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Introduction

Motivation and objectives of the thesis

Most retail financial services in the European Community (EC) have for a
long time been characterised by a low degree of cross-border penetration and
competition. This market fragmentation stemmed partly from government
regulations obstructing free movement of capital, freedom of establishment
and provision of services in the EC. Not surprisingly, therefore, the 1988
Cecchini-report concluded that in the European financial services sector “...
market openness, competition and low cost-efficiency is often deliberately
not assured”.

This lack of cross-border market penetration is supposed to change with
the advent of the European internal market in 1993 after the adoption of the
Single European Act and various EC Directives concerning financial
services. The implementation of these measures in the financial services
sector is predicted to lead to overall price reductions by 10% and a rise in
European GDP by 1.5 % over a five-year period which accounts for a third of
the total projected effects of the 1992 programme.!In addition, the changes in
the regulatory regime are expected to impact significantly the current
structure, conduct and performance of the financial services industry. As the
Banking Advisory Committee of the Commission of the EC (1988, p.13)
comments, for example, the new Directives “will result in the banking
system undergoing fundamental and perhaps dramatic changes”. Similarly,
for insurance services, a practitioner claims that “operators will face dramatic
changes in the near future ... which can be summarized by just these two
single words: increased competition” (Bebear, 1990, p.359). Other academic
commentators predict that “whether the 1992 deadline is met or not,
financial markets will dramatically change to the point of bearing little
resemblance to what they used to be” (Huveneers and Steinherr, 1990, p.3).
Are such predictions realistic or do they overestimate the potential impact of
regulatory reform?

Consider the mechanism which is supposed to bring about the changes
in European financial services. According to the Price Waterhouse study on
financial services which is part of the ‘Cecchini Report’, the large-scale
economic study on the costs of market barriers between the EC countries,
price differences across Member States will be gradually eliminated as the EC
moves closer to financial integration. The report envisages two prerequisites
for attaining greater price convergence: first, a “legislative {(EC} programme

-

1 See Cecchini-Report, European Economy, 35, 1988, p. 86.
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which is aimed at stimulating cross-border trade and encouraging
investment and establishment in foreign territories”. Secondly, an
“intensified interest in Pan-European acquisition and merger opportunities”
(Price Waterhouse, 1988, p.2).

The main vehicle to establish a more unified market in financial
services is therefore the elimination of barriers to cross-border entry which is
supposed to lead to increased international competition between firms, due
to the resulting threat of potential or actual entry. Thus, whether or not the
significant projected welfare effects in the financial services sector will obtain
depends crucially on the extent, scope and effects on competition of cross-
border entry.

Increased cross-border entry has so far been assumed rather than
systematically analysed, however, in most studies of European financial
services integration (e.g. Neven, 1990; Vives, 1991).2 As Gardener noted only

most recently (1992, p.121):

“Although the general mechanism and broad direction of change
for financial sectors hypothesised by Cecchini are generally
accepted, there has been practically no research to date on the
process and respective time period for financial prices to
converge”.

It is exactly in this area of analysing the actual cross-border entry process
where this thesis shall make a contribution to the literature. It is thus
intended to fill the ‘black box’ of the cross-border entry mechanism which
was not subjected to analytical scrutiny in existing related studies.

Financial services are frequently divided into three different categories:
insurance, banking and securities. Accordingly, the vast majority of industry
studies analyse these three sectors separately. In contrast to these studies, this
thesis follows an integrated approach to the analysis of retail financial
services. This seems preferable for two major reasons: first, industrial logic is
such that banks, insurers and securities firms have increasingly entered each
other’s traditional territories in the retail financial services market. Thus, a
single industry study would miss out on the industry dynamics in this
market. Second, the juxtaposition of the cross-border penetration process in
the different sectors allows a comparative analysis of the fundamental
similarities and differences. The focus of this study is on retail financial
services which are broadly defined as including personal customers as well as
small and medium-sized enterprises. Cross-border entry in wholesale and

2 This is not just true for the banking industry: most academic analyses of European industrial
integration assume increased cross-border penetration, but do not subject the penetration process
per se to analytical scrutiny.
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investment banking as well as reinsurance is not examined in this study,
since competition in these markets is internationalised already with few
expected changes after 1992.

The thesis focuses on the two sets of issues relevant to a social welfare
analysis of cross-border entry in retail financial services: first, regulatory
factors in the EC need to be analysed, since increasing cross-border
penetration has implications both for regulatory convergence across the EC
countries and raises questions of attaining the original objectives of
regulation. Second, the impact of foreign entry on domestic competition in
retail financial services requires scrutiny, since the major benefits of
financial integration are expected to result from the welfare-enhancing
effects stemming from increased competition of foreign firms in the
domestic market. The following figure illustrates schematically the ‘black
box’ which is the catalyst in bringing about both regulatory convergence as
well as increased competition in an integrated EC market.

‘Black Box’
Regulatory
&angegul:?t;yﬁon / harmonisation

across the EC
Lack of cross-border Incrtlaqsed_colmpetition
penetration C resulting in lower

ross-border entry prices, better quality
by financial services firms

When breaking up this ‘black box’ we can distinguish between the
regulatory and the competition issues. Consider first the regulatory issues:
the Second EC Banking Directive taking effect in January 1993 and the Third
EC Non-Life and Life Insurance Directives fundamentally change the rules
governing cross-border entry of EC financial services firms: a ‘single financial
services passport’ is established which allows any EC institution to enter
other EC countries without the need to apply for a separate licence in the
host country. In addition, supervision is mostly undertaken by the firm’s
home country regulators. Thus, entering foreign firms are regulated under a
different regime than domestic competitors which may result in competitive
distortions unless national regulatory environments start converging. Does
cross-border entry therefore lead to ‘strategic deregulation’ among national
EC regulators and does such a process jeopardise the underlying economic
objectives of financial services regulation? Or is the home country rule an
ingenious mechanism to ensure speedy harmonisation of EC financial
services regulations by avoiding lengthy negotiations between Member
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States? In addition, is the existing regulatory framework sufficient to
guarantee financial stability and attain the original objectives of financial
services regulation, as cross-border entry activities result in increased
internationalisation of domestic markets?3

Consider next the impact of cross-border entry on domestic
competition which is the second main area analysed in this study. The
rationale for European economic integration rests on one of the
fundamental theorems of industrial and, indeed, welfare economics:
increased competition through new entry improves the resource allocation
by shifting production to the most efficient suppliers and benefits consumers
through lower prices and/or better quality of services.

In order to adapt this proposition to the case of cross-border entry in
retail financial services, two theoretical questions need to be addressed. First,
in order to assess the significance and causes of increased foreign penetration
a theory of cross-border entry is required. While there have been attempts to
apply the theory of multinational enterprises to the financial services sector,
no convincing theory exists which is able to explain why firms enter foreign
markets particularly in the retail sector. Specifically, what competitive
advantage may compensate a foreign firm for operating in an unfamiliar
environment and still having to establish a reputation among domestic
customers? And what factors determine the choice of the entry vehicle, once
a firm has decided to enter a foreign market?

We find that the most likely form of cross-border entry in retail
financial services is through acquisition. While domestic acquisitions have
been the subject of substantial academic analysis, little research has been
undertaken on cross-border transactions, and so their economic
determinants, effects, and consequences in terms of social welfare remain
largely unexplored. Moreover, acquisitions in service industries may differ
significantly in their motivation and welfare effects from industrial
combinations. Yet, they have received comparatively little attention in the
literature.4 .

3 Bryan (1990, p.121) claims that “Pan-European liberalisation of rules is taking place without
fundamental reform of national safety-and soundness regulation”. King (1990, p.577) notes the
“urgent practical necessity to construct a new regulatory regime for financial services in the
context of not only ‘1992’ but also a global market with highly mobile capital”.

4 As noted by Hannan and Rhoades (1987, p.67), for example: “rather surprisingly, (the
rationale for mergers) has been studied fairly extensively by economists in connection with
mergers in the industrial sector, but has received little attention in banking”. Similarly, for
the insurance sector, Schroath (1988, p.363) observes “an absence in the literature of empirical
studies of international operations of service firms and international insurance firms in
particular.”
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The second requirement to analyse the actual or potential impact of
cross-border entry on domestic prices and quality is to develop elements of a
theory of domestic competition in retail financial services with cross-border
entry. Entry of foreign firms may impact the domestic industry via two
channels: first, cross-border entry may change the market structure,
increasing the level of competition by breaking up (tacitly) collusive
behaviour among domestic incumbents. Second, foreign firms may
introduce new products or services and bring special expertise to the market.
This may make an already competitive market more efficient. The impact on
domestic social welfare of such foreign entry may not be unambiguous,
however: the increase in consumer surplus due to lower prices could be
more than outweighed by reductions in producer surplus, as domestic firms
lose market share to foreign entrants. Does such a situation require
delegation of regulatory control to the EC authorities, as domestic regulators
(tacitly) discriminate against foreign entrants to protect domestic firms?

The general approach chosen in this study to address these questions is
heavily influenced by the theory of industrial organisation (IO) and thus
attempts to bridge a gap between the financial services literature and that of
IO which is mostly concerned with the structure, conduct and performance
of manufacturing rather than service industries.> Rather than developing
one ‘grand’ model of the retail financial services industry, however, it is
attempted to apply the insights from several IO models to the specific case of
this industry. While most of industrial organisation has recently become
highly theoretical,é this approach has the merit of indicating the areas where
the recent theoretical developments can make significant contributions to
understanding and elucidating the functioning of one particular industry. It
is thereby able to highlight the strengths and weaknesses of particular
models.

In order to address the area of cross-border entry from an empirical
perspective, three complementary approaches are selected: first, an original
database on EC cross-border entry activities in financial services from 1986
until 1992 is developed to perform aggregate and time-series analyses.
Second, detailed case study analyses are undertaken to inquire into the

5 In the third edition of their almost classic introductory textbook on industrial organisation,
Scherer and Ross (1990, p.1) state that they have “little to say about ... banking, insurance and
other financial intermediary industries, which are the province of money and banking
specialists”.

6 Tirole (1988, p.3), for example, emphasises that the “theoretical evolution has been very
healthy” to the field of IO, but also observes an imbalance between theory and empirical
research in a field “in which theoretical models are often lacking in generality and in which
practical implications are so crucial”.
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motives and strategies of cross-border entry activities.” Third, a comparative
analysis with the United States is undertaken to juxtapose the deregulatory
process with respect to inter-state entry in the US and cross-border entry in
the EC and to assess whether conclusions can be drawn for the integration of
the European retail financial services market.8 :

Structure of the study

The first chapter starts by introducing the fundamental definitions for the
study and gives a brief account of the historical development and current
state of cross-border penetration of retail financial services in the EC.

The second chapter presents a brief overview of the theory of financial
services regulation and analyses possible market failures which may
necessitate public regulation. These theoretical insights are then applied to
the case of regulatory reform in retail financial services on the EC level,
analysing the impact of capital liberalisation and the EC Banking and
Insurance Directives. Rather than providing a full-fledged account of
financial services regulation, this chapter concentrates on the interaction of
regulation and cross-border entry. The focus of the analysis is therefore
placed on the issue of ‘strategic deregulation’. This refers to the process of
competitive interaction between national regulators which may be forced to
abandon regulations which place domestic firms at a disadvantage compared
to foreign entrants. Alternatively, domestic regulators may attempt to
provide a permissive regulatory regime either to attract foreign entrants or
to convey a regulatory advantage on domestic institutions which enter
foreign EC markets under the home-country regime. A simple model is
developed to analyse the likelihood and conditions of such strategic
deregulation which is then applied to selected areas of financial services
regulation.

A third chapter develops a theory of cross-border entry in retail
financial services. It thereby synthesises concepts from industrial
organisation, transaction cost economics and the theory of multinational
enterprises. While the theory of cross-border entry is fairly well-developed in
the context of manufacturing firms, it is not clear which qualifications, if
any, are required to apply it to a service industry, such as the retail financial
services sector. The starting point for the theoretical analysis is the question
which competitive advantage may compensate a foreign firm for the cost

7 Tirole (1988, p.4) notes that “industrial organisation theorists have often felt more
comfortable with case studies than with statistical analysis - perhaps because it may be easier
to recover the industry’s basic conditions and behavior from rich case studies than from

selective statistics ...”.

8 Neven (1990, p.175), for example, notes that “the United States could be a laboratory
experiment for European deregulation”.
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disadvantages resulting from operating at a distance and in a foreign
environment. A second stage in the theory then looks at the firm’s choice of
the mode of entry: a firm may decide between provision of services across
national borders (i.e. ‘exporting’), establishing a new branch or subsidiary, co-
operation with a firm in the host market through a strategic alliance, setting
up a joint venture with a domestic or another foreign firm or acquiring a
firm in the host country. It is analysed which factors influence the choice of
the entry vehicle in the retail financial services sector.

Chapter four analyses various barriers to cross-border entry in European
retail financial services which may pose significant impediments to
increased cross-border penetration. Such barriers include ‘public’ entry
barriers such as explicit or implicit regulatory restrictions, public ownership
of banks and insurers or the lack of a level playing field for cross-border
acquisitions, and industry or market-inherent barriers which include size
economies, reputational barriers and switching costs.

A fifth chapter scrutinises the possible effect of cross-border entry on
domestic retail financial services competition. Four key areas are identified
where cross-border entry can impact domestic competition: foreign entrants
can increase price competition, spoil domestic collusive equilibria, force
incumbents to reduce X-inefficiency and introduce new products or services
with greater quality levels. These four mechanism are analysed both from a
theoretical and an empirical perspective.

In the sixth chapter statistical data on the extent of actual entry through
cross-border provision of services, (majority or minority) acquisitions,
strategic alliances, joint ventures and de novo entry are presented. For this
purpose a new database needed to be developed which includes cross-border
entry activities of the largest EC banks and insurers, as well as EC entry of the
largest American, Japanese and other non-European firms for the time
period from 1986 until 1992. This database allows an analysis of cross-border
entry activities both over time and across different EC countries. It therefore
addresses the questions of which EC countries are the main targets of cross-
border entry and whether there have been significant changes of entry
activities over time. In addition, the database permits a comparative analysis
of entry vehicles chosen and therefore puts the theoretical predictions of the
third chapter on the choice of the entry vehicle to an empirical test.

The aggregate analysis of chapter six encounters clear limits, however,
when testing the theory of why cross-border entry activities take place and
what impact they may have on competition. To further inquire into these
questions, chapters seven and eight present individual case-study analyses
for the banking and insurance sectors respectively. Publicly available
background data are collected on individual transactions and these are
supplemented by interviews at the firm level to gain an insight into the
underlying strategies of entering firms. Particular focus is placed on the
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questions of post-entry strategies in relation to domestic incumbents
concerning pricing, quality of services offered and marketing strategies to
scrutinise how foreign firms attempt to cope with entry difficulties such as
establishing a reputation and overcoming customer switching costs. In
addition, the results of a questionnaire survey are reported which was sent
out to more than 300 European banks and insurers.

The ninth chapter offers a comparative perspective by analysing inter-
state entry in the US. It focuses on the question whether conclusions and
predictions can be drawn from the US experience in the past decade for the
derestriction of cross-border entry in the EC after 1992. While there are a
number of differences between the US and European systems, such as the
functional separation imposed by the 1933 Glass-Steagall Act, interesting
analogies exist. These include in particular the restrictions on inter-state
banking, both in terms of branching and acquisitions, as imposed by the 1927
McFadden Act and the 1956 Douglas amendment. Most of these restrictions
were gradually softened since the beginning of the 1980s, giving rise to a
number of inter-state entry activities. This allows an analysis of both
regulatory competition between state regulators and the impact of out-of-
state entry on structure, conduct and performance of US banking and thus to
draw up a comparative perspective to the EC process.

The tenth chapter presents some public policy implications which can
be derived from the preceding theoretical and empirical analysis. These
concern in particular the application of competition policy to EC cross-border
transactions in retail financial services and the public policy means to
maintain financial stability in an integrated European market increasingly
characterised by cross-border penetration of financial services. *

A summary concludes the study.



Chapter One:
Cross-Border Penetration of
Financial Services in the EC:

Definitions and Evolution

This first chapter introduces the fundamental definitions for the study and
presents an overview of the evolution and current state of cross-border
penetration of retail financial services markets in the European Community.
Section 1 discusses possible industry and market definitions of European
financial services and introduces our definitions of the different vehicles of
cross-border entry. Section 2 then analyses the evolution of cross-border
penetration in European financial services.

1. Basic definitions

1.1. An industry definition of financial services

When defining the European financial services industry, we can distinguish
two recent trends: first, there is an increase of traditionally non-competing
firms from the same industry to enter each other’s lines of business. This
process is termed decompartmentalisation and is discussed in the next section
for the case of banking. Secondly, there has been a dramatic trend towards
inter-industry penetration especially in the retail banking and insurance
sectors. This process is discussed in the second section.

1.1.1. Intra-industry dynamics: decompartmentalisation in the financial
services sector: the case of banking

First, consider possible definitions of the banking industry. The term ‘banking’
is used to cover a wide range of financial services, and definitions vary from
fairly narrow to very broad. According to Article 1 of the first EC Directive on
banking,! a “credit institution” is defined as taking deposits and investing or
lending these funds.2 The appendix of the Second Banking Directive3 includes

10JL,780,1977.

2 The 1986 French Banking Act adopted this definition but additionally includes the issue of
means of payment as a third characterising criterion. In contrast, Article 1 of the German
Banking Act subsumes a much wider range of activities under its banking definition.
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a range of financial services offered by banks including not only ‘traditional’
banking activities such as deposit-taking and lending but also trading and
brokerage activities, mortgage business, leasing, money broking, portfolio
management and consulting services.

Consider next the ‘institutional’ classification of banks. Traditionally,
three main institutional groups of banks are distinguished in the EC whose
numbers are published annually by the Commission of the EC:

* commercial or universal banks engaging in the full range of banking
activities, extending from mass retail services over all types of corporate
services to international investment banking;

* savings and co-operative banks whose main funding base are deposits
from personal customers. They frequently have a regional focus and
their lending activities are more restricted than those of commercial
banks. In their activities they accord most closely with the first EC
Directive’s definition of banks;

» specialised banks which focus on a subset of banking activities. This
group includes mortgage banks and building societies, as well as finance
companies and investment banks. These institutions are characterised by
engaging only in a limited range of activities.

Table 1.1 reports the number of credit institutions in the EC countries
according to such an institutional classification.

L4

3 OJL 386, 30.12. 1989.
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Table 1.1: Number of banks in EC countries in December 1990

Com- | Savings/| Cooper- | Special- | Total | Inhabi-

mercial | Mutual | ative ised number | tants per

Banks Banks | Banks Banks | of banks | bank
Germany 312 595 3030 80 4,017 15,683
France 407 207 173 1078 1,865 30,027
Italy 259 84 716 96 1,155| 49,922
UK 544 0 0 112 656 86,890
Spain 152 67 107 442 768 | 50,781
Denmark 77 131 34 22 264 19,469
Luxemb. 172 0 48 23 243 1563
Netherl. 97 53 1 29 180 | 83,666
Belgium 84 428 0 41 553] 17,793
Ireland 33 2 0 11 461 76,521
Greece 37 0 0 2 39| 259,487
Portugal 22 1 0 3 26| 379,615
EC Total 2,196 1,568 4,109 1,939 9,812 32,000

Source: EC Commission.

