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NON-TECHNICAL SUMMARY

The object of this paper is to analyse the possible impact of EC directives, which
are being progressively implemented in the banking sector, in the light ot the
experience of the 1980s. We distinguish between structure and conduct
regulation and document the salient teatures ot banking regulations in EC
markets as well as the significant changes that have taken place since 1980, We
also characterize the reguiatory tramework likely to emerge from the
implementation of EC directives that directly affect the banking sector.

We find evidence that regulation significantly affects the structure and
competitiveness of the industry; strongly regulated markets teature rather high
inferest margins, unusually profitable banks, excessive wages and high costs.
Conduct regulations, iike interest rate ceilings, also tend to favour extensive
branching. The expenence ol deregulation (mainly in Belgium, France and
Spain)is instructive. The process of restructuring triggered by deregulation takes
place mostly in the product rather than the capital market, and within, rather than
across, industries. Mergers and acquisitions concern a rather small fraction ot
the indusiry's capital and involve companies in similar activities. At the same
time, a fall in interest margins indicates more active competition in the product
markel. It is only in the Netheriands that the process of restructuring has led to
an increased concentration which could be associated with an apparent fall in
rivalry. Interestingly, it seems that cross-border competition has played a
significant role in fostering rivalry; trade in banking services had indeed
developed at a rather unexpected pace. The liberalization of capital flows within
Europe could thus increase competition further in markets like italy, Portugal and
Spain. Af the same time we also observe that improving market access to toreign
firms works best when the move is accompanied by some process of
deregulation which is initiated domestically.

Overall, deregulation seems to work in terms of pertormance to the extent that
profits {all and cost control is improved. Excessive wages seem to be more
persistent, however, Given that projects and the tranchise value of banks has
tailen, it can be guestioned, however whether current regulatory arrangements
provide adequate sateguards for the stability of the financial system.






L__Introduction

The objective of this study is to assess how the European banking industry is
changing 1 response 1o regulatory changes brought about by national anthorities and
the European Commission and to gauge future developments related to ongoing
changes in the regulatory framework.

Since 1980, vanous changes mn regulations have been wmplemented 1n national
markets, which tend to liberalize the provision of services and increase competition.
Relative to reguintory changes at the national level, the new direcoves put forward by
the Commission, which affect the banking sector. emphasize the integration of
markets and cross border acuvities. The directive on the liberalization of capital flows
has already been implemented in most countrnies and its effects can already be maced
out. The second banking directive 1s about to be impiemented but a number of
adjustments have already tiken place 1a anticipation of this smplememanon.

This study will document the regulaiory changes that have taken place in Europe since
1980 and assess the impaci of these changes on the structare and performance of the
banking mndusiry. In terms of prospects, particular atention wili be given to the
potential impact of the second banking direcuve.

The study s orgamzed as followst. Secuon 2 will describe how the reguiatory
framework has evolved i Europe since 1980. Secuon 3 will assess how this
evolution has altered the industry. Changes 1n conduct and market structures will be
reviewed, with an emphasis on the trade and performance effects of deregulation,
Secnon 4 uses the lessons derived from the expenence of the 1980's 1o conclude with
an assessment of future developments,

TAnnex 1 discusses some broader trends affecting the banking sndustey. In this anaex, we {ocus on
the provision of payment services and imermedistion, We analyze whether these aclivities are likely
to be performed increasingly by nor-bank instiutions. Anaex 2 lists the man regulatory changes m
selected EC cauntries. Anaex 3 provides data on reserve rauos and the imerest rates used in Chants 1
and 2.



1. Deregulation of the European banking industry

1.1, The muonale for repulation

Govermnment angd sational regulators have presumably 1 wide variety of social and
political mottves 10 mmplement bank regulattons. From the point of view of economic
efficiency, the rationales for regulation cin be summanzed as follows?.

1L1.1. The sociai value of banks

Banks perform an array of functions mciuding the provision of Liquidity and payment
services, the ransformation of maiunty, the provision and monitonng of loans and
the diversificanion of nsks,

The ratnonale for regulation anses because the social value associated with some of
these functions exceeds their private value, In parucalar, the provision of Hauidity
and payments services are central to the functioning of the economy. The interruption
of these services 1s costly as the production process 15 severely affected and assets are
liguidated prematurely. For example, Grossman (1989) esuimates that a shock of
bank failures comparabie to that observed in 1873 in the US could reduce investment
by 40% and hence aggregase cutpwt by eight to ten percent. It is aise commonly
agreed that the major causes of the recession in the 1930's were bank runs and an
wadequate management of the crisis by the Federat Reserve (see eg. Friedman and
Schwartz, 1963).

Hence, the costs of financial failure 1o terms of real resources underpins the wider
social vatue of banks and justifies thewr proecuion,

11.1.2. Risks 10 banks and the banking system

Banks and the banking system are also exposed to nisks such that banking operanons
and the stability of the banking system cannot be taken for granted.

2 Another Justification Tor banking regelalion on distributionad grounds s the prosecuonr of
deposiors.



Indeed, as banks lend to companies rather than invest in marketable securities, thewr
activities are difficult to snomtor. The quality of a loan portfolio 1s hard to ascertain
and a large number of individual depositors have little meenuve 10 seek the necessary
wnformanon. There is a problem of free riding in the coliection of information leading
to an inadequately low level of monioring. In any event, in the case of banks, 11
mght be difficult for investors to collect mformanon about bank mvestments even if
they wanted it

This asymmetry of informauoa berween banks and wnvestors also gives rise 10
poienttal runs agaimnst banks. Iadeed, banks mansform short term deposit into long
tesm ioans. This leaves them exposed 1o withdrawals that necessitate the premature
liquidation of assets. If the net realizable value of assets falls below deposits,
insolvency may resak:. Perceiving this tisk, mvestors who cannot assess the guality
of the banks may withdraw their funds from sound banks 1n anucipation of similar
behaviour by cthers. Banks are thus prone to pamc runs.

Banks are also vulnerable 1o the failure of other instiutions = the financial system.
First of all, defauit by one bank on interbank commiments can deleriorate the
sttation of its counterparnes. The failure of one bank may lead investors to question
the solvency of others, Depositors may thus withdraw funds from healthy banks
because they are uncertain about their soundness or simply about whether other
nvestors are about 10 run.

112,  Repuiatory tools

There are several ways 1n which the stability of the financial system can be enhanced.
First, investors can be protected against potennal losses by deposit insurance, the
possible bail-out of failed banks and leader of Iast resort facilities. This suppresses
the incentive to withdraw funds before others and hence, reduces the probability of
runs. Second, the safety of the banking system can be enhanced by organizing the
industry in such a way as to reduce risks and the associated probability of failures.
By ensuring a high level of profiability, these regulations allow banks 1o accumulae
reserves which act as a cushion in case of rouble. By creating a high franchise value,
these reguinuons will also give banks the incentive to avoid leaving or being expelled
from the industry and, hence, to reduce nisks,



In 1erms of regulatory instruments, 1015 useful 10 disunguish between those that affect
directly the structure of the industry and those that affect the behaviour {conduct) of
the industry parucipanis. Indeed, the theory of industnal organization suggests that
conduct and structure regulation have potennally different effects on the shape and
performance of the industry. Since our objective is 10 assess how deregulation has
affected the Evropean banking industry, it is useful 10 disunguish between the two.

Structural regulacons wilt include funcuonal separanions of iastenons (such as the
separation beiween commercial and investment bansking), entry requiremenss and
discrimunatory rules regarding foreign banks and investors®. These regulations can be
expected to reduce eniry and thereby 1o encourage eollusion, to affect the presence of
foreign firms, the size of baaks, the frequency and type of mergers, acquisitions and
parucipattons and the scope of producis that can be offered.

Conduct regulations will take the form of direct restrictions on assets and Habilities
{including prudential rules and rules on partcipauons in aon-banking firms), ruies
relating 1o information disclosure, eredit ceilings, limitations on branching and the
determination of fees commissions and rates on asseis and liabilides {floors and
ceilings, concerted practices). These regulations can be expected to provide banks
with an mncenuve 10 overemphasize competitive tools which are not restncted.

113, Nationat derecuiation in the 1980s

Anrex 2 deseribes the wmporiant characieristics of nanional regulatory systems
regarding structure ard conduct as well as the maimn changes that have taken place in
the 1980s in France, Germany, ltaly, Span, the UK, Belgium and the Netheriands.

The annex includes also a table (table A.2.1) describing regulation pertaining deposit
msurance. Coverage of deposits schemes varies substastially across countries. Most
of the coverage systems were introduced in the late 1970s, in parallel with
deregulation. As compeution increases, the role played by deposii insurance in
providing stability 1s enhuanced and 1t 15 2 matter of debate whether the current
schemes are sufficient {see CEPR, 1951).

IAlthough 1t 15 not a bunking regulation, we aclade under this heading changes n the control of
captal flows.



As for structure and conduct regulation, the fellowing pattern emerges; in the earty
eighties, Spaia, France and haly had exieasive resincuions on conduct. These were
direct restrretions on assets and Habilities as well as restrictive rules relanng to
competitive behaviour (regulaied prices and credit quotas). Belgium had significant
restriclions on competitive behaviour whereas restnictions on assers and liabilities
were by and farge confined 1o savings and public banks. Similarly, significam
restmictions ta the UK only concerned building socienes. At the other end of the
spectrum, the Metheriands had restricnions on compensive behavicur which were
confined to fees and commissions and limied invesiment requirements; Germany had
hardly any restncuon, excepl that capual requirements were unusually large by
European standards. One should however not conclude that vigorous competition
was taking place 1n these two countnies; it seems that reguiators had a fairly relaxed
attitude towards agreements and informal collaboranion between banks.

