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Annex |V

European Monetary Union: Institutional
Framework for Financial Policies and
Structural Implications

his annex beginswith abrief description of the po-

tential size of the domestic euro capital marketsin
a European Economic and Monetary Union (EMU)
and the role of existing European currenciesin interna-
tional capita markets. An analysis of the institutional
framework for financial markets in EMU, including
the payments system, the European System of Central
Banks (ESCB), and the framework for other financial
policies (financial supervision and regulation, lender-
of-last-resort functions, and deposit insurance) follows.
The next section discusses the catalytic role of the
euro. The structural implications of EMU for European
and international securities markets, including the pos-
sible evolution of EMU markets for repurchase agree-
ments (repos), interbank funds, bonds, equities, and de-
rivatives are then evaluated. The annex concludes by
examining implications for wholesale and retail bank-
ing markets and the remaining impediments to cross-
border competition in banking and financial services.

Potential Size of EMU Financial M arkets

In absolute terms, and compared with any reason-
able benchmark, the introduction of the euro has the
potential for creating the largest domestic financial
market in the world. At end-1995, the market value of
bonds, equities, and bank assets issued in EU coun-
tries amounted to more than $27 trillion (Table 12),
roughly the same order of magnitude as world GDP
(94 percent of world GDP).2 By comparison, the mar-
ket value of assets in North America—with roughly
the same population and GDP as the European
Union—amounted to about $25 trillion ($23 trillion in
the United States). If the initial union includes only
Austria, Belgium, France, Germany, Luxembourg, the
Netherlands, Ireland, and Finland (the EU-8), the do-
mestic euro market would equal the size of Japan’'s
domestic market ($16 trillion). If the union includesin
addition Italy, Portugal, and Spain (EU-11), it would

1This annex draws on the analysisin Prati and Schinasi (1997).

2This total is meant to be a measure of the size of net wealth
stored in capital market instruments. It should be considered a proxy
and may involve some double counting, as in the case of securities
issued by banks. Consolidating the balance sheets of the financial
institutions of each country would yield a more precise estimate.
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roughly equal the size of the U.S. domestic market. An
interesting aside is that the value of bonds, equities,
and bank assets is roughly three times the respective
GDPs in the European Union, the United States, and
Japan (about 320 percent in the European Union and
Japan and about 315 percent in the United States).

EU private entities overwhelmingly have tended to
finance their activities through bank loans rather than
through bond and equity financing, and U.S. entities
have relied more heavily on bond and equity financ-
ing. In the EU-11, bank assets represented 54 percent
of all outstanding financial assets at end-1995. By
contrast, U.S. bank assets accounted for only 22 per-
cent of total assets outstanding.

In contrast to government securities markets, Euro-
pean private debt securities markets are segmented,
with all but the largest firms borrowing solely from a
domestic investor base. In the EU-11, for each dollar
of bank borrowing, private firms borrowed, on aver-
age, only 50 cents through private securities issues.
By contrast, in the United States, for each dollar of
borrowing from banks, U.S. firms borrowed slightly
more than two dollars through debt securities issues.
Japanese private entities were much closer to their
EU, than to their U.S., counterparts.

Although the amount of EU private bonds outstand-
ing appears to be sizable enough to suggest a reason-
ably large market for corporate bonds (roughly three-
fourths the size of the U.S. market), the bulk of these
bonds were issued by European financial institutions.
From the point of view of corporate balance sheets, as
of end-1994, bonds accounted for a relatively small
share of the total liabilities of nonfinancial firms in
France (5.7 percent) and in Germany (less than 1 per-
cent); by contrast, they accounted for 18.8 percent of
the total liabilities of U.S. nonfinancial firms.3 The
low share of debt financing by European companies
extends to the short end of the maturity spectrum as
well, because European companies tend to rely on
bank financing for short-term funds. U.S. corporate
entities tend to rely more heavily on short-term fi-
nancing because of their access to the very liquid and
highly developed commercial paper market, which ac-
counts for more than half of the world's outstanding

30ECD and Deutsche Bundesbank.
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Table 36. Amounts Outstanding of International
Debt Securities by Currency and Country of
Nationality, March 19971

(In billions of U.S. dollars)

Amounts
Outstanding
By currency
U.S. dollar 1,301.4
Japanese yen 499.6
Currencies of European Union (EU) countries? 1,107.9
Other3 331.8
Total 3,240.7
By country of nationality
EU countries 1,478.2
Austria 64.4
Belgium 50.2
Denmark 32.0
Finland 53.8
France 211.6
Germany 356.4
Greece 20.0
Ireland 17.4
Italy 9.2
L uxembourg 11.8
Netherlands 124.4
Portugal 12.6
Spain 43.7
Sweden 116.3
United Kingdom 2755
North America 647.2
Canada 183.7
Mexico 45.4
United States 418.1
Japan 344.6
Others 770.7
All countries 3,240.7

Source: Bank for International Settlements, International Bank-
ing and Financial Market Developments (May 1997).

1Euronotes and international bonds.

2Currencies of Austria, Belgium, Denmark, Finland, France, Ger-
many, Ireland, Italy, Luxembourg, the Netherlands, Portugal, Spain,
Sweden, and the United Kingdom; plus ECU.

3Currencies of Australia; Canada; Hong Kong, China, New
Zealand; Norway; and Switzerland; plus other currencies.

commercial paper. These observations about the use
of debt securities reflect the greater historical reliance
by firmsin the United States on direct intermediation
through the corporate debt securities markets, the
heavy reliance in Europe on bank financing, and the
relatively undeveloped European corporate securities
markets.

Another way of assessing the potential importance
of the euro from a purely quantitative perspectiveisto
examine the use of existing European currencies as
currencies of denomination in international financial
transactions. In international bond markets, 35 per-
cent of the outstanding stock of international debt se-
curities was denominated in EU currencies at end-
September 1996 (Table 36). Although this is a
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substantial share of international issues outstanding,
and is a close second to the amount of dollar interna-
tional issues outstanding, EU countries themselvesis-
sued more than 45 percent of all international bonds
outstanding. In addition, in the five-year period end-
ing in December 1995, only a minor share of develop-
ing country debt was issued internationally in EU
currencies.

Still another way to gauge the potential role of the
euro isto examine daily turnover in the global foreign
exchange markets. According to the most recent Bank
for International Settlements (BIS) survey, as of April
1995 the dollar was involved in at least one side of a
transaction about 42 percent of the time, the deutsche
mark 18.5 percent, the yen 12 percent, and the pound
sterling 5 percent. EMS currencies combined were
involved in at least one side of a transaction about
35 percent of the time, including European cross-
currency trading (Table 37). In related derivative mar-
kets, the dollar, EU currencies, and the yen accounted
for shares of trading that are roughly equivalent to the
relative sizes of their economies (in terms of GDP),
but most of this activity actually involved U.S. and
U.K. financial institutions. Transactions involving
currency swaps were clearly tilted toward the dollar,
reflecting its now dominant position in internationa
finance and as a reserve currency (Table 38).

In summary, although the EU currencies command
asignificant share of activity in international financial
markets, they do not now command sharesin line with
either the size of the EU economy or the relative size
of their domestic financial markets.

I nstitutional Framework for
Financial Markets

Between now and the start of EM U, countries of the
European Union will implement a new institutional
framework for EMU financial policymaking. The
main parts of this framework are the new EU-wide
payments system, the institutional framework for con-
ducting the single EMU monetary and exchange rate
policy, and a still-evolving institutional framework for
implementing and coordinating financial supervision
and regulation across European financial markets, in-
cluding the management of systemic risk. Each of
these important elements of the new framework isdis-
cussed in this subsection.

TARGET Payments System

TARGET (Trans-European Automated Real-Time
Gross Settlement Express Transfer) is a payments sys-
tem designed to process cross-border transactions de-
nominated in euros after the start of Stage |11 of EMU
on January 1, 1999. TARGET has two main objec-
tives. Thefirst objective isto provide a safe payments
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Table 37. Use of Selected Currencies on One Side of Foreign Exchange
Transaction, April 1989, April 1992, and April 1995!

(As a percentage of global gross foreign exchange market turnover)

Currency April 1989 April 1992 April 1995
U.S. dollar 90 82 83
Deutsche mark? 27 40 37
Japanese yen 27 23 24
Pound sterling 15 14 10
French franc 2 4 8
Swiss franc 10 9 7
Canadian dollar 1 3 3
Australian dollar 2 2 3
European currency unit (ECU) 1 3 2
Other European monetary system

(EMS) currencies 3 9 13
Currencies of other reporting countries 3 3 2
Other currencies 19 8 8

All currencies 200 200 200
Memorandum item:
EMS currencies including ECU 48 70 70

Source: Bank for International Settlements, Central Bank Survey of Foreign Exchange and Derivatives

Market Activity 1995 (May 1996).

INumbers of reporting countries are 21 in 1989 and 26 in 1992 and 1995. Data for 1989 and data for Fin-
land in 1992 include options and futures. Data for 1989 cover local currency trading only, except for the
U.S. dollar, deutsche mark, Japanese yen, pound sterling, Swiss franc, and ECU. The figuresrelate to gross
turnover because comparable data on a “net-gross” or “net-net” basis are not available for 1989.

2Data for April 1989 exclude domestic trading involving the deutsche mark in Germany.

mechanism within the euro area based on real-time
gross settlement (RTGS) procedures that will insulate
the payments system across Europe from the effects of
liquidity and payment difficulties experienced by a
single ingtitution.# The second goal is to create an ef-
ficient system of cross-border payments that will inte-
grate the money markets of the participating countries
and support the implementation of the single mone-
tary policy in Stage I11.5

Participation

The TARGET system is composed of one RTGS
system in each of the EMU countries and the pay-
ments mechanism of the European Central Bank

4n RTGS systems, payments orders are processed one by one
on a sequential basis. As long as there are sufficient funds or
overdraft facilities available in the sending institution’s account
with the central bank, there will be immediate and final settlement
of all payments. The receiving institution does not bear any credit
or liquidity risk on the payments orders received since its account
is credited only after the account of the sending institution is
debited.

SWithin TARGET the delay between the debiting of the account
of the sending institution and the crediting of the account of the re-
ceiving institution should be a matter of seconds. Bankswill then be
able to move funds across borders immediately and at low cost, re-
sponding very rapidly to arbitrage opportunities. As a result, a sin-
gle interbank rate is likely to prevail in al EMU countries and the
liquidity impact of European Central Bank operations will be uni-
form across EMU.
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(ECB) connected by common infrastructures and pro-
cedures forming the Interlinking system (a communi-
cations network) (Figure 54).6 Only the ECB and na-
tional central banks (NCBs) will be allowed to use the
Interlinking system, but any participant in any RTGS
system connected to TARGET will be allowed to send
payments via TARGET. Because TARGET is de-
signed to process only euro transactions, RTGS sys-
tems of EU countries not in EMU will be allowed to
connect to TARGET only if they are able to process
euros. Remote access to domestic RTGS systems will
be granted on a nondiscriminatory basis to credit in-
stitutions licensed in other EU states either through
their local branches or directly from another EU coun-
try. (At the start of EMU, however, remote access to
monetary operations will not be available.) To facili-
tate the operations of large-value net settlement sys-
tems working in euros through TARGET, net settle-
ment systems will be allowed to open a specid
account with the ECB or a national central bank that
must be used exclusively for settlement purposes and
must have a zero balance at the beginning and at the
end of the day.

6While the Interlinking procedures will be identical in all coun-
tries, the payments services for end users may differ reflecting local
conditions under which RTGS systems have been developed in each
country (e.g., some systems may include queuing facilities or cash
management facilities).
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Table 38. Notional Principal Value of
Outstanding and New | nterest

Rate and Currency Swaps, 1995

(In billions of U.S. dollars)

Amounts
Outstanding New Swaps
Interest rate swaps 12,810.7 8,698.8
U.S. dollar 43717 2,856.5
Japanese yen 2,895.9 2,259.3
Currencies of European
Union (EU) countriest 4,620.9 3,160.9
Of which:
Deutsche mark 1,438.9 984.5
French franc 1,219.9 1,1135
Italian lira 405.4 217.3
Netherlands guilder 101.8 62.3
Pound sterling 854.0 433.4
Spanish peseta 163.7 91.9
ECU 223.1 96.4
Other 922.4 422.1
Of which:
Swiss franc 3317 159.2
Currency swaps? 2,394.8 910.2
U.S. dollar 837.8 307.9
Japanese yen 400.0 164.5
Currencies of EU countriest 684.7 248.1
Of which:
Deutsche mark 238.0 78.1
French franc 814 41.6
Italian lira 72.6 185
Netherlands guilder 28.1 13.0
Pound sterling 91.5 23.4
Spanish peseta 275 22.4
ECU 83.0 28.2
Other 472.3 189.8
Of which:
Swiss franc 150.6 29.7

Source: Bank for International Settlements, International Bank-
ing and Financial Market Devel opments (November 1996).

1ncludesthe currencies of Belgium, Denmark, France, Germany,
Italy, the Netherlands, Spain, Sweden, and the United Kingdom;
plus ECU.

2Not adjusted for reporting on both sides.

Structure

TARGET is designed as a decentralized system in
which payments messages are exchanged on a bilat-
eral basis among national central banks, according to
the “central banking correspondent model,” without
any central counterparty. It remains to be decided
whether the ECB will have its own payments mecha
nism connected to TARGET. This may not be neces-
sary because the national central banks will imple-
ment most monetary policy operations, in agreement
with the principle of decentralization underlying mon-
etary policy in EMU. Even if the Governing Council
of the ECB decides to retain the execution of fine-
tuning operations and foreign exchange intervention,
the settlement of transactions for both operations may
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remain decentralized and the ECB may still not need
to access the payments system.”

The ECB will neither monitor nor receive informa-
tion on inter-NCB payments orders during the day. At
the end of the day, the ECB will perform specific con-
trol operations with the aim of checking the correct-
ness of cross-border payments exchanged during the
day and the resulting inter-NCB balance positions.
The European Monetary Institute (EMI) has not yet
decided on the clearing and settlement modalities (fre-
quency of settlement, degree of centralization, means
of payment) of outstanding balances among national
central banks.

In the U.S. Federal Reserve System, the Board of
Governors, like the ECB, does not monitor the settle-
ment positions of each federal reserve bank during the
day. At the end of each business day, the reserve
bank’s Integrated Accounting System settles the cross-
district financial transactions by debiting or crediting
as appropriate each reserve bank’s Interdistrict Settle-
ment Account. Thisdaily clearing processis known as
the “gold wire process.” The board coordinates once a
year (in April) the settlement of the balances on the In-
terdistrict Settlement Accounts by means of transfer of
Gold Certificate assets among reserve banks. The
amount settled is equal to the daily average balance in
the Interdistrict Settlement Account over the previous
year. No such clearing process has been decided upon
in the European System of Central Banks, and this
opens up the possibility of one national central bank
accumulating large claims against another national
central bank with no mechanism for settling them.8

Transactions Processed

In accordance with the objective of facilitating the
implementation of a single monetary policy, credit in-
stitutions will be required to use TARGET for pay-
ments directly connected with monetary policy opera-
tions. Furthermore, large-value net settlement systems
are likely to use TARGET to perform their settlement
operations because they are bound to settle in central
bank money® and therefore in euros. Credit institu-
tions will decide whether to use TARGET for other
categories of payments, and there will be no upper or
lower limits to the amounts transferred besides those
in the domestic RTGS systems. Nevertheless, the Eu-
ropean Monetary Institute hasindicated that TARGET
is expected to process mainly large-value payments

"There are only two other instances in which the ECB may need
to connect its own payment system to TARGET. First, a net settle-
ment system may open a special account with the ECB. Second, in-
ternational organizations may keep their accounts at the ECB.

8See the papers by Bishop (1997), Dooley (1997), Garber (1997),
and Kenen (1997).

9According to Principle 5 of the report on “Minimum Common
Features for Domestic Payments Systems” released by the Commit-
tee of Governorsin November 1993.



Annex IV

European Monetary Union

Figure 54. Cross-Border TARGET Payment
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Source: European Monetary Institute (1997).

between credit institutions, whereas private systems
are expected to process small-value payments.10

Intraday Liquidity

Participants in RTGS systems may experience alig-
uidity shortfall whenever they need to send a pay-
ments order before receiving one. In this instance,
payments may be blocked or queued until sufficient
funds become available either through incoming pay-
ments or by borrowing in the market; in the limit, set-
tlement may be delayed and gridlock may take place
with systemic implications (i.e., payments cannot be
processed because of a lack of sufficient funds). To
avoid such events, EMU nationa central banks will
alow intraday mobilization of reserve requirements
and will provide participants in their RTGS systems
with fully collateralized intraday credit in the form of
daily overdrafts or repurchase agreements.

No decision has been made on whether non-EMU
national central banks will be allowed to grant intra-
day credit in euros to participants in their RTGS sys-
tems linked to TARGET. The Governing Council of
the ECB will have to choose one of the three mecha-
nisms currently being prepared by the European Mon-

10See European Monetary Institute (1996), p. 7.
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etary Institute with the aim of preventing intraday
credit granted by non-EMU national central banks
from spilling over into overnight credit and thus from
having amonetary impact. The first mechanism would
set a limit—possibly zero—to the intraday credit in
euros that the ECB would provide to non-EMU na-
tional central banks (for participants in their RTGS
systems) and would impose pendty rates on
spillovers. The second would just impose penalty
rates. The third would require non-EMU participants
to complete their operations before the closing time of
TARGET, so that they would have time to avoid
spillovers by borrowing euros in the money market.

