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Abstract

This thesis investigates whether there has been an improvement and convergence of
productive efficiency across European banking markets since the creation of the Single
Internal Market: it examines the main European banking systems between 1993 and
1997 and estimates the efficiency characteristics of these markets by employing non-
parametric estimation techniques, in the form of Data Envelopment Analysis (DEA) and
the Free Disposal Hull (FDH) approach. In addition, this study also evaluates the
productivity change across banking markets employing the Malmquist Productivity
Index (MPI). Using efficiency measures derived from DEA estimation, it also evaluates
the determinants of European bank efficiency using the Tobit regression model
approach. Finally, this thesis extends the established literature on modelling the
determinants of bank efficiency by recognising the problem of the inherent dependency
of DEA efficiency scores when used in regression analysis. To overcome the
dependency problem, a bootstrapping technique is applied. Overall, the results suggest
that since the EU’s Single Market Programme there has been a small improvement in
bank efficiency levels, although there is little evidence to suggest that these have
converged. The results also suggest that inference on the determinants of bank
efficiency drawn from non-bootstrapped regression analysis may be biased and

misleading.
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1 Background, Aims, Methodology and Structure of
the Study

Since the signing of the Treaty of Rome in 1957, European countries have come a long
way towards the development of a truly pan-European economic and monetary union.
Under the 1957 Treaty, the internal market was viewed as one which allowed “free
movement of goods, people and services” and the objective was to transform the
segmented national markets into a common single market. The year 1992 marked a
significant strengthening of the progression towards an EU-wide market for goods and
services with the implementation of the EU Single Market Programme (SMP). One of
the major objectives of the EU’s 1992 SMP was to facilitate the free movement of goods
and services across Member States and to improve economic efficiency.

An integral part of the SMP was directed at harmonising regulations and
fostering competition in the banking sector. Up until the mid-1980’s there had been little
progress in removing barriers to trade in financial services. Typically, European banking ,
systems were characterised by relatively high levels of government controls and
restrictions that inhibited competition and maintained a protected banking environment.
Interest rate restrictions and capital controls were widespread, and branching restrictions
existed in some countries. There were marked differences across banking systems: for
instance, the United Kingdom, Germany, Denmark and the Netherlands had
comparatively liberal and open banking markets, while regulatory restrictions limited the
competitive environment in the remaining EU Member Countries [see European
Commission (1997a)].

The EC’s 1985 White Paper on the completion of the Single Market and its
incorporation in the Single European Act (SEA) of February 1986 constituted an
important and renewed commitment by the European Commission towards the
liberalisation of EU banking markets. This culminated in the Second Banking Co-

ordination Directive, adopted in 1989, together with the two parallel Directives on
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Solvency Ratios and Own Funds. This formed a comprehensive framework for regulating
all the banking business in the EU. By 1 January 1993 the aforementioned legislation had
created the ‘largest and most open banking market in the world’ by eliminating or
lessening existing barriers and by establishing minimum regulatory requirements across
EU banking systems.

The process of integration and the accompanying deregulation has embodied an
incentive for bank management to focus on improving efficiency, especially given the
more competitive banking environment. Efficiency is now considered a critical strategic
factor for banks in remaining competitive and a number of recent studies have shown
that the most efficient banks have substantial cost and competitive advantages over those
with average or below average efficiency [Sinkey (1992); Berger ef al. (1993); Gardener
(1995); Molyneux et al. (1996)]. However, despite the extensive literature recently
generated on this issue, most of these studies relate to the US banking system, while
European empirical research, with some exceptions, is comparatively scarce. In addition,
although there have been a number of international comparisons of banks’ efficiency [see
Berg et al. (1993); Fecher and Pestieau (1993); Berg ef al. (1995); Bergendhal (1995);
Pastor, Pérez and Quesada (1995); Allen and Rai (1996); Pastor, Lozano and Pastor
(1997); European Commission (1997a); Dietsch and Weill (1998)], the need for further
research in this area has been highlighted by a recent survey undertaken by Berger and
Humphrey (1997). This need is particularly pressing in the light of relevant changes in
the regulation of financial systems, especially in Europe, where structural deregulation
(that is, reducing or lessening banking structural and conduct rules) has been a major
feature of the EU’s Single Market Programme and of the evolution of the European

Monetary Union (EMU).
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1.1 Aims of the Study

This thesis aims to investigate whether the productive efficiency of the European banking
systems has improved since the creation of the Single Market Programme. It examines
the main European banking markets between 1993 and 1997 in order to investigate
whether there has been an increase and a convergence of efficiency levels following the
process of legislative harmonisation. Non-parametric estimation techniques, in the form
of Data Envelopment Analysis (DEA) and Free Disposal Hull (FDH) approaches, are
applied to evaluate the relative efficiency of European banking. In addition, the
productivity change across banking markets is calculated using the Malmquist
Productivity Index (MPI). This thesis also evaluates the determinants of European bank
efficiency by using the Tobit regression model approach to investigate the influence of
various country-specific and environmental factors on bank efficiency. Finally, this thesis
extends the established literature on the determinants of bank efficiency by taking into
account the problem of the inherent dependency of DEA efficiency scores when used in
regression analysis. To overcome the dependency problem a bootstrapping technique is
applied.
The main question we aim to answer is:

=> In a productive context, has large European bank productive efficiency

improved and converged since the creation of the SMP?

The above question leads to the following set of sub-questions:

—> What is meant by productive efficiency for banks?

— What does theory and the relevant empirical literature tell us about the nature,
meaning and determinants of bank productive efficiency?

= How might bank productive efficiency best be evaluated?

= How might we compare bank productive efficiency cross-country and over

time?
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— Are European banks’ productive efficiency estimates consistent with standard

measures of performance?

—> What are the main determinants of European bank efficiency?

1.2 Methodological Issues

One of the main problems faced by researchers investigating banks’ cost efficiency
relates to difficulties in the definition and measurement of the concept of bank output,
mainly as a result of the nature and functions of financial intermediaries. The most
debated issue regards the role of deposits: on the one hand, it is argued that they are an
input to the production process (intermediation and asset approach), on the other hand,
it is suggested that deposits are an output (production approach), involving the creation
of value added, and for which customers bear an opportunity cost (value added
approach, user cost approach). Even today, there is no all-encompassing theory of the
banking firm; in particular, there is no agreement on the explicit definition and
measurement of banks’ inputs and outputs. Berger and Humphrey (1997) pointed out
that, although there is no ‘perfect approach’, the intermediation approach may be more
appropriate for evaluating entire financial institutions. Following the modern empirical
literature [see, among others, Molyneux ef al. (1996); Mester (1996)], the empirical
analysis presented in this thesis uses the intermediation approach, which views financial
institutions as mediators between the supply and the demand of funds. The main
consequence of the intermediation approach is that deposits are considered as inputs, and
interest on deposits is a component of total costs, together with labour and capital.

The techniques employed in this study to estimate the productive efficiency of the
main European banking systems are non-parametric: they include the Data Envelopment
Analysis (DEA) and its relative, the Free Disposal Hull (FDH). The DEA efficiency
estimates are also used with panel data in order to analyse the variation of productive

efficiency over time. Following the lead of Fire ef al. (1994) and Grifell-Tatjé and Lovell
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(1995a) we use DEA estimates to construct a MPI of productivity change, which enables
us to track productivity growth or decline during the length of time under investigation.

Efficiency estimates are also compared to standard measures of performance
(ROE, ROAA, and Cost/Income ratio) to test for consistency. Efficiency measures
should be positively correlated with standard non-frontier measures of performance. As
pointed out by Bauer ef al. (1997), positive correlation with these measures would give
evidence that the frontier measures are not simply artificial products.

Although the basic DEA models have been improved in a number of ways in
recent years [see Lovell (1993) and Seiford (1996)], one of the main criticisms faced by
researchers using non-parametric methods is the difficulty of drawing statistical
inference. The more recent literature, however, has sought ways to overcome this
problem [see Grosskopf (1996)]. One of the first tools employed to this end was
regression analysis. The basic idea of what has become known as the “Two-Step”
procedure is to treat the efficiency scores as data or indices and use linear regression to
explain the variation of these efficiency scores. The first improvement to this model has
come with the attempt to account for the fact that efficiency scores are censored [Lovell,
Walters and Wood (1995)]; as a result, a model that accounted for the fact that the
dependent variable was limited became preferred to OLS.