In terms of structre, restrictions have always been very limited in Germany. The
purpose of these resinctions was mainly o separate banking frem insurance, Emry
was not formally resinicied. The UK was aiso very liberal; the only restrictions in
force related to the activities of building socieues. At the opposie, Baly had a very
complex systern of specialized institunions facing pamicuiar restrictions, significant
gatry restnchioas owards foreign firms and restrictive rules or oweership. Spain had
important funcnonal separations, some specialization of insutunens and kmportant
entry restnictions. Belgium also had functuional separaton, a fairly extensive system of
specialized insnwnons but @ more iiberal policy towards entry. France had a system
of umversal banking but exiensive specizlizenon. Litzle formal impediment of entry
couid be observed but the widespread public ownership which prevailed was
probably a significant barner to entry by acquisition.

Even though cross country comparnsons of regulatory system are notonousty difficuit
to perform, a general overview of differences in nanonal regulatory system 15
presented in figure 1.

{Insen figure 1)

Reguiatory changes that have taken place i the 1980s can be summarnzed as follows;
Span has underiaken the most significant deregoiation; deregeiation has focused on
conduct where most rules have been relaxed ¢munly after 1985-87). Significant



structural deregulauon has alse taken place, pariscutarly i terms of product scope and
entry. France has underiaken some deregulanon of conduct 1n particular regarding
fees and commussions; some despecialization has occuered but stuctural impediments
have by and large remained 1n place. There 15 also some evidence that the
arrangements between banks 10 fix raies are becoming very fragile.

Basically, no deregulanion has taken place in Germaay and the Netherlands. As
mentioned above, regulatsion was however not extensive 1o siart with i these two
counmries. For the Netherlands, 1t 13 however worth notciag that the functional
separation between commercial and invesiment banrking {which was informally
implemented by the Ministry of Finance) is siowly disappeanng. In the UK, which
was also lightiy regutated, siruciural restrictions have been progressively lifted and
conduct regulations have all bui disappeared.

Beigium 15 somewhat peculiar; in this country structural rules have been relaxed but
conduci rules have been somewhat sirengihened. Ar the same time, informal
agreements between banks on rates have by and large collapsed, so that conduct 15
probably becoming somewhat more competitive. Finally, lialy has underiazken some
strugtural deregulation; if anything, the discrepancy berween laly and the rest of
Europe in terms of regulation 15 all but widening.

The changes in national regulatory sysiems are illusirated in figure 1, where the
arrows indicate the direction and the exient of the change.

H.4. European directives

Two imponiant directives put forward by the EC Comnussion affect direcily the
banking mdustry®

First, a directive on capital flows has lified remauning barmers even for payments
relating to retail banking activities. This corresponds to a structural deregulation {such
that entry barmiers are lifted). Except for Spain, Greece and Portugal which have been
granted some time o adjust, this directive has been implemented. As a result of this

directive, private and corporate customers can now obtan resail (and investment)

40uher direcuves of importance mclude those relating o investment services, UCITS, own funds and
solvency ratios.



banking services in EC countries ather than the couniry in which they reside. Trade
in banking services should put ali Eoropean banks in competition, Mixed competition
will occur, to the extent that national barks will be competing with foreign institutions
subject 1o different reguiations, Mixed competition can be seen as a situation where
partial deregulanion occurs (in the sense that some competiiors are deregulated). In
terms of figure 1, the effect of this directive should thus be o move all countries
1owards the least regulated point, correspording to Germany and the UK. This
directive should thus be paracularly sigaificant for Itaty, Spain, Betgiom and France,
which still have extensive regulauens. The imporiance of the mxed competition (or
partial dereguiation) which is induced by this direcuve 15 hard to assess a "priori”;
indeed, conventional wisdom suggests that trade in banking services is relatively
vrumportant and likely to remain 5o because the geographical proximity of the banker
and his clients 15 ceniral 1o the adeguate provision of banking services. This
conventional wisdom will be assessed further 1n the next section, which will include a
analysis of the evolution of intra-european trade in barking services.

Second, the so called “second banking directive” has established a principle of mutuat
recogmuion such that parncular banking services can be provided zcross the
Community if these services can be supplied according 1o the nanonal regelation of a
member state. The scope of services 1o which the principie of mutual recognition
applies 15 determuned by the directive and encompasses mos! traditionai retail and
wholesale banking activities, as well as some mvestment banking activities. The
implementauon of this directive 15 due to take place shortty. Similarly to the directive
on capital flows, this directive will induce extensive mixed competition. One should
expect banks 1o open branches in foreign coustries (o provide services for which thewr
national Tegulation gives them a competitive advantage over domestc firms.
According to the conventional wisdom, the extent (o which mixed compention will
oceur through branches should also be Jarger than through imponts.

In addition 1o mixed competttion, these directives will presumably trigger a process of
compeiitive dereguianon, which spans both structure and conduct ruies, such that
national authorities in each member state atlermpt 10 create some competitive advantage
for local banks in foreign markets by allowing them to provide services which are not
allowed by foreagn regulators. Short of irying 1o foster some competitive advantage,
one would expect at the very least that national authonties will adopt their own
regufation 1o put domestic banks on a level playing field with foreign institunons.



Such a process is already observed, for example in Belpium and France with respect
to mutual funds and morigages, where national regulators act n anticipation of
Communuy directives. On the whole, one should expect all counizies to move toward
Germany in figure I.

The second banking direciive hus however also inroduced some mimmum standard
for conduct and structural rutes. According to the directive, banks must satisfy a
minimum capial requirement of at least 3 million ECU to start operations. They may
not hold more thas 15% of their own funds in a qualified parncipauon’ of 2 non-
financial finm, and the 1otal value of such holdings may not exceed 60%. Home
country authonties must be informed of shareholdings in excess of 10% of voting
nghts and reqmre those acquiring siakes in banks to give notificanions when their
holdings pass 20, 33 or 50%. EC requirements on solvency ranos are also wmposed,
which are close 10 those of the Basle agreement®. Large exposures are defined as
those in excess of 15% of banks' own funds. Any of these 15 Hmited to 40% of 2
banks own funds and in total are limued 1o 800% of own funds,

On the whole, the memmum EC standards introduce structural and conduct ruies
which are somewhat stroager than the ruies currently prevailing in Germany and
somewhat weaker than those prevailing 1 the Netherlands. In 1erms of figure 1, the
mnmmum EC moded is therefore somewhere 1n between these two counmies. This
could become the focal point towards which national countmies will converge through
competitive deregulation,

HI. Derepulation, market structure and {rade

The evoiution of european banking markess in the 80s 15 the result of the
simultaneous impict of three institunional changes, nametly, the national dereguiaton
processes which we have just bniefly described, the liberalization of capital flows
and, finally, the second banking directive or, at the least, some anticpation thereof.

The implications of these effects are hard to disentangle. However, an understanding
of the role played by each of the three changes 15 cructal for a sensible assessment of

S A qualificd partcipation is defined as one thas mvolves no less than 10% of equaty.
BDisective on solvency s,



the potennal impact of financial integrauon in Europe. In this section we look 1n detail
at the tmpact of deregulation and ncressed capual mobility on the struciure of
European banking markets.

We start by considering the performance of the industy in the early 80s and assess to
what extent deregnlation has prompted changes in conduct, market structure ~with
special focus on foreign direct 1nvestment {FDI)-, and rade.

We analyze how regulatory changes have modified competition n nationai markets,
how domestic market structures have been affected and how previously segmented
national markets have been imegrated.

Finally, if the structure of marke:s has indeed changed, one would expect substantial
changes 1n performance. To this 1ssue we turn at the end of this secuon,

1111, The sityanon in the early exghiies

"The Eurepean banking industry ot the beginning of the eighties was characterized by
wide differences among nauonal banking systems. Such differences were related in
part to the wide variety of regulanons which we have summarized in the previous
section. In reguiated markets such as those of lialy, Span, France and -to a lesser
extent- Beigium, the reguiatory environment directly affected the structure and the
conduct of the industry and, consequestly, its performance and efficiency. In the
unregulated markets, the industry was more readily responsive to market mcentives,
1n particuiar as regards 1o competition of foreign banks. The difference in regulatory
environments clearly resulted in banking systems with substanually different results.

Regulated markets were characterized by the generation of significantly higher rents
when compared to unregulated markets tsee Table 1). Financial margins were largest
in these countries, often as a Tesuit of direct controls on deposst rates by reguiators
(France, Beigium) and someunmes even on loan rates {Spam, lialy or Belgium}.
Banks in these countries were subject also 1o investment restmctions which lirited the
returns on their asset pontfolios. Nonetheless, by and large these restricuons did not
seem to be stringent enough to reduce the profitability of the industry, Table 1
compares the profitability in banking (measured as the retarn on equity) in the early

i0



eighties relative to profitability in non-financial firms. In reguiated markets -with the
only exception of the less protected market of Belgium-, banking profitability was
substanually above the profisability of nen-financial firms. In the midst of 2
considerable recession and with low profitzbility 1n the economy, both in France,
Spain and Traly, the banking industry was able 10 obtamn returns which exceeded by
more than seven points the average return 1n other indusmes.

Another significant feature of regulated markets was the extent to which labor was
able 1o appropnate some of the rents created in the industry. In all regulated markets
wages 1n banking were above the average wage 1n the economy by a wide margin (the
differenual ranging from 50 to 100%, see Table 1). On the contrary, in unreguiated
markets, such as those of Germany and the Netheriands, the gap did not exceed
25%. The relatively high level of wages observed in the ligh:ly regutated markes of
the UK seems to be associated with a superior level of producuvity (see below).

The lack of competitive pressure as a result of regulation and protection led also to
national banking systems with very different degrees of efficiency. Banks in
reguiated markets had comparatively larger operating expenses both in terms of staff
costs (which 15 not surprsing given the high wage levels already discussed), but aiso
with respect to son-wage operanng expenses isee Table 2). Overall operating
expenses were paracularly high in France, Belgium and Tialy.