If non-EMU national central banks are not granted
access to intraday credit or are penalized, institutions
making cross-border payments to the euro area could
adapt their behavior in a number of ways. In some in-
stances they would still channel payments through the
TARGET system; in others they would not. First, non-
EMU national central banks could borrow eurosin the
market to provide intraday credit to participantsin do-
mestic RTGS systems for cross-border payments to
the euro area; in this instance, systemic risks could be
reduced as much as they would be reduced with direct
access to ECB'’s intraday credit. Second, non-EMU
banks could channel cross-border payments in euros
through branches and subsidiariesin the euro area that
have access to both intraday and overnight credit; the
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potential risk reductions associated with TARGET
would be fully captured in this second instance. Third,
non-EMU insgtitutions could decide to make cross-
border payments to the euro area through private net
settlement systems, thus reducing the number of trans-
actions across TARGET; in this instance, some of the
systemic risk reductions that could be achieved
through TARGET would not be realized.

Operating Hours and Pricing Policies

The operating hours of TARGET will be from 7:00
am. to 6:00 p.m. and domestic RTGS systems will be
allowed to open earlier to process domestic payments.
One hour before closing time, participants in RTGS
systems will stop processing customers payments in
euros and only interbank payments will be allowed.
These hours will allow for alonger overlap between
TARGET and the payments systems in North America
and the Far East in an effort to reduce cross-currency
settlement risk.

TARGET pricing policy will be directed at cost re-
covery but also at (1) maintaining alevel playing field
between participants; (2) contributing to risk-reduc-
tion policies by preventing institutions from using a
less secure payments mechanism; and (3) avoiding
transaction charges that would discourage interest rate
arbitrage and hinder the integration of the money
market.

Framework for EMU Monetary Policy

Decentralization is the key principle underlying the
operational framework for monetary policy in Stage
I11. According to the European Monetary Institute,
“the ECB should have recourse to the NCBs to carry
out operations ‘to the extent deemed possible and
appropriate’ ” in accordance with Article 12 of the
statute of the ESCB. The agreed goal is to “rely as
much as possible on the existing infrastructure and
on the NCBs' experience, provided that the applica-
tion of this principle does not conflict with the other
guiding principles.” The latter include operational ef-
ficiency; conformity to market principles; equal treat-
ment to al financial institutions accessing the
ESCB'’s facilities, simplicity, transparency, and cost
efficiency; conformity with the decision-making
process of the ESCB, which requires the Governing
Council of the ECB to be able to control the overall
stance of monetary policy at all times; and harmo-
nization of the instruments across countries to the ex-
tent necessary “to ensure a single monetary policy
stance across the euro area, as well as the equal treat-
ment of counterparties and the avoidance of regula-
tory arbitrage.” 11

LEuropean Monetary Institute (1997), p. 18.
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Monetary Policy I nstruments and Procedures

Open market operations will be the main monetary
policy instrument of the ESCB. In addition, there will
be standing facilities, and in particular amarginal lend-
ing and amarginal deposit facility. The option has been
left open to rely on minimum reserve requirements,
and afinal decision on thiswill be taken by the ECB.

Open market operations are expected to take mainly
the form of reverse transactions (repos), but four other
instruments are envisaged: outright transactions, is-
suance of debt certificates, foreign exchange swaps,
and collection of fixed-term deposits. To conduct open
market operations, the ECB will be able to choose be-
tween three procedures. standard tenders, quick ten-
ders, and bilateral procedures. These operations will
be executed by the national central banks, which—in
the case of tenders—will collect all the bids and trans-
mit them to the ECB; the latter will then sum them up
and select the winning bids. Most refinancing to thefi-
nancial sector will be provided through regular
weekly reverse transactions (repos) with a maturity of
two weeks (Table 39).

To steer interest ratesin the event of unexpected lig-
uidity fluctuations, the ESCB will use fine-tuning op-
erations. These will be executed primarily as reverse
transactions but they may also take the form of out-
right transactions, foreign exchange swaps, or collec-
tion of fixed-term deposits. The European Monetary
Institute established that “fine-tuning operations will
normally be executed by the NCBs through quick ten-
ders or bilateral procedures. The ECB Governing
Council will decide if, under exceptiona circum-
stances, fine-tuning operations may be executed in a
centralized or decentralized manner by the ECB."12

Longer-term refinancing operations with a monthly
frequency and a maturity of three months are also
foreseen, but they would not be used to send signalsto
the market. Finally, reverse or outright transactions
and debt certificates will alow the ECB to affect the
structural liquidity position of the system.

Standing facilities (a marginal lending and a mar-
gina deposit facility) will allow counterparties to ob-
tain overnight liquidity or make overnight deposits
with EMU national central banks. Theinterest rates on
these two facilities should determine the ceiling and
the floor of acorridor within which overnight rates are
expected to fluctuate. Under normal circumstances,
the access to these two facilities will not be restricted
so that any eligible counterparty will be able to obtain
an unlimited credit from the lending facility aslong as
it has enough eligible collateral.

The European Monetary Ingtitute has indicated
three possible rationales for the introduction of mini-
mum average reserve requirements. First, average
requirements would help to stabilize short-term in-

12European Monetary Institute (1997), p. 19.
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Table 39. European System of Central Banks: Open Market Operations and Standing Facilities

Monetary Policy

Types of Transactions

Operations Provision of liquidity Absorption of liquidity Maturity Fregquency Procedure
Open market operations
Main refinancing Reverse transactions n.a Two weeks Weekly Standard tenders
operations (repos)
Longer-term refinancing  Reverse transactions n.a Three months Monthly Standard tenders
operations (repos)
Fine-tuning operations Reverse transactions Reverse transactions Nonstandardized Nonregular Quick tenders
(repos) (repos)
Foreign exchange swaps  Foreign exchange swaps
Collection of fixed-term Bilateral procedures
deposits
Ouitright purchases Outright sales n.a Nonregular Bilateral procedures
Structural operations Reverse transactions Issuance of debt Standardized/ Regular and Standard tenders
(repos) certificates nonstandardized  nonregular
Outright purchases Outright sales n.a Nonregular Bilateral procedures
Standing facilities
Margina lending facility =~ Reverse transactions n.a Overnight Access at the  Access at the
(repos) discretion of discretion of
counterparties  counterparties
Deposit facility na Deposits Overnight Accessat the  Access at the
discretion of discretion of

counterparties  counterparties

Source: European Monetary Institute (1997).

terest rates. Second, reserve requirements could be
used to create or enlarge a structural liquidity short-
age in the money market. Third, they could help to sta-
bilize monetary aggregates. By stabilizing short-term
rates, average reserve requirements would reduce the
amount and frequency of fine-tuning operations,
which in a decentralized operational framework could
become cumbersome. The institute indicated that
terms and conditions for reserve requirements would
be harmonized in the euro zone, but it did not specify
whether reserve requirements would be remunerated.
Eligible counterparties of the ESCB for monetary
policy operations will be either institutions estab-
lished in the euro area subject to at least one form of
EU supervision or branches of non-EMU institutions
that have their head office in an EU or European Eco-
nomic Area (EEA) country. These institutions must
be financially sound and the ESCB will have the au-
thority to suspend temporarily or permanently their
access to monetary policy instruments on prudential
grounds. Branches of institutions from third countries
could be counterparties only in bilateral outright op-
erations involving purchases or sales of securities.
All ESCB liquidity-providing operations will be
based on adequate collateral as required by Article
18.1 of the statute of the ESCB. Both public and pri-
vate assets denominated in euros will be €eligible as
collateral. Tier | collateral will include assets that ful-
fill eligibility criteria specified by the ECB for the
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whole euro area; Tier Il collateral will include other
assets that EMU national central banks may consider
eligible in accordance with ECB guidelines (Table
40). Both Tier | and Tier Il assetswill be eligiblein the
whole euro area, but, whereas the default risk related
to Tier | paper will be borne by the ESCB as a whole,
default risk related to Tier 11 paper will be borne by the
EMU national central bank that proposed it.13 To
avoid the “cheapest to deliver” problem (counterparts
delivering the lowest-quality collateral), the ECB
could impose margins (“haircuts’) or additional guar-
anteeson Tier |l assetswith alower credit standing. A
list of Tier Il assets was deemed necessary because
several national central banks have traditionally ac-
cepted sizable amounts of honmarketable private bills
and loans as collateral; to assess the related counter-
party risk, some national central banks employ a con-
siderable number of people (about 500 in France, 300
in Germany, and 100 in Austria).

The ESCB will have the capacity to conduct foreign
exchange intervention from the start of Stage Ill by

13Cross-border use of collateral (i.e., the possibility of a counter-
party located in one country of the euro area receiving credit from
its national central bank using assets located in another country of
the euro area) is envisaged. Given the incomplete coverage of inter-
national linkages between central securities depositories for this
purpose, the European Monetary Institute isimplementing a scheme
that would alow the relevant transfer of information to take place
across the ESCB itself.
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Table 40. European System of Central Banks: Eligible Assets

Criteria

Tier |

Tier I

Type of asset

Settlement procedures

European System of Central Banks debt certificates.
Other marketable financial obligations.

Assets must be centrally deposited in book-entry
form with a national central bank or a Central
Securities Deposit fulfilling European Central

Marketable financial obligations.
Nonmarketable financial obligations.
Equities traded on aregulated market.

Assets must be easily accessible to the national
central bank that has included them in its Tier |1
list.

Bank minimum standards.

Type of issuer
Public sector.
Private sector.

European System of Central Banks.

Public sector.
Private sector.

International and supranational institutions.

Financial soundness

Location of issuer European Economic Area

Location of asset Euro area
Currency of denomination Euro
Memorandum item:

Cross-border use Yes

The issuer (guarantor) must be financially sound.

The issuer/debtor (guarantor) must be financially
sound.

Euro area.

Location in other European Economic Area
countries can be accepted subject to European
Central Bank approval.

Euro area.

Location in other European Economic Area
countries can be accepted subject to European
Central Bank approval.

Euro.

Other European Economic Area or widely traded
currencies can be accepted subject to European
Central Bank approval.

For “domestic” assets: yes.
For “foreign” assets: possibly restricted.

Source: European Monetary Institute (1997).

means of reserves transferred from the EMU national
central banksto the ECB, totaling a maximum amount
of 50 hillion euros (Article 30 of the statute of the
ESCB). The management of foreign reserves that re-
main with the EMU national central banks will be
subject to guidelinesissued by the ECB (Article 31.3)
to ensure that such operations will not interfere with
the monetary and exchange rate policies of the ECB.
Exchange rate policy cooperation between the euro
area and other EU countries is envisaged within the
framework of a new exchange rate mechanism called
ERM2 (see Box 7). The ECB will make decisions re-
lated to foreign exchange intervention, but it has not
yet been decided whether the ECB or the EMU na-
tional central banks will implement them; this deci-
sion is left to the Governing Council of the ECB.
Counterparties for foreign exchange intervention will
need to satisfy a number of prudential and efficiency
criteria

Monetary Policy Operating Procedures in Other

Industrial Countries

Monetary policy operating procedures in industrial
countries seem to be guided by two alternative para-
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digms (Table 41).14 On the one hand, the central banks
of the United States, Japan, the United Kingdom,
Canada, and Australia play an active role in their do-
mestic money markets by intervening daily. This re-
flects arelatively volatile demand for liquidity, owing
in part to their more developed securities markets. On
the other hand, most continental European central
banks intervene infrequently, relying mainly on aver-
age reserve requirements to smooth liquidity shocks.15

Like the ECB, most central banks use reverse trans-
actions, in the form of repos or reverse repos, as their
main monetary policy instrument. Only in Canada are
reverse transactions not the main monetary policy in-
strument; there the central bank transfers government
deposits between its balance sheet and that of clearing
banks. In the United Kingdom, since 1994 the Bank of
England has increasingly used repos alongside the tra-
ditional outright purchases of commercial bills; this
trend has continued with the opening of the private
repo market in January 1996.

14See Borio (1997), pp. 286-368.
15In the United States, the growing use of so-called sweep accounts
isincreasingly reducing the buffer role of reserve requirements.
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Box 7. ERM2

The Treaty of Maastricht does not specify the ex-
change rate arrangement between EMU and the EU
countries that are not initial members. To eliminate this
uncertainty, in December 1995, the European Council in
Madrid announced that the current ERM will be replaced
by anew exchange rate mechanism, called ERM2, whose
main features were agreed on in the Resolution of the
Amsterdam European Council in June 1997.

The main objective of ERM2 will be to support the
single market by avoiding the disruption of trade flows
resulting from real exchange rate misalignments or ex-
cessive nominal exchange rate volatility. Participation
will be voluntary but expected, especialy by countries
planning to join EMU with a delay. To allow for differ-
ent degrees and strategies of convergence, the structure
of ERM2 will be flexible. Target fluctuation bands vis-&-
vis the euro will be wide: plus or minus 15 percent. Nar-
rower bands between the ECB and non-EMU national
central banks are foreseen, but they will be “without
prejudice to the interpretation of the exchange-rate crite-
rion” of the Maastricht Treaty Also, bilateral fluctuation
bands and intervention arrangements between two non-
EMU national central banks will be possible. Interven-
tion at the margin should be automatic and unlimited, but
the ECB and the EMU national central banks will be en-

titled to suspend intervention if the primary objective of
price stability is threatened. Intramarginal intervention
will remain discretionary. The Very Short Term Financ-
ing Facility (VSTF) of the current ERM will be available
also in ERM2 “broadly on the basis of the present
arrangements.”

The main uncertainty about the functioning of ERM2
regards the commitment of the ECB to support a cur-
rency of the system under attack. This commitment
seems to be limited by the provision that intervention
could be suspended “if this were to conflict with the
primary objective of price stability.” Threats to price
stability, however, are likely to be much rarer than in the
present ERM because the large scale of EMU will allow
easier sterilization of any ERM2-related intervention;
in addition, the latter will have a much more limited im-
pact on the liquidity of the euro area. At the same time,
intervention by a non-EMU national central bank will
not be very effective in stabilizing its parity with the
much larger euro zone. Thus, non-EMU countries can
reasonably be expected to exercise their obligation for
stabilizing ERM 2 parities primarily through the mainte-
nance of appropriate monetary, fiscal, and structural
policies, rather than through foreign exchange market
intervention.

The two-week maturity and the weekly frequency
selected for the ECB’s operations are identical to
those of the reverse transactionsin Germany. The ma-
turity of reverse transactions is shorter in most other
countries. There is a clear-cut distinction between the
higher frequencies of intervention (up to three times a
day in the United Kingdom) in the United States, the
United Kingdom, Canada, Australia, and Japan, and
the lower (generally weekly) frequencies in all other
countries, especially those that are likely to be inau-
gural members of EMU. Additional irregular fine-tun-
ing operations are used in every country with the ex-
ceptions of Germany and Austria. Also fairly common
are long-term refinancing operations, though these are
not used in Canada, Australia, Spain, and Sweden.

Most countries also have marginal lending and mar-
ginal deposit facilities. Where aformal standing facil-
ity does not exist, similar arrangementsarein place. In
the United Kingdom, there are several facilities charg-
ing escalating rates aimed at limiting the rise in the
overnight rate. In Canada, discretionary reverse trans-
actions operate as quasi-standing facilities. In Ger-
many, issuance of short-term paper plays the role of a
deposit facility. Although some countries still main-
tain a subsidized below-market facility (discount win-
dow), it has generally not been used in recent yearsfor
liquidity management purposes.

Average reserve requirements exist in Australia,
Austria, Canada, France, Germany, Italy, Japan, the
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Netherlands, Spain, Switzerland, and the United
States, but they are remunerated only in Australia,
Italy, the Netherlands, and Switzerland. To reduce the
volétility of the overnight rates, some countries with-
out reserve requirements have introduced averaging
provisions. In Canada, for example, there is a “zero”
reserve requirement with averaging and banks are pe-
nalized when they have negative average settlement
balances on a one-month period. In the United King-
dom, reserve requirements have been replaced by a
small cash deposit ratio, but without averaging.

Although frequent interventions have not been
ruled out, the announced framework for the ECB’s
monetary policy appears much closer to the continen-
tal European model than to that of one of the other in-
dustrial countries. Key decisions remain, however,
and events could force the ECB to play a more active
role.

Framework for General Financial Policies

Banking Supervision and Functions of Lender
of Last Resort

Among the industrial countries, there is no clear
tendency to combine banking supervision functions
with monetary policy functions (Table 42). About half
of the countries combine the two functions within the
central bank. The other countries separate these func-
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Table 41. Key Monetary Policy Operating Proceduresin Industrial Countries and in the European Central Bank

European
Central United United
Bank  Austria Belgium France Germany Italy Netherlands Spain Sweden Kingdom Austraia Canada Japan Switzerland States
Main operation RT RP RPL RP RP RT CL RP RT oT RT RT RT FXS RT
Maturity (days) 14 7 7-15 7 14 <30 2-8 10 7 1-33 av. 7 1 1-90 80-120 1-15
Frequency 1/wk 1/wk T/wk 2/wk T/wk >1/wk 1l/4d 1/10d Twk <3/d 1/d 1/d <3/d =1/wk =1/d
Fine-tuning operations Yes No Yes Yes No Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
Long-term refinancing
operations Yes Yes Yes Yes Yes Yes Yes No No Yes No No Yes Yes Yes
Standing facility
Lending Yes Yes Yes Yes Yes Yes No No Yes 2 Yes Yes? No Yes No
Deposit Yes Yes Yes No No# No No No Yes No Yes 3 No No No
Below market No Yes Yes No Yes Yes Yes No No No No No Yes® No Yes
Reserve requirements 6 Yes No Yes Yes Yes Yes Yes No 7 Yes Yest Yes Yes Yes
Remuneration 6 No No No No Yes Yes No No No Yes No No Yes No

Source: Borio (1997).

Notes: RT = reverse transaction (repo or reversed repo); RP = repo (reversed purchase); OT = outright transaction, secondary market; CL = collateralized loan; FXS = foreign exchange

swap (purchase or sale).