While such a differentiation of the industry according to types of
institutions reflects its historical development, many formerly non-
competing banks have been moving into each others’ territories, as their
traditional customer base offered continuously less growth potential. This
trend towards diversification and ‘decompartmentalisation” (OECD, 1989, p.60)
has resulted in increased market overlap between banks which have
traditionally operated in separate markets.4

4 Two examples illustrate this blurring of demarcation lines: first, the decision of British
building societies to actively enter retail personal customer services by offering interest-
bearing current accounts with close to money market rates after the 1986 Building Society Act
cleared the way for an expansion of activities. The success of the building societies’ entry
strategy prompted the large clearing banks to offer similar accounts to defend their market
share in the strategically important personal customer market. Building Societies in Britain
now offer very similar services in the retail financial services market as commercial banks and
new legislation introduced in 1992 further extends their permitted scope of activities. The
second example are the regional savings and co-operative banks which have cut into the
market share of commercial banks by forming alliances and organising on a national level.
France’s Credit Agricole, for example, is not only the largest European co-operative bank but
according to size of capital also the biggest commerdial bank in Europe. While savings banks in
Germany have traditionally had a regional focus, they have been actively expanding their
international business through cooperating in the regional or interregional “Girozentralen” to
become more competitive in the market of medium-sized and larger corporates. In most EC
countries the business activities of savings and cooperative banks are now virtually
indistinguishable from those of traditional commercial banks (see, for example, Denning (1990)
on the reform movements of savings banks in the EC since 1972).

11
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In face of these recent strategies to enter new lines of business,
Hawawini and Rajera (1990, p.11) conclude that “instead of 10,000 European
banks with broad traditional categories of specialisation, we are currently
observing 10,000 banks all more or less beginning to engage in similar
activities”. The next chapter analyses this trend towards universal banking in
the EC, while the impact of such decompartmentalisation on competition is
discussed in chapter four.

1.1.2. Inter-industry dynamics: increasing cross-industry penetration in retail
financial services

When defining the retail financial services industry, one has to take account
of the trend towards bancassurance or Allfinanz, i.e. unifying the whole range
of financial services under one roof. In particular, banks have entered the
insurance sector by distributing insurance products.5 At the same time,
insurance companies progressively move into traditional bank business. This
trend has been particularly pronounced in the life insurance sector where
products constitute close substitutes to traditional banking products such as
fund management, pension products and long-term savings plans. Since such
cross-industry penetration plays a significant role also in cross-border
transactions, we proceed to discuss these moves in greater detail.

In contrast to Japan and the US, there have been few to no regulatory
restrictions on the crossing of market and product lines between banks and
insurers in the EC.¢ Probably the first European bank which actively entered
the insurance business as early as 1967 was the UK Trustee Savings Bank
(TSB), the amalgamation of the UK national savings banks. Today, TSB sells
and through a subsidiary also underwrites life insurance through a
specialised sales force of 450 employees who get referrals from the branches,
as well as general insurance such as fire, travel and household coverage
through its branch network. TSB Life, the life insurance subsidiary now
contributes more than a quarter of group profits which demonstrates the
success of TSB’s venture into the insurance sector. Encouraged by its success
in insurance products, TSB has entered a joint venture with Cariplo, the
largest Italian bank, and French Caisse National de Prevoyance which aims at
establishing an insurance sales force in the Italian market drawing on
Cariplo’s massive retail base.

TSB’s success in the insurance sector encouraged the other major UK
banks to emulate its strategic move. The five large clearing banks all chose
different entry routes into insurance, however: while National Westminster
decided to remain an independent insurance broker rather than entering the
underwriting business itself or striking an exclusive alliance with one

5 See Salomon Brothers (1990) for a comprehensive account of the moves of European banks
into the insurance sector on which part of our account is based.

6 Exisiting restrictions in the Netherlands were phased out in January 1990.

12
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insurer, Barclays has been selling unit-trust linked life insurance for as long
as twenty years with a sales force of now almost 1,000 employees and plans to
expand services significantly. Midland Bank decided to enter a joint venture
with Commercial Union (CU), the fifth-largest UK life insurer to form
Midland Life in which Midland owns 60 percent with the aim of establishing
a sales force drawing on CU’s insurance know-how and Midland’s retail
customer base. Lloyds Bank decided to engage in a merger with Abbey Life in
1988, the country’s tenth-largest life insurer, which created the country’s first
financial services conglomerate. Finally, Royal Bank of Scotland (RBS) has set
up a life insurance joint venture with Scottish Equitable and also pursued de
novo entry by setting up a new direct sales auto insurance subsidiary, Direct
Line, which has achieved significant growth rates since its inception.”

In Germany, the trend towards Allfinanz has been a fairly recent
phenomenon. Some banks perceived the need to enter the life insurance
business, since their share of total savings had steadily decreased with the
proportion of total savings invested in life insurance increasing from 15.8
percent in 1970 to 21.5 percent in 1988. The first move towards Allfinanz was
undertaken by Germany’s fifth-largest insurer, the A&M Group, which
acquired the troubled BfG Bank in 1987, the country’s tenth-largest bank, to
form the first financial services group.8 Deutsche Bank, Germany’s largest
bank followed A&M’s move by founding a de novo life subsidiary in 1989
after a long period of cooperation with Allianz, Europe’s largest insurer.
Allianz attempted to prevent this invasion of its traditional main line of
business by threatening to withdraw its substantial fund management
business from Deutsche.? It finally settled with an exclusive distribution
agreement with Deutsche’s main rival, Germany’s second-largest Dresdner
Bank, culminating in the acquisition of a 24 percent stake in 1991.10

In France the process of cross-industry penetration has been even more
pronounced with Credit Agricole, the giant cooperative banking group with
almost 10,000 retail branches being the most prominent example. Only three
years after founding a new life insurance subsidiary in 1986, it obtained an 11
percent market share, making it the second-largest life insurer in France with
plans to expand into the non-life business as well. BNP, the second-largest

7 UK insurance firms have also explored new outlets for their products, mainly striking
distribution alliances with building societies and acquiring estate agencies. For example, the
largest non-life insurer General Accident uses the Chelsea Building Society, third-largest
Royal Insurance uses Leeds & Holbeck, while fourth-largest Sun Alliance has an agreement
with the Woolwich.

8 With limited success, however, as A&M may be selling off BfG to Credit Lyonnais. Recently,
French AGF acquired a 25 percent stake in A&M and will establish contacts to Credit Lyonnais.

9 Allianz has an approxiamte investment portfolio of $66 billion.

10 |n April 1992 Allianz was under scrutiny by the German Federal Cartel Office for having
accumulated a majority stake in Dresdner Bank .
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French bank has its own life insurance subsidiary, while cooperating with
UAP in the distribution of non-life products.

Very similar developments to those in the UK, Germany and France
have taken place in other European countries. The symbiosis between
banking and insurance has been most complete in Spain where almost all the
major insurers are owned by the large domestic banks. The only major
insurer not majority-owned by a bank, the mutual Mapfre group, in turn
entered the retail banking field. In the Netherlands banks account for around
20 percent of the distribution of insurance products.

In summary, it becomes evident that banks and insurers increasingly
become direct competitors in the retail financial services sector. It appears
that banks have so far made more successful inroads into the insurance
sector than vice versa, largely because the distribution channels of insurance
firms are more difficult to adapt to frequent-interaction bank products. Banks,
however, have adopted some of the sales force methods of insurance firms
with bank employees visiting customers outside branch opening hours. In
addition, banks may have important reputational advantages over insurance
firms.

Finally, an industry definition of retail financial services would be
incomplete without including the recent inroads by non-financial services
firms such as automobile companies,!! department stores1? or retailers!3 into
traditional banking and insurance activities. These firms increasingly provide
traditional financial services such as credit cards, life and non-life insurance,
payment services, and even consumer loans or real estate financing. While
these moves of non-financial services firms are still in the beginning stages in
Europe, the success of US firms such as the retailer Sears or the auto producer
Ford indicates that non-financial services firms may also become a significant
force in European retail financial services.

1.2. Financial services markets

Concerning possible market definitions it is useful to identify particular sub-
markets in the market for financial services. Such a market-led approach is

11 volkwagen calls itself ‘Europe’s largest non-bank financial services company”. It offers a
current account with credit cards at low cost, loan financing as well as travel and car insurance.
It maintains contact with its customers through free telephone banking. Customers who buy a
car or bring in their cars for repair are offered this range of financial products.

12 For example, the German department store Hertie offers the Barclaycard.
13 The German mail order company Quelle constitutes such an example with its banking

subsidiaries Norisbank and Quelle Bank. Its main competitive advantage is thereby its
customer database consisting of over 19 million addresses with information about spending

habits and even income levels.
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preferable to an institutional classification, as firms belonging to similar
institutional groups may operate in different markets and competition occurs
in various sub-markets rather than along institutional lines.

Most current market definitions in financial services follow functional
or institutional criteria, however. A typical differentiation of banking
markets, for example, is given by the OECD definition (1989, p.107)14 which
distinguishes between the following markets:

retail financial services
corporate financial services
securities and brokerage business
¢ interbank services

international services.

Such a functional classification is too broad for our purposes, however.
Securities and brokerage business, for example, covers a wide range of
products and services from the small transaction of a retail customer to the
Eurobond issue of a large multinational. In addition, most banks are
increasingly organised according to customer groups rather than functional
lines. Both Barclays Bank and Deutsche Bank, for example, have recently
undergone a complete internal reorganisation process to adapt a customer-
focused organisational structure. Similarly, insurance firms increasingly adopt
a customer-orientated organisation structure (Farny, 1990). Considering these
trends, it is useful to further differentiate functional sectors by customer
groups. We therefore differentiate the following segments:

1. Mass retail services: standardised products which do not require
significant specific tailoring towards the needs of individual customers
and are mostly distributed through a local branch or agent network. They
include the vast majority of personal banking and insurance services and
those financial services for small enterprises which are largely
standardised with local specialists serving the clientele.

2. High net worth individuals: financial services for wealthy individuals
which need to be tailored towards individual needs and require higher
service skills than in mass retail, such as portfolio and tax management
techniques or specialised investment advice.

3. Medium-sized enterprises: require mostly tailor-made solutions,
frequently served by regional firm headquarters rather than local
branches or agents, aided by centralised specialist departments, such as
international services, tax and corporate finance.

4. Large corporates, financial institutions and public agencies: served
exclusively by specialised firms such as merchant banks or by specific

14 OECD, Paris, 1989, Competition in Banking.
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departments in national headquarters of large commercial banks.
Insurance firms are served by reinsurance companies.

In this study, the focus is placed upon the competitive effects of cross-
border entry in the first three markets. For the purpose of this study, I define
the first three markets as the ‘retail’ financial services market which is a
somewhat broader definition than the conventional definition which usually
just includes the mass market. I intentionally neglect the ‘wholesale’ market
for large corporates, financial institutions and government agencies, as this
market is largely internationalised already. In the wholesale market
characterised by low margins and large transactions, competition is on a
European or even a global scale with few national restrictions remaining even
before further European integration and therefore the effects of additional
cross-border entry are expected to be comparatively small. 15 16

1.3. Vehicles of cross-border entry in financial services

A multinational financial services corporation (MNSC) is defined as a firm
which owns branches or subsidiaries in at least one country other than that of
its main legal incorporation. There is some doubt about whether a firm which
merely owns representative offices in another country may be called
‘multinational’ and I choose not to include such facilities in our definition,
since representative offices merely serve a liasion function for the parent firm
but cannot actively operate in the host market.

Cross-border entry is defined as a dynamic rather than a static concept
where a firm follows the strategic objective of transacting with economic
agents in the host country. Cross-border entry therefore has a wider scope than
just aiming to become a MNSC, as it is not limited to acquiring or setting up a
branch or subsidiary. A firm may choose other vehicles to enter a foreign
market such as cross-border provision of services or a joint venture or
strategic alliance with a firm in the host market or another foreign firm,
aimed at entering or increasing the presence in the host market. Figure 1.1
summarises the whole range of tools available to a firm wishing to undertake
cross-border entry. ‘

15 Large firms maintain several banking relationships with both domestic and foreign banks in
addition to internalising many financial services in in-house banks. Therefore, financial
officers in the large corporates have the ability to switch immediately to the bank which
offers the best price (see also the discussion of switching costs in chapter 5). As one banker
explained in a personal interview, “multinational and large firms calculate with every penny
and are able to shift huge amounts from one bank to another just by pushing a few buttons. This
market is therefore very international, highly competitive and offers minimal margins”.

16 Reinsurance is a highly international market with few regulatory restrictions. In the EC
reinsurance was deregulated as early as 1964 by the EC Reinsurance Directive (64/225/EEC).
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Figure 1.1: Means of cross-border entry in retail financial services
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I now give more detailed definitions of the different forms of cross-
border entry. De novo entry is defined as setting up a branch or subsidiary in a
foreign country from scratch. It involves a transfer of capital from the home
to the host country.

A majority acquisition is characterised by the purchase of more than fifty
percent of outstanding share capital which leads to a change in control in the
acquired firm. Such a transaction has a cross-border dimension whenever the
acquiring firm has its main headquarters incorporated in a different country
than those of the acquisition target. Concerning such acquisitions, the
definition of a “concentration” of the EC merger control regulation is
followed.17 According to Article 3 (1), a majority acquisition may take two
forms:

* a “legal merger” where the acquired company is dissolved and its assets
and liabilties are fully transferred to the purchasing party or,

17 Council Regulation (EEC) No 4064/89 of 21 December 1989 on the control of concentraticns
between undertakings.
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alternatively, the two or more merging companies dissolve to form a
single new company;

* a “takeover” where one party gains “direct or indirect control of the
whole or parts of one or more other undertakings” through any kind of
suitable means such as share or asset purchase, but the acquired company
remains in existence.18

Legal mergers on a cross-border basis are not yet possible, however, as all
cross-border transactions must be carried out under one or the other national
company law due to the lack of a European cross-border merger option in EC
company law (see Jacquemin, 1989, p.14-15).1° As a result of this, cross-border
majority acquisitions always take the form of a takeover of a domestic firm by
a foreign institution rather than a transaction between equal partners which
leads to potential problems of arousing national or political resentment.20 21

A joint venture (JV) is defined as a legally independent entity owned by
two or more parent companies which actively influence the corporate policy
of the JV. Such a JV can be between two or more foreign banks which set up a
company in the target country or between foreign and local firms.

A strategic alliance shall be defined as an explicit agreement between at
least two banks to co-operate in a range of activities in a foreign host country.
Such an agreement may be supported by mutual shareholdings.

Finally, exporting refers to cross-border provision of services from the
home country rather than serving the customers through a local branch.

18 For the distinction between a legal merger and a takeover, see also paragraphs 4 and 6 of the
explanatory memorandum of the proposed EC directive on takeovers, COM (88) 823; O] 1989

Cé64/8.

19 The merger between the Dutch and Belgium insurance firms AMEV and Groupe Assurances to
form Fortis constitutes the only cross-border transaction in financial services so far which could
be called a de facto though not a legal cross-border merger.

20 An interesting example of the failure of a proposed cross-border merger is that between
Belgian Generale Bank and the Dutch Amro Bank. The two banks agreed in February 1988 that
they want to create “an indissoluble banking combination with one group management and one
strategy /corporate policy” by 1991. In September 1989 these plans were abandoned in favour of
a strategic alliance. One of the main reasons for the failure of the cross-border merger was that
neither bank was willing to be ‘acquired’ and thus forced to change nationality. In addition, the
lack of a European company statute was cited as creating considerable tax and legal problems.

21 This problem has led the EC Commission to propose a Directive on cross-border mergers (the
Tenth Company Law Directive, COM (84) 727; O] 1985 C23/11) which aims to establish
common rules for cross-border mergers and, in conjunction with the European Company Statute
(COM (89)268; O] 1989 (C263/41 and (C263/69), is to provide a legal means for setting up a
European company under EC law rather than (possibly conflicting) national company laws.
Both directives are still pending before the Council of Ministers, however, as there are
differing opinions on the degree of worker participation.
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2. The evolution of cross-border penetration in EC financial services

Since the process of cross-industry penetration of the insurance and banking
sectors is a fairly recent phenomenon, we follow the traditional
differentiation of the financial services industry into banking and insurance
when discussing the historical evolution of cross-border penetration of
European financial services in this section.

2.1. Banking

Foreign penetration of banking in Europe is a comparatively recent
phenomenon. While international banking activities can be traced back to the
Florentine banking houses in the fourteenth and fifteenth centuries (see
Davis and Lewis, 1987, p.216), it was only in the nineteenth century that
British banks began to penetrate overseas market on a systematic scale,
followed by other European banks.2? The British overseas banks provided a
range of banking services in their host countries but focused especially on
retail services. Although some of these banks set up branches in international
financial centres such as Frankfurt and Paris, their main focus were countries
outside Europe, and in particular developing economies and the colonies. Of
the 1,286 foreign branches of British banks in 1913, for example, only 21 were
established in Europe thus accounting for only 1.6 percent of the total.23 As
Jones (1990a, p.3) notes “foreign penetration of the domestic banking systems
of Britain {and} continental Europe ... was virtually non-existent” at the
beginning of this century and this situation remained essentially unchanged
until the beginning of the 1960s when the first wave of internationalisation of
European markets started.

At the beginning of the 1960s, American commercial banks expanded
into overseas markets and European banks responded by entering the US
market in turn but also by increasing their presence in other European
countries. Among the most prominent US entrants were the biggest
commercial banks which mostly concentrated their European efforts on
wholesale activities. Some banks such as Citicorp, Chase Manhattan or
Chemical Bank even entered European retail banking through greenfield
establishments and acquisitions. With the exception of Citibank, however, all
banks withdrew only a few years later, as they incurred heavy losses in these
markets. The move of expanding in Europe was part of a wider trend towards
the multinationalisation of US banking. The number of foreign branches and

22 For a more detailed account of the history of multinational banking, see the contributions in
Jones (1990a).

23 See Jones (1990b, p.31). For British institutions the same author notes that they “never made
more than a marginal impact in North America, continental Europe or Japan” (1990, p. 36).
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subsidiaries of US banks increased from 133 in 1960 to 1,759 in 1986 (Huertas,
1990, p.253). Foreign assets accounted for 14 percent of total US bank assets in
1986, while they stood at only one percent in 1960. The most international of
the US commercial banks, Citicorp, had only 70 foreign branches in 1960. This
number had increased to 2,135 foreign offices at the end of 1988 with foreign
activities accounting for almost half of total revenues and pre-tax earnings.

At the same time, European banks responded to the invasion of US
banks by entering the US market, but also by increasing their cross-border
entry activities in Europe. The development of European cross-border
banking can be exemplified for the case of France: in 1914 domestic banks had
around forty foreign offices in Europe (Michalet and Sauviat, 1981). Only ten
new offices were added between the wars and an additional eighty-three new
foreign offices were newly founded until 1968 worldwide. This fairly slow
growth significantly increased in the succeeding decade. In the period from
1968 to 1973 alone, eighty-seven new offices were established and European
offices accounted for ten new representative offices, eight new branches and
thirteen new subsidiaries (Statistical Releases of the Association Francaise des
Banques). Over the next five-year period, the growth rate of foreign offices
rose even more dramatically: worldwide, 192 new foreign offices were
established, more than twice the number between 1945 and 1968.