{Insert tables 1 and 2)

The situaticn of France and ltaly was particularly worrying in the eariy erghties. Both
banking systems not only had high staff costs, but staff costs per employee were
growing faster than productivity. We measure productivity by net {interest and non-
nterest) income plus staff costs (which consututes an upproximation to value added)
over the total number of employees. From 1981 10 1984 productivity grows littie n
France and lialy, far behind the growth of the cost of labor. As n result, unit labor
cost grew, in & period were the other main EC banking industries {including Spain -
which undergoes some restruciuning- and Belgom } were reducing unit 3abor cosis at
an average rate of 10% per year,



On the whole, the effects of protective regulation 1n terms of excessive rents and poor
performance were parncularly siriking in France and haly, followed by Spain and
Beigiom,

1112, Deregulanon and pricing

As we have discussed in secuon 11, dereguiation has tken place in France and Spain,
and to 2 lesser extent 1n the UK and Belgum.

‘The pro-competitive effects of deregulution should be readily noticed in the pricing of
the industry since an 1mportant feature of conduct dereguiunion has been the lifting of
controls on loan and, especially, deposi rates. After the dereguiation process few
rates have remained controlied (some 1n France, Belgum and lialy).

In some countnes, rate reguiation encouraged other forms of competition, particularly
through quality or network expansion. As mterest rate deregulanion has taken
mormentam over the second half of the 80s, 1t 15 interesting to anaiyze whether this
has resulted in more price competition or if, on the contary, barks have been able to
implicitly or explicitly coordinate thewr strategies and maniam a jow degree of nivalry,

Before analyzing the data, theoretical predictions regarding the behaviour of rates are,
however, worth spelling out.

(i) Theoretical predicuons

One can distngmsh between the foan and deposit market. For the loan market we will
define the loan spread as the difference berween the foan rate il and the interbank rate
i for a comparable maturity {which we take as three month)?. The interbank rate 1,
which we assume that 1s determined in 8 competitive market, constitutes a measure of
the opportunity cost of funds. The mark-up will be the raho between the loan spread
and the loan raze. That 15!

7 This 1s a pross spread whick does not allow for & measure of nisk. To the extent that the
probabillity of loan fuilure 15 pro-cyclical, the stickniess of gross spreads will exceed that of net
spreads. Our conclusions regarding the sickiness of margens should thus be taken caunhously.
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For the deposit market, the relevant cost s precisely the deposit rate iD, and the
deposit spread will be the difference between the revenue that can be obtained from 2
marginal unit of deposits minus 15 cost {2 The revenue that can be obiuned by a
banrk from a margmal unit of deposiis equals the interbank rate, 1. However, the
presence of reserve coefficients limns the amount of funds that can be nvested. If the
reserve coefficient 1s o and funds subject to this coefficient earn interest at rate 1, the

depasit spread cun be wniten as:

(o) +or -iP

It 15 then immediste 1o define the deposit mask-up as follows:

({l-oi +ar -iP)

For both the ioan and the deposit mark-up standard econorme theory offers clear-cut
predictions as 1o their magnnude and behaviour. In competitive markets both mark-
ups shozld not differ significantly from zero. In non-competitive markets, the
mark-ups will be sinictly positive and thesr magnuiiude will depend on the extent of
rivairy 1n the industry, with larger mark-ups in more coliusive markets8, If the degree
of rivairy does not change over tisne, equilibrium mark-ups will react more or less
than proporuonaily when the interbank rate changes depending on the shape of the

81n a standard stauc Cournol model with homogeneous products {and neglecting <osts other than the
cost of funds), the equilibrium mark-op for a representative finm j in the loan market will be:

ab-iy s

where i 15 the elasucily of the demond Tusction and s 18 the equiliboum markel share of firm j.
With simple transformauons 1115 casy 1o show that the indusiry mark-up will be equal w0 Hfp .
where H is the Herfinduhl index of concentrtlion, 2 typical measere of potentsal collusion i an
indusery.
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demand or supply functions (with proportional changes and -therefore- constant
mark-ups in the case of constant elasucity functions?).

An adequate analysis of rates' behaviour however has to include some dynamic
considerations, given thal banks are likely 10 se1 rates while taking 1nto account an
horizon which exceeds one period. We wiil focus on two important considerations.

‘The first of them stems from the supply side of the banking firms and stresses the
difficulties faced by a bank of adjusting 1ts level of output to changes m prices. The
second focuses on the demand side, by emphasizing the clieniele relationships and the
presence of significant swiching costs in banking.

{a) Hysteresis

From the viewpoin: of the provision of banking products, some authors have argued
that financial institutions sacur adjustment eosts when they modify their prices. This
leads to :nterest rate rigidity when marginai cost conditions change. Flannery (1982)
adopts this approach and considers deposits as "quasi-fixed” production factors. This
implies that when the bank decides to change its interest rates as a reaction 10 an
interbank rate change, 1t 1akes 1nto account the comresponding agjustment costs.

OF course, this 15 an "ad hoe” argument and it begs the quesnion of why is it so costly
10 mcrease or decrease rapidly the amoum of deposits,

An alternative explanation could arise from the sunk cost nature of most of the
expenses that are underiaken by banks 1o capture new clients (advernsing campaigns,
costs of opening new accounts). If these costs are significant -even if small- there
mght exist regions of inertia, where banks opumally decide not to react to interbank
rate changes. In this "hysteresis” model!® whea the mterbank rate goes up, banks
take Into account not only the costs of seiting up aew accounts, but also the cost of

SFor example, with lincar demord Tunchons we gel kess than proporuonal price changes.
HiHysieresis” models (see Dixit, 1987) are commonly used o analyze situations where decisions
that 1nvelve sunk costs are taken under conditions of uncerainty about the fulure evolutson of the
underiying staic venable (in our case the imcrbunk rate). As Dixit pounis out, 10 these models "acuon
should be taken onty whea the value of the unidertying stale vanable becomes especially favourable,
and reversed only whea 1t becomes speciaily unfavourable, There 1o an intermediate range over which
inacson 1s opumal”,
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exercising the option (o increase rates rather than to wat and see if the increase 1s &
permanent one or if i1 15 subsequently reversed,

Similarly, when 1 goes down there 15 a cost to banks of immediately lowering deposit
raies. Maintmning the oprion to decrease rates 15 valuable 10 the bank to the extent that
the potennal joss of clients would be costly to revert where the interbank rate to
increase in the futire,

As a resuit, one pught expect from this supply side view, that rates will be fairly nigid
and that permanrent changes in the interbank rate will only be accommodated with a
tag. In the case of the deposit market, this will imply a positive correfation between
the mark-up and the 1nterbank rate, and the correlation will be negative for the case of
the ioan market. Moreover, as usual with "hysteresis” models, wncreased volatility in
interest rates will reinforce the ngidity in pneing and the correlations between the
interbank rate and the mark-ups.

{b) Swiching costs

An altemnative explanation can be invoked from the demand side; indeed, consumers
will typically bear some cost of switching banks when they decide to leave their
traditional bank in response 1o a price change. The existence of swiching costs
changes substanually the form of competition 1n the industry. In general, these costs
enhance the attractiveness of buiiding up marker share in the early periods of
competition in order to be able o reap higher profits m fater penods with captive
market share. In this sense switching cost ~and their correspondent market share
effects-, mduce greater current competition in return for higher future profits (see
Froot and Klemperer, 1985).

Consider the case of the depesit market, where these 1ype of effects may be even
more present than m the loan markel. In the absence of switching costs {when market
share does not matter) an increase m the iierbank rate changes the marginal revenue
of firms and -in the static Coumot framework-, yields an increase in the deposit rate
iD.

However, when market share matters, firms will tend 1o set low prices (high deposit
razes) in the early stages of competition. Accordingly, there is a cost of building up
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marke: share, and when the Interbank rate changes, the banks™ reaction will depend
on whether the change in the interbank rate is perceived as permanent Or temporary,

Consider the case of a temporary increase mn the interbank rate, To the standard static
effect we will have 1o add a dynamic effect of opposite sign that will create nigidity in
prices. When i increases, the relutive value of current profits increases vis a vis future
profits, and banks will prefer not to increase i but let profitability grow!!.

However, when the increase i the interbank rite 15 a permanent one, this “interest
rate effect” disappears. In this instance, firms will have bath a static and a dynamic
tncentive to increase prices. Banks will increase prices more than in the static case
because with a permanent increase in 1, the market share -that will be exploiied in
future penods of high interbank rates- becomes more vaiuable.

With permanent changes, therefore, there will be less ngidity of interest rates and, in
fact, ib might even overreact, so that there is & negative correiation between the
interbank rate and the deposit mark-up.

In practice, i1 15 therefore very important to disunguish between temporary and
permanest changes tn interbank rates when explaining observed patterns.

(i) Some stylized facts

The evidence on the magaitede and the evolution of banking mark-ups 1n some of the
European markets is presented in Charts 1 ard 2. A disunction is made between the
mark-ups observed in the corporate and the household markess. The latter (Charts
1.B and 2.B} is the basis of wraditional retail banking and in ail countnies mark-ups for
households exceed those obtained from corporate clients, This corresponds with the
intuition that there is less market power in this market since clients have lower loan
demand elasucities (or suppiy elasucities in the case of deposis)

{Insert chants 1A, LB, 2.A and 2.B)

1iThis effect 15 introduced by Froat and Klemperer (1985) in 2 modet of exchange rate pass-through
based on consutner swiiching costs.



Charts 1 and 2 distnguish also between the deposit (Chans A and L.B) and the
loan markets (Charts 2.A and 2.B). By and large the deposit market shows larger
mark-ups. In fact the oan mark-up 1s even negative for prolonged pernods of time in
countries such as Span, the UK. Germany and France. Thus, in general, the Ipan
market tends to be more compentive than the deposit market. However, it should be
reminded that under conditions of inierest rate regulanon on deposits, and if the
granting of loans 1s contngent on the mantenance of depostt baiances, firms will
have an incentive to mamniamn lower foan rates in order to capture clients {see
Chiappor et al. 1991).

There 15 & wide dispersion of mark-ups i the european loan markets. In household
markets high margins are detected m the Netheriands, Spain and Germany. The
lowest appear in France and the UK, and for some couniries -like France, Germany
or Spai- a clewr downward trend seems apparent.