10r collateralized loans, depending on assets backing the transaction.
2A number of facilities aimed at limiting the rise in the overnight rate.

3Mainly overdraft loans. In addition, discretionary reversed transactions operated on occasions as a quasi-standing facility.
4Discretionary issuance of short-term paper operated on occasions as a standing facility.

Slnactive since July 1995.

SNot yet decided.
7Cash ratio deposit.

8Requirement that average settlement balances before overdrafts be non-negative.
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Table 42. Monetary and Supervisory Agencies

Supervisory Agency

Notes

Monetary Agency
Australia Reserve Bank of Australia (CB)
Austria National Bank of Austria (CB)
Belgium National Bank of Belgium (CB)
Canada Bank of Canada (CB)
Denmark Danmarks Nationalbank (CB)
Finland Bank of Finland (CB)
France Bank of France (CB)
Germany Deutsche Bundesbank (CB)
Greece Bank of Greece (CB)
Hong Kong, China Hong Kong Monetary Authority (CB)
Ireland Central Bank of Ireland (CB)
Italy Bancad'Italia (CB)
Japan Bank of Japan (CB)
Luxembourg Luxembourg Monetary Institute (CB)
Netherlands De Nederlandsche Bank (CB)
New Zeaand Reserve Bank of New Zealand (CB)
Norway Norges Bank (CB)
Portugal Banco de Portugal (CB)
Spain Banco de Espana (CB)
Sweden Sveriges Riksbank (CB)
Switzerland Swiss National Bank (CB)
United Kingdom Bank of England (CB)
United States Federal Reserve Board (CB)
Venezuela Banco Central de Venezuela (CB)

Reserve Bank of Australia (CB)

(Federa) Ministry of Finance (MF)

Bank and Finance Commission

Office of the Superintendent of Financial Institutions (MF)
Financia Supervisory Agency (MEA)

Financial Supervision Authority (CB)

Bank of Finland (CB)

Bank of France (CB) Banking Commission

Federal Banking Supervisory Office Deutsche Bundesbank (CB)
Bank of Greece (CB)

Hong Kong Monetary Authority (CB)

Central Bank of Ireland (CB)
Bancad'Italia (CB)

Ministry of Finance (MF)
Luxembourg Monetary Institute (CB)
De Nederlandsche Bank (CB)

Reserve Bank of New Zealand (CB)

Banking, Insurance and Securities Commission (MF)
Banco de Portugal (CB)

Banco de Espana (CB)

Swedish Financial Supervisory Authority

Federal Banking Commission

Bank of England (CB)

Office of the Comptroller of the Currency (MF)
Federal Reserve Board (CB)

State governments

Federal Deposit I nsurance Corporation
Superintendency of Banks

wan KOOMLO OOVLOO OONO O 0O vLno

Source: Goodhart and Schoenmaker (1995).
Note: The sample covers al industrialized countries (OECD); Hong Kong, China; and Venezuela. C = combined; CB = Central Bank;
MEA = Ministry of Economic Affairs; MF = Ministry of Finance; and S = separated.
1In May 1997, the U.K. government announced plans to move responsibility for banking supervision from the Bank of England to the Se-
curities and Investments Board.

tions and assign supervisory responsibilities to an-
other agency, usually under the control of the ministry
of finance. In some instances the distinction is blurred.
In France, for example, the Banking Commission
(Commission Bancaire) is chaired by the Governor of
the Bank of France with representatives of the French
Treasury; the commission supervises compliance with
regulations, but the Bank of France carries out inspec-
tions on behalf of the commission.16

There does not seem to be any clear-cut correspon-
dence between monetary operating procedures and
banking supervision models. Industrial countries out-
side continental Europe do not share the same model.
Some countries (Australia, New Zealand, the United
Kingdom,17 to some extent the United States) com-
bine monetary and supervisory functions within the

16These cases were classified following Goodhart and Schoen-
maker (1995).

17The United Kingdom is about to adopt the alternative model of
banking supervision. In May 1997, the government announced plans
to move responsibility for banking supervision from the Bank of
England to the Securities and Investments Board.
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central bank, whereas other countries (Canada, to
some extent the United States) separate them. Conti-
nental European countries are also split as to how to
allocate these responsibilities. Germany, some of its
close neighbors (Austria, Switzerland, Belgium, Den-
mark), and three Scandinavian countries (Sweden,
Norway, and Finland) separate the two functions,
whereas the other EU countries combine them.
Current plans suggest that EMU is likely to follow
the German model of separating monetary and super-
visory responsibilities. The Treaty of Maastricht lim-
its the role of the ECB in the area of prudential super-
vision to “specific tasks’ that the EU Council may
confer to it on a proposal of the European Commis-
sion. Specifically, Article 105(6) of the treaty states:
“The Council may, acting unanimously on a proposal
from the Commission and after consulting the ECB
and after receiving the assent of the European Parlia-
ment, confer upon the ECB specific tasks concerning
policies relating to the prudential supervision of credit
institutions and other financial institutions with the
exception of insurance undertakings.” The commis-
sion has not yet taken any initiative in this direction.
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Thetreaty makes clear that the role of the European
System of Central Banks is subordinate to that of the
competent supervisory authorities by indicating that
the ESCB is expected “to contribute to the smooth
conduct of policies pursued by the competent author-
ities relating to the prudential supervision of credit
institutions and the stability of the financial sys
tem” (Article 105(5)). Accordingly, the statute of the
ESCB assigns the ECB only an advisory function by
indicating that “the ECB may offer advice to and be
consulted by the Council, the Commission and the
competent authorities of the Member States on the
scope and implementation of Community legislation
relating to the prudential supervision of credit institu-
tions and to the stability of the financial system” (Ar-
ticle 25(1)).

Central banks of industrial countries with highly se-
curitized and liquid financial markets, such as the
United States and the United Kingdom, have acted as
lender of last resort in order to satisfy their respective
mandates to ensure financial market stability.18 In
contrast, central banks of countries where credit is
mainly intermediated by banks, such as Germany and
other continental EU countries, have generally not
taken up the role of lender of last resort for which they
rarely have a statutory mandate.19

The treaty follows the German model in not at-
tributing any lender-of-last-resort role to the ESCB. In
fact, no mention is made of this function in either the
treaty or in the statute of the ESCB. This implies that
the ECB is not expected to inject liquidity into the sys-
tem to deal with liquidity or insolvency crises of the
banking system. In addition, it is yet to be determined
how crises of this nature will be detected, monitored,
and resolved. Although this arrangement may reduce
moral hazard and enhance the credibility of the ECB,
which would be less influenced by considerations of
financial system stability when deciding monetary
policy, it may be at odds with other functions assigned
to the ECB by the Treaty of Maastricht, such as pro-
moting “the smooth operation of payments systems’
(Article 105(2)). Given that a central bank usually re-
mains the only immediate source of funding in the
system, close coordination between the ECB and su-
pervisory agencies in participating countries will be
essential for the ECB to have enough information to
carry out its refinancing operations.

Clear and unambiguous mechanisms for managing
liquidity crises are crucial to the smooth functioning

18See Folkerts-Landau and Garber (1992).

191n both groups of countries, however, banks in difficulties were
rarely allowed to fail. In their sample of 104 banking crises from al
industrial countries, Goodhart and Schoenmaker (1995) find that in
only one-third of the cases were banks in difficulties liquidated; in
the other instances, they were rescued with funds provided, often
jointly, by central banks, commercia banks, deposit insurance
schemes, and governments. Interestingly, there were only two cases
in which a central bank acting alone rescued a bank.
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of TARGET. There may be situations in which the
ECB will have to extend a sizable credit within hours
of being presented with an institution unable to meet
its payments obligations. In this instance, the ECB
should have all the supervisory information needed to
assess whether it is facing a liquidity crisis or a sol-
vency crisis. Asthe U.S. experience shows, the likeli-
hood and the systemic consequences of liquidity
crises are bound to increase as the volume of transac-
tions in securities markets grows. Given that the rapid
expansion of these markets is a widely anticipated
consequence of EMU, it is of concern that no clear
EMU-wide mechanism to deal with a liquidity crisis
has been agreed upon in a context in which supervi-
sory functions are decentralized nor has the ECB been
given any supervisory or lender-of-last-resort role.

No additional agreement has yet been announced on
the flows of supervisory information between the
ECB and the competent authorities—not even in the
event of abanking crisis. Information sharing islikely
to be regulated by the so-called BCCI Directive (Di-
rective 95/26/EC of June 29, 1995), which removes all
legal obstacles to the exchange of information be-
tween the authorities supervising credit institutions,
investment firms, or insurance companies and the staff
of central banks or “other bodies with a similar func-
tion in their capacity as monetary authorities’—
including the ECB. The implementation of this direc-
tive remains ambiguous, however, because it neither
specifies the information that could be exchanged nor
creates an obligation to provide it. Further arrange-
ments between supervisory authorities and the ECB
will be needed to make sure that the relevant informa-
tion for the smooth functioning of the payments sys-
tem and the conduct of monetary policy operations
will be exchanged in a timely manner in the event of
acrisis.

Deposit I nsurance Schemes

The Directive on Deposit-Guarantee Schemes (May
1994) required all EU countries to introduce a deposit
insurance scheme by July 1995 with the following
main features: (1) a minimum coverage of ECU
20,000 for each depositor (ECU 15,000 until Decem-
ber 31, 1999); (2) insurance of deposits at foreign
branches according to the home country scheme,?0
unless the foreign branch joins a more favorable host
country scheme; (3) a possibility of excluding from
coverage the deposits of financial institutions and in-
surance companies, as well as bonds issued by banks.

The directive notwithstanding, the structure of de-
posit insurance schemes in the EU is far from being

20Until December 31, 1999, however, home country coverage of
deposits at foreign branches of domestic banks cannot exceed the
level of host country coverage.
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harmonized (Table 43). Deposit insurance administra-
tion isthe responsibility of the government in five EU
countries, of the banking system in six, and of both in
the remaining four. Funding is provided ex ante (i.e.,
areserve fund is established before the occurrence of
a bank failure) in two-thirds of the countries and ex
post (i.e., funds are obtained after the occurrence of a
bank failure) in the remaining ones, but no country
seems to make explicit the source of funding for cata-
strophic losses;, among ex ante funding schemes, only
those of Denmark and the United Kingdom specify a
minimum reserve level for the fund. Deposit insurance
premiums are risk based only in Italy, Portugal, and
Sweden, and the basis on which the premium is calcu-
lated varies considerably across the European Union.
The extent of coverage is uneven, ranging from a low
of about $12,000 in Spain to a high of some $118,000
in Italy. In Finland, each depositor is insured in full;
full insurance existsin Germany but only up to 30 per-
cent of the bank’s capital per depositor. Coinsurance
schemes, in which depositors share part of the losses,
exist in the United Kingdom and Ireland and to some
extent in Portugal, where depositors are fully covered
up to alimit and only partially for additional amounts.

The lack of harmonization of deposit insurance
schemes may become a source of concern. Various de-
grees of deposit insurance protection could trigger reg-
ulatory competition between banking systems in the
European Union, with funds flowing toward countries
offering the most protection. Furthermore, given that
foreign branches can join a host country scheme, situ-
ations may arise in which foreign branches obtain “in-
surance coverage in a country even though that coun-
try has no authority to regulate the risk-taking behavior
of those branches because of mutual recognition.”21

Financial Regulation, Capital Standards, and
Supervisory Practices

There are considerable differencesin the regulation
of banks activities and their ownership structure
across EU countries. Table 44 classifies EU and G-10
countries according to the extent to which they are al-
lowed to engage in securities, insurance, and real es-
tate activities, and to own or be owned by non-
banks.22 Unless further harmonization takes place,
banking regulations grant considerably different
powers to banks in each country, ranging from the
“very wide powers’ given to British, French, Dutch,
and Austrian banks to the “somewhat restricted pow-
ers’ of Italian, Swedish, Belgian, and Greek banks;
the banks in the remaining EU countries (Germany,
Spain, Portugal, Ireland, Denmark, Finland, and Lux-

21See Barth, Nolle, and Rice (1997), p. 25.
22The classification follows Barth, Nolle, and Rice (1997).
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embourg) fall in an intermediate group with “wide
powers.”

Of all these possible banking activities, securities
operations are the most uniformly regulated across
the European Union: they are “unrestricted” in all
EU countries except Belgium (where a bank may not
underwrite stock issues) and Greece (where dealing
and brokerage must be conducted through subsidi-
aries).23 Firewalls (i.e., restrictions designed to main-
tain securities and insurance operations separate from
affiliated banks) are mandated only in Italy, Denmark,
and Greece. Insurance activities by banks are also
“permitted” in most countries if they are conducted
through subsidiaries, but they are “restricted” in Ger-
many, Finland, and Greece (i.e., less than a full range
of activities can be conducted in the bank or sub-
sidiaries), and they are “prohibited” in Ireland. Real
estate activities are restricted in more than one-third of
the EU countries; permitted in Germany, France, the
Netherlands, Denmark, and Finland; and unrestricted
only in the United Kingdom, Ireland, Austria, and
Luxembourg. Commercial bank investment in nonfi-
nancia firms is unrestricted in two-thirds of the EU
countries, permitted in Portugal, and restricted in Den-
mark, Italy, Sweden, and Belgium. Similarly, nonfi-
nancia firm investment in commercia banksis unre-
stricted in 11 EU countries, permitted in Spain, and
restricted in Italy and Luxembourg.

Most securities activities are on the list of bank ac-
tivities subject to mutual recognition in the European
Union, included in the Second Banking Directive,
which took effect on January 1, 1993 (Table 45). This
means that the single EU passport will allow any EU
bank to follow its home country regulations on securi-
ties activities when it operates in another EU country
even if the host country regulations are different. Asa
result, lack of harmonization of the regulations on se-
curities activities may hamper the competitive posi-
tion of some banking systems by causing outflows of
funds toward countries permitting the widest range of
activities, but it cannot be an obstacle to cross-border
competition. This may explain the greater harmoni-
zation of securities regulations. In contrast, insurance
and real estate activities are not included in the list
of activities subject to mutual recognition so that
whether banks are allowed to engage in them depends
on both home country and host country regulations.
Differences in these regulations can create opportuni-
ties for regulatory arbitrage and be an obstacle to
cross-border competition.

23Definitions: Unrestricted: afull range of activities in the given
category can be conducted directly in the bank. Permitted: a full
range of activities can be conducted, but all or some must be con-
ducted in subsidiaries. Restricted: less than afull range of activities
can be conducted in the bank or subsidiaries. Prohibited: the activ-
ity cannot be conducted in either the bank or subsidiaries. See Barth,
Nolle, and Rice (1997).
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Table 43. Deposit | nsurance Schemes for Commercial Banksin the European Union and G-10 Countries, 1995

Administration of

System: Government Extent or Ex Ante or Fund Minimum Risk-Based
or Industry Amount of Coverage Ex Post Funding Reserve Level Base for Premium Premiums
Austria Industry S 260,000 (per physical Ex post; system organized n.a The deposit guarantee system shall obligateits n.a
person depositor) as an incident-related member institutions, in case of paying out of
guarantee facility guaranteed deposits, to pay without delay pro
rata amounts that shall be computed according
to the share of the remaining member institution
at the preceding balance sheet data as compared
to the sum of such guaranteed deposits of the
deposit guarantee system
Belgium Government/industry ECU 15,000 until Dec. 1999, Ex ante, but in case of No Total amount of customer’s deposits that No
(joint) ECU 20,000 thereafter insufficient reserves, banks qualify for reimbursement and that are
may be asked to pay, each expressed either in BF, ECU, or another
year if necessary, an EU currency
exceptional additional
contribution up to
0.04 percent
Canada Government Can$60,000 (per depositor) Ex ante No Insured deposits No
(Crown Corporation)
Denmark Government DKr 300,000 or ECU 42,000 Ex ante Yes, 3 hillion DKr Deposits No
(per depositor)
Finland Industry 100 percent (per depositor) Ex ante No Total assets No
France Industry F 400,000 (per depositor) Ex post n.a The contribution consists of two parts: (1) A
fixed part, irrespective of the size of the bank,
equal to 0.1 percent of any claim settled and
with a F 200,000 ceiling; and (2) a proportional
part, varying according to aregressive scale
relative to the size of the bank contributing,
based on deposits and one-third credits. na
Germany Industry 100 percent up to alimit Ex ante; however, No Balance sheet item “Liabilities to Customers’  No
of 30 percent of the bank’s additional assessments
liable capital (per deposit) may be made if necessary
to discharge the fund’s
responsibilities. These
contributions are limited
to twice the annual
contribution
Greece Government/industry ECU 20,000 (per depositor) Ex ante No Total deposits No
(joint)
Ireland Government 90 percent of deposits; Ex ante No, but minimum Total deposits excluding interbank deposits No
maximum compensation is Premium Rate of and deposits represented by negotiable
ECU 15,000 £20,000 certificates of deposit
Italy Industry 100 percent of first Ex post; banks commit No Maximum limit for funding the whole system:  Yes
Lit 200 million (per depositor)  ex ante; however, Lit 4,000 billion. Contributions are distributed
contributions are ex post among participants on the basis of deposits
plus loans minus own funds with a correction
mechanism linked to deposit growth.
Japan Government/industry ~ ¥10 million yen Ex ante No Insured deposits No
(joint) (per depositor)
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Luxembourg

Netherlands

Portugal

Spain

Sweden
Switzerland

United Kingdom

United States

European Union
(EC Directive
on Deposit-
Guarantee
Schemes)

Industry

Government/industry
(joint)

Government

Government/industry
(joint)