British banks took longer to recognise the importance of multinational
banking in the industrial countries. With their traditional focus on the
former colonies, they had neglected the industrialised countries and were
forced to shift attention to these markets in the 1970s. As Jones (1990b, p.54)
notes “it was only in the early and mid-1970s ... that British multinational
bankers began to recognize that over the last thirty years not only had three
major economic powers blocs emerged - the United States, continental Europe
and Japan - but that they scarcely owned a single branch in any of them”. In
the second half of the 1970s and the beginning of the 1980s British banks
therefore actively entered these markets to make up for previous neglect.

The most recent entrants into the European markets were the Japanese
banks which have continuously increased their presence over the past fifteen
years. The late entry of the Japanese banks resulted from restrictions which
the Japanese Ministry of Finance imposed on domestic banks where only the
Bank of Tokyo was allowed to operate internationally. With the lifting of
these restrictions at the beginning of the 1970s, Japanese banks began to enter
European markets focusing almost exclusively on wholesale and investment
banking. Between 1975 and 1987 the number of branches in Europe increased
by 30 percent, while subsidiaries rose tenfold (Dueser, 1990, p.110). By the end
of the 1980s, Japanese banks had established a leading position in some areas
of international banking such as the Euromarkets.24

24 The cross-border entry activities entry of European, American and Japanese banks are
discussed in greater detail in chapter six.
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An aggregate picture of multinational banking in the EC is conveyed by
the number of foreign banks in different EC countries. These are listed in table
1.2 which illustrates the development over time from 1960 to 1986. Not
surprisingly, the UK leads the ranking with London being Europe’s main
financial centre and thus attracting the highest number of foreign institutions.
Foreign-owned banks in the UK account for over sixty percent of total bank
assets and they are mostly involved in investment banking and capital
market activities. Germany is a close second as Europe’s largest economy and
the position of foreign banks in Germany is examined below in greater detail.
Luxembourg’s strong position stems from its special status as a financial
centre, due to its favourable tax and bank secrecy regulations. Spain and Italy
appear to be underbanked in terms of presence of foreign institutions due to
former regulatory restrictions on cross-border entry. Of the 53 foreign
institutions in Spain, thirteen had full access to the retail market in 1990.

Table 1.2: Number of foreign banks in ten EC countries from 1960 to 1986

1960 1970 1980 1986
UK 51 95 214 293
Germany 24 77 213 283
France 33 58 122 152
Luxemb. 3 23 99 110
Belgium 14 26 51 57
Spain 4 4 25 49
Netherl. 1 23 39 42
Italy 1 4 25 36
Greece 2 3 18 19
Denmark 0 0 5 8

Source: OECD (1989, p.147).

Table 1.3 illustrates the dramatic growth of foreign branches and
subsidiaries of domestic banks. While in 1960 very few banks possessed an
international network, there was a rapid increase in the 1970s and again since
1980. In contrast to the constant or even decreasing number of domestic
branches, the number of foreign branches and subsidiaries was still increasing
between 1980 and 1986. In some countries international operations account for
a substantial proportion of total business activities. In France, for example,
activities of foreign branches and subsidiaries accounted for 41.5 percent of
total business volume in 1984 (Metais, 1990. p.142).
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Table 1.3: Number of foreign branches and subsidiaries of domestic banks
from 1960 to 1986

1960 1970 1980 1986
France n.a. 133 304 455
Ireland 60 84 224 276
Germany 3 8 126 230
Netherl. 3 55 145 170
Spain 5 25 82 136
Italy 17 22 4 75
Denmark 0 0 18 56
Belgium 5 6 14 27

Source: OECD (1989, p.148); Deutsche Bundesbank; France 1968, 1980: Association Francaise des
Banques, Statistical Releases.

Figure 1.2 shows aggregate foreign assets and liabilities of commercial
banks in the twelve EC countries in 1990. These are expressed as a percentage
of total domestic banking assets as recorded by the International Monetary
Fund Financial Statistics. Foreign assets and liabilities of domestic banks
(including subsidiaries but not branches of foreign banks) provide an indicator
of the degree of internationalisation of the country’s banking system. It is
therefore not surprising that those countries with (former) capital controls, i.e.
Spain, Portugal, Greece and Italy have the lowest foreign assets, as domestic
banks and residents were not able to freely lend abroad and engage in
international banking activities. Germany which has had no capital
restrictions is also characterised by a low degree of internationalisation which
appears surprising considering the significant export activities in industrial
sectors. The most internationalised banking systems are Luxembourg with its
large number of subsidiaries of foreign banks, Belgium and the UK with
London as the world’s most international finandal centre.
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Figure 1.2: Foreign assets and liabilities of domestic commercial banks in 1990
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We see that there has been a significant multinationalisation process in
European banking since the beginning of the 1960s. Intentionally, this was
referred to the as the ‘first’ wave of internationalisation which was
characterised by cross-border entry activities almost exclusively targeted at
wholesale and investment banking activities. Currently, we may be
witnessing the second wave of internationalisation in European banking with
cross-border entry activities being targeted at new banking markets and in
particular the retail market, as broadly defined above. Data on cross-border
entry activities in this area since 1986 will be presented in chapter six.

The best statistics on foreign bank representation in any EC country are
available for Germany, as provided by the Bundesbank. An analysis of the
countries of origin of branches of foreign banks in table 1.4 reveals that the US
accounts for the largest number of foreign branches and subsidiaries in 1990,
with Japan being a close second. Japanese banks still operate largely through
branches, whereas banks from most other countries have established
subsidiaries. It is interesting to note that the three countries which are most
strongly represented and account for 58 percent of business volume are non-
EC members. The largest EC country in terms of business volume is the UK
which only accounts for 9 percent of business volume, however.
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Table 1.4: Countries of origin of foreign banks in Germany in 1990

Parent country Number of Business volume | Number of Business volurme
branches of (DM billions) subsidiaries of | (DM billion)
foreign banks foreign banks

US 18 8.1 18 323

Japan 14 25.3 14 5.7

France 2 0.5 8 12.7

UK 6 29 5 11.3

Switzerl. 0 0 8 164

Netherlands 2 0.3 7 6.8

Italy 7 8.2 2 1.0

other EC countries 14 2.3 7 3.1

rest of the world 31 2.9 12 12.7

Total 94 50.5 81 102.0

Source: own calculations from data in Die Bank 7/90.

Of the foreign banks which are represented in Germany in 1990 only two
were engaged in retail banking with more than ten branches: these were KKB
Bank owned by Citibank with around 300 retail branches and CC-Bank owned
jointly by Royal Bank of Scotland and Banco Santander with 36 branches.
These will be discussed as case studies in chapter seven. Other foreign banks
which offered retail business were mainly aimed at foreign workers in
Germany such as the Turkish and Greek banks or were in areas close to the
national borders such as French Societe Generale. Three British-owned banks
and the subsidiaries of Swiss banks were involved in private banking for
high-net wealth customers. None of these banks had more than ten retail
branches, however, and are therefore unlikely to have much of an impact on
domestic retail banking.

Table 1.5 reports market share data of foreign banks in Germany in 1991
for selected banking segments. Branches of foreign banks account for 1.5
percent of total bank assets and subsidiaries of foreign banks account for 2.6
percent, amounting to a 4.1 percent share of foreign banks in Germany. The
market share data show that the overall impact of foreign banks in these
aggregate markets has been minimal. A time-series analysis reveals that the
market share of foreign banks has not increased for the past five years, but has
remained largely constant and even decreased in some areas.
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Table 1.5: Market share in 1991 of foreign banks in Germany for selected
banking segments

Branches of Subsidiaries Total market
foreign banks of foreign share of foreign
banks banks

Loans to firms 0.7% 1.8% 2.5%
Loans to personal customers 0.04% 1.6% 1.64%
Loans to public authorities 0.4% 0.6% 1.0%
Loans to other banks 0.7% 1.6% 2.3%
Deposits from firms 0.4% 1.8% 2.2%
Deposits from personal customers 0.02% 1.1% 1.12%
Deposits from public authorities 0.04% 0.3% 0.34%
Deposits from other banks 1.7% 34% 5.1%
Securities accounts 0.02% 3.1% 3.12%
Interest rate /currency swaps 2.7% 4.0% 6.7%

Source: Own caiculation from monthly report of the Deutsche Bundesbank, August 1991;
Statistical Supplement to monthly reports, series 1, no.8; data are for June 1991.

It becomes apparent that foreign banks have a minimal market share in
the most typical retail banking areas such as taking domestic deposits or
lending to personal customers.2>

These data clearly suggest that even fairly disaggregated market share
data need to be interpreted cautiously, as they do not necessarily convey a true
picture of the relevant market. At any rate, this example underlines the
earlier discussed need to differentiate carefully the markets in which banks
compete. Aggregate data are unlikely to provide much insight into the actual
significance and impact of foreign banks in particular markets.2

25 Foreign banks have the greatest market share with the largest 500 firms. In this market a
single firm maintains on average 19 banking relationships and 43 percent of the largest German
firms had a banking relationship with a foreign bank in 1990 (Greenwich Associates, 1990). 31
percent included a foreign bank as one of their five “main banks”, whereas 14 percent even had a
foreign “Hausbank”.

26 For example, the “market share” data of Steinherr and Gilibert (1989) which are frequently
re-quoted (e.g. Neven, 1990; Hawawini and Rajera, 1990) provide little insight into actual
market shares of foreign banks. This results from the fact that their data are calculated as the
percentage of foreign banks’ assets of total industry assets and thus differentiate neither
between retail and wholesale markets, nor between domestic and international activities (such
as the Euromarkets). Not surprisingly therefore, foreign banks have a particularly high
market share in Luxembourg and the UK which host significant international banking centres
which may have little to do with domestic markets. Thus, a typical retail bank customer in
the UK may notice little of the fact that 60 percent of total UK banking assets are owned by
foreign banks.
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2.2. Insurance

Internationalisation in insurance has seen an equally dramatic expansion as
in banking. It is interesting to note the differences between the
multinationalisation processes between the two sectors, however: whereas
cross-border activities in banking were for a long time targeted almost
exclusively at the non-retail sector, insurers have expanded also into the retail
sector in foreign countries. Some of the largest European insurers have been
active in other European countries since the beginning of the century.

Figure 1. 7 illustrates that the number of foreign insurers has increased
in some but not all EC countries in the period from 1968 to 1989.

Table 1. 6: Number of foreign insurers in ten EC countries from 1968 to 1989

1968 1982 1989
UK 134 170 143
France 206 168 147
Germany 47 116 145
Italy 48 49 n.a.
Netherl. 302 157 152
Denmark 71 65 n.a.
Belgium 304 147 n.a.
Greece 65 83 n.a.

Source: based on direct contacts with Swiss Re, several national sources.

Figure 1.3 presents the market shares of foreign insurers in the EC
countries in 1986. These are calculated as the proportion of total domestic
premium income accounted for by foreign insurers. Market share of foreign
insurers is greatest in Ireland, where a number of companies are owned by
British insurers. It is interesting to note that the UK which has the most open
and unregulated insurance sector also has the second-lowest market share of
foreign firms. This shows that the extent of foreign penetration does not alone
depend on regulatory barriers to cross-border entry.
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Figure 1.3: Market share of foreign insurers in the EC countries in 1986
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Some of the largest EC insurers are also the most internationalised:
Italy’s Generali, for example, derives more than 60 percent of its premium
income from foreign operations, whereas AXA receices one third of its
income from abroad. Half of UAP’s assets are based abroad of which 90 percent
are in Europe. Similarly, Allianz by now has almost half of its assets based
outside Germany. Unlike in the banking sector, all of these insurers have the
majority of their foreign activities in the retail sector rather than in the large
corporate market. As an example of the internationalisation process in
insurance over time, I dicuss the development of Allianz’ cross-border entry

activities in chapter eight.

Furthermore, also unlike in the banking sector there have been several
large-scale cross-border acquisitions in the insurance industry which were
targeted at some of the largest domestic institutions. These include, for
example, the 1989 acquisition of Germany’'s second-largest non-life insurer,
Colonia, by the French Groupe Victoire. In the Netherlands, UK’s
Commercial Union acquired Delta Lloyd as early as 1973, the third-largest
insurer. Similarly, in Italy the second-largest insurer RAS was acquired by
Germany’s Allianz. In most EC countries we find at least a few foreign
insurers among the largest 15 national insurance firms. This contrasts with
the banking sector where there are virtually no foreign banks among the
largest domestic institutions. Thus, even though foreign firms in insurance
still play a limited role compared to some other service and manufacturing
industries, they account for a significantly greater market share in retail
financial services than foreign banks which have so far focused mainly on
wholesale activities in their international expansion strategies. I will discuss
reasons for this difference in the third and fourth chapters, where a theory of
cross-border entry is developed and possible barriers to cross-border entry will
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be discussed. In chapter seven and eight individual case studies of cross-border
entry activities are analysed.

Similarly to the banking sector, the best statistics on the significance and
market share of foreign insurers in a domestic market are available for
Germany as provided by the Supervisory Office for Insurance. Table 1.9
provides an analysis of the countries of origin and the respective market
shares of foreign insurers which operated in Germany in 1989.

Table 1.7: Countries of origin and market shares of foreign insurers in
Germany in 1989

Parent country Number | Market Number of | Market Total Total
of foreign | share foreign share number of | market
firms in firms in foreign share
life non-life firms
UK 4 1.3 35 2.8 39 1.9
Switzerland 12 7.7 26 7.9 38 8.7
France 3 0.1 19 0.5 22 0.3
Netherl. 4 4.6 8 6.6 12 5.1
US 2 0.1 8 0.5 10 0.3
Italy 2 0.5 5 0.1 7 0.2
other EC countries 0 0 7 2.3 7 2.3
rest of the world 0 0 7 2.9 7 2.9
Total 27 14.4 115 19.8 142 17.3

Source: German Supervisory Office for Insurance, Annual Report 1990.

Figure 1.3 shows the development of market shares of foreign insurers
from 1975 to 1989. It becomes obvious that foreign firms in both life and non-
life have substantially increased their stakes in the German market, especially
since 1987. In particular, in comparison to the banking sector foreign insurers
in Germany have a significantly higher market share. This is despite the fact
that regulatory barriers in the German insurance market are probably highest
in the EC, while there are no official barriers to foreign entry in the banking
sector. This shows that entry depends not just on the lack of regulatory entry
barriers.
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Figure 1.4: Development of market shares of foreign insurers in Germany
from 1975 to 1989
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Source: German Supervisory Office for Insurance, Annual Report 1990.

Unfortunately, similarly detailed data about the market share of foreign
insurers are not available for the other EC countries. It appears, however, that
foreign insurers have a significantly greater market share in the retail
financial services than foreign banks.

3. Conclusions

This first chapter has introduced the basic definitions of the financial services
industry and markets. Concerning a possible industry definition, it was noted
that due to increasing decompartmentalisation an institutional classification
no longer provides a sufficient basis for evaluating financial services
competition in the retail sector. It was therefore decided to follow a market-
oriented definition where retail financial services are broadly defined as
comprising the mass personal and small business market, high net worth
individuals and mid-sized corporates. Multinational financial services
corporations are defined as firms operating in at least one country other than
that of their main legal incorporation through means of branches or
subsidiaries. Finally, cross-border entry is viewed as a dynamic concept in this
study where a firm follows the strategic objective of expanding operations to
foreign markets through a range of possible entry vehicles ranging from de
novo entry over acquisitions, strategic alliances, joint ventures or exporting.
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A brief overview of the historical evolution of cross-border banking in
Europe has shown that significant foreign penetration started only around
the beginning of the 1960s and was predominantly in the area of wholesale
and investment banking. It remains to be seen whether the second wave of
internationalisation in European banking which focuses on retail banking
markets will be of equal significance.

In insurance services there has been an equally significant
multinationalisation process. In contrast to the banking sector, however, this
has also concerned the retail financial services sector. Although data are
scarce, foreign insurers seem to have a significantly greater market share in
retail financial services than foreign banks.

I develop a theory of cross-border entry in chapter three to explain such
differences in the significance of foreign financial services firms and analyse
barriers to cross-border entry in chapter four. Before proceeding to these
topics, the next chapter analyses the changes in the regulatory framework of
cross-border entry in the EC.



Chapter Two:
The Regulatory Environment
of Cross-Border Entry
in EC Retail Financial Services

Financial markets in the EC were for a long time separated by restrictions on
cross-border capital movements as well as rigid regulations which frequently
had the effect of protecting the domestic industry from foreign competition.
Regulatory entry barriers were erected with the legitimation of protecting
depositors or policyholders and preserving monetary and financial stability.
This linkage between entry barriers and regulatory objectives was recognised
in the Cecchini-report which states that:!

“A common feature of the financial ... service branches is that the
regulatory functions of government, while aiming primarily at
prudential or safety objectives, also often tend to limit entry into
the market as a side effect ... the general objective of European
market integration ... is, therefore, to separate out far more clearly
the setting and supervision of prudential and safety standards from
the issue of market entry”

Due to the comparatively high degree of protection of the domestic
financial services industries, it comes as no surprise that this sector has been
singled out as a prime target for liberalisation in the context of the 1992
programme. In fact, increasing competition due to cross-border entry in
financial services is predicted to yield one third of the total projected increase
in annual European GDP of 4.5%.2 This estimate underlines the significance
of the financial services sector relative to other industries in the internal
market programme.

Since many issues surrounding cross-border entry are related to
regulation, it is indispensable to start from first principles and analyse the
economic rationale for financial services regulation. The next section
analyses financial services regulation as a response to market failures and
critically assesses the resulting need for public intervention. Rather than
giving a comprehensive account of all the issues involved, however, it
provides an analysis of the questions most relevant to regulatory changes in
the context of the internal market programme and their relationship to cross-

1 See Cecchini-Report, European Economy, 35, 1988, p. 86.

2 ibid. (p. 161).
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border entry.? In the second section, recent regulatory changes on the EC level
are analysed, focusing on the liberalisation of capital movements and the
implications of the recent EC Banking and Insurance Directives. Finally, the
third section analyses the question whether increased cross-border entry will
lead to competitive deregulation between European regulators.

1. Public regulation of retail financial services as a response to
market failures

Financial services are usually subjected to a much higher degree of public
regulation than any other service industry, even though the 1980s have
witnessed a series of deregulatory moves in most Western countries¢ and the
internal European market programme for financial services has been
described as a gigantic exercise in deregulation. Yet, despite these deregulatory
moves there is widespread agreement in the economic and legal literature
that some form of public regulation must be retained in order to achieve a
smooth and efficient functioning of the financial services sector. For example,
while industrial firm failures are usually considered the result of a natural
selection process in a market economy which do not require public
intervention, financial services firm failures are usually publicly regulated.’
What then is the economic rationale for public intervention in the financial
services market and what is ‘special’ about financial services firms that
requires a different regulatory regime from other industries?

Two forms of ‘market failures’ are usually identified to justify the special
regulatory attention given to financial institutions: firstly, informational
asymmetries between financial services firms and customers necessitating
measures to ensure consumer protection, and secondly, the possibility of
systemic runs or ‘contagion’ in the case of individual firm failures inflicting
negative external effects on the economy.6¢ Before discussing this

3 For a more complete discussion of the general issues involved in banking regulation see, for
example, Goodhart (1989, chapters 8 and 9) or Baltensperger and Dermine (1987). For a
discussion of regulatory issues in insurance, see, for example, McDowell (1989).