In corporate markets, agua the Netherlands presents high margins, together with
Belgium and lizty. Low margins appear at the end of the penod in countries such as
Spamn and Gerrnany, where 2 downward trend is observed.

As far as deposits, the Netherlands, Germany, Spain and Denmark present the
highest household margins. However mn the first 1wo markets the mark-up has gone
up recently together with wicreases in interbank rates, while in the other two there
have been substantial declines with and without drops in the interbank rates.The
jowest margins correspond to italy and Belgwm, and the mark-ups seem to be
increasing in France and the UK.

As far as corporate deposiis, again the Netherlands comes top of the list with
Denmark and France. Inieresungly, the UK corparite market for deposis is the only
market consistent with the perfectly competitive modei. Apart from the UK, Germany
seems 1o have quite & competitive market.
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Apart from these peneral observauons which are intmtive, the most striking
observation from Charis 1.A 10 2.B 15 the fact that interest rate mark-ups tend to
change dramancally over ime as conditions in the money markets change!2.

Overall, two important facts should be emphasized: the substanual vanability of the
mark-ups to changes in imerbank rates and the fact that in cemain markets interest
rates tend to be extremely rigid, while in other markets we observe overreaction to
interbank rate changes (as it 15 the case n the corporate deposit markets of Franece and
Germany).

In general, we observe that deposit mark-ups tend to be positively correlated with
interbank rates, while ioan mark-ups are negatively correiated. This highlights the
ymportance of the hysteresis effect (or that most of the interbank rate changes are
considered temporary), although for some markets ragidity may be the resuit of the
permanence of collusive situations after deregulation.

Only 1n a few markets we observe what could correspond to drastic changes in the
competitive regimes (Spain, with a clear move to a more competitive environment,
and, possibly, the Netheriands, with a decrease 1n competition).

The comrelation betwees mark-ups and interbank rates requires that time compansons
be made with care, by looking a1 the evoluuon of the mark-up adjusted by the level -
and possibly the (permanent) changes-, of the interbank rate. Casual observation of
charts 1A to 2.B indicates that in countries such as France (for corporate clients) and
Spain {for households) there 1s 2 downward wend in mark-ups if adjusted for the
evolunon of the interbank rates.

Finally, 1 some markets for deposits we s cbserve a negative correlation between the
mark-up and the interbank rate (the corporate deposit markets of France and
Germany, and in the househeld deposit market of the UK). This behaviour of the
mark-up over time would then comespond 10 more compeltitive markets where firms

t29he deposu mark-ups m chans 1A to 2.B have been compuicd without 1zking into account
reserve coelTictents. This implies that the mark-ups us high reserve cocfficient countries such as Haly
are overesimated. Resceve coclficients znd details abowt the interest mates used in the charts are
presenied in anacx 4.
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price more aggressively in order 1o capiure market share, znd thus react differemtly to
changes in the interbank 1nlerest mte.

As a summary, the analysis of pnemg 1 European markets reveals the persistence of
divergent degrees of pnce competition 1n the industry. Price competition tends 1o be
stronger in previousty deregulated markets (UK, Germany), and is increasing in
sorne (France and Spain) but not all, of the markers that have undergone deregulation
(lintle change is observed in Iialy and Beigium). in other deregulated markets, such as
the Netherlands, price competition actually seems to decline over time.

A better undersianding of this somewhat irregular reaction to deregulation can be
obtained if we consider other factors that have an impact on the extent of the pro-
competitive effect spurred by reguiatory change. In particolar, we will fook at the
effect on the extent of compeution of changes i market structure -which themselves
may be a result of changes in the degree of nivairy i the mdustry. As we will see,
changes 1 market structore might explain the decline of avalry 1n the Dutch market
{and 1o some exten: the evolution of competition 1n Spain).

HL3. Dereguiation and market stucture

The stucture of EC banking markets has evolved over the 803 mostly as a reaction to
nattonal deregulation processes and in anticipaiion of EC-wide reguiatory changes
and the increased integranon of the Evropean market.

One can distinguish two channels through which changes in structure have taken
place: both srructurd and conduct deregulation have had an smpact on the structure of
the industry.

First, structural deregulation has promosed changes by reducing eatry bamers (both
for domestic and foreign competstors) and by allowing increased imporis (through
capitai flows dereguianion), Additionally, structural changes have resuited from the
reduction of functionat separation and the elimination of the compuisory specialization
of banking instnuations. These developments have promoeted entry by many firms 1n
lines of business :n which they could not previously compete,



Second, conduct deregulation and the prospect of increased compeution has had an
indirect effect on market structure. To the extent that these changes have resulted in
increased rivairy and lower profitability, they have tiggered a restruciuring process.

The restructuring that has taken place can be described as follows:
(i} Concentration

First, one observes that 1n most countries concentrution has increased substanfially
over the pened 1987-19%0 (see table 3). In some countries like Itaty, this 15
accompanted by a reducnon in the actual number of firms.

{(Insen table 3)

Concentration has increased most significantly in Spam, the Netherlands!3, France
and Italy. Both in the Netherlands and Spair this deveiopment could anse from an
attemnpt to restore profitability, possibly eroded because of conduct deregulation and
the breakdown of implicis agreements. in France and ltaly concentration goes up as a
result of domestic mergers and acquisitions (M&As), buz in both cases, as we will
review next, there is significant cross-border acrivity.

(ii) Mergers and acqunsitions

The restructuning that has 1aken piace i the European banking industry can be further
characterized by iooking a1 acquisitions and joint ventures, We examine the period
1984-june 159114

M&A activity 1n the Community peaks both in terms of number of deals and volume
in the penod 1989-1990. Qur daia set -that compnises banks, insurance compames
and other financial intermediuries- has u particularly good caverage on public and
private acguisitions (which mciude mergers, acawisitions with controlling interest
and minority holdings) and we will focus the study on this iype of events. Given its

VConcentmziion s the Netherbonds gocs up in 1988 as 2 resull of he merger between two of the
largest banks n the country.

144 descripion of the AMData database thut has been used will be supplicd apon request. it has
been ommitied for brovity, We thank Ph. Haspelplah (AINSEAD) on this regard. We are also prateful
1o Alex Davis, who provided us with the software 1o sdequately work with the data sel.
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importance 1n terms of volume, we will also consider lazer on public bid acquisitions.
As for privaie acquisitions, a detailed inspection of the data reveals the following
salient features.

First, little acuvny 15 observed 1n Greece, Poriugal, Ireland and Luxembourg.
Second, the majonty of pnvite acqusuions are of a domestic naure {70% of the
deals 1n the sample). Contrary to what 1s observed in other industries (see eg. The
Economist, december 7, 1991}, there 1s no apparent fall over ume in the relaave
importance of domesnc deals either.

In Beigium and Span only about 40/45% of the acquisitions of domesnc firms are
undertaken by national compeutors. This proporuon rises to around 70% for the rest
of the iarge banking markets. As for the acquisitions undentaken by domestic firms,
they are mostly domesnc i lialy, the UK and Germany, but much fess so 1n
Belgiuns, France, the Nesherlands and Spain.

In terms of absolute numbers, France, the U.K, and haly are the main bidding
countnes 1n non-domesuc deats. The muin target countries for non-domestic deals are
France, Italy and Span, and to a lower extent Germany. This accords with intuition
at ieass for Spain and France where deregulation has occurred at a refanvely large
scale (see table 4 ).

{Insert table 4)

Altogether (see figure 2), most of the non-domestic M&A acuvity has taken place in
Southern Evrope {which we define as including Italy, Spain, Greece and Portugal).
The acquirers huve been usunlly companies from the northern EC counines (which
inciudes France). Acquisitions in Northern Evrope have been mostly of an intemal
nature, but also a sipnificant flow has come from Non-EC companies. Overall, there
1s 2 significant imbalance and the number of acquisitions of EC compantes by non-EC
companies is much larger than the number of operations whereby 2 EC insutunen
takes control of & non-EC company.

(Inser figure 2 and table 5)

Next, it is apparent from table 5 thut corporate restructunng invelves small firms and
that the proporuion of the ndustry overall capital which hus been affected is limited. It
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also appears that non-domesuc deals seem o be of a Jarger magnitde (see table 6).
Oniy in France and Spain -two countries with significant non-demesuc actvity- has
the domesiic restruciuring involved the arger deals. Table 5 is also mndicative of
significant differences 1n the average value of the acquisitions depending on the role
of the company. For Germany, the Netherlands and Denmark deals are larger when
the domestc company 15 the bidder. For kaly, Beigium, France and Spain the larger
deals cortespond w0 sequisitions where the domestic company 15 the target.

Stnee the data set includes banks as well as insurance companies and other financial
intermediaries, 1 1s interesting 10 anialyze whether the M&A activity has involved
intra-industry deals (that is a bank acquiring, say, a savings bank) or inter-industry
acquisitions treflecting the impact of deregulation and financial innovation that
eliminates the artificial separation of industnes).

Figure 3 presemts the total number of events by 1ype of participanis involved.
Approximately 70% of acquisitions are of an intra-industry nature. Outside their
mdustry, banks seem 10 be acquinag mostly other financial intermediaries, such as
leasing companies, finance companies and brokerage houses. As we know, in some
countries they already own significant pars of the insurance mdustry, and in centain
markets they cannot actually eater m this industry.

Insurers enter both the banking tndustry and other financial activities. The same
seems to be true of the rest of financial intermediaries, that buy both insurance
companies and banks. Finally, non-financial companies are entenng mto the industry
basically through the acquisition of finanoial intermediaries other than banks and
nsurers,

{Insen figure 3 and 1able 6)

As for the size of the deals according to the mmdustry invelved, the data on table 6
indicates that 1n banking mera-indusiry deais tend to be larger. This 1s not the case 1n
the rest of the industry. Similarly, the deals 1 which other financial intermedianies are
1argets are on average much larger than deals where shese financial intermedianes are
the bidders.