A new conceptual issue has recently been raised by Xue and Harker (1999): they
point out that efficiency scores generated by DEA models are clearly dependent on each
other in the statistical sense. The reason for dependency is the well-known fact that the
DEA efficiency score is a relative efficiency index, not an absolute efficiency index.
Because of the presence of the inherent dependency among efficiency scores, one basic
model assumption required by regression analysis, independence within the sample, is
violated. As a result, the conventional procedure, followed in the literature, is invalid.
Xue and Harker (1999) propose a bootstrap method to overcome this problem. This
study implements a ‘Three-Step’ approach, which can be summarised as follows:

1. Run the DEA model to calculate the DEA efficiency scores;
2. Fit a Tobit regression model in which the DEA efficiency score is the dependent

variable to investigate the determinants of bank efficiency;
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3 Substitute the conventional estimators of the Tobit regression coefficient estimates,
with the bootstrap estimators for the standard errors of these estimates, to account

for the problem of inherent dependency arising when DEA scores are used in

regression analysis.

1.3 Data Sources

The banking systems studied in this thesis are those of: France, Germany, Italy, Spain
and the United Kingdom. The choice of countries is based as much on their relative
economic weight inside the EU as on the size of their respective banking sectors. The
time span considered is from 1993 to 1997, that is the period following the
implementation of the Single Market Programme (SMP).

A sample of 750 banks from the above countries (the largest 150 banks by asset
size in each respective country) was drawn from the London-based International Bank
Credit Analysis IBCA ‘Bankscope’ database. Subsidiaries of foreign 'banks, the
specialised financial institutions and the central institutions were excluded. Furthermore,
given the need for comparable data from different countries, all banks particular to a
certain country (for example, special credit institutions in Italy, finance companies in
France and official credit institutions in Spain) were removed from the sample. The result
is a pooled sample of 530 banks. The data were extracted from non-consolidated income
statement and balance sheet data corresponding to the years 1993-97. All data are
reported in ECU as the reference currency; they are in real 1997 terms and have been
converted using individual country GDP deflators’.

In the present international setting, the need for comparable data from different
countries imposes strong restrictions on variables we are able to use, not least because of

the various accounting criteria used in the five countries under investigation. In order to

1 . . . . .
To convert values in local currencies into a common currency we may use either the official exchange

rate or the purchasing power parity (PPP) rate as computed by the OECD; the two approaches appear to
vicld very similar results [Berg ef al. (1993)].
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minimise possible bias arising from different accounting practices, the broad definition of

variables as presented by IBCA Bankscope is chosen.

1.4 Structure Plan

The structure of this thesis is as follows:

o Chapter 2 offers an overview of the major changes in European banking, with
a particular focus on EU banking regulation. Regulatory developments have
been an important factor shaping the structure of European banking markets.
The harmonisation of banking and other financial services legislation as part
of the EU’s Single Market Programme (SMP) and the advent of the
European Economic and Monetary Union (EMU) has helped reduce the
barriers to cross-border trade in banking services, thus promoting greater
competition. The first part of Chapter 2 examines the moves towards a single
market for financial products in the EU and offers a detailed review of the
relevant legislation that led to the SMP and to EMU. The second part of the
chapter outlines the other forces of change, with particular focus on
technology. An understanding of these revolutionary changes in the EU
banking markets is fundamental to the analysis of productive efficiency of
European banking systems over the period 1993-1997, which constitutes the
main aim of this study.

0 Existing forces of change are putting European banks under increasing
pressure to restructure. The main aim of Chapter 3 is to outline how these
factors have altered European banking markets. Following a brief overview of
the European economy during the 1990s, the chapter analyses the structure
and performance characteristics of EU banking markets over the last decade.
European banks seem to have responded to the challenges of the increased

competition during the 1990s through three main strategic responses: i) they
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have attempted to cut cost and improve efficiency by reducing excess
capacity (in particular by reducing the size of their branch network and
staffing levels); 7i) they have aimed to improve the quality and broaden the
range of products and services supplied to customers; and finally /7)) many
have engaged in mergers and acquisitions activities, as well as forging
strategic alliances and co-operation agreements. Given these developments
and the new challenges posed by further technological developments as well
as EMU, it is important to investigate the cost characteristics of the main EU
banking systems so as to evaluate the potential efficiency implications and
opportunities arising from developments in the European banking industry.

In recent years, the study of financial firm efficiency has become an
increasingly important area. Berger and Humphrey (1997), for example,
review 130 efficiency studies and outline how this work 1s useful for
informing government policy and evaluating the managerial performance of
financial institutions. This literature has focused mainly on frontier efficiency,
that is the empirical estimation of how close financial institutions are to a
‘best practice’ frontier. The existent literature employs five major different
efficiency techniques: i) Non-parametric Frontiers: Data Envelopment
Analysis (DEA), Free Disposal Hull (FDH), and related frontier approaches,
some of which take the form of Malmquist Productivity Indices (MPI) and /i)
Parametric Frontiers, including the Stochastic Frontier Approach (SFA),
Distribution-Free Approach (DFA), and Thick Frontier Approach (TFA).
These approaches differ in the assumptions they make regarding the shape of
the efficient frontier, the existence of random error and, if random error is
allowed, the distributional assumptions imposed on the inefficiencies and
random error in order to disentangle one from each other. The main aim of
Chapter 4 is to review the financial institution efficiency literature; the first
part of this chapter introduces the issue of cost economies in banking and the
related problems of defining banks’ production processes. This helps the

researcher to understand the choice of the variables employed in the empirical
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literature. The latter part of the chapter provides a review of bank efficiency
studies, with a particular focus on international comparisons, which are
particularly relevant for the empirical analysis carried out in this thesis.

o Chapter 5 describes the data sample and illustrates in some detail the
methodological approaches followed in the empirical analysis. In particular, it
focuses on the use of non-parametric deterministic approaches to the
evaluation of productive efficiency (DEA and FDH) and technological change
(MPI). The last part of the chapter discusses the most recent literature on the
issue of statistical inference in non-parametric studies, focusing on the so-
called ‘Two-Step’ approach and the bootstrap method. Finally, it identifies
the ‘Three-Step’ approach for the analysis of the determinants of efficiency in
European banking, which will be implemented in the empirical analysis.

o Chapter 6 presents the main findings of the empirical analysis. The results of
the empirical investigation are organised as follows: Section 1 presents the
FDH and DEA efficiency estimates. Scale efficiency scores are also reported.
Moreover, Malmquist Productivity Indices, which identify productivity
growth or decline in the European banking markets between 1993 and 1997,
are presented. Consistency tests of the efficiency scores over time and with
standard non-frontier measures of performance are also presented in Section
6.2. The determinants of European bank efficiency are investigated in Section
6.3. Overall, the results suggest that since the implementation of the EU’s
Single Market Programme there has been a small improvement in bank
efficiency levels, although there is little evidence to suggest that these have
converged. The results also suggest that inference on the determinants of
bank efficiency drawn from non-bootstrapped regression analysis may be
biased and misleading.

0 Finally, Chapter 7 presents the conclusions and the limitations of this study.

9.



2 Changes in European Banking

In recent years banking structures and strategies have been involved in a fundamental
process of change. At the beginning of the 1990s there had been a great deal of study
and speculation on the forces of change in European banking [see, among others,
Gardener and Molyneux (1990); Canals (1993); Arthur Andersen (1993)]. The Arthur
Andersen (1993) survey of senior bankers and others concerned with European banking
and financial markets found that regulatory developments, competition and technology
were generally felt to be the three most important forces of change likely to affect the
structure of financial markets in most EU countries. More recent studies, however, seem
to conclude that the effects to date on corporate and retail banking have been limited.
McCauley and White (1997, p.2) note that: ‘it is surprising, in light of all these forces of
change, how little impact they have had to date on the structure of the European
financial industry, which continues to be basically ‘national’ in the provision of corporate
and retail banking services’. They attempt to put forward some explanations, identifying
some ‘forces resisting change’ that have acted to maintain the competitive status quo.
Some of these forces have their roots in time-specific circumstances, others are
institutional in nature, while others are cultural. Nonetheless, it is a widespread belief that
the banking sector in Europe may now be about to enter a period of increased
competition [McCauley and White (1997); White (1998); De Bandt (1999)]. Some
important forces of change, principally identified as changes in technology, the evolving
role of the state, demographic pressures, a growing concern for shareholders value and
the introduction of the Euro are affecting financial business everywhere. In addition,
globalisation, securitisation, and growing competition from both non-bank financial
intermediaries and unregulated non-banks can be seen as manifestations of underlying

and more fundamental forces of change (White, 1998).
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Developments in technology, in particular in computing and telecommunications, can be
considered perhaps the most fundamental force for change in the financial sector over the
past decade!. These developments have led to the creation of new financial products and
a great expansion in the means to deliver them. Remote banking is currently offered by at
least all the major banks throughout the EU. Most of the standard retail banking services
are already offered via automated teller machines (ATMs) and telephone banking. In
addition, the provision of financial services on the Internet is also beginning to expand
rapidly [European Central Bank (ECB)(1999a)]. Lower-priced computers, further
advances in technology, greater familiarity and increased confidence in the security of the
technology are expected to accelerate these trends (White, 1998).