4 See, for example, Mayer (1990) for an analysis of the deregulatory moves in the UK, Vives
(1990) for the case of Spain, Melitz (1990) for France, or Santomero (1990) for the US.

5 As the recent failure of the Bank of New England or the crisis of the Savings and Loan
Associations in the US illustrate, public authorities prefer to ‘bail out’ failing institutions
rather than subjecting them to bankruptcy procedures like in other industries. See White (1989)
and Kane (1989) for an analysis of the recent crisis in S & Ls.

6 Both arguments are microeconomic in perspective. There have also been macroeconomic
considerations put forward to justify banking regulation such as the need for a minimum reserve
ratio to effectively pursue monetary policy. In their survey of such macroeconomic
considerations Baltensperger and Dermine (1987, p. 70) conclude, however, that “regulatory
decisions should be based not on macroeconomic stability considerations ... but rather on
microeconomic efficiency grounds”.
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‘conventional’ justification of financial services regulation, we address the
agency problems which arise between customers, owners and management
and which lie at the heart of market failures in financial services.

1.1. The basic problem: agency conflicts between owners, managers and
customers

Whenever there is separation of ownership and control in financial services
or industrial firms, agency problems may arise due to different maximands
and asymmetric information.” In the parlance of principal-agent theory,? the
principals (owners) engage in a contract with the agent (management),
delegating to them the right to lead day-to-day activities of the firm.

In the case of financial intermediaries, however, managers act not only
as agents for the ultimate owners (i.e. shareholders or government), but
concurrently as agents for depositors or policyholders (called ‘customers’
henceforth). Thus, they are engaged in two separate agency relationship with
two principals and associated problems of incentive incompatibility.

It may happen, therefore, that the underlying preference orderings of
owners, customers and managers diverge due to different degrees of risk-
aversion, for example. Owners and customers both want to induce the agent
to adopt their preferences (maximising the value of the firm or following a
prudent portfolio strategy), by setting up an appropriate incentive and
monitoring system. Accordingly, two types of failures may arise: first, it may
be impossible to design an optimal incentive scheme to ensure that the agent
acts in the principals’ interest due to goal incompatibilities between
customers, owners and managers.? Second, complete monitoring may be

7 In his Wealth of Nations Adam Smith may have been the first observant of these agency
problems: “the directors ... being the managers rather of other people’s money than of their
own, it cannot well be expected, that they should watch over it with the same anxious
vigilance with which the partners in a private copartnery frequently watch over their own ...
negligence and profusion, therefore, must always prevail, more or less, in the management of
the affairs of such a company” (1776, p.700). The modern literature of this problem dates back
at least to the seminal book by Berle and Means (1932).

8 For the ‘classic’ application of positive principal-agent theory to the theory of the firm, see
Jensen and Meckling (1976).

9 In particular, there is a problem of asymmetric information between principals and agents:
Holmstrom and Tirole (1989, p.89) note that “the presence of private information (on the part
of managers} ... prevents inexpensive contractual solutions and provides a potential
opportunity for the manager to pursue his own objectives rather than the owner’s”. Such
asymmetric information exists also between managers and depositors. This is a problem of
adverse selection.
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prohibitively costly and asymmetric information between principals and
agents may prevent fully effective monitoring altogether.10

Goal incompatibilities may be a result of differences in risk attitudes of
agents and principals: portfolio theory illustrates the advantages of
diversifying a portfolio of risky assets. The Capital Asset Pricing Model
(CAPM), for instance, derives the return of any single risky asset as the sum
of a firm-specific component and a ‘systematic’ or non-diversifiable
component associated with general market conditions. Once shareholders
have diversified their portfolios, they are largely immune against firm-
specific risk and therefore risk-neutral with respect to any particular firm.
Managers, however, are unable to diversify their employment and are
therefore overinvested in the firm they serve.ll A similar situation applies to
customers who are unlikely to diversify their deposits or policies over a range
of institutions due to increasing transaction costs which outweigh the benefit
of lower risk of insolvency of the financial services firm.12 One may therefore
hypothesise that shareholders are least and depositors or policy-holders most
risk-averse with managers somewhere inbetween, but more likely to be risk-

averse.l3

To illustrate these different attitudes towards risk consider the choice
between three asset management strategies as illustrated in Figure 2.1.
Suppose h(X) is the distribution function of a low-risk strategy (e.g. a mutual

10 When ordinary share capital is widely dispersed, there is a large number of depositors and
management control is costly, monitoring may become a public good: if a single shareholder or
depositor decided to monitor management she would incur the full costs but receive only a
fraction of the pay-off of her activity. Since other sharehoiders and depositors cannot be
excluded from the benefit of the resulting higher share price or lower probability of
insolvency, they are able to free-ride and therefore no individual principal has an incentive
to monitor. Similarly for a coalition of principals: if such a coalition is sufficiently large, the
expected benefits of monitoring may exceed expected costs. However, the coalition is likely to
be inherently unstable because it again faces a free-rider problem: if it is believed that the
coalition will continue to monitor management, it is individually rational to exit the
coalition, thereby avoiding the costs but continuing to enjoy the benefits. As a result,
monitoring by principals will be sub-optimally low due to this moral hazard problem.

11 |n particular, managers’ mobility may be limited due to development of firm-specific
human capital (Williamson, 1984). In addition, stock option schemes intended to align
managers’ with shareholders’ incentives (Demsetz, 1983) tend to exacerbate the
overinvestment in the firm.

12 The effect of ‘institutional diversification’ on risk reduction is likely to be marginal, since
the probability of any individual firm failure is fairly small. Furthermore, in the presence of
deposit insurance or lender-of-last resort facilities the incentive to diversify is non-existent
(see below). Transaction costs of maintaining several bank relationships, on the other hand,
may be substantial.

13 Still, bank managers may be considerably less risk-averse than depositors would like them

to be, as is illustrated in the recent S & L crisis in the US. Moral hazard problems increased
considerably due to the existence of a comprehensive deposit insurance scheme.
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fund) with X being the net present value, f(X) is a higher return but also
higher risk alternative (such as loans to an enterprise), whereas g(X) is the
strategy with the highest risk but also the highest return (e.g. real estate, junk
bonds). Thus, we have E{g(X)]>E{f(X)}>E(h(X)} and var{g(x)} > var{f(x)} >
var{h(x)} with E{.} being the expectation operator and var{.} the variance.

Figure 2.1: Choice between risky asset management strategies

Probability

A /h(X)

-~} ™.
0 Net Present Value

Suppose that managers, shareholders and customers all have different
degrees of risk aversion. A risk-averse management may easily prefer f(x)
over distribution g(x) because it has a lower probability of a negative net
present value, even though the expected net present value is lower,
Customers may be even more risk-averse and prefer the most conservative
asset management strategy h(X), since it has the lowest probability of default.
Well-diversified shareholders being risk-neutral, however, would prefer
management to choose g(X) as it maximises the value of the firm.

In summary, therefore, financial services firm managers, in particular
when performing a fiduciary function for depositors, have the difficult task of
reconciling possibly incompatible objectives of customers and shareholders
with respect to risk management, while at the same time maximising their
own objective function. This is the most significant characteristic which
distinguishes the financial services sector from most other industries.

Both ‘conventional’ economic justifications for financial services
regulation can be stated in this agency perspective: the next section analyses
the issue of asymmetric information which lies at the heart of the
monitoring problem between customers and managers.14 Section 1.3 then
analyses possible negative externalities which may result if management has
pursued an overly risky strategy which resulted in insolvency.

14 The monitoring problem between shareholders and management is discussed in greater detail
in chapter four in the section on the corporate control market.
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1.2. Informational asymmetries

Informational asymmetries result from financial services being mostly
‘experience’ goods where quality can only be determined after purchase
(Shapiro, 1983) or even ‘credence’ goods where quality may never be
determinable even ex post (see Nelson, 1970; Darby and Karni, 1973).
Informational asymmetries are of two kinds: first, depositors and
policyholders have incomplete information on the asset quality of the firm.
Second, financial services products may be so complex that retail customers
are unable to assess the quality of the particular service offered. Each of these
is discussed in turn.

As financial services firms hold private information on the quality and
riskiness of their assets, it is difficult for depositors and insured to assess
whether it manages its funds in a prudent way.1> Full disclosure of all private
information which the firm holds would eliminate asymmetric information,
but is not feasible both for competitive reasons, as well as on grounds of
protecting inside information given to the firm by its loan applicants.
Asymmetric information also results from customers being unable ex ante to
assess the quality of the services provided by the firm, since this would
require specialised information. For example, in insurance services claims
processing efficiency is unlikely to be known before actual liabilities arise. The
possibility of ‘repeat purchases’, which usually constitutes a natural incentive
for firms not to provide inferior services,1¢ may be insufficient protection in
the case of single large financial transactions such as life insurance or
mortgages. Leland (1979) presents a model of a market with asymmetric
information where equilibrium obtains at sub-optimal quality standards due
to the ‘lemon-problem’. In such a case, it may be welfare-enhancing to
improve on the market outcome through public regulation, such as setting
minimum quality standards through the licensing of banks and insurers and

monitoring activities.

Informational asymmetries concerning the quality of firm assets may be
alleviated by private rating agencies which assess the prudency and risk of
firms’ asset management strategies.!” Compared to private depositors, such

15 Such informational asymmetries are aggravated by the recent increase in the use of off-
balance sheet activities such as options, swaps or credit lines which do not appear in published
accounts and are therefore difficult to monitor for outside observers.

16 Repeat purchases reduce moral hazard problems if they induce firms to establish a
reputation for providing high-quality services (see, for example, Milgrom and Roberts, 1982,
1986). As building up a reputation requires time, however, customers may be unable to
discriminate between high and low-quality providers in the first periods (Diamond, 1989).

17 Such as Moody"s and Standard and Poor’s ratings of firms’ bond issues ranging from AAA
(Aaa for Moody’s) for the least risky firms over C-rated bonds which are in the junk-bond
category to D-ratings for firms which experience serious financial difficulties. The rating has
significant implications for a firm’s funding costs: those institutions which have lower ratings,
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agencies enjoy economies of scale in assessing firms’ risks and solvency, but
still face incomplete information about the firm’s business policies. Thus,
while these agencies reduce informational asymmetries they do not
eliminate the problem and one may therefore argue that public intervention
is required to lay down rules to ensure prudent asset management strategies.

The second main source of informational asymmetries stems from the
complexity of the financial product which may be such that it requires expert
know-how in order to assess the quality and type of the product. This applies
especially to insurance products where as McDowell (1989, p.41) notes
“policies have become so technical, so long, and so complex that only
insurance specialists can understand them”. This complexity of insurance
contracts may justify regulatory intervention to standardise the contract
format at least to some extent in order to ensure comparability of products
and services.

Let us note at this stage that neither type of informational asymmetry is
unique to financial services, but applies equally to other services such as the
medical, legal or accounting professions. It is therefore not evident that the
regulation of financial services should be any different from that of other
services where public regulation is often complemented and even substituted
by self-regulation.1® One could argue that in the presence of informational
asymmetries, service providers have a natural incentive to engage in self-
regulation through formation of ‘clubs’ setting minimum quality levels and
penalising ‘black sheep’ who want to free-ride on the good reputation thus
established. At the same time, however, clubs may set up anti-competitive
practises such as erecting entry barriers unjustifiable on prudential grounds
or collusive behaviour on prices (see Shaked and Sutton, 1981, 1982). In
Leland’s model (1979), for example, self-regulation may lead to quality
standards being set too high. Mayer and Neven (1991) show that self-
regulation is less effective for small clubs of firms whose reputation is not
(yet) well-established. Thus, under these circumstances it may be preferable to
have statutory rather than self-regulation.

1.3. Negative externalities resulting from insolvencies

A second argument for public regulation of financial services is that
insolvencies may inflict significant negative externalities on agents. In
addition, firm failures may spark off a crisis of confidence in the financial

such as the American banks, suffer a serious competitive disadvantage, as their funding costs in
the capital market increase proportionately.

18 Only in the UK do we currently find some degree of self-regulation in particular in
investment services.
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system and lead to a contagious run of depositors or policyholders.19 I discuss
each of these arguments in turn.

In contrast to the industrial sector where bankruptcy is seen to be the
result of a natural process of weeding out weak and badly managed
companies, failures in the financial services sector are usually considered to
require public intervention. This stems from the fact that outright failures in
the financial services sector affect not only owners, creditors and employees
as in the industrial sector but also depositors and policyholders. Thus, if a
bank or a life insurer become insolvent depositors and policyholders may
lose part of their lifetime savings. Similarly, if a general insurer fails both
first-party and third-party claimants may face significant financial
calamities.20 Outright bankruptcy is therefore considered to be undesirable
from an equity point of view.

Next consider the problem of contagious runs which may inflict losses
not only on depositors and policyholders who are ‘last in the queue’, but also
on the productive efficiency of the economy, as financial services firms are
forced to call in long-term loans, forcing the firms to which they have lend to
sell possibly illiquid assets at a loss, disrupting otherwise profitable
production. While runs have so far been exclusively modelled in the banking
context, they may also occur in the life insurance sector.2! This is due to the
fact that the fundamental issues of runs are similar for banks and life

insurers.

The possibility of runs in the banking context was formalised by
Diamond and Dybvig (1983) who construct a three-period model in which
banks transform illiquid assets into liquid liabilities. They show that bank
runs can emerge as ‘sun spot’ equilibria if, for example, agents believe that a
bank’s assets do not cover its deposits.22 This is due to the fact that demand
deposits are not ‘earmarked’, but are paid back according to a sequential

19 Bank runs were common during the Great Depression; see Bernanke (1983, esp. p.258-61) and
Kindleberger (1989) who also gives a broad account of other financial crises.

20 See Wenk (1987) for an analysis of the causes, effects and regulatory approaches to insurer
insolvency.

21 As the recent example of two life insurers in California illustrates: a run by policyholders of
the First Capital Life Insurance Company of California set in, induced by the failure of
Executive Life of California. This example has the typical characteristic of a contagious run:
First Capital Life, although technically solvent at the time, had an equally high proportion
of assets invested in junk bonds as Executive Life. After the deterioration of the junk bond
market policyholders concluded that First Capital Life may soon be in similar problems as the
failed Exective Life.

22 Jacklin and Bhattacharya (1988) construct a model where ‘information-based’ bank runs can
emerge due to private information about bank returns on the part of depositors. Postlewaite and
Vives (1987) scrutinise strategic expectations about behaviour of other depositors as a possible
trigger of runs.
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distribution rule. Hence, those ‘last in the queue’ have every reason to expect
that their deposits will not be repaid if the initial assumption of insufficient
total bank assets turns out to be correct.

As Diamond and Dybvig’s model contains only one bank, however, it is
unable to explain contagion, i.e. the spreading of massive deposit
withdrawals from one particular institution to other banks or life insurers, as
doubts about these other firm’s solvency situation spreads among depositors
or policyholders. Contagion may occur as a result of irrational ‘panic’, as
depositors are affected by a general decline of confidence in the solvency of
the financial services institutions. The failure of a bank or an insurer with a
high risk exposure in a particular market such as real estate or junk bonds, for
example, may therefore be interpreted as a signal of difficulties looming
ahead for other firms also active in the market concerned.23

As the value of the firm’s assets plunges, possibly to a level insufficient
to cover all liabilities, it may be a rational strategy for depositors and
policyholders to transfer their funds from threatened institutions to firms
with a less risky asset portfolio. This is the ‘flight towards safety’ which can
frequently be observed in times of increased firm failures.24 While such asset
transfers do not jeopardise the entire financial system, they may still inflict
real costs on the economy, as firms which are affected by a run have to call in
loans and these may not be immediately replaced by loans on similar terms
from other financial institutions due to transaction costs. In addition, those
depositors and policyholders who are last in the queue may suffer significant
financial losses.

Moreover, as Bernanke (1983) notes, the reduced efficiency of financial
intermediation during a time of runs may lead to a credit crunch, with its
associated contractionary effects on output. Without the provision of credit by
banks, an economy is likely to contract. Bank lending conveys significant
positive external effects on the economy which are not captured by either the
borrower or the lender. Runs may therefore inflict substantial negative
externalities on the economy spreading far beyond the financial sector and
therefore constitute a main economic rationale for public regulatory
intervention which aims at preventing such runs.

23 Thus, the failure of the Bank of New England, for example, which had a substantial stake
in the troubled real estate market in the north-east of the United States, may be interpreted as
a signal of solvency problems ahead for banks with a similar involvement in that market.

24 Kaufman (1988) argues that this threat of transferring funds from high-risk to lower-risk
firms serves as a disciplining device on financial services managers to pursue prudent asset
portfolio strategies. However, informational asymmetries between managers and depositors or
policyholders make this constraint less binding.
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2. The changing regulatory approach to financial services in the EC

2.1. Liberalisation of capital movements

The abolition of remaining restrictions on the free movement of capital is an
obvious prerequisite for an internal market in financial services, since agents
must have free choice to transfer capital internationally. The legal concept of
‘movement of capital’ hereby refers to the transfer of financial assets across
national borders or between citizens of different nationalities, without an
accompanying exchange of a good or service.25 Liberalisation of capital
movements was already envisaged in Article 67(1) of the Treaty of Rome,
which also included ‘safeguard clauses’ such as Articles 73(2), 108 and 109,
however, enabling Member States to restrict full liberalisation in the case of
capital market or balance of payments difficulties. These clauses constituted a
frequently used escape from the 1960 and 1962 EC Directives2¢ aimed at
implementing the provisions of the Treaty.2” Thus, progress on the
liberalisation of capital movements had been slow up to 1985 when only
Germany, Belgium, Luxembourg, the Netherlands and the UK had a
completely open capital market.

Further liberalisation measures concerning the free movement of
capital were therefore targeted in the Commission’s White Paper with the
major legislative measure being the Directive on ‘Complete Liberalisation of
Capital Movements’28 which aims to abolish most remaining exchange
controls by 1992.29 Such complete liberalisation of capital flows has obvious
macroeconomic implications for the effectiveness of domestic monetary and
fiscal policies.30 I focus here on the microeconomic impact, in particular
concerning financial services.

25 Capital movements which accompany such exchanges are referred to as ‘payments’ in the
sense of Article 106(1) of the Treaty of Rome. Current payments related to the movement of
capital, e.g. concerning interest or dividend, are captured by Article 67(2) which fully
deristricts these transactions.

26 OJL,12.7. 1960 and OJL, 22.1. 1963.

27 In particular, they enabled countries like France, Italy, or Belgium to maintain exchange
controls (such controls were abolished in 1979 in the UK).

280J1.178,8.7. 1988.
29 Greece, Ireland, Portugal and Spain are given until 1992 or 1995 to implement the directive.

30 See, for example, Padoa-Schioppa (1987), p. 72-80.
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2.1.1. The impact of liberalising capital flows on financial services
competition: theoretical considerations

With free capital flows both personal and corporate customers have an
increased choice when diversifying their portfolio internationally or
purchasing foreign financial services products. In particular, customers who
were previously confined to deposit their assets within national boundaries
now have the possibility to invest in other countries, for example by opening
savings and fund management accounts3! or purchasing life insurance
abroad.