Government

Industry

Government

Government

Only directs that each
member state shall
ensure within its
territory one or more
deposit guarantee
schemes are
introduced and
officially recognized

Lux F 500,000
(per depositor), only
natural persons

ECU 20,000 (per
depositor); compensation
paid in guilders

100 percent up to 15,000 ECU
75 percent: 15,000-30,000 ECU
50 percent: 30,000-45,000 ECU
(per depositor)

Ptas 1.5 million (per depositor);
to be increased to ECU 20,000

SKr 250,000 (per depositor)
SwF 30,000 (per depositor)

90 percent of protected deposits,
with the maximum amount of
deposits protected for each
depositor being £20,000 (unless
the sterling equivalent of

ECU 22,222 is greater). Thus,
the most an individual can
collect in abank failureis
£18,000 (per depositor) or
ECU 20,000 if greater

$100,000 (per depositor)

The aggregate deposits of each
depositor must be covered up
to ECU 20,000. Until Dec. 31,
1999, member states in which
deposits are not covered up to
ECU 20,000 may retain the
maximum amount laid down on
their guarantee schemes,
provided that this amount is
not less than ECU 15,000

(per depositor)

Ex post

Ex post

Ex ante. However, the
payment of the annual
contributions may be
partly replaced, with a
legal maximum of

75 percent, by the
commitment to deliver
the amount due to the
Fund, at any moment it
proves necessary

Ex ante

Ex ante
Ex post

Ex ante; banks make initial

contributions of £10,000
when abank isfirst
authorized, further
contributions if the fund
falls below £3 million,
not exceeding £300,000
per bank based on the
insured deposit base of
the banks involved, and
specia contributions,

again based on the insured
deposit base of the banks

involved, but with no
contribution limit

Ex ante

Determined within each
member state

n.a

n.a

No

No

No
n.a

Yes, thefund is
required by law to
maintain alevel of

£5 million to £6 million,
but the Deposit
Protection Board can
decide to borrow to
meet its needs

Yes, 1.25 percent of
insured deposits

Determined within
each member state

Banks' premiums based on percentage of loss
to be met

Amount repaid in compensation to insured is
apportioned among participating institutions.
However, the contribution in any one year

shall not exceed 5 percent per an institution’s
own funds and per all institutions' own funds

Guaranteed deposits

Deposits

Covered deposits

Two components: fixed fee in relation to gross
profit; variable fee depending on share of total
protected deposits of an individual bank

All deposits in European Economic Area
currencies less deposits by credit institutions;
financial institutions, insurance undertakings,
directors, controllers and managers, secured
deposits, CDs, deposits by other group
companies and deposits that are part of the
bank’s own funds

Domestic deposits

Determined within each member state

n.a

n.a

Yes

No
Yes

n.a

No

Yes

Determined
within each
member state

Sources: IMF country desks; and Barth, Nolle, and Rice (1997).
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Table 44. Permissible Banking Activities and Bank Ownership in the European Union and G-10

Countries, 1995

Nonfinancial Firm
Investment in

Commercial Bank
Investment in

Securitiest Insurance? Real Estate3 Nonfinancial Firms Commercial Banks
Banks given very wide powers
Austria Unrestricted Permitted Unrestricted Unrestricted Unrestricted
Switzerland Unrestricted Permitted Unrestricted Unrestricted Unrestricted
United Kingdom Unrestricted Permitted Unrestricted Unrestricted Unrestricted
France Unrestricted Permitted Permitted Unrestricted Unrestricted
Netherlands Unrestricted Permitted Permitted Unrestricted Unrestricted
Banks given wide powers
Denmark Unrestricted Permitted Permitted Restricted Unrestricted
Finland Unrestricted Restricted Permitted Unrestricted Unrestricted
Germany Unrestricted Restricted Permitted Unrestricted Unrestricted
Ireland Unrestricted Prohibited Unrestricted Unrestricted Unrestricted
Luxembourg Unrestricted Permitted Unrestricted Unrestricted Restricted
Portugal Unrestricted Permitted Restricted Permitted Unrestricted
Spain Unrestricted Permitted Restricted Unrestricted Permitted
Banks given somewhat restricted powers
Italy Unrestricted Permitted Restricted Restricted Restricted
Sweden Unrestricted Permitted Restricted Restricted Restricted
Belgium Permitted Permitted Restricted Restricted Unrestricted
Canada Permitted Permitted Permitted Restricted Restricted
Greece Permitted Restricted Restricted Unrestricted Unrestricted
Banks given restricted powers
Japan Restricted Prohibited Restricted Restricted Restricted
United States Restricted Restricted Restricted Restricted Restricted

Source: Barth, Nolle, and Rice (1997).

Definitions: Unrestricted: afull range of activities in the given category can be conducted directly in the bank. Permitted: afull range of ac-
tivities can be conducted, but al or some must be conducted in subsidiaries. Restricted: less than afull range of activities can be conducted in
the bank or subsidiaries. Prohibited: the activity cannot be conducted in either the bank or subsidiaries.

1Securities activities include underwriting, dealing, and brokering all kinds of securities and all aspects of the mutual fund business.

2Insurance activities include underwriting and selling insurance products/services as principal and as agent.

3Real estate activities include investment, development, and management.

The implementation of several EU directives?4 and
of the Basle Accord has not fully harmonized capital
standards, which still differ somewhat across EU
countries owing to the different lists of items that
banks can use to meet capital requirements (Table
46). Likewise, supervisory practices vary in terms of
procedures for examinations and inspections, disclo-
sure of regulatory information, lending limits (on bor-
rowers, sectors, countries, and large exposures), and
limits on bank activities abroad (Table 47). Whereas
a single currency will increase pressures for harmo-
nization, decentralized supervisory functions may
well alow these differences to persist long enough to
affect the location of the banking industry within
EMU.

24The two main EU directives concerning capital standards are
the EC Own Funds Directive (April 1989) and the EC Solvency
Directive (December 1989). By January 1, 1993, EU banks had
to satisfy a minimum 8 percent risk-weighted total capital ratio
in line with the Basle Accord. A third directive, the EC Capital
Adequacy Directive (June 1993), set capital requirements for the
market risk resulting from trading in securities, derivatives, and
foreign exchange.
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Euro asa Catalyst: Incentives for
Continued Structural Change

Driven by financial deregulation, changing oppor-
tunities for investment, and bank disintermediation,
European securities markets have become more
highly integrated and liquid. These changes have been
associated with the placement of large sovereign debt
issues, which provided strong incentives to develop
liquid and efficient secondary bond markets, and with
the accumulation of large stocks of public debt, which
raised yields on government securities thereby making
them an attractive alternative to bank deposits. Facili-
tated by the recent convergence of macroeconomic
policies, greater capital mobility has contributed to
market integration by linking national securities
markets, reducing bond spreads, and increasing co-
movements in bond and equity returns across EU
countries.2s

25See Artis and Taylor (1990), Frankel, Phillips, and Chinn
(1993), and Eijffinger and Lemmen (1995).
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Table45. List of Bank Activities Subject to
Mutual Recognition in the European Union?

Acceptance of deposits and other repayable funds from the public.
Lending.2

Financing leasing.

Money transmission services.

Issuing and administering means of payment (e.g., credit cards,
traveler’s checks and banker’s drafts).

Guarantees and commitments.

Trading for own account or for account of customersin:
Money market instruments (checks, hills, certificates of deposit)
Foreign exchange
Financial futures and options
Exchange and interest rate instruments
Transferable securities.

Participation in share issues and the provision of services related
to such issues.

Advice to undertakings on capital structure, industrial strategy,
and related questions and advice and services relating to mergers
and the purchase of undertakings.

Money brokering.

Portfolio management and advice.
Safekeeping and administration of securities.
Credit reference services.

Safe custody services.

Source: Barth, Nolle, and Rice (1997).

1The Second Banking Directive specifies that an EU bank or
“credit institution” (i.e., deposit-taking and lending institution) may
conduct directly or through branches the listed activities throughout
the EU so long as its home country authorizes the activities. Sub-
sidiaries of credit institutions governed by the law of the same
member state may also conduct the activities, subject to conditions
that include 90 percent ownership and a guarantee of commitments
by the parent credit institutions. Insurance and real estate activities
are not on the list and are therefore determined by both home and
host country regulations. The Second Banking Directive took effect
January 1, 1993.

2Including among other things consumer credit; mortgage credit;
factoring, with or without recourse; financing of commercial trans-
actions (including forfaiting).

Against the background of these ongoing structural
changes, the introduction of the euro will alter incen-
tives in such a way so as to encourage the further se-
curitization26 of European finance, greater uniformity
in market practices, more transparency of pricing, and

26Securitization refersto the creation of any credit, ownership, or
derivative claims that are publicly tradable, either in organized ex-
changes or over the counter, and whose prices are determined
at frequent intervals in an open market. The popular press has
used this term, almost exclusively, to describe asset-backed secu-
rities (the creation of high-quality, negotiable, liquid securities
that are funded by setting aside illiquid separate claims, such as
mortgage obligations, consumer receivables, and other classes of
assets).
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increased market integration.2” First, by eliminating
separate currencies, the introduction of the euro re-
duces the direct cost of spot transactions and elimi-
nates arelatively volatile element of market risk—for-
eign exchange risk—in longer-dated real and financial
contracts between entitiesin EMU member countries.
While foreign exchange risk between some ERM cur-
rencies may have diminished recently (as measured by
implied volatilities, for example), the costs incurred
by market participants—including central banks—
during the violent disruptions in the ERM crisis in
199293 will long be remembered as will the frequent
realignments, often preceded by speculative attacks,
in the early years of the EMS and in the less formal
exchange rate arrangements before the EMS.

Second, the elimination of currency risk increases
the relative importance of other elements of risk, in-
cluding credit, liquidity, settlement, legal, and event
risks. Credit risk is likely to be the most important
component of securities pricing within EMU, with the
implication that the “relative value” of underlying
credits rather than judgments about the stability and
volatility of currency values will drive securities
prices.

Increased attention will be paid to other elements of
risk. Bond issues of two otherwise identical credit
risks—say, a German company and a French one pro-
ducing the same goods and having similar balance
sheets—may be priced differently if issuing tech-
niques, clearing and settlement procedures, and legal
procedures are different in the respective countries.
The impact of these remaining and less volatile com-
ponents of risk on the cost of raising fundswill provide
incentives to suppliers of securities to narrow further
their interest rate spreads by increasing transparency
and by improving issuing techniques and financial in-
frastructures to attract investors. This competitive
process, if allowed to run its course, could lead to the
sufficient harmonization of market practices within the
euro zone to eliminate the advantages a particular geo-
graphical market may now have. In this way, the elim-
ination of currency risk could lead to greater unifor-
mity and transparency of market practices, with the
benefits of more uniform pricing and a breakdown of
market segments within Europe.

The elimination of currency risk and its costs, the
convergence of credit spreads, and more uniformity in
market practices together can be expected to increase
the depth and liquidity of European securities markets.
In short-term markets (money, swap, and short-term

27Even without the euro, full implementation of the EU Invest-
ment Services Directive (1SD), which creates a single passport for
securities firms (brokers and dealers), portfolio managers, and in-
vestment advisories, would provide renewed stimulus for the cre-
ation of an EU single market in financial services, although some
impediments to cross-border competition remain. The euro is likely
to enhance the impact of the 1SD.
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Table 46. Components of Capital for Meeting the Capital Standards or Requirementsin the European Union and G-10 Countries
Hybrid Capital Investment in
Current Year Instruments Limited Life Latent, or the Capital of
Noncumulative Profit Added Intangible (Including Cumu- Redeemable  Fixed-Asset Hidden, General Other Banks
Perpetua (or Loss  Assets Other Undisclosed  lative Perpetual  Subordinated ~ Preference Revauation Revaluation Loan/Loss  and Financia
Preferred Stock  Deducted) than Goodwill Goodwill Reserves  Preferred Stock)  Term Debt Shares Reserves Reserves Reserves Institutions
Austria Yes Yes No No  Yes, butlimits Yes, but limits  Yes, but limits No Yes, but limits No Yes No
Belgium Yes Yes No No  Yes, butlimits Yes, but limits  Yes, but limits  Yes, but limits  Yes, but limits No Yes No
Denmark No, does Yes No No No Yes, but limits ~ No No, does No, does No, does No, does No
not exist not exist not exist not exist not exist
Finland Yes Yes No No No Yes Yes Not applicable Yes No Yes No
France No, issues not Yes No, except
permitted in lease renewal No No Yes Yes Yes, but not Yes No Yes Yes, but limits
domestic markets rights issued
Germany Yes No No No  Yes, butlimits Yes, but limits  Yes, but limits No No Yes, with Yes, with No
limits limits
Greece Yes Yes Yes Yes No Yes, but limits ~ Yes, but limits  Yes, but not Yes, but limits No Yes No
utilized at
present
Ireland Yes, no limits Yes No No No Yes, but limits  Yes, but limits  Yes, but limits  Yes, but limits No Yes, but limits No
Italy Yes, but limits Yes Yes Yes No Yes, but limits ~ Yes, but limits  No, does Yes, but limits No Yes, but limits No
not exist
Luxembourg Yes Yes No No  Yes Yes Yes Yes No No Yes No
Netherlands  Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
Portugal Yes Yes Yes Yes Noinformation Yes Yes, but limits No information Yes No information Yes No
Spain Yes No No No No Yes, but limits ~ Yes, but limits  Yes, but limits  Yes, but limits No No No
Sweden Yes Yes No No No Yes with Yes No Yes, with No No No
approval approval
United Yes Yes No No na Yes, but limits  Yes, but limits  Yes Yes, with na Yes, but limits No
Kingdom caution
Canada Yes Yes Yes No No Yes Yes Yes No No No Yes, but back-
to-back issues
are deducted
Japan Yes Yes Yes No No Yes, but not Yes Yes, but No Yes Yes No, if sole
prevalent not issued purpose is to
raise capital
ratio
Switzerland  Yes, no limits Yes No No  Yes butlimits Yes, but limits  Yes, but limits No Yes, but limits  Yes, but limits ~ Yes, no limits No
and not including
cumulative
perpetual
preferred stock
United States Yes Yes No, with limited  No No Yes, but limits  Yes, but limits  Yes, but limits No No Yes, but limits No
exceptions

Source: Barth, Nolle, and Rice (1997).
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Table 47. Commercial Bank Supervisory Practicesin the European Union and G-10 Countries, 1995

Domestic Bank Activities Abroad
Information f
Limits or
Publicly Disclosed restrictions Lending Limits on:
Examinations and/or | nspections Bank Specific placed on Persons
Banks Required examinations  Enforcement  authorization domestic bank’s A single connected Particular Country risk Large
On-site pay exam  Externa Audits or inspections actions required foreign activities  borrower with the bank sectors exposure exposures
Austria Yes Yes Yes No No No No Yes Yes No No Yes
Belgium Yes No Yes No Yes No, only No, only Yes Yes No No Yes
notification notification
Denmark Yes, usualy Yes Yes No No No No Yes No No No Yes
every 3 years
Finland Yes, not Yes Yes No No No No Yes Yes Yes Yes Yes
regularly
France Yes No information Yes No information No information No No No information No information No information No information No information
Germany Yes Yes Yes No No No No Yes No No No Yes
Greece Yes, generally  No Yes No No Yes No Yes Yes No No Yes
every 2-3 years
Ireland Yes, usualy No Yes No No Yes No Yes Yes No No Yes
every 18-24
months
Italy Yes, usualy No Yes, for banks No Yes Yes No Yes Yes Yes No Yes
every 4-8 years quoted on the
stock exchange
Luxembourg Yes, on an Yes Yes No No No No Yes Yes No No Yes
ad hoc basis
Netherlands  Yes, dependson No Yes No No No Yes Yes Yes Yes Yes Yes
sizelrisk profile
Portugal Yes, usualy No Yes No Yes Yes No Yes Yes No No Yes
annually
Spain Yes No Yes No No Yes, butonly  No Yes Yes No No No
branches
outside EU
Sweden Yes No Yes No No No No Yes No Yes No Yes
United Yes, but limited No, not directly Yes No Yes, but not No No Yes Yes No No Yes
Kingdom and usually explicitly
biennially naming
institutions
Canada Yes, annually Yes Yes No No No No Yes Yes No No Yes
Japan Yes No information No information No information No information No information No information Yes No information No information No information No information
Switzerland  No Yes Yes, official No No No, only No Yes Yes No No, but Yes
part of notification provision
supervisory requirements
system per country
United States  Yes Yes Yes, for banks No Yes No Yes Yes Yes No No No
with assets
exceeding
$500 million

Source: Barth, Nolle, and Rice (1997).

uolun Arejouoly ueadoing Al Xauuy



BACKGROUND MATERIAL PART I

SELECTED ISSUES

Table 48. Mutual Funds, June 1996

Money
Equity Bond Market Total

Net assets (in billions of U.S. dollars)

European Union? 366.74 533.94 496.32 1,396.99

United States 1,532.46 741.78 817.75 3,091.99

Japan 119.12 189.39 102.22 410.73
Number of funds (in units)?2

European Union? 7,136 4,436 1,912 13,484

United States 2,611 2,390 995 5,996

Japan 4,118 2,060 15 6,193

Source: Investment Company Institute.

1Does not include Ireland and the Netherlands for equity and bond funds; does not include Austria, Den-
mark, Ireland, and the Netherlands for money market funds.
2The equity funds also include balanced funds and “other” funds.

treasury bill markets, for example), contracts denomi-
nated in individual currencies will be redenominated
in euros and could be traded across national markets,
even if small credit spreads remain. For securities with
multiple exchange listings, competition among ex-
changes could lead to a consolidation of trading in a
single location. Even in markets that remain some-
what segmented (because of higher credit spreads or
restrictions), lower transaction costs (elimination of
commissions on foreign exchange transactions and
costs of hedging exchange rate risk) and the removal
of trading restrictions (e.g., on institutional investors)
will add liquidity. Moreover, competition among is-
suers—no longer based on the strength of the cur-
rency—will encourage sovereign borrowers to intro-
duce market reforms.