It 1s also of cestain nterest to consider whether snira-industry deals are in general
domesic deals or whether, on the contrary, they involve firms from different
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countries. The reievant information is presented in table 7. As we have aiready seen
most of the deals - intra-indusiry or not- tend 10 be domestic. However 1n stark
contrast with other industries, we observe that most of the intra-dustry activity in
insurance has taken place across borders.

{Insert tbie 7)

Public bid acquisitions have been less significant 1n number over the 1985-1951
period, but much more larper in magmiude. Table 8 presents a summary of the
available data for the main Community couninies. Most of the activily occurs in
France and the Usited Kingdom, although Italy and parncularly the Netherlands,
register 2 significant fraction of the rotal volume. As with prvaie acquisitions, most
of the deals are domestic. However, domestic deals tend to be farger, not only for
France and Spain like in private acquisitions, but ilso for most of the countries!s.

{Insert table 8}

On the whole, testructuring has been o domestic, smra-industry process involving
rather small firms and a limied fracuon of the industry. Increased concentration 15
observed in the markets that were most frugmented and where imponiant deregulation
has taken piace. In these markets {France, liuly and Spain), we also observe some
significant cross-border acquisitions, even in remail banking. Firms from these
countries are usually the targets (the bidders somenimes are also from the same zone)
indicating that some cross-border deals have taken place with the objective of
achieving markes share in banking systems which, because of previous regulation and
protecuon, presented more opporiunities both 1n terms of growth and of improved
profitability of the targeted firms.

The small share of inter-ingustry deals which is observed 1s somewhat surprising
piven the highly publicized linkages between banking and insurance products. The
evidence seems to suggest that the provision of insurance services by banks has no
been organized by the acquisition of iasurance companies but rather through the
extenision of banks product lines. Such strategy 15 certmnly consistent with the view

15 Other semarkable Facts on public bid acquisitions refer 10 the scarce activity 10 Belgum and,
specially i Germany.



that banks diversified their activity mnto insurance products partly in order to increase
throughput 1 their network and thereby iower average cost.

The predominance of domesuc deals also accords with the view that acquisitions are
undertaken for the sake of reaping scaie economes, beczuse scaie economies in
banking (however small they may be) are presumably more likely to arise in domestic
rather than cross-border operitions {see Neven, 1989). Indeed, scale economies in
banking arise mainly from the rationalisation of payment systems {within rather than
across banks) and from the amortization of the fixed costs associated with
informanon techrology and software development. Both types of ranonalization are
more likely to be profitable for domesne rasher than croos-border deals becanse most
payments are still national are because the reatmen: of informanon 1s often counery-
specific {especially software development),

184, Trade and FDI

As mentioned above, nattonal dereguistion and especially European directives have
allowed for easier entry of foresgn (EC) firms, through trade and foreign direct
investment. In this section, we attempt to trace out the effects of these regulatory
changes.

Trade 1n banking has been traditionslly linked to the establishment of foreign
subsidianes; Financial services have been usually provided from abroad for the sake
of supporting Jocal branches so that trade and FDI were complements. The
liberalizanon of capual flows in some Evropean countries and the progressive lifting
of restrictions to the establishment of foreign firms may, however, have changed the
waditional link between trade and FDI in banking. As it 1s the ease 1 most industies,
trade and FDI may, i the end, consisute complements in the early siages of
integranon but aliernunve channels once foreign firms have achieved a significant
presence.

11141, Trade
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Al the ouiset, it can be observed that Community coustries tend 1o enjoy a surplus in
trade in the financial industry 16 (see table 9 for the most recent data corresponding to
the period 1981-1988). The main surpluses comespond 1o the UK and UEBEL
(Belgium and Luxembourg), traditional intemational financial centers, but Germany,
the Netherlands and Spain, also enjoy surpluses which, furthermore, have
continucusky mereased in recent years even when ikiag inio account the growth of
trade in the indusiry {revesied comparative advaniage indices 1n table 9). The mam
deficit countries are France and lraly, altbent 1n the case of ltaly the deficit was
substantially reduced in the Iater pan of the penod.

Note that these patterns of trade are barely changed when we consider intra-
Community made (with the exception of the Netherlands which 15 a deficit country in
intra-Community 1rade). For surplus countries approximately haif of thewr tade
surplus comes from rade with EC Member States.

{Insert table 9)

Inspection of table 9 reveals that the roie of wade in the industry has increased
substantially, Measured by the weight of exporis over total cutput (2nd the same
happens if we use Umports over apparent consumption), 1t goes up dramatcally for
France, and significantly for Belgium, Spain and Denmark. In Germany and the
Netheriands, we ohserve substantinl increases in exports. Only in the case of haly,
there 15 a sharp reduction of the role of rade both with the EC and with the rest of the
world. It appears that the reducuon of the trade deficut in this country has been
chieved at the expense of a sharp reduction in the degree of openness of the lalian
banking markets.

As for trade diversion, the data clearly indicate that much trade diversion has ocurred
over the period. Again this 15 particularly true 1n the case of France, but also in other
countries such as Belgium, Spain and the Nesherlands.

Y6 According to Eurostal definitions, rade fiows i linancial insinuuioas correspond 1o noa-inlerest
income plus net capiial gans. We have defined output in wbic % accordingly.
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The integration of EC markets 15 also indicated by the sharp increase in non-domestic
claims held by banks tsee table 10). According 1o table 10, French and German banks
have been paricularly active sn diversifying their asse1s across EC countnes.

{Insert 1able 1)

Overall, the trade effects of dereguluuon and capital flows liberalization are large and
have taken piace rapidly. It appeurs that capital flows liberalization has a dramatic
impact on the volume of srade in the indusiry, as observed by the evolution in the
French markes.

Similarly, the divergen: evolutton of trade in repuisted countries such as Spain and
Italy, which only very recently have liberalized capital flows, is illustrative of the key
role of other aspects of international competitiveness 1 banking. Spain has offered 2
less protectionist environment {betler access 1o foreiga firms) than ltaly, and -for
miuch of the 80s- has enjoyed declimng umit Jabor costs while, as we will see later,
Italian unir Jabor costs started o decline only 1n the mid-80s, and staff costs are still
very high.



11.4.2. Foreign Direct Invesiment

The Community 1s a net recipient of FDI i the financial iastitutions mdustry
according 1o receatly published data by Eurostai. This 15 the result both of the
importance of internationa! financwal centers locuted in Community countries such as
the UK and Luxembourg, bus possibly also a consequence of the attracuveness of
some European markets to non EC compeutors for reail business. FDI has been
growing as annuxi rates above 25% in the penod 1984 10 1988 but, most remarkably,
intra-EC FI31 has accelerated drsmancally with annual cempounded rates of growth of
50% over the same penod (see Table 11}

{Insert tables 1§ and 12)

Tt should be noted, however, that despite this sharp increase in FDI, there have been
no dramatic changes in she presence of foreign firms 1n most EC markets (see Table
12). With the excepuon of France -which shows a clear ncreasing rend- 2t the end of
the eighties EC markets conunue 1o show vanous degrees of foreign penetration, but
they rematn mostly closed markets, Ia fuct, 1o countries such as Iraly we observe an
stagnation 1n the penetreuon of foreign firms. The growth of FDI has not significantly
changed the market shares of foreign firms, as domestic compentors have taken a
substantial share of growing markets.

Overall, there is thus no competling evidence that the increase m FDI observed
durng the last years of the decade has sygnificantly changed the exient of integration
of European banking markets. Al the sume ume, some remarkable, and somewhat
unexpecied, changes seem 1o have occutd n the doman of 1rade, where -as a result
of captal flows liberalization- there have been substentiat changes within Communiy
countries. As a result we may tentatively concludel!? that trade should not be
negiected as an impartant channe! through which European banking markets became
more integrited over she 80s.

17Note, however, that partid owneeship, while relevaat i 1erms of the degree of openness and
captured by our data on M&As, is notincluded in tbic 12, singe only participauions with control are
considered. FDI daa does nctede in some cases partial acqussitions. However, most ofien these
nvestments are considered portfolio mvestmens and they are not recorded as FDL
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115, Beregulation and performanc

Dereguiation, mcreased trade and the resutting burst in competition should have
impinged upon the performance of the indusiry. In this section we will determune the
extent 1o which as deregulation progressed over the 8Os, significant changes in the
efficiency and performance of the different national indusines were observed.

The first thing to note 15 that the expected efforts 1n cost reductions are limited and
different across coumries (Chars 3 ). Staff cosis end to converge at an EC level
although Italy conuinues 10 have exwemely high costs, while Germany and the
Netherlands have the jowess ratios, The sharpest declines in s1aff costs are observed
in France and Belgium.

{Insert chuan 3)

Together with the evolunon of stuff and other costs, it is important (o consider the
behaviour of productivity 1n the peniod. The highest productivity mcreases
comespond to the markets that undergo derepuintion {Chart 4). In all of them unit
labor costs decrease despsie lurge nonuaal wage increases in the case of Spain and
Italy. 1t is only in the counmiries with no subsianial regulatory change that
productivity improvements are not enough 10 compensate growing wages costs and
negatively affect the competitiveness of the industry.

Apart from the impact in efficiency and productivity, increased competition should in
prncipie affect the profitability of the industey. This can be assessed by looking at the
evolution of financial murgins n the industry, and ar the extent o which rents in
banking have ymproved or detenorated over the second half of the 80s.

Chart & shows that, with the excepuon of haly, financial margins -measured as net
mterest income over non-bunk deposis- are declining over the 80s for most of the EC
countries. This 1s parzicularly the case in France and Belgium, but also more recently

in Spain and other markets.

{Insert charts 4 and 5)
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1t 15 mnteresting to observe that this decline 1n 1nterest margins despiie the efforts 1o
boost non-interest tncome and to reduce costs, has had a differennial impact 1n the
rents generaled by the industry. By and lurge, the rents that accrue 10 personnel have
been matntamed and the compensation per employee 1n banking conunues to be
substantially above economy-wide compensanon (see Chan 6). On the contrary, even
though profitability has noi declined 1 absolute value over the 80s, it has not
benefited (with the excepuon of the Dutch banking industry) from the generat
recovery of terumns observed 1n European non-financisi industries. Thus the
attractiveness of bunking vis 2 vis other sndustries has declined as returns 10 1nvested
capial converge 10 economy-wide retursns (see Chun 7).