Suppose free capital flows are introduced in a country which was
previously characterised by restrictions on capital outflows. Investors are then
given the opportunity to move capital abroad if they wish.

Consider first the implications in terms of international portfolio
diversification which can be modelled in the Markowitz (1959) mean-
variance framework: agents assess risks and returns of investment
opportunities abroad and maximise expected utility.32 It follows from one of
the basic principles of portfolio theory that international diversification will
be more effective the less correlated are risks and returns of assets. Two
characteristics distinguish international diversification from a standard
portfolio problem: first, agents have to form expectations about the rate of
change in exchange rates. The variability of exchange rates is reduced,
however, through the European exchange rate mechanism (ERM) which sets
upper and lower limits on the maximum exchange rate fluctuations (2.5%
and 6% respectively). Second, international investment may involve higher
transaction costs than domestic investment (e.g. monitoring and
communication costs). Such transaction costs may be a significant deterrent to
investing abroad, reducing the expected return. They include in particular
higher search and communication expenses and limited accessability if the
foreign firm has no domestic presence. Such transaction costs are
continuously lowered by technological advances, however, facilitating cross-
border communication and accessability. In addition, market opportunities
open up for brokerage firms specialised in international investment,
performing the role of financial intermediaries in reducing transaction costs.
Thus, while exchange rate fluctuations and transaction costs may reduce the

31 This was prohibited in countries such as France, Italy, or Spain where residents were not
allowed to open accounts abroad.

32 The benefits of international portfolio diversification for reducing risk at a constant return
were first demonstrated by Levy and Sarnat (1970). Hawawini and Jacquillat (1990) examine
the benefits of diversification for the case of European equities, calculating correlation
coefficients for European stock markets, explicitly taking into account foreign-exchange risk. As
the correlation between European markets on the one hand, and share price movements and
exchange rates on the other hand is fairly low, they conclude that diversification across
European equity markets results in a reduction of risk at constant returns.
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expected return of international assets, they are unlikely to absorb completely
the benefit of risk reduction through international diversification.

In addition to being able to reduce portfolio risk, agents will be able to
invest in assets and products abroad which may not be available in the same
form in their home country (e.g. mutual funds, unit-linked life insurance)
either due to regulatory restrictions or lack of competition between domestic
financial services firms. Domestic agents may also be able to circumvent tax
regulations by investing abroad.

With free capital flows, private and corporate customers will seek loans
where capital costs are lowest. Banks from countries with former capital
restrictions may therefore be able to expand their international lending
activities. Similarly, insurers will be able to expand activities and invest in
foreign assets.

As domestic residents are given the opportunity to expand their
portfolios to include foreign assets, domestic financial services firms are
forced to expand their coverage of international markets to provide
intermediation services and reduce transaction costs for customers who
invest internationally. In addition, as banks are given the opportunity to lend
to firms and residents in foreign countries, new market opportunities open
up abroad.

At the same time, foreign financial services firms from countries which
have had free capital flows for some time may gain domestic market share in
the country which just abolished capital flow restrictions. This may result
from a competitive advantage over domestic firms due to greater experience
in international portfolio management and lending, resulting from
accumulated know-how and learning effects,33 an established reputation
among customers and a greater international network.34

Thus, while domestic financial services firms become more inter-
national in their coverage by entering foreign markets, foreign firms are
likely to enter the domestic market. Free capital flows are therefore the
conditio sine qua non for this mutual cross-border penetration process in
European financial services industries.

33 The first economic analysis of learning effects is that by Arrow (1962). The impact of
learning by doing on strategic competition is analysed by Spence (1981), Fudenberg and Tirole
(1983) and Stokey (1986). Dasgupta and Stiglitz (1988) show that the concept goes back to
Aristotle.

34 Indeed, as was discussed in chapter one, banks from countries with former capital flow
restrictions such as Italy and Spain have a smaller international network than banks from

countries with free capital flows.
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2.1.2. Abolishing UK exchange controls in 1979: an application of the theory

What are the actual effects of lifting capital flow restrictions on cross-border
movements of deposits and loans? This question is analysed for the case of
the UK where exchange controls were progressively abolished from June to
October 1979.35 The controls applied to direct and portfolio foreign
investment, as well as imposing restrictions on residents to hold foreign
currency deposits and prohibiting financial services firms to undertake
overseas sterling lending unrelated to UK trade.36

With respect to portfolio investment, the controls prohibited residents
to acquire foreign exchange for international investment purposes, except
when investing proceeds from the sale of foreign securities or borrowing
from overseas. Figure 2.2 illustrates the impact of lifting these controls on
portfolio investment flows.

Figure 2.2: Flows of portfolio investment in the UK from 1975-85
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Source: UK Central Statistical Office, Balance of Payments Pink Book 1986.

Outward flows increased significantly leading to a large net outflow, as
inward investment rose only slightly. In 1979 outward flows were £0.9 billion
with a net inflow of capital of £0.6 billion. In 1985 these figures had changed
significantly: outward portfolio investment stood at £18.2 billion leading to

35 This case study focuses on the effects of the abolition of controls on portfolio investment and
bank lending. For a more complete coverage of the macroeconomic issues il_'\volved, see in
particular Bank of England (1981) and Artis (1988) on which part of our account is based.

3 See Bank of England (1977).
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net capital outflows of £11.2 billion. This illustrates the significant impact
which liberalisation of capital flows had on portfolio investment.

The impact on stocks of portfolio investment of UK residents was
equally significant. UK liabilities to overseas residents increased from £9.7
billion in 1978 to £32.1 billion in 1985, while total external assets rose even
more dramatically from £10.3 billion to £100.6 billion. This rise is illustrated
in Figure 2.3 which shows the large increase in external assets held by UK
residents.

Figure 2.3 Stocks of UK portfolio investment from 1975-85
£ 1,000 million
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Source: UK Central Statistical Office, Balance of Payments Pink Book 1986.

How did the lifting of exchange controls affect direct bank lending
abroad? Figure 2.4 shows two categories of bank lending: that related to export
financing which was largely unrestricted under exchange controls and a
second category which subsumes all other forms of overseas bank lending.
Not surprisingly, export-related lending did not change significantly after the
abolition of controls. Other bank lending, however, experienced a significant
rise from £100 million to £4.7 billion in 1984.
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Figure 2.4: Bank lending (in sterling) abroad
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Source: UK Central Statistical Office, Balance of Payments Pink Book 1986; table 8.4.

As is demonstrated by this example, domestic banks may be able to
significantly expand their international lending activity after the abolition of
exchange controls. This shows that entry barriers concerning transaction and
switching costs can be successfully overcome.

2.2. The EC Services Directives: minimum harmonisation and the home-
country principle

Freedom of establishment and provision of services in the EC were already
enshrined in the 1957 Treaty of Rome, with Article 61 stating that “the
liberalisation of banking and insurance services connected with movements
of capital shall be effected in step with the progressive liberalisation of
movement of capital”. While freedom of establishment was largely achieved
by the First Banking and Insurance Directives,” harmonisation of financial
services regulations, widely perceived as a necessary prerequisite for opening
up domestic markets, made slow progress. In particular, cross-border
provision of financial services was seriously hampered by exchange controls
and regulatory restrictions.38

37 The First 1973 Non-Life and 1979 Life Directives established the right for any authorised
EC insurer to set up a branch or subsidiary in any other EC country after having gone through an
authorisation procedure which was harmonised across all EC countries. In banking, freedom of
establishment for EC banks has been secured in all EC countries.

38 In legal terms, “cross-border provision of services” in the sense of Articles 59 to 66 of the

Treaty of Rome refers to the ‘exporting’ of a service, i.e. a cross-border transaction of a
performance of tasks for renumeration where the provider resides in a different Member State
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Does freedom of services play a significant role in financial services,
however? For the insurance sector, Farny (1990, p.380) implies that freedom
of services is unlikely to have much of an effect when creating the internal
market. More specifically, he questions

“whether the enormous efforts involved in introducing de jure
and de facto steps to create freedom of services within the EC are
not perhaps a great waste, considering the meagre results which
are to be expected in direct insurance business.”

This author takes a too narrow view of the concept of freedom of
services, however. The concept does not only involve uninhibited cross-
border provision of services which is indeed unlikely to play a significant role
in retail financial services. More importantly, the principle of host-country
control erected significant barriers to entry, as the entering firm until 1993
had to comply with the regulations in the host country. This implies that a
firm which opened a branch in another EC country had to adhere to the
foreign regulatory regime. In insurance, for example, foreign firms wishing to
enter the German market had to submit detailed business plans. If such a
business plan included products which were not allowed in Germany it was
not authorised by the German authorities. This practise may have provided a
significant disincentive to seek authorisation in another EC country.

With the adoption of the Single European Act which was based on the
comprehensive "White Paper on the Completion of the Internal Market”
presented by the EC Commission in June 1985, a new concept was introduced
in order to achieve a truly internal market: Apart from establishing qualified
majority voting in major areas of Community decision-making, this new
approach is based on the following four principles:

i.) minimum harmonisation of essential regulations such as solvency
and liquidity ratios, capital requirements or forms and contents of
published accounts;3°

than the recipient. The concept of “freedom of establishment” refers to the right of setting up a
permanent branch or subsidiary in the market of another Member State.

39 The First Insurance Directives laid down common principles concerning technical reserves,
solvency requirements and a minimum guarantee fund. In addition, a separation between life
and non-life business was imposed for newly authorised companies. In banking, the Own Funds
Directive (OJL 124, 5.5.1989) and the Solvency Ratio Directive (OJL 386, 30.12.1989)
established common rules for capital adequacy. The Directive on ‘Annual Accounts of Banks’
(OJL 372, 31.12.1986) sets a common format for published accounts of EC financial institutions.
The analoguous Directive for insurance company accounts (COM89 474) is to take effect only in
1995. Directives on the winding-up procedures are proposed for the banking and insurance
sectors which ensure equal treatment of creditors and customers across the EC.

46



Regulatory Environment in the EC

ii.) mutual recognition of the regulatory regimes in other EC countries,
concerning authorisation and prudential supervision systems;4

iii.) home country control, i.e. prudential supervision, monitoring of
financial soundness and solvency of financial services firms operating
in other EC markets is undertaken by the home country’s authorities;

iv.) host country supervision of rules of conduct in the Member State.41

Mutual recognition and home country control result in the so-called
‘financial services passport’ which allows firms authorised in one Member
State to establish branches or export services to other EC countries, without
requiring a separate licence from the host country’s authorities.

Minimum harmonisation is required to ensure that players in the
market follow at least a basic common set of rules and to avoid too stark
competitive distortions.42

In the banking sector the Second Banking Directive establishes the
‘single banking passport’ which enables all EC-authorised banks to operate
under the home-country rule starting in January 1993. Concerning capital
adequacy, the basic principles of the BIS-guidelines (BIS, 1987) were taken up
in the EC Solvency Directive. The main difference between the Basle rules
and the EC Directive is that the former are only applicable to a few
internationally operating banks in the G-10 countries, whereas the EC
Directive is binding for all EC credit institutions. Thus, those five EC
countries which are not members of the G-10 group are affected as well.43 The

40 This principle was first legally evaluated by the European Court of Justice in its Cassis de
Dijon decision (EC], 1979, 649) which forms the basis for its application in all areas of mutual
recognition (see Paragraph 58 of the White Book for the Completion of the European Internal
Market, Commission of the EC, 14.5. 1985).

41 Host country supervision of rules of conduct is not formally recognised like the first three
principles. However, it will be a constituent part at least for the first phase of the “Financial
Services Passport”.

42 The need for minimum harmonisation is also emphasised in judgements by the European
Court of Justice: for example, in Case 205/1984 the Court stressed the need for further

harmonisation measures in insurance legislation.

43 The imposition of capital requirements is not costless in practise: if the Miller-Modigliani
theorem held, then requiring banks to hold higher capital reserves, i.e. “core” capital, equity,
or long-term bonds, as opposed to non-capital liabilities, such as deposits or CD’s, would not
impose higher funding costs on the bank. For this result to hold, however, there must be
complete information and tax neutrality. In practise, non-capital financing tools appear to be
cheaper than raising capital and so increasing capital requirements leads to higher funding
costs which in turn translates into higher prices for financial products, reducing consumer
welfare. Regulators therefore face a trade-off when raising capital requirements: while the
risk of firm failures is reduced, prices for financial products may rise. The: optimal level of
capital requirements therefore obtains where the marginal socjal benefit of fewer bank
failures is just equal to the marginal social cost of higher product prices.
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Second Banking Directive further establishes in Article 4 (1) minimum
capital requirements of ECU 5 million44 and abolishes the previous
requirements of holding separate ‘earmarked’ capital for foreign branches.
Thus, entry requirements are kept to a regulatory minimum and include
only the most basic safety requirements.

While in the banking sector the EC Commission proceeded directly from
the establishment directive to a ‘single banking passport’, it deemed it
necessary to introduce an intermediate step in insurance services in the form
of the Second Insurance Directives before proceeding to the ‘single insurance
passport’ Directives. The Second Non-Life Insurance Directive which came
into force in seven Member States in June 199045 only establishes the passport
rule for so-called “large risks” which includes mainly transactions with large
commercial firms.46 Retail financial services are excluded from the freedom
of services provision, however. The Second Life Insurance Directive to be
implemented by May 199347 only establishes the home-country rule if the
customer on her own iniative seeks an insurance policy from a company in
another Member State (Art. 13 para.l). Further, by May 1996 the consumer
must have the right to be able to contact a broker who will be able to
distribute products from foreign life insurers which are not licensed in the
domestic country (Art. 27 para.2). The Directive also allows for direct
advertising of foreign life insurers in the domestic market, though not
allowing personal solicitations. Most importantly, however, the Directive
does not introduce the home-country rule of supervision as yet.

The need to differentiate between transactions with retail customers and
large commercial clients in the form of the Second Insurance Directives is
mainly a result of the 1986 Commission v. Germany decision by the
European Court of Justice. In this case the Court decided that insurance
services are characterised by a high degree of asymmetric information which
necessitates special measures to ensure consumer protection in the retail area
though not necessarily in the commercial sector. Thus, until further
harmonisation of insurance regulation on the EC level is obtained, detailed

44 Art. 4 (2) provides for exceptions where the minimum capital must not be less than one
million ECU and which need to be notified by the Member State to the Commission.

45 OJL, 88, 357, EEC. Longer implementation periods were granted to Ireland, Spain, Portugal
and Greece.

46 More specifically, it includes all marine, aviation, transport, commercial credit and surety
ship risks and to all transactions where the insured is a substantial commercial undertaking
which is defined as firm which fulfills at least two of the following criteria: balance-sheet
total of 12.4 million ECU, net turnover of 24 million ECU or at least 500 employees. These
thresholds are to be halved by the beginning of 1993.

47 0] 1990 L 330/50. Spain is given until the end of 1995, Greece and Portugal are given until the
end of 1998 to implement the Directive.
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authorisation requirements by individual Member States are compatible with
the freedom of services provisions of the EC treaty.48

To complete the internal market in insurance services the proposed
Third Insurance Directives which the Commission hopes to have passed by
the Council in 1992 establish a single licence also in the mass risk non-life
sector as well as allowing life companies to actively solicit business across
borders without requiring an additional licence from the host country’s
authorities and being regulated under the home country’s regime. In the
non-life sector the Third Directive which was passed by the Council in June
1992 and is to be implemented by July 199449 and the proposed Third Life
Directive introduce the single insurance passport which is identical to the
single banking passport. The Directives includes a range of harmonisation
measures concerning licensing, technical reserves, the calculation of solvency
ratios and the monitoring of insurance undertakings by the home country
regulator, while not containing specific guidelines on the calculation of
premiums. The degree of harmonisation goes further in insurance than in
the banking sector which is a direct result of the requirements laid down by
the European Court of Justice in its insurance decision.

By establishing a single financial services licence in the EC, the problem
of large-scale harmonisation is circumvented, but only at the cost of
regulatory ambiguities during a transitionary period of adaption: some degree
of host-country regulation remains, as foreign institutions have to obey the
same conduct of business rules as domestic institutions. This may imply that
financial services firms continue to have to deal with twelve different sets of
rules. Thus, foreign firms offering consumer credit or investment services in
the UK, for example, have to adhere to the rules of conduct of the Consumer
Credit or Financial Services Acts respectively, even though the licensing
requirement does not apply. This combination of home country supervision
with host country rules of conduct may therefore lead to clashes between
possibly incompatible regulations, as the borderline between supervision and
conduct is not clearly defined in the Directives. These ambiguities shall be
discussed for the banking sector, as the legislation concerning retail financial
services has progressed more than in the insurance sector where the Third
Directives have not been finalised as yet.

Article 21(2) of the Second Banking Directive states that the public
authorities of the host country can enforce domestic regulations if they find

that

“an institution having a branch or providing services within its territory
is not complying with the legal provisions adopted in that State

48 For a more detailed interpretation of the Court decision see, for example, Pool (1990, p.42-
45).

49 Spain is given until the end of 1996, while Greece and Portugal have until the end of 1998 to
implement the Directive.
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pursuant to the provisions of this Directive involving powers of the
host Member State ...".

What exactly constitutes these legal provisions, however, is subject to
interpretation. Article 21(5) only specifies that authorities of the host country
have the power

“... to take appropriate measures to prevent or punish irregularities
committed within their territories which are contrary to the legal rules
they have adopted in the interest of the public good.”

From the articles of the Directive it is not clear, however, which
provisions do lie “in the interest of the public good”. This lack of clarity was
already noted by the Banking Advisory Committee of the Commission of the
EC (1988) which consists of top-level representatives of the Member States’
central banks. The Committee commented that “the Directive should state
more clearly the coverage of ‘public interest’ with regard to national rules of
good conduct of financial services business (appropriate accounting rules,
investor protection, advertising rules) and how far the competent authorities
of the host Member State could continue to apply those rules in future in
respect of branches of credit institutions from other Member States”.

For example, paying interest on current account deposits is prohibited in
France, while in Belgium variable-rate mortgage loans are outlawed; both
activities are standard practice in other EC countries, however, and foreign
banks operating in the two countries can therefore offer such services.
According to officials at the Commission, both examples would not be
captured by the rules of conduct provision of Article 21 and it therefore seems
reasonable to predict that domestic firms will place pressure on home
regulators to scrap such restrictions which put them at a competitive
disadvantage compared to foreign firms.

In personal interviews at the Directorate-General 15 of the Commission
of the EC which is responsible for EC financial services regulation, an official
confirmed that the public interest criterion will be subjected to a narrow
interpretation. It will only apply in circumstances where there is a well-
defined case for subjecting foreign institutions to national rules of conduct.
Legitimate reasons may include the preservation of financial stability to
prevent negative externalities or reasons of depositor protection which result
from asymmetric information. The danger of a too general application of the
rules of conduct provision by the Member countries is recognised at the
Commission.?0 As the official at DG15 noted: “We need to be on the guard

30 The Director General of DG 15 notes that “the division between home and host country is a
cause of some concern to us. There is clearly a risk that host country regulation of the conduct of
business or even the marketing and advertsing can lead to the creation of serious obstacles to
cross-frontier trade ... it is clear that further litigation before the European Court and perhaps
also some further harmonisation may be necessary to remove “host country” rules which
constitute serious obstacles” (Fitchew, 1990b, p.36-37).
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that the home-country principle of the Directives is not made ineffective
through a broad interpretation of the rules of conduct clause by Member
States”.