Third, the euro will directly reduce the number of
existing barriers to cross-border investment and elim-
inate some restrictions on currency exposures of
various pools of capital (pension funds, insurance
companies, other asset managers). To begin with, al
intra.EM U foreign exchange restrictions on the invest-
ments of pension funds and insurance companies will
become irrelevant within the EMU area (see the ap-
pendix at the end of this annex). The EU matching rule
(liabilities in a foreign currency must be 80 percent
matched by assetsin that same currency) for insurance
companies, which has been extended to pension funds
in some countries, will also cease to be binding within
EMU since insurance companies will be able to invest
their assets in any country of the euro area as long as
their liabilities are denominated in euros. The size and
country diversification of assets managed by institu-
tiona investors in the European Union, say mutual
funds—still far smaller than in the United States—
could rapidly increase together with their share of for-
eign investments (Table 48). Finally, the “anchoring”
principle, restricting lead managers of issues to full
subsidiaries domiciled in the issuing country, will be-
come irrelevant and will thereby increase the potential
for intraeEMU market penetration.
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Fourth, portfolio diversification will change along
with volatilities and correlations of assetsin the EMU
area, although some “home bias’ could remain (see
Box 8). Moreover, the advantages of currency diversi-
fication will be lost to the extent that business cycles
have been asynchronous and shocks asymmetric. This
will encourage investors and financial institutions to
search for, and find, new opportunities for portfolio
diversification within EMU repo, government securi-
ties, and corporate securities markets, but it may also
encourage them to seek diversification outside the
euro area as well.

European securities markets will also be shaped by
other important factors. Technological progress will
soon make fully integrated EU-wide securities and
derivative markets unavoidable, by making the loca-
tion of trading, clearing, and settlement largely ir-
relevant. Continued fiscal consolidation—as part of
the Stability and Growth Pact—is likely to reduce
the volume of new government bond issues, provid-
ing room for private entities to issue new equity
shares and debt securities. Finally, if the role of
the unfunded social security system diminishes, the
stepped-up activities of institutional investors (e.g.,
insurance companies and private pension funds) will
increase the demand for public and private paper of
various maturities and types, perhaps including cor-
porate bonds.

Structural Implications for Securities
Markets: Further Securitization of
European Finance

Asjust discussed, the euro has the potential for cat-
alyzing and enhancing the impact of EU financial di-
rectives, increasing transparency in credit evaluation,
accel erating the processes of financial market integra-
tion, and further expanding Europe’s institutional in-
vestor base. This section examines prospects for the
development of EM U-wide securities markets, includ-
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Box 8. Volatility and Correlation of Asset Returnsin EMU

The relation between exchange rate stability and the
volatility of asset prices has been one of the most debated
issues in the economic literature. One view isthat afixed
exchange rate regime—hence EMU—increases the
volatility of securities prices. According to this view,
when the exchange rate is not allowed to change, shocks
to productivity, consumer preferences, or other rea
shocks of domestic origin will be reflected to alarger ex-
tent in securities prices (“volatility transfer hypothesis”).

Several arguments have been put forward to counter
or qualify this view. First, the volatility transfer hypoth-
esis holds unambiguously only when real domestic
shocks prevail; if domestic or foreign money demand
shocks prevail, a fixed exchange rate regime would
have, instead, an opposite, dampening, effect on the
volatility of securities prices. Furthermore, for foreign
real shocks, the consequences of fixing the exchange
rate become ambiguous. Second, if the volatility of the
exchange rate is created by uninformed “noise traders’
or “chartists’ responding to nonfundamental factors,
then credibly fixing the exchange rate would eliminate
the excess volatility without transferring it to other sec-
tors of the economy. Finally, if the fixed exchange rate
regime is imperfectly credible and stochastic shocks
may trigger a speculative attack, then the volatility of in-
terest rates is higher than it would be with a perfectly
credible parity or a single currency, asin EMU; in this
case, the impact of a fixed-rate regime on the volatility
of interest rates provides no indication of what would
happen with a perfectly credible fixed exchange rate
regime or EMU.

The question can only be settled empirically. A recent
study by Flood and Rose (1995) of various episodes of
fixed and flexible exchange rates over the 1960-91 pe-
riod for OECD countries concludes that there is little ev-
idence that “reducing exchange rate volatility compro-
mises the stability of other macroeconomic variables” (p.
36). Similar results are obtained for EMS countries by
Artis and Taylor (1994) and Fratianni and von Hagen
(1990). Following a methodology similar to Mussa
(1988), Bodart and Reding (1996) compare the volatility
of bond and equity market returns across different ex-
change rate regimes. They use high-frequency data (daily
returns between January 1989 and December 1994) for
Belgium, France, Germany, Italy, Sweden, the United
Kingdom, and the United States. They find that the coun-
tries with the lowest foreign exchange volatility (Ger-
many, France, and Belgium) have the lowest voltility of
bond returns also. In these countries, the volatility of eg-
uity prices is also lower than in Sweden and Italy. Fur-
thermore, after breaking up the sample into subperiods,
they find that, as long as the EM'S regime was credible,
the low volatility in foreign exchange markets was asso-
ciated with a low volatility in bond markets. When for-
eign exchange volatility increased, bond market volatil-
ity did also. Analogous—although weaker—results were
obtained for equity prices. Frankel (1996) conducts a
similar experiment on stock prices and reaches similar
conclusions. This evidence suggests that lower—not

higher—uvolatility of securities prices is associated with
lower exchange rate variability.

There are two main reasons why securities prices could
be correlated across countries: a common fundamental
factor or contagion effects. In both instances, the correla-
tion is likely to be affected by EMU. First, if EU securi-
ties prices share a common fundamental, EMU can in-
crease their correlation because it reduces the variance of
idiosyncratic shocks due to independent monetary poli-
cies. EMU might also reduce the correlation of securities
prices by increasing the variance of the credit risk com-
ponent. In the government bond market, this may happen
because EMU eliminates the possibility of using the in-
flation tax to resolve country-specific budgetary difficul-
ties. Similarly, in the corporate bond market, EMU elimi-
nates the possibility of using the exchange rate instrument
to compensate for real idiosyncratic shocks. In stock mar-
kets, EMU is expected to have a lower impact on price
correlations because of the much higher potential for idio-
syncratic shocks. A higher cross-country correlation of
equity prices should, however, also be expected because
EMU eliminates idiosyncratic monetary policy shocks
and islikely to increase the correlation of business cycles.

Second, international correlations of securities prices
can also be explained by contagion effects due to noise
trading or herd behavior unrelated to fundamentals. In
this case, cross-country correlations should be higher in
periods of high market volatility, when there is a large
dispersion of expectations about fundamentals. As long
as fixing exchange rates or introducing a single currency
reduces the uncertainty about monetary policy, periods of
high market volatility should become less frequent and
contagion and correlation of securities prices should fall.
Thus, if international correlations of securities prices
stemmed mainly from contagion effects, EMU would not
increase the correlation—as suggested by the fundamen-
tal approach—but reduce it.

Two studies on the effects of exchange rate regimes on
the cross-country correlation of securities prices suggest
that a smaller exchange rate volatility, and thus EMU,
should increase cross-country correlations. Bodart and
Reding (1996) find that correlations of both bond and eg-
uity prices were stronger for the countries with the lowest
exchangerate volatility. Moreover, correlations weakened
in the turbulent period of the ERM. Interestingly, the cor-
relation between German and U.K. bond markets was
higher during the short period in which the British pound
was part of the ERM. Frankel (1996) conducts a similar
experiment on Irish stock market data and obtains similar
results. The existing empirical evidence suggests that the
exchange rate regime matters and that exchange rate sta-
bility tends to increase cross-country correlations of secu-
rities prices. EMU may then be expected to have a simi-
lar effect. These results should, however, be interpreted
with caution because they do not rule out the possibility
that changes in the volatility of idiosyncratic fiscal and
political shocks—affecting simultaneously foreign ex-
change markets and securities markets—could account
for the observed changes in correlations.
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Table 49. European Union: Cross-Border Interbank Assets

(In percent of GDP)

1992 1993 1994 1995 1996
European Union countries
Austria 17.71 16.72 17.77 17.89 21.16
Belgium 56.01 60.33 59.20 58.29 58.03
France 17.81 18.22 20.12 18.80 18.51
Germany 8.60 10.21 12.64 13.08 12.67
Ireland 26.26 35.66 38.82 50.80 55.90
Italy 15.81 17.74 18.22 16.71 16.25
L uxembourg 914.54 921.38 937.81 908.43 840.15
Netherlands 26.45 26.54 27.39 27.04 31.24
Portugal 7.63 13.50 20.36 22.17 20.75
Spain 7.38 9.14 10.85 9.61 10.24
United Kingdom 58.14 74.71 74.59 81.59 79.99
Memorandum items:
North America
Canada 8.27 9.27 10.10 9.92 10.41
Mexico 6.07 5.07 6.57 7.88 6.18
United States 9.36 8.96 9.49 9.65 8.89
Japan 16.97 13.85 13.49 12.78 12.67

Sources: Bank for International Settlements; and International Monetary Fund, World Economic Outlook

database.

ing repo, bond (public and private), equity, and deriv-
ative markets.

EMU-Wide Repo and Interbank Markets

The decision that the ECB will use reverse transac-
tions (repos) as the main instrument for implementing
monetary policy could fuel the development of an
EMU-wide market for repurchase agreements (repo
market). Although private repo markets currently exist
in some countries, with a few exceptions they are not
highly developed and lack the liquidity and depth of
the repo markets in the United States.

In the United States, repo markets are an important
alternative money market instrument. By providing
ready access to secured borrowing, and by enhancing
liquidity in the securities markets, repos facilitate
portfolio financing and the ability to short the market.
Banks also can use repurchase agreements for extend-
ing credits to securities dealers collateralized by a
zero-risk-weighted central government bond. In Eu-
rope, only France has a transparent and liquid repo
market (20 primary dealers are required to post prices
on Reuters). The United Kingdom recently introduced
agilt repo market, while other countries, notably Ger-
many, discouraged them until the end of 1996 by sub-
jecting repo transactions with nonbanks to reserve re-
quirements, with the result that a large share of the
German repo business migrated to London. In Italy,
legal, taxation, and settlement obstacles have pre-
vented the development of aliquid repo market.

Whether the different market structures characteriz-
ing the interbank marketsin each member country will
survive or whether market pressures—acting through
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price differentials—will lead to a single EMU-wide
interbank market is an open question. Integration has
already increased somewhat, with growing shares of
foreign interbank deposits (Table 49) and smaller dis-
crepancies between interest rates on euro and domes-
tic markets. On short-maturity transactions, especially
shorter than one month, interest rate arbitrage is still
imperfect, in part because of differences in taxation
and regulation. With the euro, the elimination of Eu-
ropean cross-currency risk, the establishment of ECB
repo operations, and the provision of intraday liquid-
ity for settlement purposes, there would be few, if any,
impediments preventing first-, second-, and third-tier
European banks from dealing directly with each other
for supplying or accessing overnight funds. This
overnight borrowing and lending could quickly lead to
the creation of an efficient EMU-wide interbank mar-
ket with total volumes at least equal to the sum of
those of current domestic interbank markets. In this
scenario, domestic interbank rates would be harmo-
nized across EMU with residual differences reflecting
only the different credit standings of second- or third-
tier banks.

It isapossible next step, although by no means cer-
tain, for a private repo market to develop in all EMU
countries, in which a private yield curve will offer
instruments ranging in maturity from overnight to
long-term contracts. In such a market, financial and
nonfinancial entities alike can engage in short-term
collateralized refinancing operations for conducting
day-to-day treasury operations in supporting their real
economic activities. Many European multinationals
now conduct such refinancing in New York, London,
Tokyo, and other international financial centers.
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With the development of an EMU repo market, col-
lateralized borrowing and lending will enable finan-
cial institutions to refinance their operations at interest
rates below those in the interbank deposit market. The
development of this Europe-wide market could help
set the tone for the development of other capital mar-
ketsin Europe. It would also open up opportunities for
large global financia institutions to participate more
fully and actively in short-term EMU markets for lig-
uidity management, in much the same way they par-
ticipate in the markets in New York and London. Eu-
ropean capital markets would benefit significantly
from the participation of these large global playersin
terms of added depth, liquidity, and efficiency to Eu-
ropean capital markets.

Possible remaining impediments to the establish-
ment of EMU-wide repo markets would be reserve
requirements on repo operations (remunerated at
below-market interest), other long-standing legal and
settlement obstacles, and elements of tax systems. In
addition, interest rates in the repo market might not
become fully uniform across Europe if different mar-
gins (“haircuts’) are applied to Tier | and Tier Il col-
lateral for repurchase transactions with the ECB. Al-
ternatively, if the ECB does not discriminate between
the quality of collateral, the distinction between is-
suers at the short end of the curve may become blurred
and lead to a “race to the bottom” in quality in pro-
viding collateral.

EMU Bond Markets: New Focus on Credit Risk

Government Bond Market

By eliminating currency risk on European cross-
country transactions, and by directly reducing transac-
tions costs, the introduction of the euro reduces the
cost of issuing and investing in government securities.
The increased transparency of costs and benefits is
likely to influence both demand and supply and to pro-
vide strong incentives for the harmonization of market
practices (e.g., auctioning techniques, issue calendars,
maturity spectrums) toward the most transparent and
cost-effective practices for both issuers and investors.
As investors and issuers become familiar with these
transactions, investors will search throughout EMU
sovereign markets for their preferred risk-return pro-
files among the sovereign issuersin the union, and it is
reasonabl e to expect market segmentation to diminish.
EMU member governments can therefore no longer
take for granted their “home currency” market, and
will try to appeal to a broader investor base. Whether
or not this harmonization of market practices and mar-
ket desegmentation occurs in full, market participants
who in the past focused on the relatively volatile cur-
rency risk will now focus attention on the other, less
volatile risks, including credit (sovereign), liquidity,
settlement, legal, and event risks.

191

The refocus on credit risk by both issuers and in-
vestors is likely to increase cross-border competition
between financial intermediaries for bringing new is-
sues to market, for “rating” new credits, and for allo-
cating investment funds across the national markets.
Competition islikely to involve non-European as well
as European financial institutions and asset managers.
Financial intermediaries from the United States—
where investment houses and institutional investors
have, respectively, specialized on the issuer and in-
vestor sides of these markets for decades—would ap-
pear to have a comparative and competitive advantage
in supplying many of these services against all but the
largest European financial intermediaries. Thus, the
establishment of EMU islikely to contribute to the re-
structuring of the global business of investment bank-
ing and universal banking.

How far market desegmentation will go and how
liquid the European sovereign debt market becomes
will depend on how credit risks are priced. Several po-
tential EMU member countries enjoy top ratings on
debt denominated in domestic currencies and lower
ratings on debt denominated in foreign currency
(Table 50). There are several reasons for these differ-
ences. First, foreign currency debt cannot be repaid by
printing domestic money and it has, therefore, higher
default probabilities associated with it. Second, debt
issued in domestic currency is mostly locally held so
that governments, for political reasons, are more
likely to continue to service domestic debt. Third,
governments may find it easier to raise taxes or cut ex-
penditures to repay domestic debt than to repay for-
eign investors. If these considerations are valid for
euro-denominated debt issued by future EMU mem-
bers, then interest rate spreads, and in particular credit
spreads, could change to become more in line with
those currently observed on the foreign-currency-
denominated debt of these countries. This could
amount to a downgrading of asset quality for those
countries.28 If EMU members redenominated all out-
standing debt into euros, the share of foreign currency
debt would then increase from current levels to 100
percent (Table 51). In this scenario, spreads could in-
crease above those observed on the relatively small
stocks of foreign currency debt presently outstand-
ing.2® Counteracting some of this pressure for spreads
to rise would be the improved fiscal positions of sev-
eral countries to meet the Maastricht criteria and the
stability pact.

There are other factors that would influence credit
spreads. Although the “no-bailout” clause in the

28Gtandard & Poor’s has aready indicated that it will initially
award each country’s euro-denominated debt the rating currently ap-
plied to foreign-currency-denominated debt and that European com-
panies will be able to obtain ratings higher than those of their own
governments; Moody’s will adopt a case-by-case approach.

29See Drudi and Prati (1997).
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Table 50. European Union: Ratings of Foreign and Local Currency Debt of Sovereign Gover nments,

May 29, 1997
Foreign Currency Local Currency
IBCA S& P MOOdy’S IBCA S& P MOOdy’S
Long-term  Short-term  Long-term  Short-term  Long-term  Short-term  long-term  long-term  long-term
European Union countries
Austria AAA Al+ AAA A-1+ Aaa P-1 AAA AAA
Belgium AA+ Al+ AA+ A-1+ Aal P-1 AAA AAA
Denmark AA+ Al+ AA+ A-1+ Aal P-1 AAA AAA Aaa
Finland AA+ Al+ AA A-1+ Aal P-1 AAA AAA Aaa
France AAA Al+ AAA A-1+ Aaa P-1 AAA AAA Aaa
Germany AAA Al+ AAA A-1+ Aaa P-1 AAA AAA Aaa
Greece BBB— A3 BBB— A-3 Baal P-2 A—
Ireland AA+ Al+ AA A-1+ Aal P-1 AAA AAA Aaa
Italy AA— Al+ AA A-1+ Aa3 P-1 AAA AAA Aa3
Luxembourg AAA Al+ AAA A-1+ Aaa P-1 AAA AAA
Netherlands AAA Al+ AAA A-1+ Aaa P-1 AAA AAA Aaa
Portugal AA— Al+ AA— A-1+ Aa3 P-1 AAA AAA Aa2
Spain AA Al+ AA A-1+ Aa2 P-1 AAA AAA Aa2
Sweden AA— Al+ AA+ A-1+ Aa3 P-1 AAA AAA
United Kingdom AAA Al+ AAA A-1+ Aaa P-1 AAA AAA Aaa
Memorandum items:
North America
Canada AA Al+ AA+ A-1+ Aa2 P-1 AAA AAA Aal
Mexico BB B BB B Ba2 NP BBB+
United States AAA Al+ AAA A-1+ Aaa P-1 AAA AAA Aaa
Japan AAA Al+ AAA A-1+ Aaa P-1 AAA AAA Aaa

Sources: Bloomberg Financial Markets L.P; IBCA Ltd.; Moody’s Investors Service; and Standard & Poor’s.