(Inser: charts 6and 7)

Y._Conclusions

One should exercise great care 1n drawing any conclusions regarding the effects of
deregulation across countnes. Indeed maay different factors will affect the structure
and performance of the banking indusiry, which are not easy 1o control for. Yet, in
broad 1erms, 1t seems that the following puttern 15 at feast suggestive of the effects of
deregulanon.

Three countries, the UK, Germany and the Netherlands have experienced littie
deregulanon but they were lightiy regutated 10 start with; 1n those countries, litile 15
changing in terms of performance, conduct and market structure. There 15 no further
penerauon of foreign firms.

The Netherlands is somewhat different from Germiany and the UK since in the dutch
banking market we observe some sigas of reduced compenition tmore profis, wider
margins) which 1s accompanied (spurred?) by increasing conceniration. Interestingly,
we aiso observe that biunks located in these three counimies have been relatively active
in foreign acquisitions (the UK) and in the provision of services abroad {Germany).
Hence it could be said that banks iocuted in these countries were onginally in a
favourable position (as indicated eg. by their tower cost} and have exercised the
competitive advantage thut light regulation had indirectly conferred upon then,
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At the opposite, laly had the most restrictive regulation 1n the early eighties and has
undertaken only linnted structeral derepulianion i the course of the last decade. Not
much has changed in the ndustry; costs are stitl high by Euvropean standards,
productivity is low and the Italisn market 15, if anything, rather less sniegrated with
Europe than 1 the early eighues. Some internal restruciuring has oceurred and
profitabitity has fallen. The liberalizanon of capstal flows does not seem to have had
much effect 1n Taly.

In between these wo extremes, Belgium and especially Frunce and Spamn, were fairly
strongly regulzted and have underizken significant deregulation with a reiative
emphasis on conduet deregulanion in France and Spuia. 1n the latter countries, bank’s
behaviour seems 1ndeed 10 have change, and mark-ups have been reduced (not much
can be detected in this regard in Beipium). Profits have fallen but productivity has
ncreased and unit costs seem 1o huve fulien as well. The liberalizanon of capial fiows
seemns 10 have costributed a greut deal 10 the increase in compeintion with significant
foreign aequisition in Spam and srongly mereasing rade 1n France,

Overall, this analysis suggests that deregulation inspired by the EC will work best
when 1t is accompasied (preceded} by national deregulanon. A possible explanation
underlying this observanien could be that restructuring is best imitiated by domesuc
firms. Foreign firms might be 1n & more difficult posiion to initiate the process and
mught prefer {because eg. of asymmetry of informauon regarding the behaviour of
domesuc players) 1o wait until intiat actions by domesnc firms have wmken piace (so
that some uncenminty has cleared ) before joming.



This report has emphasized the role of regulation as a determinant of the conduct of
banks and of the struciure of the bunking industry. The purpose of this annex 15 to
discuss some structural changes which currently occur in the banking mdustry and
are not directly retated 10 regulavon, Particalar attention will be given to the changes
1n the environment which may alier the scope of banking funcuons.

Traditional banking funcuions melude the provision of a payment system, the creation
of money, the transformution of mturity and the provssion of oans to private and
corporate clients, Binks have usuaily performed these funcuions by acting as
intermediaries between agents with surplus and shortage of funds, namely by
collecting deposus and awarding loans of a longer matunity than deposits.

In what follows, we shall focus on two importznt developments; first, we shall
assess current developments n the payments system with a particular attention to the
role played by credit cards. Second, we shall discuss how the acuvity of
intermediation underinken by banks 15 likely to evolve.

1. Undenaking pavments

Various technologies can be used o undertake payments, ranging from cash
transaciions, direct transfers, automatic transfers (domuciiiation), the 1ssuing of
cheques, credit cards and debit cards. In the last case, the payment service is bundled
with the provision of credit. With the exception of credit curds, payment services
have traditionally been pravided by basks. In this context, the tssue anses as 10
whether, s often argued by professionals!¥, credit cards will progressively dominate
and, refutedly, whether banks wiil be progressively competed away from the
undertaking of puyments and credit card operstions by non-bank institutions.

185ce for example The Econonist (une 1941) or Sulomon Brothers {1491),
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1.1. The current siluation

AsTable A.1.1 ind'é'o:mf:s, the relative importimce of these various means of payments
varies across countries. In parucutar, countries like Belgrum, Germany and the
Netheriands have well established systems of electrome funds ransfers which are
owaed by bunks and in those couniries cheques accouns for a relatively low share of
transactions. In ali couniries except the UK banks perform at ieast 98% of
transactions through traditionsi meuns of payments. H s only in the UK that credit
cargs account for a significant shure of ansactions.

Table A.1.1. Payment mechanisms
Relanve use of alternanve techaologies - 1987
{% of the 1ol vaiue of wansacuons)

Counuy Cheques Transfers Domic. Debit Credit
Germany 8.6 54.8 36.0 0.0 0.6
Belgium 329 54.0 6.6 55 1.0
France 63.4 17.3 9.4 7.9 0.0
Netherlands 9.0 64.5 16.3 0.5 0.5
haiy 52,5 44.6 2.0 0.0 0.9
UK 57.0 220 9.0 0.0 1.0
Spamn 84.7 1.4 4.1 0.5 0.3

Source: Quoted from the BIS by Santillin, 1. in Boletin Econdmico. Banco de Espana. February
1991, Data for Spain correspond 1o 1989.

The question then anses as o whether participaung banks or the network to which
they are associated (Visa, Mastercard, Amex, Diners Club) are providing the service.
In this regard, it seems vseful to disungoish between payment and credit services.
The transfer of funds between debtors und creditors is underaken through the
network and this service operites tike any other electronie fund transfer system. This
part of the service 1s therefore provided by banks which form the network. Whether
the network 15 owned by banks or not 15 umimportant; what maters 1§ that withoat
banks, the network 15 nonexisieat,



i .
Whether credit services are also performed by banks vines across card systems and
depends on whether pariicipaning banks zctually bear the credit and settlement nisks
associated with transactsons. With respect to Visa and Mastercard, 11 seems that the
risk 15 effectively borne by the banks!® At the opposue, when banks distribute
American Express or Diser's Club cards, they don't bear the nsk associated with

transaction. !

Hence, 11 seems that ender current arrangemenis banks bear most of the nsk
associated with credit cards; i Evrope, only 6 % of all cards have been issued by
Amex and Diner's Club?®, So fur, banks have therefore not been competed away by
non-bank financial iInsututions.

Future developments regarding the position of banks wifl thus depend on whether
credit cards will progressively dominate as a means of payment (bundled with credit)
and whether banks will be in a favourable position to compete with non-bank
financial institutions n this market. We ke these questions in turn.

1.2. Competition between alternative technalogies

Whether payments through cards (debit or credin) will progressively dommate the
market depends on consumers’ willingness 1o pay for this service and the cost of
providing 11, refative to alternative technologies. On the cost side, 1 seems that card
payments are superior o payments by cheques but that direct transfers through
electronic networks mvolve even iower costs than card operations. Yet, not all
wransacnions can be performed through eiectromie networks; the experience of
Belgium, Germany and the Netherlands (see Tuble A.1.1) suggests that some 50 10
60 % of ransactions can be performed through an electronic network, Whether this
proportion cauld be further increased is not clear,

On the demand side, consumer's willingness 1o pay for card payments will be
determined by the relative convemence of cards, which s iself fargely determined by

1% Accordiag 10 some miervicws wilh Banks parteipaung in these networks.
205aurce; $alomon Brothers, 1991
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therr accepiance. There 15 a nenvork externality such thm consurmer's willingness to
pay 1s a function of the aumber of outiets sccepting therwr cards; i tum, outlets will
have increased incentives 10 accept curds, the kurger 15 the number of cards 1ssued.
Considenng the relauve umponance of this externality for aliernative technologies, it
seems that the externakity s largest for cush, followed by eiectronic networks (which
involve all holders of banks accounts) and smaller with checks ¢where the settiement
risk 15 such that accepiance 1s reduced). The relutive size of the externality for any
consumer associited with a credit or debit card is a funcuon of the proportion of
counterparnes in rransscnons which accept the cord. This properuon is hard 10 assess
so thal comparning exiernalities between credit curds and relative to other technologies
within countries 15 difficult, Compurson of the relative externalities associated with
cards across countries 18 relatively easier; Tuble A 1.2 compares the number of
outlets accepung Visa and Evrocard in the UK, Frunce and the former West Germany
(three countnes of roughly similar si1ze).

Table A.1.2 Cards and network externalities

Number of retuii outless accepting cards (1988}
{(Number of cards i1ssued in thousands)

Country YISA EUROCARD
UK 316252 309 654
(17177 {12 994
France 416723 420 000
(6 639) 2027
Germany 89 803 106 939
{328) (G84)

Soume: Visa Internuuonal/Mastercard Faternationat
This comparison suggests that the externality associated with cards 1s largest in

France and the UK and moderate in Germany. However, the externality associated
with cards in countries which hive extenstve electronic network Jike Germany could
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be instanily established by associating the cards and the aetwork (as was done in
Belgium with the Bancontac/Misiercash system).

The issue of whether externalities will develop 1n markets where there 15 no electronic
network 1s more intricate; on the one hand, one would expect that decisions by
private individuals 1o jom the aetwork will not take nto account the benefTt aceruing
to others, so that the network will be unduly small. On the other hand, competition
between networks nught lead 1o excessively rapid development, relative to the social
aptimum. The experience of the UK sugpests that private mceatives to develop the
network are fkely 1o be sufficient. Yes, it is worth noticing that in principie, the
efficient orgamzation of payment services would require 1o organize a unique
network 11 which cards could compete (such ouscome could easily anse in countnes
which have an essablished electronic network - the compettion between Mistercash
and Bancontact in Belgium being a cuse i pownt).