Some degree of inconsistency exists concerning the relation between
mutual recognition and host country financial services contract law. While
in the banking sector an institution offering services abroad may choose
whether it does so under the contract law of the home country or the host
country (Williams, 1986),51 in the insurance sector the Second Life Insurance
Directive stipulates in Art. 4(4) that a Member State may require domestic
contract law to be applied to all insurance contracts where domestic residents
are involved. This, in effect, implies that countries can establish the host-
country rule for insurance contracts.

To summarise, despite regulatory ambiguities concerning rules of
conduct clauses and contract law, the Second Banking Directive and the
Second and proposed Third Insurance Directives establish a significant step
towards reducing regulatory entry barriers. In particular, they establish that
foreign institutions no longer have to deal with twelve different supervisory
regimes but can operate according to the familiar home-country regime in
other EC countries. This not only lowers barriers to cross-border entry but
may also have significant effects for the shape of domestic regulatory regimes.
The latter aspect is now analysed in greater detail in the following section.

3. Free capital flows and the EC Directives: scope for strategic
deregulation?

It has been predicted that the Second Banking and Second and Third
Insurance Directives will lead to a process of ‘strategic deregulation” among
European regulators, each attempting to provide the best starting position for
domestic institutions when entering other EC markets.52 Whether such a
process leads to an improvement in social welfare is not clear a priori.,
however. Two opposing views of strategic deregulation can be formulated: on
the one hand, ‘competitive disequilibria’ may be the fastest route to a level
playing field in the EC without requiring large-scale harmonisation. The
perceived need for such harmonisation had been the main obstacle to
financial market integration with negotiations dead-locked over minor
details for years. With increased cross-border entry of foreign FS firms
regulated by their home-country authorities, domestic regulators are forced to

51 This rule was established in the 1980 Rome Convention concerning contract law which does
not apply to the insurance sector.

52 The EC Commission is expressly following a laissez-faire policy in this respect. The
Director-General of DG15 stated that “the motto (the EC Commission has) adopted ... is
solvitur ambulando; in other words, to wait until the problems are thrown up and hopefully

solved by the market itself.” (Fitchew, 1990, p.12).
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abandon restrictions which other countries consider superfluous, thus
reducing regulatory differences. One could therefore argue that since national
regulators all pursue similar objectives, the main one being the preservation
of financial stability, harmonisation of regulations does not jeopardise these
objectives.

In contrast, most academic commentators have argued that strategic
deregulation bears the danger that the original purposes of financial
regulation are sacrificed, as market forces lead to a level of European
regulation at the lowest common denominator. Vives (1991, p.25/26) warns
that:

“The application of the home country principle to solvency and to
the approval of banking services, coupled with the application of
the host country principle for deposit insurance schemes, gives
incentives for national authorities to be very liberal in setting
standards to provide national banks a competitive advantage
abroad. If disaster happens, foreign taxpayers will foot the bill”

While solvency requirements were harmonised by the Solvency and
Own Funds Directive (see above) and the jeopardy of “competitive
deregulation” was thus reduced, for deposit insurance schemes the host
country principle will be established (see chapter ten). Thus, it is the domestic
rather than the foreign taxpayer who “will foot the bill”.

In a similar spirit, Masera (1990, p. 337), notes that:

“the solution of these fundamental problems {of achieving a
stable integrated environment in financial services} should not be
left to competition between regulatory systems; competitive
deregulation cannot be the answer to the problems posed by those
‘market-failure’ instances which require regulation in the first
place.”

In a similar spirit, Mayer (1988, p.346) observes that:

“Competition between regulators may act to diminish the
effectiveness of regulation. The major concern that has been
expressed about the effects of international competition between
regulators has been that it has a levelling down effect ... This is
not the right basis on which to make policy decisions regarding
the operation of markets. In sectors in which externalities provide
the rationale for the imposition of regulation, there can be no
presumption that competition between regulators will be welfare-
enhancing”.

According to this view, competitive deregulation may result in
‘regulatory arbitrage’ with financial institutions locating in those countries
with the least rigid regulations, as they have “freedom ... to ‘vote with their
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feet’ for the regulatory jurisdiction of their choice” (Hirshleifer, 1976). Such
arbitrage opportunities may therefore induce regulators to provide a
permissive and lax regulatory environment to attract foreign firms and
provide domestic institutions with a regulatory advantage when entering
other EC markets. Thus, it is argued that the financial services directives
could lead to the de facto imposition of the most permissive regulations and
this may cause concern over attaining the original objectives of financial
regulation.

This view of competitive deregulation holds that in the absence of
significant transaction costs of relocation the market for regulation is to some
extent contestable: national regulators cannot impose restrictions which raise
the ‘price’ of regulation imposed on institutions operating in the country to a
level significantly above that in other EC States, as there would be immediate
exit from the market with institutions relocating to those countries which
charge lower ‘regulatory prices’. Thus, in the presence of competing national
regulators the continuous interaction of regulators and regulatees responding
to shifts in the regulatory environment, leads to a market-determined long-
run equilibrium level of international regulation. However, it is by no means
evident per se that this long-run equilibrium reached by market forces is
optimal in terms of addressing the objective of alleviating market failures in
financial markets.

The next section develops theoretical considerations on competitive
regulation in an international setting, while sections 3.2 and 3.3 apply the
model to selected areas of EC financial services regulation.

3.1. Financial services regulation in an international setting: game-theoretic
considerations

I develop a model of strategic interdependence where regulators and
regulatees continuously respond to each others’ actions. This implies that
domestic regulators are in constant competition with other national
regulators in determining and responding to shifts in the environment.>3
Regulatees, on the other hand, respond to shifts in the ‘net regulatory burden’
(NRB) which is the difference between the benefits of regulation (e.g. greater
financial stability) and the costs of regulation imposed on the institution (e.g.
interest foregone on holding reserves).> Thus, the NRB concept incorporates
the notion that regulations not only impose costs on regulatees but also

benefits.

53 Even though Article 7 of the Second Banking Directive postulates that supervisory
authorities should cooperate on regulatory matters, in practice one finds ample examples of
regulatory competition rather than cooperation (see below).

54 This concept was introduced by Kane (1987).
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Consider a simple two-country model, each country with one national
regulator and m FS firms, so that there are 2(m + 1) players. Regulators
control a vector of x = (x1, ....xn) regulatory measures. Let Jci=c1(x1) +... +¢cn
(xn) be the sum of costs and 3bi= b1(x1)+ ... + bn (xn) be the benefits of the n
possible regulations to the firm and define the net regulatory burden as a
continuous function f(c,b) = 3ci - 3bi. FS firms minimise a cost function C{(Q,
L, flc, b)} where Q is output and L are relocation costs of moving part of the
business to another country. Domestic industry profit is assumed to be a
decreasing function of the net regulatory burden, i.e. we have md{f(c,b)] with
(.} <0.

Regulators, on the other hand, maximise an objective function R(xd,
CS4, S), where ndis domestic industry profits, CS4 is domestic consumer
surplus and S is financial stability. Regulatory agencies are required by
statutory law to preserve domestic (and international) financial stability and
are thus unlikely to deregulate infinitely. In addition, both #¢ and CS4
depend to a certain degree on S such that regulators place particular weight
on preserving financial stability. This argument of the objective function
therefore sets a lower bound on the possible regulatory outcome, consisting of
‘core’ regulations necessary to preserve an orderly function of the financial
system. Which measures constitute this core, however, is unknown ex ante
and national regulators may disagree on the scope of the regulations. Let the
regulatory vector which maximises the regulator’s objective function be

»

given by x_.

I assume that regulators place different weights on the arguments of
their objective function such that dR/dS > JdR/m > JR/ACSs. Thus, regulators
are most concerned about preserving financial stability and more concerned
about domestic industry profits than consumer surplus.3® The latter
assumption can be explained by two arguments: first, regulators may be
‘captured’ by FS firms (Stigler, 1971). Second, as higher profits lead to a lower
probability of bank insolvency, they contribute indirectly to greater financial
stability. Higher consumer surplus, on the other hand, has no comparable
beneficial effect on financial stability and is therefore valued less highly by
regulators. The regulators’ choice when maximising their objective function
is illustrated in figure 2.5. The first case illustrates an example where
regulators place most, but not too much weight on preserving financial
stability. The second example refers to a case where regulators actually place
too much weight on preserving finandial stability.

55 ‘Consumer surplus in this framework refers not only to actual consumers but to all users of
domestic financial services including firms.
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Figlt;re 2.5: Two examples of regulators’ hypothetical hyperplanes and social
welfare

S S

Regulators’ Regulators’
hyperplane hyperplane

Social welfare hyperplane Social welfare hyperplane

CSq CS4

It is obvious that regulators have a set of possible regulatory vectors to
choose from, as indicated by the darkly shaded hyperplane. Which point
actually maximises the regulators’ objective function depends on the relative
weights they attach to the welfare arguments.

Notice further that the regulator’'s objective function is not necessarily
identical to the domestic social welfare function Wa = Wa (ma + CS4, S) which

places equal weights on industry profits and consumer surplus such that
* » *

dR/dma = IR[ACSs..5¢ Thus, we may have x, # x¢, where x. ., is the

regulatory vector which maximises social welfare.

If the two functions were identical, i.e. the two hyperplanes would
coincide, then regulatory competition could only lead to a decrease in social
welfare after allowing FS firms to re-allocate. This results from the simple fact
that in the absence of the relocation threat, regulators pursue unconstrained
maximisation of domestic social welfare. Introducing the relocation
constraint through regulatory competition can therefore not improve on the
pre-competitive equilibrium which already constitutes the social optimum.
Social welfare in the competitive world will therefore be less than or equal to
the pre-competitive outcome. This simple reasoning establishes our first

56 This results from the assumption that through appropriate redistributions the desired
wealth allocation can be obtained.
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proposition: suppose that regulatory competition is introduced in period n.
Thus, we have:

Proposition 1: { R () = W() ] = (W) < WZ'i

This simple proposition sheds some light on the diametrically opposed views
about the impact of regulatory competition which were described above.
Those who believe that regulatory competition is unlikely to improve social
welfare implicitly assume that domestic regulators already maximise social
welfare. Those, however, who welcome regulatory competition as doing
away with unnecessarily strict regulations may assume that regulators have
so far placed too much emphasis on preserving financial stability by keeping
industry profits high to the detriment of consumers.

National regulators choose between three principal strategies when
determining the regulatory vector: first, they may aim to provide the best
starting position for domestic FS firms moving abroad, by decreasing the
NRB for domestic FS firms for those activities which they pursue in the
foreign country, as this raises n¢ and does not impact CSdor S. This is the
strategy to which critics of regulatory competition commonly refer. However,
it is not clear that reducing the NRB for domestic FS firms is at all necessary
for providing an edge to domestic FS firms. For those activities where FS
firms are able to open a subsidiary abroad, they can escape the (possibly
stricter) domestic regulatory regime anyway.

Second, regulators may want to eliminate a possible competitive
disadvantage of domestic FS firms if these are governed by more stringent
rules than actual or potential foreign entrants. This primarily ensures that 7«
does not fall as a result of declining market shares of domestic institutions.
The impact on CSd and S is ambiguous and depends on the type of regulation
under consideration. CSdis most likely to be unaffected or rise if the
regulation being relaxed contributed to higher prices for financial services
(such as the prohibition to pay interest on current accounts, for example). The
NRB for domestic FS firms is thus reduced for those activities where foreign
FS firms can effectively compete in the domestic country.

Third, regulators may want to attract foreign entry by creating a
regulatory regime conducive to foreign entry and thus boosting the country’s
position as an international financial centre. Such a strategy entails providing
a regulatory regime which offers a low NRB to both domestic and foreign FS
firms. It has an ambiguous effect on domestic profits: on the one hand, it
raises nd as the presence of many international institutions conveys positive
externalities on domestic firms which increase their business. On the other
hand, domestic institutions may lose market share to foreign entrants. In
general, the first effect is likely to over-compensate the second effect if the
domestic financial services industry is small and the entry of foreign FS firms
is substantial. In addition, CSd rises as competition is fostered with its
associated beneficial effects on prices, quality and variety of services. Finally,
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there may also be significant tax and employment effects as foreign FS firms
create a substantial number of jobs in the domestic economy as well as being a
source of tax revenue.5’

FS firms are the second major players in this regulatory game. FS firms’
objective function is to minimise the net regulatory burden subject to
relocation costs. The latter are likely to be low as entry solely for regulatory
purposes is near-contestable. We assume that with freedom of entry and exit,
FS firms will open subsidiaries for particular lines of business in those
countries where the NRB is lowest.5® The costs of setting up a subsidiary only
for regulatory purposes are minimal and not sunk, as they are largely
recoverable. This is demonstrated by the ‘brassplate’-institutions located in
offshore tax havens which sometimes consist of little more than small offices
with minimal staff. A conceivable strategic response by FS firms to the home-
country rule is therefore for parent companies to select the regulatory regime
in that country with the lowest NRB for any particular line of business (e.g.
credit cards, mortgages) and open a subsidiary. Through cross-border
branching they are then able to impose this regulatory regime on the whole
of their European operations. Thus, it is not necessary for a bank to
completely relocate its headquarters, a threat which may not be credible, but
merely to establish a subsidiary in another country which carries with it
much lower relocation costs and is therefore a more feasible strategy.

Consider first a situation where both countries start out from different
regulatory regimes, i.e. x #xf in period 1 where the subscript f denotes the
foreign country. The model structure is that of an infinitely repeated game
where each period consists of two stages: in stage 1 regulators determine the
NRB and in stage 2 FS firms decide on their strategies. Suppose first that
regulators cannot cooperate (e.g. due to the prohibitive complexity of
reaching a cooperative outcome) and thus pursue a non-cooperative strategy
taking the actions of the other country as given (Nash regulation game). The

57 An example where domestic regulators successfully tried to create an attractive regulatory
enviromment for foreign banks is described by Grubel (1989, p.70) who cites the case of
Singapore where the government asked international banks to “prepare a wish-list of
regulatory and tax concessions” which would make the city state an attractive location as an
international financial centre. A similar story can be told of Luxembourg where every fifth
employee depends on the financial services industry and which has consistently and
successfully tried to create a regulatory and tax environment which would attract foreign
banks. As these two examples illustrate, it is most likely to be smaller countries where
national regulators pursue such a strategy of providing a favourable regulatory environment.

58 Capie and Wood (1990, p.308) assume that “trans-European banks would be likely to develop
substantial branching networks. If, for example, France were an attractive country from the
point of view of regulation and banks made their headquarters there, they would do that with
a view to establishing themselves in other countries also.” Such an assumption appears very
unrealistic, however, as it is hard to imagine that Barclays or Deutsche Bank move their
headquarters to Paris. We therefore assume that banks do not move headquarters but only
subsidiaries and lines of business (e.g. credit cards).
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following proposition constitutes the conventional wisdom in such a
regulation game:

Proposition 2: After n repetitions of the game, we have NRB - C..= NRB;.

where Cr are relocation costs of domestic FS firms. The reasoning for this
result to obtain runs along the following lines: suppose that in period 1 the
domestic NRB is substantially above the foreign NRB. At the beginning of
period 2 the possibility of relocation is introduced. A forward-looking
domestic regulator anticipates that FS firms will respond in stage 2 of the
game by relocating at least part of their business and will therefore reduce the
domestic NRB in stage 1 of period two. The response of FS firms then largely
depends on the success of the regulator’'s attempt to reduce the NRB. After a
few repititions of the game, a long-run equilibrium obtains where the NRB
has equalised across countries except for differences persisting due to
relocation costs. This is the process of competitive deregulation which is
referred to in many recent writings on European regulatory integration (e.g.
Joerges, 1991).

This result, however, is too simplistic considering the arguments of the
objective function and the complexity of strategies available to regulators.
Consider a domestic regulator who ‘sticks to his principles’ by not
participating in competitive deregulation through continuous reductions in
the NRB. Instead, the regulator keeps the NRB persistently above that of the
foreign country. This has the effect of inducing domestic FS firms to open a
subsidiary in the foreign country and pursue cross-border branching into the
domestic country. Since the earnings of foreign subsdiaries are usually
consolidated, the reduction in #a is likely to be negligible. CS4 is likely to
increase, since the costs of offering services decrease due to the lower
regulatory burden. Finally, S is not detrimentally affected as it would be in the
case of competitive deregulation, since regulations are kept at a level
ensuring financial stability. By pursuing such a strategy of not participating in
the competitive race, the domestic regulator effectively free-rides on the
benefits provided by the permissive regulatory regime in the other country
without jeopardising financial stability in his own country.

Consider next the possibility of coordination between the two national
regulators. Recognising their strategic interdependence, the two regulators
could maximise a joint regulatory objective function rather than individual
functions. In contrast to collusion between firms, explicit cooperation
between regulators is not prohibited but actually commonplace. In a static
model with costless collusion, regulators will do at least as well as in the non-
cooperative outcome, since the latter is always a possible equilibrium in the
game with coordination. However, there may be significant obstacles to
reaching an explicit cooperative agreement due to negotiation costs,
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uncertainty about FS firms’ responses and heterogenous regulations on
whose practical effects regulators may disagree.®

Consider, for example, a situation where x = x* in period 1. In such a
case, regulators may have an incentive to differentiate their regimes to avoid
head-to-head competition and attract foreign FS firms.60 It is conceivable, for
instance, that regulators tacitly or explicitly ‘divide’ the market in a way that
each country is able to specialise in a certain area. For example, if the domestic
country has a comparative advantage in stock market activities due to
accumulated reputation and know-how, the foreign country may ‘concede’
this area in return for specialisation in another area. Both regulators would
be better off by cooperating and agreeing to specialise. However, there is an
incentive to invade the other regulator's market to gain additional market
share. This is the classical Prisoners’ Dilemma where regulators end up in the
non-cooperative equilibrium both in the static formulation as well as the
finitely repeated version (by backward induction). In an infinitely repeated
game, however, collusion may be sustainable.

Such a collusive equilibrium in an infinitely repeated supergame suffers
from the inherent threat of cheating, however (see, for example, Rubinstein,
1979, 1980). A regulator will cheat if she expects the discounted benefit of
deviating from the collusive agreement to be greater than the potential
future loss of non-cooperative behaviour. It can be shown that for high
values of the discount factor, regulators will stick to the tacitly collusive
equilibrium, as long-term losses from reverting to non-cooperative strategies
are valued greater than short-term benefits from cheating (e.g. Aumann,
1959; Friedman, 1971).

A regulator may expect to gain significantly if expecting that the other
player retaliates only with a lagged response due to administrative
sluggishness, for example. Due to the publicity requirements of public
regulation, however, any move to engage in strategic regulation by deviating
from the cooperative solution would be instantly detected. Regulators can
therefore threaten to punish cheating by engaging in a ‘regulation war’. Such
a threat to retaliate would be credible if the welfare loss of sticking to the
cooperative solution is large. Since this is likely to be the case for regulations
which may draw away business from the country which sticks to an
unfavourable agreement, the threat of retaliation is likely to be more credible
the greater the adverse impact on domestic profits and consumer surplus.
Thus, the instant detection of chiseling as well as the credibility of the
retaliation threat tend to increase the stability of a cooperative equilibrium.