While some of these forces of change (e.g. technology, demographic trends,
globalisation, securitisation) are affecting banking developments worldwide, some other
forces are distinctively European. The advent of the European Economic and Monetary
Union (EMU) and the introduction of the Euro are considered to be likely to act in the
medium and long term as a catalyst to reinforce the already existing forces of change
[McCauley and White (1997), White (1998); De Bandt (1999); ECB (1999a)]. In
particular, EMU is expected to reinforce the pressure for the reduction of existing excess
capacity, to put profitability under pressure and to lead to increased internationalisation
and geographical diversification, also outside EMU, as well as to increased
conglomeration and mergers and acquisitions (ECB, 1999a). EMU can also be seen as an
extension of the legislative change in European markets and a further step in the
direction of European economic and financial integration (De Bandt, 1999). Regulatory
developments have been an important factor shaping the structure of European banking

markets.

' The pace of technological developments has certainly exceeded even the more optimistic expectations
at the beginning of the 1990s. In fact, the scenario that emerged form the Arthur Andersen (1993)
survey saw technology lagging behind regulatory developments and competition as the most important
forces of change likely to affect the structure of financial markets in EU countries.
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The harmonisation of banking and other financial services legislation as part of the EU's
Single Market Programme (SMP) and the advent of EMU has helped reducing the
barriers to cross-border trade in banking services, thus promoting greater competition.
EU deregulation has also facilitated the environment in which technology and other bank
strategic drivers have become operationally more important (European Commission,
1997a). The first part of this chapter examines the moves towards a single market for
financial service in the EU. It briefly outlines the background to the SMP (Section 2.1)
and offers a detailed review of the relevant legislation that led to the SMP (Section 2.2)
and to EMU (Section 2.3). The second part of the chapter outlines the other forces of
change (Section 2.4) with a particular focus on technology (Section 2.4.1). An
understanding of these revolutionary changes in the EU banking markets is fundamental
to the analysis of productive efficiency of European banking systems over the period

1993-1997, which constitute the main aim of this study.

2.1 The European Single Market

The completion of the Single Market Programme (SMP) among the European Union
Member States has already had a profound effect on businesses and industry throughout
Europe, not least among the financial service industries of the different Member States.
A survey undertaken by the European Commission in 1996 states that the Community
legislation in the Single Market area has, taken as a whole, created the basic conditions
for free movement and economic efficiency. ‘Although it is still too early for many Single
Market measures to have taken full effect, there is evidence of positive, albeit preliminary
effects of the Single Market in triggering the expected reinforcement of integration,
competition, economic performance and benefits for the consumers’ [European

Commission (1996a)]%.

? 'The Impact and Effectiveness of the Single Market', Communication from the Commission to the
European Parliament and Council, 1996, p. 4.
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This section examines the background to the European Union,; particular focus will be
given to the legislation passed by the European Commission in order to remove barriers
to free trade, in particular those related to the banking industry and to the securities

business. It then introduces some attempts to assess the impact and effectiveness of the

Single Market.

2.1.1 The European Union

The European Community was originally founded in 1957 by six States - Belgium,
France, Germany, Italy, Luxembourg and the Netherlands - which were joined by
Denmark, Ireland and the United Kingdom in 1973, Greece in 1981 and Spain and
Portugal in 1986. In 1990, the new East German Ldnder were incorporated.

In 1992, the Member States decided to form a European Union (EU), which was
enlarged in 1995 to include Austria, Finland and Sweden. The EU today embraces more
than 370 million people. The Maastricht Treaty, agreed in December 1991 and enforced
in November 1993, is an important landmark in the development of Europe. However,
the road which brought Europe from the original Treaty of Rome in 1957 to the creation
of the Union was not an easy one, many conflicting issues have emerged over the years.
As the community enlarged, it became increasingly clear that many physical and technical
barriers remained to prevent the free movement of goods, services and people. The EC
1985 White Paper on the completion of the single market and its incorporation in the
Single European Act (SEA) of February 1986 constituted an important and renewed
commitment to the original Treaty of Rome. Table 2.1 illustrates the moves towards a

single market in the European Union.
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Table 2.1: Towards the European Union
Dates European Developments

1957 The Treaties of Rome were signed on 25 March by the ‘Six’, Belgium, France,
West Germany, Netherlands, Luxembourg and Italy, creating the European
Economic Community and Euratom. They came into force on 1 January 1958.
1972 Accession of Denmark, Ireland and the United Kingdom. Signed 2 January 1972;
came into force 1 January 1973.

1979 Accession of Greece. Signed 28 May 1979; came into force 1 January 1981.
1985 Accession of Portugal and Spain. Signed 12 June 1985; came into force 1
January 1986.

1986 The Single Act signed 17 and 28 February 1986; came into force 1 July 1987.
Established the Single Market from 1 January 1993.

1990 The newly unified Germany was incorporated as a single market state in the
Community on 3 October 1990. On 1 July 1990 monetary union between the two
states of Germany was begun. Full political reunion took place on 3 October
1990.

1991 European Economic Area, EC plus EFTA minus Switzerland and Liechtenstein
formed. Signed October 1991; came into force 1 January 1994. Liechtenstein
joined EEA in 1995.

1991 Maastricht agreement on Treaty on Union signed. The Treaty was initialled in
February 1992 and after delays in ratification by national parliaments during
1992, came into force 1 November 1993.

1995 Accession of Austria, Finland and Sweden. Agreed March 1994; came into force
on 1 January 1995. (Norway’s referendum rejected membership).

Source: Adapted from Goodman (1996), p.43.

The legal basis of the European Union has become exceedingly complex and there is a
strong case to be made for a completely new treaty to simplify the overlapping Treaties
of Paris, Rome, Maastricht and the Single European Act, together with assorted other
legislation.

The process of making decisions in the European Union is a complicated one.
Procedures differ according to subject and type of measure. Broadly speaking, the
Council and the Commission may make Regulations, issue Directives, take Decisions,
make Recommendations or deliver Opinions.

Regulations are directly applicable in full to all Member States and their citizens and
do not need to be approved by national parliaments. If there is any conflict with existing
national law, these Regulations take precedence. Directives are also binding on all
Member States in connection with the results to be achieved and when they are to be

achieved. However, the means by which the results are achieved are left to the individual
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national governments. Moreover, Directives themselves do not have any legal standing in
the Member States but have to be implemented by the national legislation. Failure to
implement particular provisions may result in action taken against the country concerned.
Decisions are the normal means by which the Community orders something to be done in
an individual case. These decisions are legally binding, but only on the particular
governments, companies or individuals to whom they are addressed. If they impose
financial obligations, they are enforceable in the Member courts. Recommendations and
Opinions are also types of legislation, which are not legally binding, but which merely
state the view of the institution that issues them. Although the legislative power of the
Union lies with the Council, it delegates some of this power to the Commission. Any
delegation usually carries routine and technical matters and is subject to the advice and
assistance of committees composed of people from each Member State (Dixon, 1993;

Goodman, 1996).

2.2 A Single Market for Financial Services

As it has been noted in the previous section, since the signing of the Treaty of Rome in
1957, European countries have come a long way towards the development of pan-
European unification and not only from an economic and monetary point of view.
According to the 1957 Treaty, the internal market was to allow “free movement of
goods, person and services” and its main objective was to transform the segmented
national markets into a common single market. The first major target was to form a
customs union; the ‘Six’ agreed to remove customs or tariffs barriers between them and
to impose a common external tariff on imports from non-member countries. The right of
establishment and the freedom to provide services throughout the Community were
specifically laid out in the Treaty of Rome’s directions for the internal market; however,
far more progress was made in dismantling barriers to trade within the EC than was
made in removing barriers to the free provision of services (Dixon, 1993).

Up until the mid-1980s there had been little progress in removing barriers to trade in
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financial services. Typically, European banking systems were characterised by relatively
high levels of government controls and restrictions that inhibited competition and
maintained a protected banking environment. Interest rate restrictions and capital
controls were widespread, and branching restrictions existed in some countries. There
were marked differences across banking systems: for instance, the United Kingdom,
Germany, Denmark and the Netherlands had comparatively liberal and open banking
markets, while regulatory restrictions limited the competitive environment in the
remaining EU Member Countries [see European Commission (1997a)].

The EC’s 1985 White Paper on the completion of the Single Market and its
incorporation in the Single European Act (SEA) of February 1986 constituted an
important and renewed commitment by the European Commission towards the
liberalisation of the EU banking market. This culminated in the Second Banking Co-
ordination Directive, adopted in 1989, together with the two parallel Directives on
Solvency Ratios and Own Funds. These formed a comprehensive framework for
regulating all banking business in the EU. By 1 January 1993 the aforementioned
legislation had created the ‘largest and most open banking market in the world’ by
eliminating or lessening existing barriers and by establishing minimum regulatory
requirements across EU banking systems.

