The results, compared to those of a similar study
undertaken in 1993, are reported in Table 6. There were wide variations, not only across
countries, but also within countries. The cost of a transfer from France to Belgium, for
instance, could vary from €5.52 to €28.28 , and the cheapest rate was from Luxembourg to
France (€1.98), compared to a cost of €46.76 from Italy to Austria. Finally, payees were
charged feesin 25% of cases in breach of the 1999 directive on cross-border credit transfers.
Over the years 1993-2000, one observes afifty percent price reduction in some countries but
virtually no change in others. Frustrated with the little progress observed in the reduction of
price differential s between domestic and international payments, the Commission introduced
in 2001 a regulation on cross-border payments in Euros.?® This price regulation applies the
principle of equal charges for electronic payment transactions, whether they are within-
border or cross-border.

Table 6: Charges on cross-border payments

Issuing country Average charges (€) Average charges (€) Total charges (€)

of payer (2000) to payee (2000) 2000 1993
L uxembourg 8.15 0.76 8.91 15.75
Netherlands 8.68 1.32 10.00 18.80
Austria 9.56 1.05 10.61 NA
Belgium 13.37 0.00 13.37 23.06
Germany 13.39 0.39 13.78 26.16
France 15.36 1.52 16.88 33.01
Italy 16.10 218 18.28 20.88
Finland 19.77 0.34 20.11 NA
Spain 15.48 5.02 20.50 22.04
Ireland 25.61 0.37 25.98 27.13
Portugal 25.13 455 29.68 26.75
Average 15.51 1.59 NA 17.10

Source: European Commission (1997, 2000). NA = not available.
Methodology: The charge is applied to a standard cross-border transfer of euro 100.

Money Market Fundsin France

Even within a country, the law of one price may not hold. We report in Table 7 the management
fee charged on French money market funds, a product that could be qualified as homogeneous
with very minimal risk. Traded on the stoc