59 Supervisors in the EC have started to cooperate by reaching a “memorandum of
understanding” to avoid regulatory arbitrage. The concrete impact of such a cooperative
solution has yet to be seen.

60 Compare the incentives of firms to differentiate their products to avoid Bertrand
competition.
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What emerges from this analysis is that competitive deregulation is a far
more complicated process than most commentators assume. It is clearly not
the case that regulators will simply engage in lax supervision and provide as
permissive a regulatory regime as possible under the home-country rule.
Instead, there are equally plausible scenarios where a regulator intentionally
maintains a high regulatory burden or where national regulators cooperate to
set a high level of regulation. In the next two sections I look at areas where
competitive deregulation may play a role.

3.2. Competitive strategic deregulation in the EC: an application of the model
to banking

Applying this game-theoretic framework to competitive deregulation in the
EC has interesting implications. I look at four areas of regulation which may
come under intense scrutiny as the Second Banking Directive comes into
effect. The methodology of the analysis is as follows: as suggested by the
preceding theoretical considerations, we first have to examine the costs and
benefits of particular regulations to the bank. Thereafter, the credibility of the
relocation threat needs to be determined by analysing the costs and benefits of
moving location and/or business abroad in order to reduce the NRB.

3.2.1. Minimum reserve requirements

The first area which may be affected by strategic deregulation are minimum
reserve regulations. These require the bank to hold a particular proportion of
demand deposits at the central bank. Table 2.1 reports the level of reserve
requirements in the EC countries in 1988.
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Table 2.1: Reserve requirements in the EC in 1988

Italy 25%*
Spain 18.5%*
Portugal 15%
Ireland 10%
Germany 4.15-12.1%
Greece 7.5%"
France 25-5%
UK 0.5%
Belgium 0
Luxembourg 0
Netherlands 0**
Denmark 0

* reserves remunerated to some degree
** A small, variable and remunerated reserve requirement was introduced in 1988
Source: Morgan Guaranty Trust, World Financial Markets, No.5, 1988

It is obvious that there are distinct differences between the EC countries
concerning the required level of reserves. Let us first analyse the NRB. The
cost of reserve requirements is given by the difference between the
remuneration rate (where existent) and the return which the bank would
receive if it could freely lend or invest the funds. To understand the implicit
cost of reserve requirements consider the following simple example. A bank
in Luxembourg obtains the Franc equivalent of a 100 ECU deposit on which it
pays a 10 percent interest rate. It keeps a liquid reserve of 10 ECU, lends out 90
ECU at an interest rate of 12 percent and so makes a gross margin of 0.8 ECU.
Now consider a bank in Ireland which also obtains the equivalent of a 100
ECU deposit but has to keep 10 ECU with the Irish Central Bank. Keeping the
same liquidity margin of 10 ECU, it can only lend out 80 ECU.6! Suppose the
deposit and lending rates in the two countries happen to be identical. In this
case the Irish bank has a negative margin of -0.4 ECU! As can easily be
calculated, the deposit/lending margin has to be greater by 75 percent for the
Irish bank to earn a similar gross operating margin as the Luxembourg bank.
Thus, different reserve requirements may lead to significant competitive
distortions between the EC countries and such differences need also to be
taken into account when assessing differences in deposit/lending margins.

Empirically, a conservative approximation for the return which a bank
could earn if it freely invested the funds which it currently needs to keep
with the central bank is given by the rate on short-term government bonds,
as listed in IMF Financial Statistics, for example. Let this be denoted as rg. Data
were obtained for the period 1985 to 1990 and averaged out for this five-year

61 Only if one considers reserve requirements and liquidity margins to be substitutes are the
costs of keeping reserve requirements lower.
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period. These data were then employed to calculate the opportunity cost of
reserve requirements as shown in Table 2.2. These costs are computed as M(rg
- rd) where M is the reserve coefficient and rd denotes the remuneration of

deposits held with the central bank (where existent).

Table 2.2: Opportunity costs of EC reserve requirements per unit of deposit

Italy 2.4%
Portugal 24%
Spain 1.4%
Ireland 1%
Greece 0.8%
Germany 0.4%
France 0.3%
UK 0.05%
Belgium 0
Luxembourg 0
Netherlands 0
Denmark 0

Source: own calculation from Table 2.1 and average interest rates on short-term government
bonds (treasury bills) from 1985-89 as listed in row 6c of IMF Financial Statistics.

The table shows that there are significant differences in the opportunity
costs of reserve requirements. Italy and Portugal stand out with the highest
opportunity cost and this may constitute a significant competitive
disadvantage in international operations. The benefits of reserve
requirements are not clear. While they are mostly regarded as a monetary
policy instrument, countries are able to pursue effective monetary policy by
other means, as the examples of the Netherlands or Belgium illustrate.
Primarily, reserve requirements constitute an important source of revenue
for the government and thus replace other forms of taxes (Romer, 1985). This
implicit tax conveys no direct benefits on banks, however. The NRB for
reserve requirements therefore depends largely on costs, as benefits are fairly

insignificant.

So far, reserve requirements have been considered a monetary policy
instrument by the EC Commission and are therefore exempt from the home-
country rule. Nevertheless, international capital mobility may lead to a
situation where banks from a system with high reserve requirements are
disadvantaged due to higher funding costs. This is likely to lead to pressure
on the domestic central bank to relax reserve requirements and rely on other
policy means to pursue monetary and fiscal policy which have more neutral
effects on financial services competition.62 Alternatively, banks could place

62 Such a process could already be observed in France where minimum reserve requirements
were reduced in May 1992 from 4.1 percent on current accounts to 1 percent and from 2 percent on
savings accounts to 1 percent. A similar development has taken place in Spain where reserve

requirements were reduced in March 1990.
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pressure on the central bank to introduce a more competitive remuneration
rate for the deposits held at the bank in order to reduce the implicit cost of
reserve requirements and the competitive distortions which result as banks
from countries with different reserve requirements start competing.

An interesting example of the effects of competitive deregulation is
given by the recent plans in Germany to allow the introduction of money
market funds by th end of 1992. These funds were so far legally prohibited
because they do not underlie any reserve requirements. The Bundesbank
claimed that these funds therefore make it more difficult to pursue effective
monetary policy. Possibly even more importantly, the Bundesbank feared
increasing funding costs for banks if there are large shifts from inexpensive
savings deposits into more costly money market funds. Such an increase in
funding costs is supposed to lead to a higher probability of insolvencies, as
competition increases. It is interesting to note that the Bundesbank
apparently places greater emphasis on financial stability than on consumer
surplus which clearly increases, since money market funds pay significantly
higher interest rates than banks currently pay on savings accounts which still
constitute the majority of savings in Germany.%3 Banks for a long time joined
the Bundesbank in its opposition to money market funds, as the funds
obviously increase refinancing costs for the banks. After January 1993,
however, foreign financial services firms will be able to offer money market
funds in the German market under the home-country rule. German banks
fearing the competition of foreign institutions finally placed pressure on the
German regulators to abolish the restrictions on money market funds in
order to be able to compete with foreign firms.

3.2.2. Deposit rate regulation

Deposit rate regulation is an example where the NRB appears to be negative.
Banks reap substantial benefits from the prohibition of paying market rates
on demand and saving deposits, as margins on sight deposits are the largest
single contributor to banks’ profits averaging up to 80%.64 There are therefore
enormous benefits but few costs resulting from deposit rate regulation for the
financial services sector which makes the net regulatory burden negative.
This situation is likely to change dramatically, however, with the
implementation of free capital flows and the home-country rule. First, with
free capital movements domestic residents will be able to move their funds to
countries which pay interest on their deposits (see above). Second, the home-
country rule may be applicable if entering banks will be allowed to offer

63 Money market funds at the beginning of 1992 pay around 9 percent compared to an average of
2.5 percent on savings accounts.

64 See chapter five.
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interest-rate bearing accounts.65 These mechanisms are likely to make the net
regulatory burden positive and induce banks to circumvent domestic
restrictions to reduce the NRB.

In France, for example, paying interest on current accounts is prohibited
by the 1967 regulation concerning interest rates on bank deposits. This
regulation further specifies that interest rates on savings deposits are subject
to government control.6¢ The intention of such public intervention is to
avoid ‘excessive competition’ jeopardising margins, profitability, capital ratios
and thus financial stability. Such reasoning appears flawed, however, as it
introduces cross-subsidisation which may have distortionary effects. In
addition, rate regulation reduces (though not eliminates) price competition
and may force banks to compete and possibly over-invest in quality such as
the number of branches.67

In practise, government restrictions on interest rates can be
circumvented up to a certain degree. In France, for example, the development
of UCITS (undertakings for collective investment in transferable securities),
the MATIF (marché a terme international de France) and cash management
techniques constitute close substitutes for demand deposits which pay market
interest rates. Nevertheless, despite these financial innovations purely
designed to circumvent public regulations, a substantial degree of cross-
subsidisation still remains in the French market: a significant proportion of
payment-related services such as cheques, for example, are distributed free of
charge or substantially below costs (such as credit cards which have among
the lowest fees in the world). This leads to an estimated annual loss of FF40
billion in the area of payment services (Henrot and Levy-Lang, 1990). This
loss is cross-subsidised by the significant profits made on current accounts
resulting from the suppression of competition in this area due to
government prohibition of paying market rates of interest. Attempts by the
banking industry to introduce charges on cheques, for example, to establish a
more cost-oriented pricing structure, failed due to resistance from consumer
organisations. Under the home-country rule, foreign banks will be able to

65 An EC Commission official noted that the prohibition of remunerating sight deposits may be
motivated by monetary policy considerations and would therefore not fall under the home

country principle.

66 Since May 1986 interest rates on time deposits with a maturing of more than three months
have been deregulated which now closely follow money-market rates. In Belgium the interest
rate on current accounts was fixed by interbank agreement (at 0.5%) but this practice was
discontinued due to the prohibition of interbank agreements in the Traety of Rome.

67 For the case of Spain, for example, Caminal, Gual and Vives (1990, p.268) note that “after
the liberalisation of branching in 1974 there was a large geographic expansion of banks
competing through proximity to the customer and service instead of prices, which were
regulated”. In fact, the number of branches actually doubled in only two years after
deregulation. A similar though less dramatic development occured in France after branch
banking was deregulated in 1967 /68 (see de Boissieu, 1990).
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offer interest-bearing accounts, however, and therefore these prohibitive
regulations are likely to come under substantial pressure by domestic banks.

Government regulation is not solely responsible for the national
differences in current account interest rates, however. No restrictions on such
activities exist in Germany, the UK and since March 1987 in Spain. But while
competitive forces have led to the introduction of interest-bearing current
accounts in both the UK and Spain, no interest is paid on demand deposits in
Germany. I will discuss possible reasons for this in chapter five.

3.2.3. Taxation of interest rate earnings

Another area which is likely to be affected by the possibility to freely transfer
capital across borders to foreign banks or subsidiaries of domestic banks is that
of taxation of interest rate earnings. Taxation practise currently varies widely
with some countries relying exclusively on the honesty of the resident to
declare her interest rate income in the annual income tax declaration.
Generally, the domestic government has two principal options to tax interest
rate income. First, it may place a withholding tax on the income which is
subtracted ‘at source’ from the interest payment. Such a tax may or may not be
‘definite’ meaning that the taxpayer does not have to declare that income in
the annual income tax declaration. Second, the regulator may require banks
to submit ‘control messages’ to the tax authorities about the interest rate
income of depositors. These may be on a sample basis to constitute a
sufficient deterrent to tax evasion or cover all interest payments. Table 2.3
illustrates the different practises in eight EC countries as well as the EFTA-
countries Austria and Switzerland which need to be considered due to their
potential status as a ‘tax haven’.
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Table 2.3: Regulations concerning interest rate income in 1991

Country Residents Non-residents
Germany 25 percent withholding tax -
UK 25 percent withholding tax no tax
France control messages or source tax 25 percent tax on bonds, 46 percent on
(18.1%) depending on type of | deposits
investment
Italy 12.5 percent on bonds, 30 percent on 30 percent on both bonds and
deposits, definite tax deposits, some exemptions
Spain 25 percent tax and control messages | 25 percent tax
for bonds
Denmark control messages -
Luxembourg | - -
Ireland 35 percent source tax on |35 percent on bonds, no tax on
bonds/deposits deposits
Netherlands } control messages -
Belgium 10 percent withholding tax, 10 percent tax
definite tax
Switzerland | 35 percent withholding tax, 35 percent withholding tax; no
tax for bonds of foreign issuers
Austria 10 percent withholding tax 10 percent withholding tax;
exemptions for deposits/ bonds

Source: own compilation from several national sources.

L 4

Table 2.3 illustrates that there are significant differences in the way
interest rate income is subjected to taxation. Luxembourg is the only EC
country which has neither a withholding tax nor control messages.

Depositors may be highly sensitive to differences in taxation principles.
In Germany the introduction of a withholding tax of 25 percent in 1988
resulted in a capital flight of more than DM 70 billion, forcing the German
government to quickly abandon this tax. This example illustrates that
economic agents respond quickly to differences in taxation. A significant
proportion of the capital was transferred to Luxembourg where domestic and
German banks offered special investment funds which were regulated under
Luxembourg law and thus exempt from the German withholding tax. While
investors were quick to respond to the change in the regulatory regime, they
were much slower to disinvest after the tax was abolished: it is estimated that
eighty percent of the capital transferred to Luxembourg remained there.68

The economic analysis of taxation of interest rates can also be framed in
terms of the NRB. The stricter the principles concerning interest rate taxation,
the greater the incentive for agents to invest at least part of their wealth
abroad. Thus, the higher the interest rate burden, the more difficult it is for

68 See Capital 8/1991, p.71.
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domestic banks to refinance themselves through deposits, as these are more
likely to flow abroad. The NRB is therefore likely to be positively related to
the enforced interest rate burden.

Capital transfers will lead to pressure on governments to harmonise
taxation principles.6? In particular, other EC governments will place pressure
on tax-lenient EC countries such as Luxembourg to introduce some form of
taxation. It is likely that plans for a common withholding tax on the EC level
will re-surface. Nevertheless, Luxembourg has so far successfully resisted
with the argument that the introduction of a tax in the EC will only lead to a
capital flight to non-EC countries such as Switzerland or Austria and off-
shore centres such as the Channel Islands. With the accession of the EFTA
countries, however, which will be obliged to implement the EC Directives
such concerns may have lost in force.

3.2.4. Universal banking versus separation

One form of prudential regulation is the restriction of admissible lines of
business which a bank may enter. There are significant imbalances across the
EC countries in the type of services which regulators permit banks to engage
in: these range from the all-encompassing ‘universal bank’ system in
Germany or Spain to a much more restricted range of permitted services in
Italy, for example.

Universal banking systems can be divided into different categories: first,
a banking system such as in the UK may be de facto universal where banks
are allowed to engage in brokerage services only through subsidiaries. Such
‘fire walls’ are supposed to reduce possible conflicts of interest inside the
organisation. Second, in a banking system such as in the Netherlands banks
are allowed to engage in all investment and brokerage services but are not
permitted to hold significant equity stakes in industrial firms. Finally, the
third category is characterised by no such restrictions on industry equity
participations. Examples are the universal banking systems in Germany,
Spain and Greece.

To assess the NRB of restrictions on the permitted range of activities we
need to assess both costs and benefits of these restrictions. The costs of such
restrictions consist mainly of not being able to attain potential economies of
scope. Such economies may arise due to pooling of information collection if
several services are offered to the same customer, since a customer
creditworthiness evaluation needs to be undertaken only once.”0 In addition,

69 On the issue of tax harmonisation in the EC see, for example, Giovannini and Hines (1991).
They report a tendency of EC corporate income tax rates to converge which may be the result of
a similar process as that for withholding taxes.

70 The empirical studies in the US on economies of scope reviewed in chapter 4 cannot capture
information collection advantages due to the lack of a universal banking system in the US.
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allowing bank officials to be represented. in the supervisory boards of non-
bank firms may establish a closer working relationship between bank and
firm, further reducing costs of information collection. Finally, diversification
advantages resulting from a broader range of activities may contribute to
achieving the same bank return at lower risk.

What are the social costs of allowing unrestricted universal banking?
Permitting banks to hold equity participations in non-bank firms may lead to
higher risk of bank failure as bankruptcy of the firm may induce solvency
problems of the participating bank. Second, possible conflicts of interest may
occur if a bank acts as underwriter and broker at the same time.”!

Due to the complexity of the effects of restrictions on permissible lines of
business it seems difficult to determine the NRB.”2 However, casual
observation of banks in countries where restrictions on full universal
banking exist, shows that through ‘creative’ organisational forms such as
holding companies banks attempt to circumvent official restrictions. This
seems to suggest that banks perceive the NRB of line of business restrictions
to be positive. Even for a holding company structure, there may be significant
transaction costs of administering such a firm structure, since organisational
complexity rises compared to an unrestricted universal bank form. In
addition, economies of scope between different lines of services may be
foregone if communication between the legally separated subsidiaries is
prohibited through ‘firewall’ provisions.

How credible is the threat of relocation in the case of line of business
regulation? First, note that it is possible for a bank from a country with a
universal bank system to operate its full range of activities in a host country
in which there may be substantial restrictions on permitted activities. Entry
by the universal bank would be based on Article 18(1) of the Second Banking
Directive which requires that any activity listed in the annex to the Directive
may be carried out by authorised institutions in any Member State. Banking
activities included cover the whole range of services typically carried out by
universal banks, including securities trading, underwriting, brokerage
services and consultancy.

Second, in addition to operating the full range of banking services with
no need to maintain separate subsidiaries, the Directive contains no principal
preclusion of banks participating in other non-bank firms and non-bank
firms acquiring stakes in banks. Thus, existing restrictions on industry
participations in Member States do not apply to foreign banks where such
restrictions do not exist in their home countries. However, Article 12 (4)

71 For an account of possible conflict of interest situations which typically arise in universal
banks, see OECD (1989, p.228-229).

72 See Huveneers and Steinherr (1990), however, for such an attempt.

68



Regulatory Environment in the EC

determines that such non-bank participations may not exceed 15 percent of
the bank’s equity capital.

Thus, domestic banks may react by calling on home regulators to ease
hampering restrictions which put them at a competitive disadvantage in
countries where a stricter separation of commercial and investment banking
is in place. Secondly, domestic banks may threaten to open a subsidiary in a
country with no restrictions and make domestic branches a legal part of this
foreign subsidiary. In this case, it would be possible to operate under the
universal bank principle and circumvent existing domestic restrictions.

3.3. Competitive deregulation in the EC insurance sector

Currently, two different approaches to regulating insurance services in the EC
can be distinguished: the “maritime” model (Albert, 1987) which is
predominant in the UK, Netherlands, Ireland and Denmark where regulators
grant a license and monitor the solvency of insurers but abstain from direct
premium or profit regulation. The second model is the “Alpine” model
where regulators interfere directly in the product and pricing structures of the
insurance sector. The most extreme example of such a material control
system is Germany where new products need to be approved by the
supervisory authorities, a process which has taken up to six years in some
cases. In addition, premiums are determined and monitored by the regulators
with detailed rules on how to distribute excess profits to the insured.