In presenting and discussing the legislation underpinning the SMP, a taxonomic and
analytical perspective is provided by grouping banking-specific regulation into those that
mainly influence the structure of the sector, the conduct and behaviour of banking firms.
This approach, followed by Vesala (1993) and Gual and Neven (1993), is helpful in
indicating the broad objectives of banking regulation and the nature of the impacts
expected from legislative changes [European Commission (1997a)]. Nevertheless,
different Directives can often not be uniquely assigned to one category and there may be
significant interdependence between the various influences arising from different

Directives.
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Table 2.2: Classification of the Methods of Banking Regulation

Regulations influencing | Regulations influencing Regulations influencing
the structure  } ... theconduct == I . Prudential concerns
"o "Eunctional separation of | = Regulation of banks’ = Deposit insurance
institutions deposit and lending = Discount window (lender-of-
» Entry restrictions rates’ the-last-resort)’
» Discriminatory rules = Regulations qf fees and . Minimum capital
against foreign banks commissions1 requurement§
(and investors) = Credit quotas = Solvency ratios
= Liberalisation of capital s Branching limitations = Ownership restrictions
movements = Reserve requirements1 = Restrictions on asset
*» Money laundering concentration (large
exposures)
= Information disclosure
requirements

"These issues have no direct relevance to EU banking regulation in the framework of the SMP but are

certainly influential.
Source: Adapted from Vesala (1993); Gual and Neven (1993).

2.2.1 EU Banking Regulation

As previously pointed out, from 1 January 1993 the EU legislation created the ‘largest
and most open banking market in the world’, by eliminating or lessening existing barriers
and by introducing the single financial market. This section provides an overview of the
relevant EU banking legislation. Table 2.3 lists the main legislative acts enacted by the
EU. However, it is very important to stress the existence of lags and leads between the
enactment of the legislation by the EU and the actual implementation of the legislation by

a Member State.
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Table 2.3: EU Banking Regulation

EU Enactment Measure Implementation
Deadline
73/183/EEC Self-employed activities 01/01/1975°
77/780/EEC First Banking Directive 15/12/1979
83/350/EEC Supervision of credit institutions on a 01/01/1985
consolidated basis
86/635/EEC Annual Accounts of banks and other financial 31/12/1990
institutions
87/62/EEC Monitoring of large exposures not compulsoryb
87/63/EEC Deposit-Guarantee Schemes not compulsoryb
89/117/EEC Accounting documents of branches of foreign 01/01/1991
credit and financial institutions
89/299/EEC Own funds 01/01/1991
89/646/EEC Second Banking Directive 01/01/1993
89/647/EEC Solvency ratios 01/01/1991
90/109/EEC Transparency of banking conditions relating to not compulsoryb
cross-border financial transaction
91/308/EEC Money laundering 01/01/1993
91/633/EEC Own funds 01/01/1991
92/16/EEC Own funds 01/01/1993
92/30/EEC Supervision of credit institutions on a 01/01/1993
consolidated basis
92/121//EEC Monitoring of large exposures: new standards 01/01/1994
93/6/EEC Capital adequacy of investment firms and credit 01/07/1995
institutions
94/15/ECC Deposit-Guarantee Schemes 01/07/1995

*Except for the derogation in respect of the Netherlands
®No deadline as this is only a Recommendation
Source: Adapted from http:// www.europa.eu.int (1998)

The First Banking Directive (Right of Establishment and Freedom to Provide
Services)

The Council Directive No. 780 of 12 December 1977 was concerned with the co-
ordination of laws, regulations and administrative provisions relating to the taking up and
pursuit of the business of credit institutions. It defined a credit institution as an
undertaking whose business is to receive deposits of repayable funds from the public and
grant credits for its own account. The Directive established the minimum requirements
for the authorisation and supervision of banking institutions and represented the first step
towards the principle of supervision in the country of origin (‘home country control’).
The Directive required Members States to have a system for authorisation of new

banking entities based on two principal criteria:
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» to have adequate capital;

= to be directed by at least two people of good repute and experience.

If a credit institution met these requirements, it gained a basic right of establishment. This
allowed banks which had their head offices in one Member State to set up branches in
the other Member States.

It is common opinion [Dixon (1993); Canals (1993); Molyneux et al. (1996)] that
this Directive was a useful first step, but it did not create a free internal market. For
instance, although banks within the EC possessed a basic right to extend their activities
to other countries of the Community, in practice substantial disparities between national
regulations remained (for example, limitations on the number of branches or the capital
requirements new branches had to satisfy, which existed in certain countries, such as
Spain and Italy). As Molyneux ef al. (1996) pointed out, while setting up the ground
rules, the First Banking Directive left much detail open to interpretation, and a more
precise Directive was obviously needed for the freeing up of the cross border provision

of banking services.

The Directives on Consolidated Supervision

The Council Directive No. 350/1983 on Consolidated Supervision dealt with the
supervision of consolidated accounts and the harmonisation of rules relating to annual
accounts of banks. This Directive laid down that where one institution owned more than
25% of another, the two should be supervised together, on a consolidated basis.
Therefore, the Directive extended the supervision of individual banks to banking groups,
covering their domestic and foreign affiliates and their cumulated overall credit risk
(Molyneux ef al., 1996). However, as Dixon (1993) pointed out, although helpful, this
Directive did not represent the removal of any major barrier to business.

The Council Directive No. 30 of 6 April 1992 replaced the 1983 Directive and
provided a coherent framework for supervising all credit institutions on a consolidated
basis. In particular, consolidated supervision should be applied not only to credit

institutions with another credit institutions as a parent company, but also to those which
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are subsidiary undertakings of a financial institution.

The 1985 White Paper

The 1985 White Paper on the Completion of the Internal Market, drawn up by Lord
Cockfield at the request of the EU Council of Ministers, represented by far the most
important progress towards the liberalisation of banking services across Europe. The
White Paper contained a list of measures that had to be adopted before 1992 so that
‘people, goods, capital and services’ could freely circulate in the EU. It established the
guidelines for a single banking licence, home country control and mutual recognition.
The Commission’s approach was to produce legislation that guaranteed minimum
standards in the areas of financial stability and prudential practice of financial institutions.
Moreover, it attempted to identify the measures to be taken to remove all physical,
technical and fiscal barrier among the Member States by the end of 1992 and the
timetable to adopt them (Molyneux ef al., 1996).

In February 1986 Member States signed the Single European Act (SEA),
establishing year-end 1992 as the limiting date for the achievement of an integrated
European market in goods, services and capital and setting in motion a two-phase
programme for complete and unconditional liberalisation of capital movements

(Steinherr, 1992).

Directive on the Annual Accounts and Consolidated Accounts of Banks and

other Financial Institutions

The Council Directive No. 635 of 8 December 1986 was designed to adapt the
provisions of the Fourth Company Directive on Annual Accounts and Seventh Company
Directive on Consolidated Accounts to the peculiarities of the banking sector. It
provided for harmonised standards throughout the Community with regard to annual and

consolidated accounts for credit institutions.
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The Second Banking Co-ordination Directive (Right of Establishment and
Freedom to Provide Services)

The Second Banking Co-ordination Directive, adopted in 1989 for implementation by

the beginning of 1993, represents by far the most important piece of Community

legislation on the removal of barriers to free the provision of banking services. As
pointed out by the European Commission (1997a), the Second Banking Directive
provided a comprehensive framework for the regulation of the EU banking sector and
addressed many of the problems left unresolved by the First Banking Directive.

The Directive’s importance in removing barriers derives from several major leading
changes. In particular, this legislation:

= established conditions for the free provision of banking services by adopting the
principle of ‘mutual recognition’ of a single banking licence;

» established the principle of ‘home country’ control;

* harmonised key supervisory standards relating to minimum capital requirements,
requirements with regard to major shareholders of the credit institutions and bank
limitations to participation in the non-financial sector;

* abolished requirements for branches to maintain a minimum level of endowment
capital.

By far the most important aspect of the Second Banking Directive was the provision for

a ‘single banking licence’. This allowed any credit institution, authorised to act in a

Member State, automatically to set up branches or to supply cross-border services in all

the other Member States, without having to obtain further authorisation from each state.

An appendix to the Directive lists a wide range of services for which this licence would

be valid. The scope of the Second Banking Directive is summarised in table 2.4
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Table 2.4: Services Credit Institutions are allowed to Offer under the
Second Banking Directive

Deposit-taking and other forms of borrowing
Lending (consumer credit, mortgages, factoring, trade finance)
Financial leasing
Money transmission services
Issuing and administrating means of payment (credit cards, travellers' cheques, and bankers
drafts)
»  Guarantees and commitments
= Trading for own account or for account of customers in:
(i) money market instruments (cheques, bills, CDs, etc),
(ii) foreign exchange;
(i) financial futures and options;
(iv) exchange and interest rate instruments;
(v) securities.
Participation in share issues and the provision of services related to such issues
Money broking
Portfolio management and advice
Safekeeping of securities
Credit reference services
=  Safe custody

Source: Second Banking Co-ordination Directive, Official Journal of the FEuropean
Communities, No. 386/13, 30/12/1989.