Maastricht Treaty rules out the possibility of direct EU
assistance to individual EMU member countries, it is
unlikely that market participants will price sovereign
debt as if it were corporate debt.30 The mere size of
public debt outstanding in any potential EMU member
country relative to any single corporate issuer would
imply significant systemic implications of an involun-
tary restructuring or an outright default by an EMU
member country. This would increase the pressure to
find alternative solutions.

From a pricing perspective, credit risk will become
the most important risk and will make up the largest
part of the remaining interest rate spreads among
EMU issuers after the introduction of the euro. Unfor-
tunately, there is no unambiguous guide to the likely
levels or dispersion of sovereign credit spreads in
EMU. One way of estimating credit spreadsisto com-
pareinterest rates on sovereign debt issues that tradein
a common currency. Among the potential EMU mem-
ber countries that have issued dollar-denominated
debt, as of June 1997, spreads between 10-year dollar

30The “no-bailout” clause—Article 104b of the Maastricht
Treaty—states that “the Community shall not beliablefor or assume
the commitments of Central Governments, regional or local author-
ities, public authorities, other bodies governed by public law, or
public undertakings of any Member State, without prejudice to mu-
tual financial guarantees for the joint execution of a specific pro-
ject.” The same provision applies to individual EU countries.
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issues trading in domestic markets and comparable
U.S. treasury issues ranged from a low of 23 basis
points for Austriato a high of 30 basis points for Italy
and Spain (Table 52).31 Spreads on five-year issues
ranged between alow of 6 basis points for Austriaand
a high of 12 basis points for Italy. Although it is diffi-
cult to assess whether these spreads are “high” or
“low,” it would appear that they are probably reflect-
ing a good deal of market optimism about the
prospects for a successful EMU and about the adjust-
ments made in some countries.

Another rough benchmark of credit spreads is the
pricing of debt issued by the separate legal entities
making up the separate states of the United States and
of the provinces of Canada. In the case of the United
States, a sample of municipal bonds issued by traders
over the period 197390 indicates that the largest
spread during the 28-year period was 146 basis
points; the mean of the spread was 32.4 basis points
with a standard deviation of 24.8 basis points.32 The
sample also reveals that in December 1989, the last
date in the sample, the maximum difference in
spreads on 20-year general obligations issues of 41

310ne problem with using this method for estimating credit
spreads is that the spreads may also reflect the market’s assessment
of other factors including liquidity, tax differences, name recogni-
tion, and investor preferences.

32See the analysis in Bayoumi, Goldstein, and Woglom (1995).
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Table 51. European Union Countries, North that credit spreads between EMU member country is-
America, and Japan: Foreign Currency Debt, 1996 suers would be in the range of Standard & Poor’s
(In percent of total government debt) triple-A-rated corporate issuers. As of February 1997,
Foreign spreadsfor fivetriple-A-rated corporate issueswerein

Currency Debt Yearl the range of between 10 and 45 basis points above

their respective domestic benchmarks.34

European Union countries Overall, it should be expected that there would be a

Austria 175 1996

Belgium 11.4 1995 convergence of interest rates on sovereign debt is-
Denmark 14.9 1996 sued—and outstanding—by EMU member countries.
Finland 429 19962 Whether or not al of these issues trade at identical
France 4.8 1995 spreads will be determined by the market. To the ex-
Germany 0.1 1995 tent that spreads remain, market segments will be
ﬁ;e:rclg gg'i ggg identifiable. How much of an impact thiswill have on
Italy 6.1 1996 market liquidity remains to be seen.

Luxembourg 35 1995 The plan to introduce the euro has reopened the
Netherlands 0.0 1996 competition among European sovereign issuers for
Portugal 17.7 1996 providing EMU with the benchmark yield curve for
ga/aégen 2;-2 ggg pricing other sovereign issues and private debt issues.
United Kingdom 46 1996 This renewed competition is likely to increase the po-

tential for further desegmentation of national debt

North America markets. From an investor’s point of view, the bench-

Canada 2.6 19963

Mexico 89.0 1996 mark issue offers the highest return possible on what
United States 0.0 1996 is deemed to be a “safe” investment. Such issues are
Japan 0.0 1996 usualy high in volume, extremely liquid, and associ-
ated with various hedging instruments, with the added

Source: International Monetary Fund. advantage of low bid-ask spreads. Benchmark issues
LYear for which the latest data are available. are also used widely in repo markets and are typically

2For central government.

3Data as of March 31, 1997, for the federal government. usable as collateral for a wide range of other financial

contracts. From the issuer’s point of view, the key ad-
vantage is that the yield is the lowest possible for that
particular market segment; the added liquidity also

U.S. states was 84 basis points. Regarding the Cana- provides easy access to a wide investor base for is-
dian provinces, a much more limited sample suggests suance. Thus, the importance of benchmark status is
that spreads over Canadian federal issues ranged that it provides access to the lowest-cost financing in
from 36 basis points for Ontario to 78 basis points for aliquid market.

Quebec (Table 53).33
Yet athird indication isthe pricing of European cor-
porate debt. If EMU member countries maintain their Thisrange is from asample of five Standard & Poor’s triple-A-

sovereign ratings of AAA, it is reasonable to expect rated corporate issues with maturities in the 8- to 10-year range:
Bayerische Vereinsbank in Germany (14 basis points), Rabobank in
the Netherlands (19 basis points), British Telecom in the United
Kingdom (42 basis points), Credit Local in France (45 basis points),
33See Salomon Brothers (1996). and Unilever in the Netherlands (11 basis points).

Table 52. Estimates of Credit Spreads of EU Sovereigns, September 1996 and June 1997

(U.S dollar spreads over treasuries in basis points)

Three-Year Dollar Issues Five-Year Dollar Issues Ten-Year Dollar Issues
September 1996 June 1997 September 1996 June 1997 September 1996 June 1997
Austria +4 -3 +10 +6 +24 +23
Belgium +6 +5 +15 +9 +28 +26
Denmark +6 +5 +13 +8 +27 +26
Finland +6 +6 +16 +10 +30 +29
Ireland +5 -6 +11 +9 +25 +25
Italy +10 +9 +22 +12 +34 +30
Spain +8 +8 +19 +11 +32 +30
Sweden +8 +6 +17 +10 +27 +28

Source: Paribas, London.
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Table 53. Interest Rate Spreads of Canadian Provinces

Indicative Bid-Side Spreads
(In basis points)

Coupon
Province Rating (In percent) Maturity Dec. 30, 1996 May 23, 1997 Change
U.S. dollar issues
Ontario Aa3/AA— 6.000 Feb. 21, 2006 38 36 -2
Quebec A2/A+ 6.500 Jan. 17, 2006 58 58 0
Quebec A2/A+ 7.500 July 15, 2023 83 83 0
Saskatchewan A3/A— 8.500 July 15, 2022 59 63 +4
July 29, 1996
Canadian dollar issues
British Columbia AA+/Aal 5 years 6
Newfoundland Baal 5years 27
Alberta Aa2/AA 10 years 7
Nova Scotia A 10 years 28

Sources: Goldman Sachs International, Fixed Income Research: Corporate Bond Monthly (June 1997), p. 41; and SBC Warburg (1996), p. 62.

The main candidates for benchmark status are Ger-
man and French instruments, and it would appear that
France possesses several technical advantages (Table
54).35 First, the French sovereign market is widely
seen to be very liquid because relatively larger issues
are more evenly distributed across the maturity spec-
trum to generate a smooth yield curve. Second, French
markets are supported by atransparent and liquid mar-
ket for repurchase agreements; the bulk of deutsche
mark repo trading is located offshore, mainly in Lon-
don, mostly as aresult of reserve requirements. These
requirements have been lifted and so this French ad-
vantage will soon be lost. Third, France has already
developed a strip market—which can be used to re-
calculate the exact value of each security on issue.
Fourth, the French auction schedule has been for some
time very regular and predictable, with the French
Treasury announcing its plans at the beginning of the
year. Finaly, the French government has already an-
nounced its intentions to redenominate in euros the
outstanding stock of debt on January 1, 1999. Al-
though French paper is well placed to provide the
benchmark yield curve for euro markets, all these ad-
vantages could be matched by other markets if mea-
sures are taken by other countries, and in particular by
Germany, before the euro is introduced.

The “critical mass’ approach requires that, starting
in 1999, al new issues of government bonds and bills
(at least those traded on the secondary market and ex-
piring after the end of 2001) will have to be denomi-
nated in euros.36 Countries have the option to rede-

35Another possibility is that the euro benchmark yield curve will
be based on swap yields. Swap marketsin EMU could become ex-
tremely liquid because al interest rate swap contracts, which are
currently segmented by currency, will become perfectly fungible
and will be unaffected by the credit standing of governments. If the
ECB issues short-term paper, ECB “debt certificates,” it is likely to
become a benchmark for very short dated paper.

36See European Commission (1995).

nominate their outstanding stock of debt in euros as of
January 1, 1999. The coexistence of new euro-
denominated bonds and old national currency bonds
issued by the same government could segment the
newly created euro market for government securities
and reduce its relative liquidity. In addition to France,
Belgium has also announced its intention to redenom-
inate debt on January 1, 1999; Germany is in the
process of deciding.3”

Prospects for a European Corporate Bond Market

EU financia market legislation and the rapid devel-
opment of the fund management industry have begun
to chip away at long-standing regulatory and tax im-
pediments to the development of European corporate
debt markets. These markets have remained relatively
small, however. Although outstanding debt securities
issued by EU private entities totaled about $4 trillion
(about 87 percent of the size of the U.S. corporate debt
market), about 25 percent of this total was issued in
international markets, of which about $268 billion
were issued by nonfinancial entities. Domestic is-
suance in 1995 was aso low compared with other,
more highly developed markets: German firms issued
only $0.142 billion and French firms only $6.4 billion,
whereas U.K. firms issued $20.7 billion, Japanese
firms $77.2 billion, and U.S. firms $154.3 billion
(Table 55).38

37Debt redenomination creates a number of technical problems:
not all public debt is dematerialized; there are different numerical
trading and clearing conventions. Price display systemswill have to
adapt to show national currency and euro pricing for the same
bonds. See Bank of England (1996) for a discussion of some of
these technical problems.

38This figure for the United Kingdom refers to international bond
issues as well because the domestic corporate bond market in the
United Kingdom has become inseparable from the Euromarket.
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Table 54. Euro Benchmark Yield Curve: Germany vs. France

Germany France
Instruments
BUBILLs Six-month maturity only; BTFs Maturities (every Thursday) up to one year;
issue sizeis up to ECU 3.2 hillion issue size averages ECU 2.8 billion
SCHATZ Two-year maturity; BTANs Usually two- and five-year maturities;
first issue was ECU 5.2 hillion average sizeis ECU 8-11 hillion
OBLs Five-year maturity; OATs Maturity of up to 30 years;
issue size ECU 4.2-6.8 hillion average sizeissue is ECU 15.5-17 hillion
Bunds Ten- and 30-year maturity; TEC10 Floating-rate OAT

issue size ECU 5.2-13 hillion
Issuing ceased in mid-1995

Issued in 1993 and 1994 only;
maturity was five years

Treasury notes

Treuhand notes

Issuing Procedure

The Federal Bond Consortium operates under the lead
management of the Bundesbank. It has the characteristics of an
underwriting and placing syndicate. Since 1992, membership has

been open to foreign firms' legally dependent branches in Germany.

At end-1995, there were 95 institutions in the consortium,
including 48 foreign-owned banks.

Since August 1990 the majority of federal bonds have been issued
by a combined method: one part via the syndicate and another

by tender. In the case of Bunds and OBLSs a portion of the issue
amount is set aside for market management operations by the
Bundesbank and subsequently sold in stages through the

stock exchange.

An auction schedule is published roughly two weeks before the
beginning of each quarter. The 2-year and 5-year bonds are now
issued on aregular quarterly schedule. However, the issuing
calendar 10-year and more so 30-year paper remains the focus for
speculation. In addition, while issue size has been increased,
liquidity across the yield curve varies considerably.

Strips Market

On June 13, 1996, the Bundesbank announced plans to introduce
the separation and separate trading of principal and interest for
particular 10- and 30-year federal bonds during the course of 1997.

Repurchase Market

The deutsche mark repo market is hindered by two key factors:

(1) the absence of a government-approved universal repo
agreement; and (2) the fact that many domestic institutions do not
make their bond holdings available for lending. This has meant the
bulk of DM repos are traded offshore, mainly in London.

Treasury bonds  No longer issued

Strips Available every six months;

available from 0 to 30 years

Primary dealer system, which numbers 20 members (7 foreigners).
These are required to stimulate the secondary market, inform the
French Treasury about market developments, and take active part in
tenders. Any financial institution may apply for and receive primary
deadler status after a brief period of observation as a reporting dealer.
The advantages of becoming a primary dealer are (1) access to
tenders; (2) noncompetitive bids, enabling the purchase of more
securities at the marginal price at the tender; (3) the authorization to
strip and reconstitute OATSs; and (4) the ability to market their trading
status to clients.

The French Treasury states itsissuing plansin BTANs and OATs at
the beginning of the year.

Almost al national negotiable debt isissued through tenders, Dutch
style.

The issuing agenda is very regular: BTFs on Monday; OAT tenders
on the first Thursday of each month, usually including a 10-year
security; monthly BTAN tenders, usually on the 2-year and 5-year
benchmarks. Issue amounts are set two days before the tender after
consultation with the primary dedlers.

Since 1991, all OATs maturing on April 25 and October 25

(13 bonds in total) can be stripped. There is a principal certificate
type for each strippable bond, but al coupon certificates with the
same maturity are fungible, making it possible to rebuild OATs with
coupons from another line. The amount that has been effectively
stripped represents 17 percent of the strippable bond total and 4.75
percent of the total French franc debt (whereas U.S. strips are 25
percent and 4.35 percent respectively).

The French franc repo market, whose development has followed the
model of the U.S,, is by far the most sophisticated in Europe. The
French Treasury initiated a legally binding repo agreement that forms
the basis of the market’s functioning. The market is very transparent
and liquid, with 20 primary dealers being required to post prices on
Reuters from which any institution can trade.

Source: Paribas.

The introduction of the euro is likely to accelerate
the development of corporate bond markets, espe-
cialy if the increased focus on credit risk in the EMU
sovereign markets enhances the European institutions’

expertise in assessing credit risk. First, as noted ear-
lier, a single currency provides incentives for the cre-
ation of amuch larger effective European institutional
investor base. The increasingly yield-conscious be-
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Table 55. Funds Raised in Capital Markets by
Nonfinancial Enterprisesin Selected Industrial
Countries, 1990-95

(In percent of total)

Bonds! Shares Others? Totd

European Union countries

Italy -0.68 25.55 75.13  100.00

Netherlands 1.17 42.19 56.65 100.00

Spain 1.71 29.27 69.02 100.00

Sweden -0.88 33.73 67.15 100.00
Canada 7.14 27.91 64.95 100.00
United States 50.94 13.22 35.84 100.00
Japan 5.48 11.38 83.14 100.00

Source: Organization for Economic Cooperation and Develop-
ment, Financial Satistics, Part I11: Nonfinancial Enterprises Fi-
nancial Satements (1995).

1Datafor short-term bonds are not available for Italy, the Nether-
lands, and Japan.

2Residual including bank financing.

havior of European investors, and the coincident
growth in fund management in Europe, has expanded
the investor base for corporate debt securities—EU
mutual funds now manage close to $1.4 trillion (see
Table 48).

Although the credit risk culture has yet to take off
in Europe the way it has in the United States, even a
moderate shift will have a significant impact on inter-
national capital markets. For example, if the degree of
disintermediation in EU countries was to close the se-
curitization gap (adjusted for economic size) with the
United States by 25 percent, this would unleash capi-
tal flows equal to roughly $2 trillion into international
capital markets. Thisisroughly half the size of the en-
tire market capitalization of EU or Japanese equity
markets.

Second, EU firms have begun to show an increased
desire to tap debt securities markets. An important
factor spurring firms to issue debt securities is that
European firms are beginning to adopt increasingly
sophisticated, value-maximizing corporate financial
policies. However, the underdevel opment of domestic
corporate debt securities markets has presented an
obstacle to firms wishing to issue debt securities. Al-
though this obstacle has been circumvented to some
degree by tapping the international securities markets,
there are significant additional obstacles to accessing
the international marketsfor al but the largest, “brand-
name” firms.