Under the passport rules it will be possible for a UK insurer, for
example, to offer according to its own regulatory regime in the German
market. The draft proposals for the Third EC Insurance Directives therefore
include provisions which require Member States to give up any prior
approval of premiums and products and instead to ensure the solvency of the
insurer. Thus, the Directives basically follow the “maritime” model rather
than the “Alpine” model. The Directives are therefore likely to lead to a
process of strategic deregulation as those countries which have followed the
material control approach are forced to abandon their strict premium and
product controls. This process shall be discussed for the examples of the life
and motor insurance sectors in the next two sections.

3.3.1. The regulation of life insurance

Table 2.4 provides an overview of the different approaches to regulating life
insurance in the largest six EC economies which together constitute 95
percent of the total life insurance business in the EC. It becomes apparent that
the regulatory approach differs in some main respects in the EC countries. In
particular, as was mentioned above products and premiums are subject to
prior regulatory approval by the supervisory authority in Germany, France
and Italy, while in Spain premiums and conditions need to be communicated
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to the regulator. No such ex ante approval is required in the UK and the
Netherlands.

Table 2.4: Comparative summary of life insurance regulation in six EC
countries

Official Official rules Official rules Valuation
prescription of | for distribution | for investing principle of
key actuarial of excess profits | assets assets
parameters
Germany yes yes yes historical cost
UK ™o o 1) market value
France yes yes yes historical cost
Italy o o yes hstorical cost
Spain o o o market value
Netherl. ™ o o market value

Source: own compilation from several national sources

In Germany and France key actuarial data required for calculating
premiums are provided by the regulatory authorities. In France, for example,
statistical data on mortality rates are prescribed by the regulator. The interest
rate which is to be used to calculate the development of the value of the
assets is officially determined to be 4.5 percent (3.5 percent for older contracts).
Similarly, the cost component which the insurer is allowed to add to the
actuarial premiums is officially determined. Thus, since the calculation of
premiums is standardised, resulting premiums for life insurance are more or
less identical for all insurers in the market. This leads to the virtual
elimination of price competition in terms of premiums. As is apparent from
table 2.4, however, both countries also have official rules for distributing
excess profits which result from the conservative calculation of premiums.
Thus, life insurers differ mainly in terms of the amount they are able to
distribute to policyholders which in turn depends on their management of
operating costs as well as the success of their asset management strategies.

Concerning these asset management strategies, Germany, France and
Italy have explicit rules on the permitted composition of the asset portfolio.
In France, for example, minimum and maximum percentage rates for specific
assets such as government bonds or shares need to be obeyed. Similar rules in
Germany and Italy are mainly targeted at preventing excessive investment of
the funds of a life insurer in risky assets. These rules lead to a high
proportion of investment in bonds of around 70 percent in Italy and 60
percent in France. Only 10 percent were invested in shares in Italy, while this
figure was 20 percent in France. In contrast, in the UK where no rules on the
composition of the asset portfolio of life insurers exist, more than 50 percent
were invested in shares and only 20 percent in bonds. This indicates that in a
less regulated market insurers invest to a greater extent in higher-risk,
higher-return assets.
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Restrictions concerning asset management strategies can also be viewed
in terms of the NRB: at first glance, such restrictions provide only costs to the
insurer, as life insurers cannot pursue an unconstrained portfolio
management strategy but have to obey the official rules. Apart from
administrative costs, conservative investment rules result in a lower
expected return. Thus, by relocating to a country with less strict investment
rules an insurer from a high-regulation country will be able to pursue a
riskier strategy and thus is likely to be able to offer a higher return to the life
policyholder. On the other hand, a high-risk strategy also results in a higher
default risk with a life insurer facing a greater risk of not being able to cover
its liabilities. Thus, a firm from a high regulation country will be able to build
a reputation for offering low-risk policies. Thus, the balance of costs and
benefits of asset investment rules are not clear. In figure 2.6 the real return to
policyholders of life insurers for a ten-year policy in the twelve EC countries
is shown.

Figure 2.6: Real returns to policyholders of life insurers
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Source: Nonhoff (1991, p.262).

It becomes apparent that the real return is substantially higher in those
countries which have established the ‘maritime’ regulatory approach, namely
the UK, Denmark, Ireland and the Netherlands. In fact, in all other EC
countries the real return to the life policyholder is negative. The only
exception is Germany where returns were also positive. This is at least partly
attributable to the low rate of inflation rather than to high nominal returns.
In summary, there is therefore some evidence that a high regulatory
intensity leads to lower returns and therefore to 2 positive net regulatory

burden for insurers.
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3.3.2. The regulation of motor insurance

The motor insurance sector constitutes by far the largest individual branch in
premium terms of the non-life business in all EC countries. Due to the
compulsory status of motor third-party liability insurance resulting from the
specific policy objective of protecting third parties in automobile accidents,
this sector was initially excluded from the Second Non-Life Directive.73
Freedom of services for large risks (i.e. fleet policies) will be introduced by an
amendment’4 to the First and Second Non-Life Directives, however, after the
Third Motor Liability Insurance Directive passed in May 1990 has paved the
way for such an approach.”> Even more importantly, motor insurance will be
included in the Third Non-Life Directive which introduces freedom of
services at the end of 1994 also in the mass retail market.

Regulations concerning motor insurance currently differ significantly
across the EC countries, as is illustrated in table 2.5. In particular, the setting of
tariffs is free in seven EC countries, while being subject to government
control or public authorisation in the other countries.

73 See Pool (1990, p.69-82) for a detailed account of the development of EC legislation on motor
insurance.

74 OJL, 90, 618.

75 0L, 90/232.
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Table 2. 5: Regulations concerning motor insurance in 12 EC countries

Statutory minimum cover for cars (in ECU)
Tariff Setting | Personal Injury | property damage| per event
(per person)
Germany | regulated 489,300 195,700 734,000
France free 719,200 431,500 -
UK free unlimited 354,000 unlimited
Italy regulated 454,600 194,800 974,100
Netherl. | free - - 867,400
Belgium | regulated unlimited unlimited unlimited
Lux. uniform unlimited unlimited unlimited
Denm. free 7,620,300 1,524,100 -
Irel. free unlimited 52,100 unlimited
Greece uniform 69,800 14,000 -
Spain free 61,400 16,900 unlimited
Portugal | free 65,900 (overall) 109,900
Second EC | - 350,000 100,000 (per 600,000 (personal
Directive accident) injury & property
(minimum damage)
coverage)

Source: Swiss Re, Sigma 1/1991

Concerning statutory minimum cover for cars involved in accidents,
there are still significant differences between the EC countries despite the
harmonisation measures of the Second EC Motor Insurance Third-Liability
Directive which establishes minimum amounts for liability coverage.
Ireland, Greece, Spain and Portugal have until 1995, however, to establish the
Directive. In addition, Member States are free to establish higher amounts for
minimum coverage and frequently do so, as is apparent from the table.
Regulatory competition may therefore also take place in the area of liability
coverage. This stems from the fact that a Greek insurer, for example, which
sells motor insurance in Germany according to home-country rules is able to
offer substantially lower premiums due to significantly lower coverage in the
case of an accident. It is not clear, however, whether German insurers
therefore face a higher NRB, since high amounts for compulsory liability
coverage also have benefits for insurers, as consumers may prefer higher
rather than lower liability coverage. Thus, if consumers are willing to pay
higher premiums for better coverage, such regulations do not lead to a higher
NRB for those firms which are located in high coverage countries.

The impact of the EC Directives is likely to be most significant in the
area of tariff setting in those countries in which tariffs were determined by
the public authorities such as in Italy or are subject to authorisation such as in
Germany or Belgium. In Germany, for example, premiums are based on the
number of years of accident-free driving of the person seeking insurance, the
county of residence, the horsepower of the car and the occupation of the
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owner. Thus, an automobile owner has to look at only one tariff when
comparing premiums for different insurers.”6

With the deregulation on the EC level, tariff and premium regulation
will quickly disappear in those countries where it was formerly practised. In
addition, the bonus/malus system which is currently uniform for all insurers
in Germany is likely to be deregulated as soon as foreign insurers will be able
to introduce different schemes which offer higher premium reductions for
good risks.

In summary, in the motor insurance sector we expect the greatest
changes in those countries which will be forced to abandon tariff and
premium regulation, as foreign insurers will be able to offer unregulated
rates which may be more advantageous to consumers.

4. Conclusions

In this chapter the regulatory environment of cross-border entry in retail
financial services in the EC was analysed. It was argued that at the heart of
market failures necessitating public regulation lie agency problems which
arise between depositors or policyholders, managers and owners.

Two main market failures were identified which constitute the
economic rationale for financial services regulation. First, informational
asymmetries between customers and firms arise due to private information
on the part of managers about the asset quality of their firm, as well as from
the complex nature of many financial services products which prevents fully
effective monitoring by customers. Secondly, negative externalities in the
form of ‘runs’ on financial institutions may arise which have real effects on
other sectors in the economy and may reduce the efficiency of financial

intermediation.

Against this background, the changing regulatory approach of financial
services regulation on the EC level was assessed. First, capital liberalisation
provides the necessary prerequisite for increased cross-border penetration, as
it allows both agents and firms to freely transfer funds across national
boundaries and thus seek the optimal risk-return portfolio in the EC
countries, as well as purchasing financial products in those countries which
offer the best terms and conditions. Secondly, the Second EC Banking
Directive and the Third EC Insurance Directives establish a regulatory regime

76 This has led many insured to believe that there is also a uniform premium for the same
tariffs which is not true, as there is indeed price competition between German insurers.
Schulenburg (1989, p.10) reports the result of a survey which shows that 33 percent of German
insured did not know that there is price competition between insurers and another significant
proportion believed that they have inexpensive insurance even though they are actually with
an expensive insurance company. He concludes that “insurance market regulation has not
increased consumer information but has decreased it”.
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which allows cross-border provision of services and freedom of
establishment under the home-country rule. While there are some
ambiguities concerning the boundary between home country regulation and
host country supervision of “rules of conduct”, it seems certain that foreign
financial services firms will be able to operate under home country regulatory
rules for most of their activities and will therefore no longer have to deal
with several different supervisory agencies when operating internationally.

A simple game-theoretic model was developed to analyse the process of
‘strategic deregulation’ where national regulators may aim to provide
domestic financial institutions with competitive advantages abroad or attract
foreign firms to the home country. It was shown, however, that once
objective functions and strategies are fully specified, regulators have no
interest in deregulating infinitely, since this would jeopardise financial
stability in their home country. In addition, they are able to ‘free-ride’ on the
deregulatory moves of other national regulators. It became clear that
regulatory competition is a complicated process where regulators may choose
from a variety of plausible strategies. In particular, it is by no means evident
that regulatory competition results in lax supervision or leads to neglect of
the original economic objectives of alleviating market failures, as predicted by
some academic commentators.

Four areas which are likely to come under intense scrutiny in the
banking sector after 1992 were identified, including minimum reserve
requirements, deposit rate regulation, taxation of interest rate earnings and
line of business restrictions. It appears likely that in these areas the dynamics
of free capital flows and banks placing pressure on their home country
regulator will lead to greater convergence on the EC level.

In the insurance sector even more significant changes will take place in
those countries which have so far relied on a material control system of
supervision with premium and profit regulation. This regulatory approach
will quickly be replaced by a deregulated system of free price competition
where regulators control only solvency and reserve requirements. This
process of deregulation was discussed for the life and motor insurance sectors
which are likely to be most affected by liberalisation. -
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Chapter Three:
An Eclectic Theory of Cross-Border Entry
in Retail Financial Services

The postwar multinationalisation process in manufacturing industries has
been the subject of frequent theoretical and empirical scrutiny. Cross-border
entry activities in financial services, however, which have undergone a
similarly significant expansion process have attracted much less attention in
the academic literature. Existing studies on financial services focus almost
exclusively on cross-border entry in wholesale and investment banking and
not on retail financial services. This chapter therefore develops an eclectic
theory of cross-border entry in retail financial services and the focus of the
analysis is thereby placed on three crucial questions:

* Why does a financial services firm enter a foreign market, i.e. what
competitive advantage may compensate a foreign firm for operating
at a distance and in a foreign environment?

¢ Where does a financial services firm enter a foreign market, i.e. what
particular host and home country characteristics induce cross-border
entry?

* How does the financial services firm enter, i.e. which environmental
and strategic factors determine the choice of cross-border entry
vehicles?

Following this research agenda, an eclectic theory of cross-border entry
needs to comprise and analytically penetrate three fundamental aspects:

¢ firm-level conditions: possible sources of competitive advantages of
foreign entrants giving them an edge over domestic financial services
firms;

¢ locational conditions: characteristics of the target market in relation to
the home market which makes cross-border entry attractive;

* market-based conditions: variables influencing the decision of
whether to exploit firm-level and locational advantages by market
transaction or internalisation.

While the first two conditions are each necessary for cross-border entry,
it requires additional internalisation advantages resulting from market
imperfections to make the financial services firm choose multi-
nationalisation rather than other forms of cross-border entry such as
exporting or a strategic alliance.



Theory of Cross-Border Entry

An eclectic model of multinational enterprises was developed by
Dunning (1977, 1980)! and I use this paradigm as a structuring analytical
framework to guide the analysis of cross-border entry in financial services.
The analysis is more than a mere application of this eclectic model to the
financial services industry, however, as I attempt to point out possible
extensions and modifications of the eclectic framework.

The first section provides an overview of trade theory and its
applicability to the financial services industry. The second section develops a
firm-level approach to the theory of cross-border entry and looks at factors
which may provide competitive advantages to foreign financial services,
while the third section considers locational characteristics which may induce
cross-border entry. Finally, a fourth section discusses the choice of the mode
of entry into foreign markets.

1. A first approach: trade theory

The theories of international trade and foreign direct investment (FDI) have
evolved rather separately. In fact, authors of the latter theory claim to start
where trade theory supposedly ends.2 The traditional separation of trade
theory and the theory of FDI is sometimes explained by a different focus of
analysis: while trade theory examines the question why countries trade with
each other by means of exporting, the theory of FDI scrutinises why firms
choose international production. Such a separation of issues does not seem to
be warranted, however: in most industries the decision between exporting
and FDI is not mutually exclusive.? In practise, the distinction between
exporting and FDI has become blurred: exporting activities are frequently
supported by at least some form of foreign direct investment, such as opening
a representative office, for example, to support distribution of the exported
product. Exporting and FDI may even be chosen simultaneously by a firm
such as in large-scale project finance or reinsurance which are frequently
handled from headquarters, rather than being delegated to foreign branches.
These considerations call for an integrated approach to the theory of trade

! Dunning’s eclectic model is neatly summarised in his 1988 overview paper where he states
that “it is ... the juxtaposition of the ownership-specific advantages of firms contemplating
foreign production, or an increase in foreign production, the propensity to internalise the cross-
border markets for these, and the attractions of a foreign location for production which is the
gist of the ecelectic paradigm of international production” (p.5).

2 Dunning (1988, p.1), for example, states that “the point at which the Heckscher-Ohlin-
Samuelson theory of trade fails is precisely that at which the modern paradigm of

international production starts...”.

3 This is stressed by Veugelers (1990, p.156) who notes that “whereas in the theoretical
literature on the choice between exports and foreign direct investment both modes are taken as
extreme opposites, ... it should nevertheless be stressed that the .difference be’t'ween exporting
and local production is rather vague and in reality is more a question of degree.
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and international production, rather than a separation of the issues into two
distinct theories. Although such a ‘general’ theory is not developed in this
chapter as our focus is on one particular industry, I hope to demonstrate the
merits of such an eclectic approach when employing it to explain cross-border
entry in the financial services industry.

The theory of international trade also underlies the methodology of the
Cecchini report with many of its (implicit) assumptions and predictions
originating in traditional trade theory.4 In the study on financial services,
barriers to trade are considered to be a form of tariff: “the net effect {of barriers
to trade} is as if there were a set of tariffs protecting the producers of financial
services in the high price countries” (Price Waterhouse, 1988, p.19). Their
removal is claimed to lead to welfare effects similar to those of a “move to
free trade”.

In the following section, I analyse whether the theory of international
trade is suitable as an analytical framework for financial services.>

1.1. A brief overview of trade theory in services

Traditional trade theory started with Ricardo’s Principles of Political
Economy and Taxation (1817) in which he showed that countries can gain
from trade if they have different production technologies resulting in
differing opportunity costs of one country in the production of particular
goods or services. Ricardo showed that trade can be beneficial even if one
country has strictly lower marginal productivities in all factors of production,
since specialisation allows exploitation of a comparative advantage in
producing a good or service.

While Ricardo placed the focus on differing production technologies,
Ohlin (1933) and Heckscher (1949) examined the consequences of differing
factor endowments, assuming identical production technologies in a two
country model with two goods or services and two production factors. Under
a range of additional assumptions which basically assume away all
differences between the two countries except factor endowments, they show
that countries will export the good or service which requires a greater input
of the factor in which the country has a greater endowment. In addition, free
trade is a perfect substitute for international factor mobility, as it equalises
input prices in the two countries.

4 See chapter 5 for a more detailed analysis of the Price Waterhouse study on financial services
in the Cecchini-Report.

3 See, for example, Heffernan and Sinclair (1990) for a more comprehensive overview of modern
trade theory.
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Much of the succeeding theoretical developments in trade theory
developed as a response to empirical evidence which seemed to be at odds
with the Heckscher-Ohlin approach® and also attempted to provide
explanations of the increasing importance of intra-industry as distinct from
inter-industry trade. The most interesting new developments in trade theory
address economies of scale and imperfect competition (see Helpman and
Krugman, 1985, for a review). Economies of scale are usually analysed in the
context of monopolistic competition models where it can be shown that
intra-industry trade occurs as a result of product differentiation and
increasing returns. Models of imperfect competition in international trade
have primarily addressed the impact of protective policy measures such as
tariffs, export subsidies or import quotas (see Krugman, 1989).

Just like most of industrial organisation theory, international trade
theory is almost exclusively addressed at manufacturing and extractive
industries rather than the service sector. This has led Kierzkowski (1987, p.14)
to observe a “general neglect of services by trade theorists”. This neglect may
partly be explained by the common notion that services are essentially ‘non-
tradeable’, since they mostly require personal proximity between service
provider and recipient. Thus, the few existing models on services in trade
predominantly refer to trade in service factors where production and
consumption of service products are inseparable (e.g. Melvin, 1989; Burgess,
1990).

We can distingiush two principal types of service transactions: the first
category of services requires the transacting agents to be at the same location.
Clearly, while physical proximity is required for some services (e.g. haircuts,
medical examinations) which cannot be provided at a local distance, there is a
wide range of services which can be provided across borders at an arms-
length level, i.e. where service provider and recipient do not need to be in
physical proximity. In particular, the recent advances in communication and
information technology have shifted some services from the first into the
second category. As will be discussed below, this is particularly true for
financial services where particular products can now be provided or traded
across borders. This implies that services which already account for a
constantly increasing share of up to two thirds of the national product in
some countries (see Enderwick, 1989, p.8) will also gain in significance in
international trade. This rising importance is illustrated by the inclusion of
services in the GATT Uruguay Round of Multilateral Trade Negotiations.

Are the theoretical models to explain international trade in goods also
applicable to trade in services? Hindley and Smith (1984) argue that the
theory of compar