The above list of activities is very wide-ranging, taking account of realities of the
financial markets and the progressive breakdown of traditional demarcation lines
between commercial and investment bank. Moreover, the Directive provided for the
periodic review and updating of the list, to take account of future developments in
banking services.

The principle of home country control, which had been first put forward by the 1985
White Paper, implied that the EU Member State that had granted a banking licence to a
certain institution, was also responsible for the supervision of its activities in the EU,
wherever the institution operated. However, host countries would have the primary
responsibility for supervising liquidity and exclusive responsibility for implementing
monetary policy. Moreover, host country authorities would also have the power to
supervise banking solvency in relation to the securities business. Host country rules on
the way in which banking services are provided were also to apply, although these rules
could not be used to discriminate against foreign institutions and had to be ‘justified on
the grounds of the public good’ (Articles, 19 (4), 21 and 21(5)). However, because of
the uncertainty surrounding various interpretations of the ‘general good’, in 1995 the

Commission issued a draft for consultation with a view to clarifying the position
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(European Commission, 1997a).

In order to prevent increased competition and the principle of home country control
resulting in lower standards of supervision, the Second Directive included provisions to
harmonise some essential supervisory standards, especially those related to minimum
capital standards for the authorisation and continuation of banking business; the control
of major shareholders and banks’ participation in the non-banking sector, proper
accounting and control mechanisms and standards on own funds, solvency ratios and
deposit protection legislation. In addition, the Directive greatly strengthened co-
operation between the banking authorities of different Member States.

The other major way in which the Directive helped to remove barriers to banking
throughout the EU was by abolishing the requirement for branches to maintain a
minimum level of capital. This had presented an obstacle to free establishment of
branches in other countries, because of the huge and often unnecessary costs it imposed
to banks.

Finally, the Directive also allowed for reciprocal access to the single market for
banks from non-EU countries; subsidiaries of non-EU banks set up in Europe were to be
considered EU undertakings and, therefore, benefit from the Directive’s provision for
freedom of establishment and cross border activities. This part of the Directive attracted
attention and controversy and it provoked a great deal of opposition on the basis of the
fear that non-EU banks would be denied access to the European market and, even
worse, the fear that this, in turn, would have reduced access for EU banks in third
countries. Because of the strength of feelings against the initial ‘reciprocity provisions’,
the Commission toned them down into effective market access, comparable to that which
the third country’s bank receive in the Community market.

Dixon (1993) pointed out that, although the Directive did not succeed in removing
all the regulatory barriers to a free market in banking services, it went a long way
towards establishing an open market and reducing bureaucracy.

A final provision in the Second Banking Directive stated that the concepts of mutual
recognition and home country control could only come into effect if two other

Directives, the Own Funds and the Solvency Ratio Directives, were implemented at the

same time.
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The Own Funds Directives

The Own Funds Directive, issued by the Commission in September 1986 and adopted in
April 1989 (Council Directive No. 299 of 17 April 1989), became effective in January
1993. It was then amended by Directive 16/1992, also to be implemented by January
1993.

The Own Funds Directives defined what was meant by ‘capital’ for banks and the
definition given was basically the same as the Bank for International Settlement or
‘Basle’ requirements’ (Gardener and Molyneux, 1990). By harmonising the definitions of
Own Funds for all credit institutions in the EU, it improved the comparability of
prudential ratios of EU banks. The definition included all elements that make up
institutions’ own funds in the different Member States, and used a two-tier classification
by dividing them into ‘internal’ and ‘external’ elements. ‘Internal elements’ or ‘Original
own funds’ (which can be also identified as ‘Tier 1 capital’ in the Basle regime) are those
which are at the bank’s free disposal and which can absorb any losses (Dixon, 1993).

They can be classified in five main subgroups, as shown in table 2.5.

Table 2.5: Own Funds Directive Definition of Capital

» Paid-up capital and share premium account, but excluding the institution’s holding of its own shares;

* Reserves, including legal reserves and accumulated retained profits;

= Revaluation reserves;

= Funds which are at the bank’s free disposal in order to cover normal business risks, where there is
evidence of their existence in the internal accounts and where their amount is determined by the
management, verified by independent auditors and made known to the competent supervisory
authorities,

=  Securities of indeterminate duration and other similar instruments if they fulfil certain specified
conditions.

Source: Council Directive 89/299/EEC, Official Journal of the European Communities No L 124/16,
5/5/89.

* Committee on Bank Regulations and Supervisory Practices (1988), ‘International Convergence of
Capital Measurement and Capital Standards’ (Basle, BIS).
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‘External elements’ or ‘Additional own funds’ (which can be also identified as ‘Tier 2
capital’ in the Basle regime) were defined as those which are placed at the disposal of a
credit institution but are not fully owned or controlled by it, or put at its disposal for a
limited period only. The Directives did not provide a detailed list of these elements.

Dixon (1993) states that the definitions in these Directives are of minimum
prudence; each Member State is free to apply stricter criteria or not including some of

the elements listed in its own regulations.

The Solvency Ratio Directive

The Solvency Ratio Directive (Council Directive No. 646 of 18 December 1989)
established a uniform minimum solvency ratio for all EU credit institutions, using the
capital defined in the Own Funds Directives as numerator. The solvency ratio of the
Directive expresses own funds as a proportion of risk-adjusted assets and off-balance
sheet transactions. This denominator is found by assigning different degrees of risk to
each class of assets and off-balance sheet items and then multiplying this risk weighting
and totalling these risks adjusted values. It is generally accepted that this risk-adjusted
approach to measuring institutions’ solvency is the most flexible and appropriate one,
since simpler ratios do not distinguish between different degrees of risk (Dixon, 1993).

In order to assign risk weights, the Directive grouped borrowers into broad
categories (for example, central banks, central governments, credit institutions) each of
which are associated with a specific risk-weighting (for example, 0%, 10%, 20%, 50% or
100%, according to a list included in the Directive). Moreover, the Directive constrained
the own funds of a credit institution to at least 8% of its risk-weighted assets.

Molyneux et al. (1996) pointed out that the capital adequacy requirements
established by this Directive are perfectly in line with the Bank for International
Settlement (BIS)(1988) proposals, for example, both regimes have similar categories of

risk classification and identical risk weightings.
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The Money Laundering Directive

The Council Directive No. 308 of 10 June 1991, enforced in January 1993, was
introduced with the aim of preventing EU financial markets from being used for
laundering money derived from criminal activities; it was clearly seen as a device for
increasing stability and confidence in the financial system. Money laundering refers to
'the international handling of property knowing it to come from the commission of a
serious crime, in particular drug related offences, organised crime and terrorism. The
offence also extends to the concealment or aiding and abetting of money laundering".
The Directive provided a list of measures, such as the identification of customers
and beneficial owners, the retention of documentary evidence and records of
transactions, the disclosure to the competent authorities of suspect transactions and the
obligation to introduce staff training programmes and internal control procedures, with

which banks and other financial institutions have to comply.

The Large Exposure Directive

The Council Directive No. 121 of 21 December 1992, enforced in January 1994, on
monitoring and controlling large exposures of credit institutions aimed at regulating risks
concentration and to ensure uniformity in their treatment between Member States.

The Directive defined a large exposure to a single customer, or to a group of
connected customers, to be 10% or more of own funds of the credit institution; as soon
as the exposure reaches this threshold, it has to be reported to the competent authorities.

Moreover, the Directive stated that the total amount of large exposures should not

exceed 800% of own funds.

‘ Official Journal of the European Communities, No. L 166/77, of 28 June 1991.
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The Deposit Guarantee Schemes Directive

The Council Directive No. 19 of 30 May 1994, enforced in July 1995, on the Deposit
Guarantee Schemes was designed to increase the confidence and stability of financial
systems by ensuring that EU depositors are covered by deposit-insurance compensation
schemes in case of bank insolvency. According to the Directive, all credit institutions are
required to be a member of a deposit guarantee scheme operating in the country of their
incorporation. In addition, the Directive introduced the home country rule, according to
which the deposits taken by the EU-based credit institutions in other Member States
through branches should be covered by the system operating in the country of the head
office. In addition, it laid down provisions on the minimum harmonisation of the extent
and level of coverage (at least 20,000 Euro) as well as the procedure for compensating
the depositors of a credit institution whose operations are suspended and whose deposits

become unavailable (European Commission, 1997a).