On the whole, this analysis suggests that 1 countries which do have electronic
networks the market share of cards could inerease very quickly as cards become
associated with the network. Yet, given that a large proportion of transactions 1s
undertaken through direct transfers 1n the network in those countries, one would
expect the devetopment of card payments to be more limited than 1n counmes which
do not have a network. In other countries, one can expect card payments to develop
even though an efficient development would require some coordination and an
efficient orgamzation would mvolve the creation of a network. In any event, a
comvergence 1n the pattern of paymenis across countries ts unlikely to occor in the
short term, especially between those counines which have an electronic aetwork and
these which don'l.

1.3. The retanive posttion of banks

As mentioned sbove, the payment service 15 always performed by banks, which as
deposit tking nstitutions hold chients accounts, Credit services can however be
performed by non-bank financial institutions.

In principle, one would aiso expect thit banks should have 4 susiainable competitive
advantage in this market, provided thar they suck to their own customers. Indeed, the
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competstive advantage of bunks m providing credit card services stems from their
privileged access 1o information on customers assets und other long term loans in
addition to thewr credit card operations and they will often be aware of customers’
non-financial assets which mauter for their loag term solvency (human capital,
prospective inheriiance). As a result, banks should be better able to manage theiwr
short term credit nsks,

However, in the presence of muliiple competing networks, customers, especially
unsafe ones, might be tempied 10 obrun shon term credit card facilisies from other
banks than the one they usually do business with. These other banks will then be ina
position akin to that of a non-bank finsncial 1nstwnon which does not have
privileged information on customers. That 1s to say that bank will lose therr
compentive advantage. The problem of adverse sclecuon ansing from this
asymmetn¢ mformation would wise presumuably affect the average interest rate and
quality of banks providing the service. This problem could be alleviated by
systematic exchange of informunion across networks. L 1s not clear however that
banks wili have the appropriate incentive to share the informancn (see Pagano and
Japelli, 1991). Even if informauon was freely available, 1s precision (on matters like
human capital) would presumably be affected by the systemanc procedures which
would necessarily be used to undertake the transfers.

2. Intermedianon

As menuoned above, banks act as intermediaries between agents with surplus and
shortage of funds, by collecung deposus and awarding loans of a fonger maturity
than deposis. It 1s ofien argued that the mtermedianon performed by banks is being
eroded and likely 1o decrease further as agents with surplus of funds have direct
access to lending opporunities m capital markets.

In terms of principles, #1 seems worth distinguishing between the collection of
deposits and the provision of Jouns. To the exgent that banks have similar networks
and are perceived by deposiiors as equally sufe, deposits are by and large &
homogeneous commaodity {where imperfect mformauon does not play a major role).
At the opposite, loans are a highly differentiated commodity where the asymmetnc
information between binks and borrowers plays a centril role. The provision and
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monitoning of loans m parbeular 1o small and medium size enterprises and private
individuals for whom liule informuuon 1s public, requires the acguisition of
information about their jong term solvency. Banks can establish the necessary
refationships with clients 10 acquire this informanien which is pot immediatety
available or transparent. An uppropriae assessmeni nught wdeed require to consider
non financial assets Hke human capual. Such asssessment cannol be undenaken easily
by investors in the eupial market, However, when relevan: informanen about long
term solvency car be made aviilable 1n 1 comprehensive fonm, the role of banks is
likely to be more limited, and invesiors in capstal markets are likely to play a more
important role. This will typically be the case for lurge corporations.

On the whole, it seems that the competence which ts required for the collection of
deposus and the provision of losns to lurge corporations 1$ not obviously specific.
Arguably, the aren where bunks can develop a partcular competence 15 in the
provision of leans to small and medium size enterprises. Bunks are not likely 10 be
competed away 1 this funcuion by market opsrators. However, they will still have to
face compesition from other financial intermedianes which huve access to privileged
nformation on firms' solvency or a superiar capaciy 1o process this mformanon.
Increasingly, one can therefore expect thut bunks will select loans to enterpnses and
sell the assoctated claims in the capual market {as claims w individual loans or in
bundles), while earming z fee for this operation. In the process the share of bank's
earmings which 15 accounted by fee should therefore increase (relative to interest

earnings).

The exient to which this process of disintermediston has already occurred is hard to
assess. Table A.1.3 provides one measure, namely the growth m direct purchases of
financial assets by households. The growth in direct holding of assets is impressive,
particularly in Ttaly, France snd Belgum.

These figures clearly indicate that the market for murketable financial claims has
increased; as indicated above, banks compete with other financial tnsniutions s
1ssuing such clams, Table A.5.4 tnies to assess whether banks have been able to
capre a ssgnificant share of this market for financil clums. According to this table,
tnet) fees and commssions have wmerensed from the early 10 the late eightes by a
factor of more than 2 in France, haly and Germany, and more thin four in Spain with
Belgium bemg an mtermediale country. Hence, 1t appears that i all countries but taly
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fton interest income has increased ut a faster pace than the overall market for direet
holdinp of ussets. Banks have appurenily been able 1o swich from interest to fees
without losing market share.

(Insert tables A.1.3 und A 14}
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Annex 2

damn repulatory chanpes in selecied EC banking morkets

a} Canduct
L. General rules
Belgum

- Introducnion of new regulation on iierest res for savings sccounts 1 1684,
- Maximum inierest on savings fixed, 1986,
- Inserbank agreements on saterest for checking aceounts.
- Agreements on fees and comnussions,
- Agreements regarding loaas (fess thun 20 midlion BF) and nme deposits.
- Legai provisions for the imposition of credi ceilings still in place.
Erance
- No imterest on demand deposit.
- Regulation on ime deposits Relaxed partsatly in 1986,
- 16846 abolition of credit ceiling.
- Preregulation of commussionffees m 1986.
- 82-86: control on rumber of briunches.
CINEnY

- Some coordination on mierest raie fees and commissions, through banking
associations explicily allowed (waver of competstion policy).

Italy
- Agreement on Lending/Borrowing rues until early 1980's.
- Direct consrol on interest rates on liabilities for special credit instiuuons.

- Direct control on lending; abolished in 1981 reconstuuied in 1987 (temporarily).

39



- Restnictions on the number of branches - partiaily lifted in 1987 (with stong
discriminatory guideiines).

§gmn

- Al nterest rale deregulated 1n 1987, Previously some regulation existed on
checking accounts and smail short ierm ume deposits,

- Restnicuons on the aumber of branches iified (1985, and 1989 for saving banks).
- Fees and conmmussions regulated, up to 1987 { some prior deregulation 1n 1981).
- Credit ceilings reinstalled between june 1989 and december 1950

Netherlands

- Credit ceilings enforced temporarily 1n 86-87.

-« Some evidence of paruiiel behaviour on rates,

- Mimmum fees und comnussions subject to interbunk agreements.

UK

- Recommended Interest rute system for Building Soviety discarded in 1984,

- Leading guidance - finally withdruwn 1987,

2. Direct resiriciions on gssess and liahilivies
Belgm
- Temporary maadatory imvestment regquirement on all banks.

- Parncipanons 1n non-financial firms are -in principle- prohibited. Since May 1990
shares 1n those firms miy be held within limits.

- Smet mandatory mvestment requirement on public and saving banks.
- Impiementanion of BIS rules will involve stronger requirements
Frunce

- 85: abolition of mundiutory imvestiment regirements.

- 5% caputal rauo, plus mdividead restnctions

- As of 89/90, European direcuve with sironger requirgments,

- Control of non-financial firms is allowed with sonie resmctons.
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TEnan

- Impiementation of the European directive would softea requirements on capiai
adeguacy.

- Some restrictions on the matching of matrnity beiween assets and liabilities,
- No sigaificant resmictions on the controi of non-financial firms.
A
- Significant reserve requsrements.
« No equity participation in non finascssd fimms,
- Widespread mandutory investment requiremests parmally removed as of 1987,
HEH!
- Mandatory mvestmen: requirement phased out graduaily between 1989 and 1993,

- Since 1983 regulations huve been adapted to conform o BIS rules. Adoption of EC
rules will soften the requirements.

- Parucipauons in indusiry are ullowed, bus they involve somie penahies in the capital
adeguacy rztio since 1985.

Netherlands
- Removal of mandatory invesiment requirement.

- Parucipations in non-fingnecial firms larger than 5% requires approval from the
Ministry of Finance.

UK

- Some specific resinctions on capial - ciuse by case,

- 1989: BIS agreement. Effecis unclear except for loss of flexibility.
- No resmetions on the control of non-finuncial firms.

- Building societies aflowed 1o borrow wholesale funds for up 1o 20% of ol (40%
in 1988).

b} Structural
I General riles
Belgpum

- Separation betwees commercial and investment baunking, progressively relaxed.
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- No direcs trading of secunties: parucipations in brokerage houses progressively
allowed.

- Banks may own 1nsurnce companies.
- Recent despecialization of suvings and public banks.
France

- 1984: widening scope of products of mutual Banks and Cooperative Banks. End of
specialization withis the bunking system.

- Mo direct rading of securities by banks. May be performed by subsidiaries.

. No underwriting of insurunce by banks but banks may own msurance COMpanics
without restrictions.

- Mutual funds may be owned through subsidiznes.

Germmany

- Mortgages resincted 1© mortgage banks and building societies.

- Leasing and mual funds through subsidianes.

- No underwriting of insurance but banks may own insurance COmpinies,

Iraly

- Significant specsaiization within the banking system. Up until 1986, distincnon
berween short term funding undertsken by commercial banks {up to 18 months) and
medium and LT funding {endertaken by special credit insututions). Only very limited
lifting of reswiciions m 1986,

- May 1980: banks are aliowed 10 buy stock in insurance.

ngn

- Wideming scope of savings banks and disappearance of specialization, even before
the 80s.

- In 1988, lifting of remuinming restrictions on bank's businesses (leasing, mortgages
bonds and fund management).