While there are reasons for optimism about the de-
velopment of a Europe-wide corporate debt market, it
will most likely not occur quickly. The remaining im-
pediments to the development of these markets fall
into two categories. excessive regulation and the nar-
row institutional investor base. Excessive regulatory
burdens have simply prevented these markets from

developing in some countries. For example, tax policy
and issuance requirements prevented the devel opment
of commercia paper and bond markets in Germany
until very recently. More generally, regulators in vir-
tually all EU countries have discouraged issuance of
lower-grade corporate debt securities. Regarding insti-
tutional investors, corporate debt securities are often
highly heterogeneous across issuers as well as across
issues (by the same issuer), so the costs involved in
evaluating their currency risk, credit risk, and legal
risk—contract terms, such as covenants—effectively
means that these markets will be successful only if
there is alarge institutional investor base. Smaller is-
suers, small issues, and firmsin smaller countries—in
which currency risk figures more prominently for for-
eign investors—therefore may face a limited investor
base.3°

Equity Markets

The introduction of the euro is likely to accelerate
the processes of competition, consolidation, and tech-
nological innovation that have characterized equity
markets in recent years. In the second half of the
1980s, the London Stock Exchange attracted an in-
creasing share of turnover in continental equities by
creating a screen-based dealer market for non-U.K.
stocks called SEAQ International (SEAQ-1) separate
from the London dealer market. During this period,
competition among the European exchanges was
fierce. Since the early 1990s, continental exchanges
have recouped a substantial share of trading with new
electronic continuous auction markets, particularly
the CAC in Paris and IBIS in Frankfurt, and SEAQ-I
has declined in importance as an organized exchange.
Nevertheless, London deadlers are still the primary
source of liquidity for large block transactions and
for program trading in a significant number of conti-
nental stocks, even though they engage in consider-
ably less customer dealing in continental equities, and
considerably more brokering through the continental
bourses.40 Thus, since the introduction of continuous
electronic trading on the continent, London dealers
have taken asmaller proportion of orders on their own
books and have worked orders mostly through the
continental markets. As such, the activity of London
dealersisreinforcing the liquidity of auction markets,
and the London-based dealer market and the conti-
nental -based auction markets are simultaneously com-

39See Smith (1995). The importance of this heterogeneity of cor-

porate debt securitiesisillustrated by the dominant role played by in-
stitutional investors in the most developed corporate debt securities
market, the U.S. market: at end-1995, 72 percent of the stock of cor-
porate bonds were held by domestic institutional investors, 7 percent
by foreign investors, and 14 percent by households. Insurance com-
panies were the largest single investor, holding 35 percent; public and
private pension funds held 16 percent; and mutual funds, 8 percent.
40See Pagano (1996).
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peting and interdependent. Currently, London is by far
the dominant equity market in Europe in terms of
companies listed, market capitalization, and turnover
(Table 56). On the continent, Frankfurt and Paris have
the largest exchanges, with a similar number of listed
companies and capitalization. All other exchanges are
significantly smaller.

Together with ongoing pressures from computeriza-
tion and the implementation of the EU Investment Ser-
vices Directive, the introduction of the euro will pro-
vide strong incentives for concentration among the
European exchanges.4! The euro will eiminate differ-
ences in the continental electronic trading systems and
make them virtually identical. The most likely devel-
opment is that a Europe-wide equity market for blue-
chip stocks will emerge into a single electronic ex-
change with a screen-based automated order-driven
trading system, like IBIS. This will be possible only if
the trading costs of this system will remain competitive
vis-a-vis those of proprietary trading systems. National
bourses may survive by specializing in trading low-
capitalization companies. While there are incentives for
this kind of trading to concentrate in a pan-European
electronic trading platform, local custody, settlement,
and tax systemsmay allow for local trading to continue.
Overal, EMU islikely to further increase cross-border
equity trading and to enhance both the integration of
national markets and overall market liquidity.

Also uncertain is EMU’s impact on competition be-
tween auction and dealer systems. If EMU enhances
market efficiency and reduces equilibrium equity
prices and spurious price volatility, then execution risk
will diminish and immediacy will become lessimpor-
tant. Thisimplies that dealer markets, where investors
pay a premium for immediacy in terms of higher bid-
ask spreads, will experience competitive pressures
from auction-agency markets, where increased liquid-
ity will reduce execution risk. In addition, to the ex-
tent that EMU will increase cross-border asset holding
and trading, counterparty risk could increase or be-
come more difficult to assess. Thiswill also put dealer
markets at a disadvantage, because dealers would
have to raise bid-ask spreads to compensate for the
higher counterparty risk. By contrast, auction-agency
markets usually pool this risk.42

There are remaining impediments that could slow
down consolidation. Some provisions of the Invest-
ment Services Directive—the concentration provision
and the concept of “regulated market”—Ileave scope
for “protectionism” on behalf of national stock ex-

1The ISD may facilitate cross-border branching of trading systems
and remote trading. Article 15.4 favors remote membership: ex-
changes designated as “regulated markets’ no longer require approval
from EU states in which they want to establish as remote members.

42A dealer market might still be preferred because some traders
may want to remain anonymous, which isusually not possiblein the
very transparent continental markets.
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changes (see the appendix at the end of this annex).
Differences in accounting can also prevent institu-
tional investors from purchasing stocks of certain
countries. Finally, clearance and settlement proce-
dures can affect equity trading by increasing transac-
tion costs, which could be reduced through centraliza-
tion of clearance and settlement services in a single
European central securities depository (CSD), the so-
called Euro-hub.43

Derivative Markets

The euro will affect derivative markets in two ways:
several contracts will disappear or consolidate into a
single contract; and a smaller number of contracts will
increase the competition among European derivative
exchanges. With the establishment of EMU and only
euro interest rates, nearly 200 contracts involving 13
different currencies are likely to disappear. How the as-
sociated reduction in diversity will affect the 16 Euro-
pean futures and options exchangesis an open question.
Initiatives are likely to emerge among the smaller ex-
changes to establish technical linkages and common
settlement procedures. This will confine the race for
post-EMU supremacy in derivative contracts to Eu-
rope’s big three exchanges: the London International Fi-
nancial Futures Exchange (LIFFE), Europe's biggest
derivatives exchange, followed by the Deutsche Ter-
minbdrse (DTB), and Marché a Terme International de
France (MATIF). Inlight of their speciaization in inter-
est rate contracts, LIFFE and MATIF are likely to be
most affected by EMU.# Competition among the ex-
changes will aso be affected by the development of
electronic trading. DTB will be able to capitalize on its
technological prominence with a fully electronic order-
driven system with almost one-third of its memberstrad-
ing from workstations outside Germany. Both LIFFE
and MATIF have maintained an open outcry structure.
While LIFFE aready has an electronic capability,
MATIF islikely to be seriously handicapped by thefail-
ure in the summer of 1996 to finalize alink with DTB.

Other factors could also play arole. LIFFE’s lead-
ing position may be damaged if the United Kingdom
isnot included in EMU and if accessto TARGET and
intraday liquidity is limited. DTB might gain a com-
petitive edge from being located in Frankfurt. MATIF
could benefit from the fact that the French govern-

43There are five mechanisms for cross-border trades: (1) direct ac-
cess to the home country CSD; (2) indirect access through local mem-
bers; (3) indirect access through global custodians; (4) international
CSDs; and (5) local-CSD-to-local CSD. The second and third meth-
ods are most widely used. See Giddy, Sauders, and Walter (1996).

4| FFE derives half of its volume from short-term German Bund
and interest rate futures and options, while 90 percent of trading on
MATIF isin French notional bond and short-term interest rate con-
tracts. Two-thirds of DTB’s volume comes from stock index futures
and options. Foreign exchange contracts are mainly traded in the
highly liquid interbank market.
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Table 56. European Union Countries, United States, and Japan: Equity Markets, 1996

. _ Domestic Market Annual Turnover
Listed Companies Capitalization Domestic
Domestic Foreign (In millions (In percent Domestic Foreign Total Domestic Foreign Total (In percent
(In units) of ECUs) of GDP) (In millions of ECUs) (In percent of EU total) of GDP)
Markets in EU countries

Amsterdam 217 216 302,452 96.10 149,587 653 150,241 8.96 0.11 6.58 47.53
Athens 217 0 18,988 19.64 5,695 0 5,695 0.34 0.00 0.25 5.89
Brussels 146 145 95,752 45.40 17,849 2,914 20,763 1.07 0.47 0.91 8.46
Copenhagen 237 12 57,281 41.46 29,111 698 29,810 1.74 0.11 1.31 21.07
Dublin 61 10 27,659 52.29 4,711 3 4,714 0.28 0.00 0.21 891
Germany 681 1290 531,553 28.34 621,454 18,778 640,231 37.22 3.06 28.04 33.13
Helsinki 71 0 49,444 50.41 17,538 0 17,538 1.05 0.00 0.77 17.88
Lisbon 158 0 19,706 23.40 5,658 0 5,658 0.34 0.00 0.25 6.72
London 557 833 1,368,000 153.61 335,644 580,777 916,421 20.10 94.59 40.13 37.69
Luxembourg 54 224 25,910 164.53 604 17 620 0.04 0.00 0.03 3.83
Madrid 357 4 194,681 42.25 63,869 18 63,888 3.83 0.00 2.80 13.86
Milan 244 4 206,997 21.79 82,532 18 82,551 4,94 0.00 3.61 8.69
Paris 686 187 472,426 38.48 220,608 4,828 225,436 13.21 0.79 9.87 17.97
Stockholm 217 12 194,045 97.42 106,434 5,021 111,455 6.37 0.82 4.88 53.44
Vienna 94 35 25,719 14.16 8,265 281 8,546 0.50 0.05 0.37 455

EU total 3,997 2,972 3,590,614 52.83 1,669,560 614,006 2,283,566 100.00 100.00 100.00 24.56

Other markets

New York 2,617 290 5,395,889 90.23 3,014,383 190,392 3,204,775 na na na 50.41
NASDAQ 5,138 418 1,192,290 19.94 2,505,177 98,767 2,603,944 na na na 41.89
Tokyo 1,766 67 2,374,733 64.88 738,711 1,214 739,925 n.a n.a na 20.18

Sources: Federation of European Stock Exchanges; Federation of International Stock Exchanges; NASDAQ; New York Stock Exchange; and Tokyo Stock Exchange.
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ment has been actively issuing ECU-denominated
debt since 1989 and is the leading sovereign borrower
in ECU. Experience in the ECU bond market suggests
that where the active cash market resides, the futures
businessislikely to follow. In addition, some consider
MATIF the best-placed exchange to trade the future
euro benchmarks, since a smooth transition from the
French franc to the euro could be ensured by enhanc-
ing the liquidity of existing contracts. Smaller ex-
changes in core euro countries (Belgium and the
Netherlands) will be the first to see business decline,
followed by the exchanges in peripheral countries
(Italy and Spain). The likely outcome is that these ex-
changes will offer a smaller range of equity-based
local contracts.

The most direct impact of EMU on the structure of
derivative contracts will be the elimination of cur-
rency derivatives between the currencies of countries
joining EMU. If EMU begins with core ERM coun-
tries, the negative impact on trading volumes will be
muted, because trading in intra-core currency derivar
tives is relatively limited. Higher-volume contracts
between core and non-core currencies will simply
change into contracts between the euro and non-core
currencies: for example, deutsche mark—lira contracts
will simply become euro-lira contracts. The high-vol-
ume contracts between dollars, yen, and deutsche
mark—bloc currencieswill belittle affected by the euro
substituting for European currencies. If EMU en-
hances trading within, and capital flows to, the euro
area, the demand for currency derivatives could in-
crease. Activity in the European derivative markets
may also increase during 1997-98 and 19992002 as
foreign exchange and interest rate options are used to
hedge risk in the transitional periods.

With the creation of EMU, the market for interest
rate swaps will become larger and more liquid, as
contracts of participating currencies become perfectly
fungible. Enhanced liquidity is also likely to increase
the use of swaps outside the banking sector. EMU will
also boost the demand for options contracts on inter-
est rate spreads and allow investors to hedge credit
risk spreads between bonds of high-debt countries and
the euro benchmark. Contracts based on interest rate
spreads may also develop for private debt securities.

For bond market futures, it is difficult to know
whether the market will demand a futures contract
for each national bond, or whether a generic contract
will emerge. The answer will depend on the volatility
of credit spreads between the various national issues.
If the spreads are stable, the low basisrisk could lead
the market to develop a single liquid 10-year futures
contract similar to the U.S. treasury bond future.
Otherwise, there could be a range of futures contracts
with one for each national benchmark issue. The se-
lection of deliverable bonds will also be crucial. If
two or more national bonds are deliverable for a
generic bond futures contract, the contract could
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favor the cheapest bond to deliver and create liquid-
ity in that bond at the expense of higher-quality
bonds. Basket-type euro futures contracts are un-
likely to emerge because derivative exchanges would
like to avoid repeating the experience of LIFFE with
10-year ECU futures contracts between 1990 and
1991. At that time, LIFFE's basket of deliverable
bonds included ECU OATS, European Investment
Bank bonds, U.K. gilts, and Italian government
bonds. While all bonds in principle had the same rat-
ing, there was in practice always one that was
cheaper to deliver. In effect, LIFFE's contract turned
out to be an inadequate hedging tool.

Structural Implications for Banking Systems

EU Banking System

Combined, the banking systems of EU countries
would form the largest banking system in the world,
with more than 40 percent of world banking assets.4>
Thetotal banking assets of France and Germany alone
would be athird larger than those of the United States;
those of the four larger countries (Germany, France,
the United Kingdom, and Italy) would be two times
larger; and those of al EU countries would be almost
three times larger (Table 13).46

Reflecting the predominant role of bank-intermedi-
ated credit in continental Europe, the EU banking sys-
tem would also be large in relation to the EU econ-
omy: in 1994, the ratio of banking assets to GDP was
176 percent in the EU against 69 percent in the United
States. This ratio, in sharp contrast with the declining
trends of the United States and Japan, has grown at an
average rate of more than 3 percent a year in the pe-
riod 1989-94.47 Such growth suggests that in recent
years the disintermediation trend in the European
Union has not been as severe as the one in the United
States. This is confirmed by the stable or growing
ratio of households deposits to persona disposable
income observed since 1989 in the larger EU coun-
tries. (Among the 15 EU countries, in the period
198994, the ratio of banking assets to GDP has de-
clined only in Denmark, Sweden, and Austria.) More-
over, in the larger countries, the share of deposits in
total household financial assets has declined at a much
slower pace than in the United States.#8

In terms of employment, the EU banking sector is
almost 50 percent larger than the U.S. sector, reaching

45See Barth, Nolle, and Rice (1997), Table 1.

46The United States is a valid benchmark because it has experi-
enced a first wave of bank restructuring and technological innova
tions and because its GDPis only marginally smaller than that of the
EU-15.

47See Kneeshaw (1995).

48See Bianco, Gerali, and Massaro (1996).
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Figure 55. Labor Costs and Productivity in
Banking, 1994

70,000 —

Belgi unt  ® Netherlands O
u
ltaly Luxembourg

60.000 France "™ Austria i
0
8
€ 50,000 - in -
2 Denmark g/ al
=) N ¥ Swveden
£ United Kingdom Gerrr}any
§ 40,000 — B United Sates -
3
5
£ 30,000 — Portugal ) =
& Greece® Meies
8
£ 20000 — ® Finland N
50,

10,000 — =

0 L | | | | | | J

0 50,000 100,000 150,000 200,000 250,000 300,000 350,000

Income per employeein U.S. dollars

Source: Organization for Economic Cooperation and Development
(OECD), Bank Profitability: Financial Satements of Banks 1985—
1995 (Paris: OECD, 1996).

atotal of about 2.5 million employees. Although the
larger banking sector of the EU could partly account
for the higher employment, high staff costs per em-
ployee in relation to productivity suggest that many
EU banking systems are overstaffed (Figure 55). In-
deed, employment has already declined considerably
since the late 1980s, especially in Nordic countries
and the United Kingdom.49

Ownership and Types of Banks

The ownership structure of banks varies consider-
ably across the European Union. The share of banking
assets publicly owned ranges from zero in the United
Kingdom to almost 60 percent in Italy.>® Among the
larger EU countries, public ownership is widespread
in Germany (about 50 percent of banking assets),
whereas it has considerably diminished in France (12
percent) after the wave of privatizations of the last
decade. Among the smaller EU countries, ownership
tends to be public in Greece and Portugal, and private
in Belgium and the Netherlands.

49See BIS (19964), p. 88.

50In Italy, state and local authorities controlled about 58 percent
of banking assets at the beginning of 1997. This share is, however,
bound to fall by an estimated 15 percent when the privatizations of
Instituto Bancario San Paolo di Torino and Cariplo are completed.
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In some countries, complicated public ownership
structures are an additional obstacle to privatization
and the restructuring of banking systems. In Germany,
for example, savings banks (Sparkassen) carry as cap-
ital a guarantee from local municipalities, which
makes it difficult for them to merge or be purchased
by a shareholding company. In response to a com-
plaint by private German banks, the European Union
is currently considering whether German public-law
banks (Sparkassen and Landesbanken) have an unfair
competitive advantage deriving from subsidized pub-
lic capital injections.

A complicated public ownership structure is aso
typical of the Italian banking system. Italian public
banks became joint-stock corporations at the begin-
ning of the 1990s, but many of them have remained
controlled by nonprofit organizations (fondazioni),
whose boards of trustees are appointed by local and
central governments. The need to obtain the approval
of both levels of government has often delayed priva-
tization. Parliament is currently discussing a bill that
introduces a number of incentives for fondazioni to
sell off their assets, although it leaves alarge degree of
discretion regarding the timing and scope of the sale.

Market participants have problems monitoring and
controlling banking institutions even in EU countries
where private ownership prevails. This difficulty re-
sults from the lack of public disclosure on several fi-
nancial activities of EU banks and from the lack of
concentration of debt and equity claims, which is typ-
ical of most banking systems in the European Union.
Weak corporate control is a source of concern because
it may provide inadequate incentives to management
and delay restructuring.5!