EU Regulation on Transactions in Securities

Since the late 1970s, the European Commission has also issued a series of important
Directives in order to achieve the creation of single securities market. Table 2.6 lists the

relevant regulation on transaction in securities.
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Table 2.6: EU Regulation on Transactions in Securities

EU Enactment Measure Implementation
Deadline

79/279/EEC Conditions for the admission of securities to Stock- 08/03/1981°
Exchange listing

82/121/EEC Information to be published by companies the shares 30/06/1983
of which are listed on a Stock-Exchange

82/148/EEC Conditions for the admissions of securities to Stock- 06/03/1982
Exchange listing

85/611/EEC Investments: collective investment undertakings 01/10/1989°
(UCITS)

88/220/EEC Investments:  special measures for certain 01/10/1989°
investments by UCITS

88/627/EEC Information on major holdings 01/01/1991

89/298/EEC Prospectus for public offerings of securities 17/04/1991

89/592/EEC The regulation of insider trading 01/06/1992

93/6/EEC Capital Adequacy of Investment Firms and Credit
Institutions

93/22/EEC Investment services 01/07/1995

94/18/EEC Listing particulars to be published for the admission no deadline set
of securities to official Stock-Exchange listing

2 except for derogation
®01/04/1992 for Greece and Portugal
Source: Adapted from http:// www.europa.cu.int (1998).

All of the above legislation aimed at creating a single market for financial services, by
allowing banks and other financial firms to operate with a ‘single licence’ throughout
Europe, subject only to the home country control. It is necessary to point out, however,
that the timing of the introduction of the EU legislation differed across countries. Tables
2.7 and 2.8 illustrate the timing of legislative implementation of some of the main EU

Directives previously illustrated.

Table 2.7. Implementation of Banking Legislation

Directives BE | DK IE FR|DE|GR|NL | IT |LU|PT | ES | UK

183/1973/EEC | 1983|1974 | 1977 | 1975|1976 | 1986 197511975 | 1992 | 1987 | 1976
780/1977/EEC | 1993|1980 | 1989 | 1980 | 1978 | 1985 | 1978 | 1985 | 1981 | 1992 | 1987 | 1979
350/1983/EEC | 19851985 | 1985 | 1984 | 1986 | 1986 | 1986 | 1986 | 1986 | 1986 | 1985 | 1979
635/1986/EEC | 1992|1990 | 1992 | 1991 | 1992 [ 1994 | 1993 | 1992 | 1992 | 1992 | 1991 | 1994
117/1989/EEC | 1992|1990 | 1992 | 1991 | 1992 | 1994 | 1992 | 1992 | 1992 | 1992 | 1993 | 1993
299/1989/EEC
+ 16/1992/EEC 1994 1 1990 | 1991 | 1990 | 1992 | 1992 | 1991 | 1993 | 1992 | 1993 | 1993 | 1992
646/1989/EEC | 1994 | 1991 [ 1992 | 1992|1992 | 1992 | 1992 | 1992 | 1993 | 1992 | 1994 | 1993
647/1989/EEC | 1994 [ 1990 | 1991 | 1991 [ 1992 | 1992 | 1991 | 1993 | 1993 | 1992 | 1993 | 1992
308/1991/EEC } 1995 | 1993 [ 1995 | 1992|1993 | 1993 | 1994 | 1993 [ 1993 | 1993 | 1993 | 1993
121/1992/EEC | 1994 | 1993 | 1994 [ 1993 | 1995|1994 | 1993 | 1994 | 1993 | 1992 | 1993 | 1993
15/1994/EC | 1994 1995 | 1995 | 1995 [ 1995 | 1995 1995 1995

Source: European Commission (1997a) p.12.
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Table 2.8: Implementation of Transactions in Securities Legislation

Directives BE | DK IE FR| DE| GR|NL | IT [ LU | PT | ES | UK
627/1988/EEC | 1993 | 1991 | 1991 [ 1990 1992 | 1991 [ 1992 | 1992 | 1991 | 1991 | 1993
611/1985/EEC | 1991 [ 1990 | 1989 | 1989 | 1990 | 1993 { 1990 | 1992 | 1988 1993 | 1989
592/1989/EEC | 199111992 | 1990 | 1990 1992 |1 1992 [ 1991 | 1991 | 1990 | 1991 | 1994
208/1989/EEC | 1991 | 1991 | 1992 |1992 | 1990 | 1992 | 1992 | 1992 | 1990 | 1992 | 1993 | 1991
279/1979/EEC | 1993 | 1983 1986 | 1986 | 1985 | 1991 | 1987 | 1985 [ 1991 | 1990 | 1989
220/1988/EEC | 1991 11990 | 1989 | 1989|1990 | 1993 | 1990 | 1992 | 1988 1990 | 1989
121/1982/EEC | 1993 | 1990 1983 | 1986 1992 | 1987 1991 | 1993 | 1986

Source: http://www.europa.eu.int (1998)

The following section reviews two main studies that have attempted to evaluate the

impact and effectiveness of the single market.

2.2.2 The Impact of the Single Market Programme

During the past decade, a number of studies have tried to estimate the potential welfare
gains which could possibly result from the completion of the single EU market for
financial services. The Cecchini/Price Waterhouse (1988) study was the first and most
important critical work to analyse comparative competitive conditions across EU

banking and financial systems.

2.2.2.1  The Cecchini/Price Waterhouse Report

The Cecchini studies main objective was to estimate the economic impact of 1992 on the
financial sectors in selected European countries (the Benelux countries, France, Italy,
Spain, UK and Germany), under the assumption that the law of one price prevailed, that
is the hypothesis that after 1992 EU prices would move downwards, towards some
uniform level for each financial product and service and therefore bring about economic
gains from the EU integration. The main assumption was that the SMP would induce a
series of integration effects that would promote the efficiency and competitiveness of EU

firms through two channels: increased market size and heightened levels of competition.
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Cecchini considered deregulation as a kind of supply-side shock to the system, in
consequence of which price reductions and output increases stimulate demand, which in
turn leads to further price and output increases. To quantify the effects of regulations,
the Report utilised a wide range of approaches, including the following:

. comparative prices of specific products/services;

= value added/output ratios;

= survey data on net margins;

» indirect measures of impact of specific regulations;

a case study on the impact of deregulation.

The main results of the Cecchini/Price Waterhouse Report indicate that gains in
consumer surplus would occur in each country. The overall increase in consumer surplus
for the European economy due to the single financial market was estimated to be
between 11 billion and 33 billion ECU (between £7.7 billion and £23.1 billion). The
integration of the banking sector was estimated to account for between 8 billion and 22
billion ECU. It was suggested that up to one third of the total economic gains from the
entire SMP during the first six years after 1992 would come directly or indirectly from
the deregulation of the financial services sectors. The Report emphasised that the figures
indicated possible benefit to consumers and not the impact on economic activity, as the
effect of redistribution between different producers and different countries were not
taken into account.

Cecchini envisaged that the productive effects of greater competition from the
elimination of barriers to trade, would be to eliminate economic rents (the margin of
excess profits or wage rates that result from market protection), reduce X-inefficiencies
and allow firms to gain the benefits of economies from restructuring (scale and scope
economies). Within this vision, Cecchini also envisaged a substantial increase in both
cross-border trade and cross-border mergers and acquisitions in banking, as banks
sought to exploit economies of scale and scope (European Commission, 1997a, p. 27).

A number of criticisms, however, have been made about the findings of the

Cecchini/Price Waterhouse Report. It has been argued that the results are both over-
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optimistic and unreliable. Gardener and Teppett (1995), for example, pointed out that the
calculation of economic gains excluded the case where prices of some financial products
are hypothesised to rise. They also pointed out that the estimated economic gains are
overstated because the findings downgrade estimates of the hypothesised losses in
producers’ surplus. Dixon (1993) criticised the report on the grounds that some of its
assumptions seem to be arbitrary in the extreme. For example, it was assumed that the
potential price fall in a completely liberalised market would equal the average of the
lowest four prices observed. Even though there are economic arguments to support the
assumption that the prices will fall, it seems to be guesswork to assume by how much.
Llewellyn (1992) noted that there are many factors other than lack of competition or
financial regulation that might account for price differences. He also argued that
liberalisation does not necessarily increase competition enough to force price equalisation
and does not itself guarantee that competitive conditions will be equalised between EU
Member States. Because of economic reasons, such as entry costs and scale constraints,
banking and financial markets could remain partially segmented even without formal
controls, regulations barriers or imposed entry restrictions.

Nevertheless, Molyneux et al. (1996, p.46) stated that despite the limitations and the
major data problems associated with such an analysis, the Cecchini/Price Waterhouse
study was ‘an heroic attempt’ to include both international trade theory and industrial
organisation theory in a static framework, in order to provide at least a first step towards

attempting to evaluate the benefits and costs of financial sector integration.