- Insurance and mutal funds may be underaken through subsidiaries.
- Dealing i secunsies through subsidianes.
Netheriands

- Functional sepuration "de fucio”



- Restncuons on the ownership of insurance compunies by banks.

- No underwriting of insurance (brokerage allowed).

UK

- No investment advice and sale of investment products afier 86 (FSA),

- 1986: dealing in stocks is pemuted (100% ownership of Stock Murket Members).

- 1986: building socieues allowed to undertnke unsecured lending and provide credit
cards.

- No resrictions on the ownership of insurunce compunies by banks,

2 EntrytExi barrrers {domeste and foreqen buiks)

Belpum

- Minimum capual.

- Fit and proper test.

- No restricttons on the establishment of foreign bunks.

- Change of ownership subject w approval by the banking comrmission.
France

- Fit and Proper.

- Minimum Capal.

- Widespread Public Ownership.

- Remamning capital controls parnadly lified in 1986/1987, and full liberalization 1n
1989/1990.

ermany
- No restreuions on the eswablishment of foreign bunks.
aly
- Imporiant restnictions on the ownership of baaks
- Fit and Proper.
- Widespread public ownership.

- Requirement of 2 non-nierest beaniag depostt agunst the holding of foreign assets.
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- Caputaf contols parially ified October 1988 and fully lifted by April 1990.

- Some restrictions on the sctivities of foreign baoks, partally lifted in 1990 bat still
penalizing foreign mnstiutions (1.¢. ceilings on certiun louns).

Spain

- Fitand proper test and memmum capiisd,

- Significant entry barriers for domestic bunks up to 1988,

- Significant public ownership.

- Significam restrictions on foresgn busks, to be eased by the end of 1992,

- Some deregulation of capitai controls between 1988 and 1990, Remaining controls
10 be removed by the end of 1992,

MNetherlands

- Minmum capial.

- Insurance companies cannol control banks.
- Fit and proper test.

UK

- Fit and proper test.

- 5 mf capnal {disbursed) (Banking act 1987).

(Insert table A.2.1)
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Annex 3

Interest rates used in chares § and 2 and M reserve requurements o selected EC
ey £

(Insert Table A.3.1)

Table A 3 2 Mismum reserve reguiremenss in selected EC countnies

Reserve Ratio |

Belgium 2 e300
Netherlands 3 0.00
Germuny oreeres 415  Time liabilisies

495 Savings deposis
) 12.10  Checking Accounts
United Kingdom 9 -ooeereeeeenns £.45
Denmark  -----eees ‘It doesn't exast
France -owreevesnii.5.50° Checking Accounts since Oct.90
3.00 Suvings and Time deposits since Qct.90

Spain s - 5.00
Portugal 3 -17.60
Baly G 2250
Luxembourg oo It doesn't exist

I~ There are ample differences within the Community as 10 the funds that may satisfy
the reserve requirement and the basts for the computauon of the requirement (see
Bundesbank, Murch 1990).

2- A law passed in 1988 allows the Ceniral Bank the introducton of a reserve
requirement if requited by monesary circumstances,

3- An agreement between the Central Bunk and the commercial banks allows the
mtroduct:on of 4 reserve requiresIent.

4- Does not serve monetary policy gbjectives,

5- The average remuneration of these reserves wus 7.5% 1n 1990 and is increasing in
1991,
6 25% of the increment until 22,5% of the level is reached.

Sources:
Memona del Banco de Portugal (1980).
Repor of the Dewsche Bundesbank {1990} and monthly report. Masch.
Banqgue de France. Compte Rendu (1990},
De Nederlundshe Bank. Annual Report 1690,
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CHART 1.A

CCHPORATE DEROSITS MAAKUPS (1884-1501)
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CHART 1.B

HOUSEHOLDS DEFOSITS MARKUPS (1984-1981)
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CHARY 2.A

CORPORATE LOANS MARKUPS {1984-1991}
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CHART 2B
HOUSEHOLDS LOANS MARKUPS (19841981}
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Structura! Regulation

Figure 1. National deregulation in the
and the European Directives
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Figure 2. Acquisitions in the financial industry by zone

(number of deals)
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Figure 3. Private acquisitions in the financial sector
by industry (number of deals)
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TABLE 3
CONCENTRATION IN EEC BANKING SYSTEMS
Market share of the five iargest banks
(as % of total assets)

1.987 1.988 1.989 1.990
BELGIUM 58,2 57.5 57.9 54,9*
DENMARK n.a. 74.3 771 n.a.
GERMANY 24.8 25,7 26,3 27,4
GREECE 63,7 62.3 63,4 n.a.
SPAIN 33,2 38,7 38,8 41,8
FRANCE 42,8 42.8 42,8 45,
iTALY 39,1 41,1 445 43,0°
LULFBEVBOURG 25,4 26,8 25,8 24,7
NETHERLANDS 86,8 90,4 83,7 84,1
PORTUGAL na. n.a. 56,4 n.a.
UK n.a. 29, 29,1 27,8

Source: IBCA, central banks and other national sources.
* Estimates
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TABLE g
JRADE N BAMKING SEAVICES IN THE EC {1981-1908)

1083 1984 1885 1958
Gannany
Trade baience (ML ECUS) 182 344 379 531
o wheh inm-EC 74 147 163 236
RCA lndox (i %} 53.22 B4,EE 54,13 72.08
Esporuilhapet {in %} 5,34 8,00 X3 5,56
o wiech intm EC 2,47 2.1 R.58 .17
Irpond/Aps Comunptan {in %) 1,68 1,42 1,28 .18
of whet om-EG 1.0 0.Ba 2,75 0.5%
Danmaerk
“Trade batance {mil ECYf) -4 1] 5 1
of which intm-E{2 -3 “5 P 2
ACA indax {in %) -50.00 e.00 5,57 12.14
ExportuQutout fin %) 0.2 277 0,60 2,00
of which inva-EC a5 Z.03 0.3t 162
mportstAsp. Consumpten fin %) .87 3,48 ©.50 [
ol which nire-EC Q.58 2,32 .28 8-
Spaln
frade bakancs (mALECUs) 14 Fal ao 123
al which eva-EC ] a8 1 54
RCA lnoax {its %) 17,35 15.00 2178 30,55
ExportwOutpat {in %} 1,78 3,50 3.21 7.2
of which imma-£C 540 1.28 £,21 ak2
Importy/App. Cansumption {ix %} 2.85 &2 | ¥ 7% a.2%8
ab which #tma-EC s.00 0.88 a1 1,45
Franss
Trage balance {mdtECL) 1] -55 11 -227
of which intra-EC 38 -94 -45 48
ACA Indsx (n %) ~4. 48 -5.30 078 -5.08
ExporeOutpat fin %} 8.78 11,88 14,88 24,1
al which nya.EC 1,54 1.82 4.07 7.58
ImpansiApp Consumpon (in %) 18,86 1308 14,68 Q688
ol which nia-£G 2,48 4.0% 5,02 8,19
Italy
Trade tasance (i ECUs) 778 -2e] +185 29
of which inrs-EC 173 -1 -128 -5
ACA Incaz {in %] -32.38 -14.07 -7.%8 1,66
Exporte/Outpul [in %) 17.54 13,47 15.90 11,34
of which inra-EC. 4,51 2.58 2.85 1,64
Impons/App Consurmpton (in %) 28,9t 1713 18402 11.%4
of whists ntra-EC 7.06 3.04 4.4 2,81
Hathoriandn
Trade balance {mt ECL2) 4 58 -4 118
of whach inva-EC -2 4 489 -2z
REA Inder {in %) 2.30 17.79 -1.02 28,76
Expora/Culput [in %) 7.53 12.80 £5,54 10,65
of which intra-EC 2,62 476 2,57 a.3%
ImpansApg. Consumpton fin %) 7.22 8.20 L1185 5,43
of which invre-EC Z.80 &£,57 5.48 4,50
i
Ymde balancs {mIlECUL) 1076 1863 2 2445
of which intra-EC 538 853 1156 224
RCA Edax {in %} RA A Na ha
Eaporta/Qutput {in %} HA RA HNA NA
of which mba-£C NA NA nA HA
imperte/App Consumption (in %) |58 A NA NA
of wiuch intr-EC Na A HA HA
LERE
Trade bamnce jmeE ECUS) 121 176 200 298
of whieh inve-EC o o 2z 115
RCA bratox (%) 20,25 23,53 19,86 i8.82
ExposteOutput fin %) 34,53 41,80 37.82 38,33
ol which intra-EC 8,56 11,97 12,59 1965
tmpons/App Cansumpion {in %) 73,55 30,86 26.87 2881
of wiich ins-EC 19.11 14.25 1281 17.01

Source: Eurostnt. ACA: {Esports - Imports} / (Eapoas « Imporis) e )



Table 10. Forelgn assets held by banks in selected European countties
1986 1987 1988 1989 1330

By location” {index numbers: 1985, 100 constant dollars)

Belgium 129 159 148 158 163
France 116 148 147 168 189
Germany 160 201 183 238 289
ltaly 115 121 116 147 138
Lixembourg 128 159 157 183 217
UK 118 138 135 135 142

By nationality™ {index numbers: 1987, 1060 constant dollars)

Belgum 101 109 121
France 128 138 158
Sermmany 128 150 180
Italy 137 165 186
Luxembourg 203 238 287
UK 118 116 - 119
Spain

Netherlands

As a % of total assets {only foreign loans as % ot ioal loans)

Belgium 58.8 57,3 58.9 56,9
France 34,4 35,2 35,2 37.4
Gemnany 13.8 14,2 14,8 18,7
Italy 13.4 12 11.8 11,9
Luxembourg 97.8 87.5 96.4 96,5
UK 68,9 63.6 59.6 61,3
Nethetlands 34,5 34.4 32,8 35

Source: BIS and Association Belge des Bangues.
* Foreign assets held by banks focated within the country.
** Foreign assets held by banks depending on its nationality and whatever the location.
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