2222 The impact of the Single Market on Credit Institutions and

Banking (European Commission)

Almost ten years after the publication of the Cecchini/Price Waterhouse findings, another
major study attempted to assess the impact of the SMP on the performance and strategic
reactions of the banking and credit sectors and to evaluate the effectiveness of the SMP

in creating a single market for banking and credit services. The 1997 European
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Commission Report on the impact of the Single Market on credit institutions and
banking was part of a series of 39 studies commissioned by the European Commission
from independent consultants to present an overall analysis of the effectiveness of the
measures taken in the creation of the Single Market’. In undertaking this study, a suitable
conceptual framework was developed and a programme of empirical research specifically
aimed at disentangling the effects of the SMP from other factors influencing the EU
banking and credit systems was designed. Moreover, the study attempted to take into
consideration bankers' perceptions on the impact of the SMP.
While the aforementioned Cecchini/Price Waterhouse study adopted the
perspective of modelling a post-SPM scenario conforming to some idealised model
which was then compared with the situation pertaining prior to deregulation (ex-ante
study), the approach adopted by the European Commission (1997a) study was to
compare what had happened since the SMP with an assessment of what would have
happened without the SMP (ex-post study). The main problem associated with this kind
of approach consists in the identification of the counterfactual or anti-monde. In this
respect, the period 1980-86 has been used as a kind of broad benchmark in order to
assess the impact of the SMP. The major empirical problem of the research relates to the
attempts to disentangle the SMP effects from other factors which have influenced banks
and credit institutions during the period under observation.
In order to carry out the analysis, six pieces of empirical research were undertaken:

= areview of both published and unpublished research;

= an assessment of the content, timing and implementation of EU Directives and
national legislative changes and an assessment of remaining barriers to Single Market
Integration;

= amajor postal survey of banking and credit organisations in each country of the EU;

= acase study of a bank in each of the Member States;

 an econometric analysis of relevant time series data and cross-section data relating to
economies of scale and scope, X-inefficiency, productive efficiency and prices;

= an analysis of the results of a Eurostat survey.

> The project was directed by B. Moore (Cambridge University and PACEC) in collaboration with
E.P.M. Gardener and P. Molyneux (Institute of European Finance, University of Wales. Bangor).
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While each of these methodologies is subject to various weaknesses and limitations, the
authors’ attempts to use a diverse approach may have helped to minimise the individual
drawbacks and to build up a detailed overall picture of the impact of the SMP.

This study found evidence that the EU banking market has become much more
competitive and market-oriented during the past decade. Increased bank emphasis on
productive efficiency, greater strategic priority towards internal capital allocation and
risk management and awareness of shareholders value concepts are the main arguments
put forward to identify the strategic changes in banks’ behaviour. The approximate
strategic reaction of many EU banks to the SMP has been defensive, stimulating
domestic mergers and acquisitions, especially in countries where the banking system was
previously less exposed to competition. Evidence from various case studies suggests that
a key impact of the EU legislation has been to focus banks more on efficiency issues.
Another interesting result is the fact that, despite competition intensifying in all EU
banking and credit markets, the prices of bank products appeared largely unresponsive to
these increasingly competitive conditions. Moreover, the review found little evidence of
either a generalised bank product price convergence or a respective specific SMP
influence on any bank product price convergence that was detected during the review.

The Report found mixed evidence on the impact of the SMP on the
internationalisation of banking and credit markets; on the other hand, it found solid
evidence of the increase of cross-border mergers and acquisitions. Moreover, according
to the findings, the level of employment in the banking and credit sectors has generally
fallen post-SMP and there is also evidence of a significant decline in the number of banks
in most EU countries. The econometric results relative to the estimation of scale, scope
and X-efficiencies do not allow, if not tentatively, to assess the impact of the SMP.
‘Although the econometric tests found that X-inefficiencies declined in all bank size
categories for the majority of EU countries, it is not possible to attribute this decline

solely to the impact of the SMP” (European Commission, 1997a, p. 136)°.

® The econometric results of the European Commission (1997a) Report are reviewed in Chapter 4.
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This study constitutes an important piece of European research, some of the econometric
work had not been undertaken on such a scale in European banking and this, together
with the postal survey and the case studies, provided a detailed insight into EU banking
market post-SMP. Nevertheless the study notes that, when addressing the issue of the
impact of the SMP on European banking, it is very difficult to disentangle EU legislation
effects from those related to a wide range of factors, for example, to technological

developments and changes in the macroeconomic environment.

2.2.2.3 Forces Restraining Change

As reviewed in Section 2.2, the Single Market Programme has substantially changed the
regulatory framework in which European financial institutions operate and changed
bankers’ expectations and strategies. It should be noted, however, that while cross-
border barriers in European financial markets have been dismantled, other forces have
acted to maintain the competitive status quo (White, 1998, pp. 13-16). Basically, these
forces can be identified as:

= time-specific

= institutional

» cultural

Most of the relevant changes highlighted so far are of relatively recent origin and the
industry has not had very many years to react to these deregulatory initiatives. It is
reasonable to expect that their influence may grow as time passes. However, within
national countries, there have been a number of institutional impediments restricting
change in the financial sector. As noted by White (1998) the institutional impediments to
international competition, especially in continental Europe, remain quite substantial. The
legal, tax, regulatory and supervisory frameworks within which financial institutions have
to operate continue to differ in significant ways across the various EU Member States.
Moreover, different accounting standards, reporting procedures and employment

practices also work in the same direction. One of the most important impediments to
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change is related to labour laws in Europe, which provide significant protection to
workers against job shedding. Many of these differences have been allowed to remain
given the existence of an ‘opt-out’ clause in the Second Banking Directive, which can be
invoked in the interests of the ‘general good’. In other words, EU national governments
have been left a device to assert national law over EU legislation. The European
Commission (1997a) cited the mortgage sector as an example of a sector which has
benefited from the ‘general good’ opt-out provision. In fact, mortgage credit law in
Belgium and all consumer law in France have been classified as being part of the ‘general
good’; therefore, cross-border mortgage loans have been void on this basis, on the
ground that free provision of mortgage services would not be in the general interest of
Member State institutions. According to the European Commission (1997a) there is
some evidence that the ‘general good opt-out’, because of the uncertainty which it gives
rise to, can create barriers to cross-border activity.

A postal survey undertaken by the European Commission’ and organised and carried
out by country experts showed that the following barriers are believed to be relatively
important impediments to trade in EU banking services:
= costs associated with entering new geographical markets
= social barriers
= legal hindrances
= national taxation regime
= domestic governments anti-competitive measures
= collusion between domestic banks

= capital requirements.

The aforementioned concerns reflect the perception of a continuing cultural bias in most
countries towards their own citizens and institutions. Different national languages,
different national practices and simple inertia on the part of the consumers are other

factors impeding cross-border competition that could prove difficult to overcome.

” European Commission (1997a), pp.128-129.
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However limited to date the effect of deregulation on international competition in
banking may have been, the introduction of the Euro seems likely to be a catalyst for
change going well beyond the cost of transition to a single currency. According to
McCauley and White (1997) it seems probable that the Euro will play an important role
in stimulating the growth of a much larger and more liquid securities market in Europe.
This could be a significant new source of competitive pressure for banking firms
providing traditional forms of intermediated credit in Europe. The introduction of a
single currency also removes a major barrier to cross-border EU trading in banking
services.

The following section, therefore, summarises the main features of the European
Economic and Monetary Union (EMU) and its possible effects on the EU banking

systems.

2.3 European Economic and Monetary Union (EMU)

For more than three decades, the European vision has included the objective of achieving
a single currency for Europe. The original proposals set out in the 1972 Werner report
foresaw monetary union by 1980; however, the 1970s oil shock and the worldwide move
to floating exchange rates delayed implementation.

More recently, a single currency has been seen as a necessary element in order to
complete the European Union's single market. Without such a reform, exchange rate
fluctuations and the costs and inefficiencies, which result from trading between different
currencies, created major barriers to cross border trade and investment within Europe.
The decision to complete the single market, with the signing of the Single European Act
in 1986, lent new force to the belief that a closely integrated group of economies would
have much more to gain from lack of exchange rate fluctuations than from occasional
exchange rate realignments. The European Monetary System (EMS) and its Exchange
Rate Mechanism (ERM), which aimed to control exchange rate movements among

Member State currencies, were only ever seen as staging posts on the way to the total
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elimination of exchange rate fluctuations - which would only be fully achieved through
the establishment of a single currency and a single monetary policy.

It was against this background that the Council of Ministers asked Jacques Delors
(the then President of the European Commission) to chair a committee to propose
concrete stages leading towards full monetary union. The Delors report appeared in April
1989 and its three stage progression towards economic and monetary union (EMU) was
subsequently enshrined in the Maastricht Treaty in 1991.
The Maastricht Treaty, which amended and supplemented the 1957 Treaty of Rome,
proved to be highly controversial in a number of Member States - not least because of its
provisions on EMU. Indeed, it was only agreed by the Heads of Government of the
Member States after Denmark and the UK had negotiated their "opt-outs" from the
obligation to proceed towards a single currency. Subsequent ratification by Member
States proved equally controversial. Nevertheless, the Treaty finally came into force on 1
November 1993 and created an obligation for all the thirteen Member States without an
opt-out to merge their currencies into a single currency if they met four macroeconomic
criteria - relating to inflation, exchange rate stability, long term interest rates and
government debt.

The Treaty contemplated a range of dates for the launch of the single currency.
Had a majority of the Member States met the Maastricht criteria at the end of 1996, the
Council of the European Union would have set a date for the start of EMU soon
thereafter. When the Maastricht Treaty was drafted there was every expectation that a
majority would be in economic shape by the end of 1996. In the event, the recession of
the early and mid 1990s intervened. As a result, the start date was postponed to the last
date expressly contemplated in the Treaty - 1 January 1999. For this start date, there was
no requirement that a majority of Member States met the Maastricht criteria. Any two or
more Member States, which met the criteria on the basis of their 1997 figures, were

obligated, under the terms of the Treaty, to go ahead.
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Table 2.9: Key Elements of EMU Timetable

March 1998 Commission and European Monetary Institute (EMI) produced reports on Member
State compliance with Maastricht criteria
May 1998 e Participating Member States chosen
e Announcement of bilateral conversion rates between participating
currencies
e Article 1091(4) Regulation adopted
June 1998 e European Central Bank established
31 December Conversion Weekend
1998 e Redenomination of domestic government debt of participating Member
to 3 January States
1999 e Stock exchanges of participating Member States move to Euro

e ICSDs move to Euro operations

1 January 1999 |Launch of single currency and start of transitional period:

e irrevocable locking of conversion rates

e Euro becomes currency of participating Member States

e national currency units become denominations of the Euro

e ECU obligations converted into Euro obligations at 1:1 conversion rate
e European Central Bank takes over control of monetary policy for Euro

zone
e New issues of government debt issued in Euro
31 December e End of transitional period
2001 e Obligations denominated in national currency units redenominated into
Euro
1 January 2002 {Euro banknotes and coins introduced
30 June 2002 Latest date on which national banknotes and coins cease to be legal tender

Source: http://www.cliffordchance.com/library/publications/emu_legal/sectionl.html (1999)

The decision as to which Member States qualified for the single currency in 1999 was
made by a qualified, or weighted, majority vote of the Council on the basis of reports by
the European Commission and the European Monetary Institute (EMI) submitted in
March 1998. Following the opinion of the European Parliament delivered on 2 May
1998, the Council decided on 3 May 1998 that Belgium, Germany, Spain, France,
Ireland, Italy, Luxembourg, the Netherlands, Austria, Portugal and Finland fulfilled the

necessary conditions for the adoption of the single currency”.

® Council Decision 98/317/EC of 3 May 1998 in Accordance with Article 109j(4) of the Treaty (OJ L
139, 11.5.1998, p. 30).

-38 -



Chapter 2 — Changes in European Banking

Greece did not satisfy the conditions while Sweden failed to fulfil the condition with
respect to Exchange Rate Mechanism (ERM) membership and lacked sufficient
independence of its central bank. Denmark and the UK exercised their "opt-outs" from
proceeding in 1999.

Once the participating Member States were chosen, the only one key step that
remained was the fixing of the irrevocable conversion rates. On 1 January 1999, the Euro
became the official currency of 11 Member States of the European Union with a fixed
conversion rate against their national currencies. Although Euro notes and coins will not
appear until 1 January 2002, the new currency can be used by consumers, retailers,
companies of all kinds and public administrations from 1 January 1999 in the form of
"written money" - that is, by means of cheques, travellers' cheques, bank transfers, credit
cards and electronic purses. The irrevocably fixed conversion rates between the Euro and

the currencies of the Member States adopting the Euro are as follows’:

Table 2.10: Conversion Rates for EMU currencies

Country Exchange rate
Belgium 40.3399 BEF
Germany 1.95583 DEM
Spain 166.386 ESP
France 6.55957 FRF
Ireland 0.787564 IEP
Luxembourg 40.3399 LUF
Netherlands 2.20371 NLG
Austria 13.7603 ATS
Finland 5.94573 FIM
Italy 1936.27 ITL
Portugal 200.482 PTE

Source: OJ L 359, Volume 41, 31/12/1998.

® Council Regulation (EC) No 2866/98 of 31 December 1998 on the conversion rates between the Euro
and the currencies of the Member States adopting the Euro (OJ L 359, Volume 41, 31/12/1998).
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2.3.1 Possible Effects of EMU on the EU Banking Systems

The advent of European Economic and Monetary Union (EMU) create new
opportunities and challenges for financial institutions in Europe. There has recently been
a great deal of study and speculation about the possible effects of EMU on EU banking
systems [McCauley and White (1997); De Bandt (1999); ECB (1999a)]. The European
Central Bank recently issued a report'® which addresses this issue. The main findings of
this report are that EMU is likely to act in the medium and long term as a catalyst to
reinforce already prevailing trends in the EU banking systems. In particular, EMU is
expected to reinforce the pressure for the reduction of existing excess capacity, to put
profitability under pressure and to lead to increased internationalisation and geographical
diversification, also outside EMU, as well as to increased conglomeration and mergers
and acquisitions. Overall competition in banking within the Euro area is likely to increase
considerably.
The ECB Report (1999a, p. 1) classifies the challenges EMU is likely to bring
about according to the timing of the impact on the banking systems:
a) in the short term, the revenue and cost implications of the transition to the
Euro, together with the possible protracted nature of the Asian and Russian
crisis, the possible further spillover effects of developments in Latin America
and other emerging markets might represent a dangerous combination for the
EU banking systems.
b) in the medium term, the negative effects of the structural adjustment process
in the EU banking systems could be concentrated in strategically unfavourably
placed banks that may not cope with the risks and difficulties associated with

adaptation to that process.

' The report has been prepared in the context of the task of Eurosystem to contribute to the smooth
conduct of policies followed by competent authorities in the field of banking supervision and financial
stability (Article 105 (5) of the Treaty establishing the European Community) and draws on the
contribution provided by the banking supervisory authorities of EU countries.
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c) in the longer term, the adjustment process should result in a stronger and
fitter banking sector and generate customer gains due to increased
competition. In addition, the transition to a stable monetary environment
should bring positive effects to the EU banking systems.

The ECB report (1999a, pp. 3-6) attempts to assess the effects of EMU on:
a) banking activities;

b) banking structure

c) banks’ strategies;

d) banking risks.

The main findings of the report can be summarised as follow:

a) Effects of EMU on banking activities

The establishment of EMU is expected'' to affect banking activities in different ways.
The main negative consequence of EMU is the reduction in foreign exchange activity of
currencies replaced by the Euro, together with the possible establishment of a low
interest rate environment which would induce retail banking customers to seek
alternative investments to bank deposits. On the positive side, lending business could be
favoured by the positive macroeconomic environment brought about by EMU while the
introduction of the Euro and the single monetary policy will possibly favour the setting-
up of deep and liquid integrated money and capital markets. This latter could, in turn,

generate growth but also trigger further competition in this area.

! For the ECB (1999a) Report, a large number of EU banks of various size were interviewed between
mid-1997 and mid-1998 in order to investigate banks’ own assessment of the effects of the EMU on the
different banking activities.
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b) Effects of EMU on banking structure

EMU is expected to reinforce the current tendency in EU banking systems towards a
reduction of excess capacity'>. In particular, branch networks and staffing levels, given
the marked differences across countries, are expected to be reduced, thus enabling banks
to achieve efficiency gains. In addition, EMU is also likely to speed up the process of

disintermediation that is already under way across EU banking systems.

c) Effects of EMU on banks’ strategies

European bankers believe that the establishment of EMU will create a more competitive

environment and put further pressure on banks’ profitability. The main strategic response

to these challenges relate to:

. improvements in services and procedures concerning the quality of services, staff and
information technology (IT); risk management and internal control systems; cost-
cutting and efficiency improvements;

- changes in product ranges and development of alternative sources of income;

« mergers, strategic alliances and co-operation agreements, undertaken with a view to
cost efficiency improvements, product diversification, new distribution channels and

geographical expansion.

d) Effects of EMU on banking risks

On the one hand, the positive macroeconomic effects of EMU are expected to mitigate
credit risk in the Euro area. On the other hand, several factors exist that may cause an
increase in credit risk. One major possibility is that small and m