There is also a considerable diversity of banking
structures across the European Union in terms of do-
mestic versus foreign ownership. Among the larger
EU countries, the share of banking assets controlled
by foreign banks ranges from 3.5 percent in Italy to 57
percent in the United Kingdom, and it is 14 percent in
France, 4.5 percent in Germany, and 12 percent in
Spain. Among the smaller EU countries, foreign banks
have a particularly strong presence only in Luxem-
bourg, Belgium, and Ireland.

The typology of EU banks varies considerably.
Commercial banks prevail in Italy, France, Greece,
Portugal, the United Kingdom, Belgium, and the
Netherlands. Savings and cooperative banks play an
important role in Germany, ltaly, and Spain, and
building societies have a large presence in the United
Kingdom and Ireland. Whereas the number of banks
in the latter categories has considerably declined over
the last decade, the number of commercial banks
has generally increased. The significance of these
changes, however, should not be overemphasized be-

51See, for example, BIS (19963a).
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Table 57. Bank Restructuring: Number of Institutions and Size Concentration?

Number of Institutions

Peak (since 1980)

Concentration: Top Five

Percent 19803 1990 19954

19952 Year change® (Percent share in total assets)
European Union countries
Belgium 150 163 1992 -8 64 58 59
Finland 352 631 1985 —44 63 65 74
France 593 1,033 1984 —43 57 52 a7
Germany® 3,487 5,355 1980 =35 17
Italy 941 1,109 1987 -15 26 24 29
Netherlands 174 200 1980 -13 73 7 81
Spain’ 318 378 1982 -16 38 38 49
Sweden 112 598 1980 -81 64 70 86
United Kingdom 560 796 1983 -30 63 58 57
United States® 23,854 35,875 1980 -34 9 9 13
Japan 571 618 1980 -8 25 30 27
Other countries
Canada 1,030 1,671 1984 -38 55 65
Australia 370 812 1980 —54 62 65 67
Norway 148 346 1980 57 63 68 58
Switzerland 415 499 1990 -17 45 45 50

Sources: Bank for International Settlements (1996a); British Bankers' Association; Building Societies Association; and national data.
1Deposit-taking institutions, generally including commercial, savings, and various types of mutual and cooperative banks; for Japan, ex-
cluding various types of credit cooperatives; and for Canada, excluding trust and loan companies (in 1994, 83 institutions).

2For Finland, Japan, and Sweden, 1994.

3For Finland and the Netherlands, 1985; France, 1986; Italy, 1983; and Switzerland, 1987.
4For Belgium, Japan, Switzerland, and the United Kingdom, 1994; and Finland, 1993.

SFrom peak to most recent observation where applicable.

6For number of institutions, western Germany only. Data for the whole of Germany: 1995, 3,784; percentage change, —30 percent.

7Concentration data for commercia and savings banks only.

8Excluding credit unions: 1995, 12,067; percentage change, —36 percent.

cause the operational differences between commercial
banks and other types of institutions have been gradu-
aly diminishing.

In relation to North America and Japan, some con-
tinental European banks have had traditionally wider
powers in terms of permissible activities and owner-
ship (“universal” banks). The Second Banking Direc-
tive has recently created the conditions for extending
similar powersto all EU banks, although the range of
permissible activities across the EMU is far from
being harmonized (see the first section of this annex).
Following the implementation of the directive, banks
have been allowed to enter the capital markets busi-
ness in France, Italy, Spain, Greece, and Portugal.
Moreover, in recent years, banks have considerably
increased their presence in the insurance sector.52
These trends, together with the expanding role of
wholesale activities, have resulted in a growing ratio
of noninterest income to gross income in almost all
EU countries.

52There is dtill little evidence of securitization (see Jeanneau,
1996).
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Financial Structure

EU financial markets are overbanked at the retail
and local levels. Although the number of banking in-
dtitutions in the European Union is substantialy
smaller than in the United States (Table 57), the num-
ber of branches is much larger, with an average popu-
lation per branch in 1994 of 2,084 against 4,690 in the
United States (Table 58). The population per branch
ranges from 600 in Belgium to 8,384 in Greece and is
below average in Germany, Spain, Austria, and Lux-
embourg. No uniform trend emerges across Europe
except for the United Kingdom and some Nordic
countries (Finland, Sweden, and Denmark), which
have been reducing the density of their branches since
1985.

In recent years, the concentration of the banking
system, measured by the share of total assets owned
by the top 5 (or 10) institutions, has not shown a uni-
form trend in spite of an EU-wide reduction in the
number of banks (Table 57). In the largest countries,
with the exception of France, concentration has either
remained unchanged or increased, suggesting an in-
crease in EU-wide concentration. Nevertheless, Ger-
many and Italy have avery large number of banks and
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Table 58. European Union Countries, North America, and Japan:

Population per Bank Branch

Change
1985-92 1992-94
1985 1992 1994 (In percent)
European Union countries
Austria . 1,695 1,715 e 1.18
Belgium 395 613 . 55.19 A
Denmark 1,534 2,096 2,316 36.64 10.50
Finland 1,670 2,106 2,784 26.11 32.19
France 2,212
Germany 1,569 2,050 1,832 30.66 -10.63
Greece L. 8,943 8,384 ce -6.25
Ireland S ce .
Italy L. 3,221 2,862 ce -11.15
L uxembourg 1,523 1,287 1,090 —15.50 -15.31
Netherlands 3,025 2,019 2,116 -33.26 4.80
Portugal 6,633 3,431 2,917 —48.27 -14.98
Spain 1,182 1,100 1,101 —-6.94 0.09
Sweden 2,794 2,990 3,281 7.02 9.73
United Kingdom 4,163 4,937 5,272 18.59 6.79
North America
Canada
Mexico 21,814 25,330 21,441 16.12 -15.35
United States 5,596 4,885 4,690 —12.71 -3.99
Japan

Source: Organization for Economic Cooperation and Development, Bank Profitability: Financial Sate-

ments of Banks 1985-1994 (1996).

relatively low concentration. Moreover, consolidation
in Europe has been much slower than in the United
States, as indicated by the substantially smaller num-
ber and size of mergers and acquisitions (though the
fact that the United States began the 1980s with a far
more fragmented banking system than the European
one can partly account for its faster consolidation
process) (Table 59).

The absence of significant consolidation is difficult
to explain against the background of strong competi-
tive pressures and incentives for change. In recent
years, local banking markets in Europe have experi-
enced heightened competition associated with deregu-
lation, the abolition of capital controls, and single
market initiatives. These competitive pressures have
lowered net interest margins (Table 60) and reduced
bank profits (Table 61), overshadowing the effects of
cyclical fluctuations.>3 Some banking systems have
also had to increase provisions for nonperforming
loans as real estate and property-related sectors weak-
ened in the presence of declining or soft real estate
prices. In most cases, European banks have been un-
able to counteract these trends with cost reductions
and increased revenues in other areas of financial ser-
vices. The resistance to consolidation can be attributed
to a large extent to the remaining impediments to

53See OECD (1996).

202

cross-border competition in banking (see the appendix
at the end of this annex) and to such factors as home
currency advantage, extensive branch networks, and
strong traditional and cultural relationships.

Single Market I nitiatives and Cross-Border Activity

The Second Banking Directive (SBD, adopted in
1989 for implementation on January 1, 1993) intro-
duced three key structural changes aimed at creating a
single market (or “single passport”) for banking ser-
vices across the EU.4 First, standards for prudential
supervision were to be “harmonized” across the EU.
Second, supervisory authorities “mutually recog-
nized” the way in which these standards were applied
in each EU country so that a single banking “license’
or “passport” was needed to provide an agreed list of
banking services throughout the EU (Table 45). Third,

54Not all countries respected the deadline of January 1, 1993. The
SBD was implemented into national law in 1991 in Denmark; in
1992 in Germany, France, Ireland, Portugal, Greece, and the Nether-
lands; in 1993 in the United Kingdom, Italy, and Luxembourg; in
1994 in Belgium and Spain. Nine additional banking directives were
introduced between 1986 and 1992: the Consolidated Accounts Di-
rective (86/635), the Branch Establishment Directive (89/117), the
Own Funds Directives (89/299 and 92/16), the Solvency Ratio Di-
rectives (89/647 and 91/31), the Money Laundering Directive
(91/308), the Large Exposures Directive (92/121), and the Consoli-
dated Surveillance Directive (92/30).
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Table 59. Mergersand Acquisition Activity in Banking?

Number of Mergers and Acquisitions

Value (in billions of U.S dollars)

1989-90 199192 1993-94 1995-962 1989-90 1991-92 1993-94 1995-962
European Union countries
Belgium 11 22 18 12 0.0 1.0 0.6 0.4
Finland 6 51 16 4 0.4 0.9 1.0 0.8
France 52 133 71 43 2.7 2.4 0.5 3.2
Germany 19 71 83 27 1.1 35 1.9 0.7
Italy 41 122 105 65 8.2 53 6.1 3.0
Netherlands 12 20 13 7 10.9 0.1 0.1 0.8
Spain 30 76 44 26 4.0 4.3 4.5 2.1
Sweden 10 38 23 8 2.0 1.1 0.4 0.1
United Kingdom 86 71 40 28 6.4 75 33 21.7
Other countries
Australia 23 19 20 9 2.3 0.9 15 25
Canada 13 29 31 14 0.8 0.5 1.8 0.1
Japan 8 22 8 17 312 0.0 2.2 33.8
Norway 12 23 24 2 04 0.1 0.2 0.4
Switzerland 31 47 59 14 0.5 0.4 3.9 0.7
United States 1,501 1,354 1,477 1,176 37.8 56.8 55.3 825
Total 1,855 2,098 2,032 1,452 108.6 84.7 83.2 153.0
Memorandum item:
Total nonbank financial 2,075 2,723 3,267 2,267 99.0 63.7 122.2 90.7

Sources: Bank for International Settlements (1996a); and Securities Data Company.
1Classified by the industry of the target; completed or pending deals, announcement date volumes.

2As of April 4, 1996.

home country regulators had primary regulatory re-
sponsibility for all banks based in the country even
when the bank operated in another EU country.

Since the creation of a single market for banking
services, cross-border activity has increased consider-
ably in wholesale and investment banking and to a
smaller extent in retail banking. According to arecent
survey by Economic Research Europe (ERE96),55 in
the period 1992-95, the cost of supplying cross-bor-
der bank services has diminished. Moreover, cross-
border trade has grown significantly in off-balance-
sheet activities and investment management, but it has
grownonly “slightly” inretail and corporate activities.
According to the same survey, EU banks carried out
cross-border activity mainly through subsidiaries, by
increasing sourcing of funds, and by acquiring con-
trolling, or minority, interest in other EU financial in-
gtitutions. Only to a smaller extent have EU banks
opened cross-border branches and engaged in cross-
border alliances, joint ventures, and mergers. Never-
theless, statistics collected by the EU Commission
show a 58 percent increase in cross-border branchesin
the period 199295 (from 308 to 487, including 32
transformations of existing subsidiaries) with the
United Kingdom, Germany, and France as the main

55The work, “A Study on the Effectiveness and Impact of Internal
Market Integration on the Banking and Credit Sector” (hereafter
ERE96), was commissioned by the European Commission and is
not yet published. Minor changes could still be made before its ex-
pected publication in the second half of 1997.
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“home” countries, and Germany, the United King-
dom, and Italy asthe main “host” countries. No recent
data are available on cross-border alliances and joint
ventures, but several aliances among banks have been
reported, aswell as several linkups between banks and
insurance companies. Finally, although intra-EU
mergers and acquisitions have been much fewer than
domestic mergers and acquisitions, they increased in
the late 1980s and early 1990s in Germany, France,
Italy, and Spain.

Competitiveness, Efficiency, and Profitability

The single market program is expected to promote
the competitiveness of the European banking system
by reducing costs and increasing efficiency. Survey
studies conducted at the end of the 1980s identified
considerable scope for convergence of prices (defined
as the margin between the interest rate charged on
loans or paid on deposits and the money market rate)
in the banking sector toward the lowest prevailing in
the Community.>¢ The decline in net interest margins
reported in Table 60 seems to confirm this expecta-
tion. Furthermore, in the recent ERE96 survey, re-
spondents agreed that competition intensified consid-
erably in domestic retail and corporate markets during
the period 1992-95. This survey aso indicates that in
al EU countries the margin between loan rates and

56See Commission of the European Community (1988a, b).
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Table 60. European Union: Net Interest Marginst
(In percent of average earning assets)

Change from
1989 1990 1991 1992 1993 1994 1995 High to 1995
European Union countries
Austria 1.91 1.95 1.95 2.13 2.01 1.96 2.13 0.00
Belgium 2.07 2.04 1.84 1.85 2.06 1.98 1.76 -0.31
Denmark 2.18 2.47 2.28 2.63 2.40 2.37 2.10 -0.53
Finland 1.96 219 1.89 134 2.90 273 212 -0.78
France 3.20 2.89 3.28 3.18 2.49 251 2.21 -1.07
Germany 1.72 2.10 2.07 243 3.35 2.96 2.60 -0.75
Greece 3.69 273 1.26 0.12 -0.65 0.83 1.75 -1.94
Ireland 127 0.91 2.92 2.04 1.98 -0.94
Italy 3.62 371 3.38 341 3.75 297 3.06 -0.69
Luxembourg 0.46 0.50 0.46 0.88 1.02 1.01 0.93 -0.09
Netherlands 0.92 0.93 1.03 1.27 2.72 1.66 1.70 -1.02
Portugal 6.32 6.06 5.89 3.45 284 287 -3.45
Spain 4,93 5.25 4.85 4.18 5.12 3.98 3.23 -2.02
Sweden 2.17 272 3.65 215 1.62 -0.99 5.52 1.87
United Kingdom 0.35 0.48 0.68 1.67 222 1.68 1.66 -0.56
Memorandum items:
North America
Canada 2.40 2.60 243 229 2.10 181 1.93 -0.67
Mexico 121 5.21 6.53 6.73 354 2.27 3.10 —-3.63
United States 325 332 343 6.47 4.39 3.40 2.77 -3.70
Japan 0.48 1.90 2.07 3.53 2.72 2.22 2.36 -1.17

Source: IBCA Ltd.

INumbers in bold indicate the highest net interest margin for the 1989-95 period for each country.

money market rates has fallen in the period 1992—95
for all categories of loans: to alarger extent for corpo-
rate customer loans to both large and small firms, and
to asmaller extent for retail customer loans and mort-
gages. The most substantial declines have taken place
in France, Ireland, Spain, Denmark, and Greece. The
same survey indicates a smaller reduction in deposit
prices, again concentrated in France, Ireland, Spain,
and Greece. In contrast, banking fees have not fallen
and have even increased in some countries, in part be-
cause EU banks have tried to use fee income to com-
pensate for shrinking interest income. This evidence
notwithstanding, the convergence of banking pricesin
the EU isfar from being completed. The ERE96 study
shows that the highest price in the EU is often two (or
more) times greater than the lowest one for almost all
banking products, including commercial loans, mort-
gages, credit cards, checking accounts, personal eg-
uity transactions, and money transfer costs.

The single market program has not yet had a major
impact on the efficiency of the EU banking system. In
the period 1990-94, the EU-wide cost-to-income ratio
remained approximately unchanged and there were
few signs of convergence toward the EU average. In-
deed, in each country, costs seem to have followed
largely independent trends. In Germany, for example,
the cost-to-income ratio has fallen from above the EU
average to well below it, whereas in Italy, Spain, and
Greece the same ratio has increased from below the
average to well above it; at the same time, in the
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United Kingdom and Ireland, costs have fallen farther
below the average. In most countries, above-average
staff costs seem to account for above-average cost-to-
income ratios (Figure 55).

These persistent cost pressures have not been offset
by substantial productivity gains. In the 1990s, greater
competition has reduced net interest margins across
the European Union for all categories and sizes of
banks, except for savings banks and small banks,
which have continued to enjoy higher margins. Coun-
trieswith particularly high margins at the beginning of
the 1990s—Spain, Portugal, and Greece—have expe-
rienced the largest declines. In the same period, the
percentage of fee, commission, and other noninterest
income over total gross income has grown in almost
all EU countries, remaining well above the EU aver-
age in the United Kingdom, the Netherlands, L uxem-
bourg, and Greece and well below it in Spain and
Denmark.5” The higher share of noninterest income
has not allowed EU banks to maintain the profitability
levels of the early 1990s. In 1994, the return on equity
of al EU banks was half its 1990 level (5.5 percent
against 10.9 percent) with the sharpest reductions in
Italy and France, followed by Spain, Portugal, and

57The ERE96 study conducted an analysis of the productivity of
the European banking system taking into account not only interest
and noninterest income but also four different inputs. The conclu-
sion was similar: “ European banking markets do not appear to have
become systematically more productive during the 1990s” (p. 97).



Annex IV European Monetary Union

Table 61. European Union: Bank Profitability

Pretax Profitst
1980-823 1986-88 1992-94 Return on Assets®
(In percent of assets) 1994 1995
European Union countries
Belgium 0.40 0.40 0.30 o L.
Denmark# o - S 0.29 1.20
Finland5 0.50 0.50 -1.60 -0.69 -0.16
France 0.40 0.40 -0.10 0.17 0.27
Germany 0.50 0.70 0.50 0.52 0.56
Italy 0.70 1.00 0.80 - S
Netherlands 0.30 0.70 0.60 0.69 0.72
Spain 0.70 1.10 0.60 0.70 0.79
Sweden 0.30 0.80 0.50 0.55 1.23
United Kingdom 1.10 1.00 0.70 122 127
Memorandum items:
North America
Canada® 0.50 1.00 1.10 1.12 1.16
United States 1.00 0.70 1.60 181 1.87
Other countries
Japant 0.50 0.60 0.20 -0.217 -0.757
Australia 0.90 1.20 0.70 1.606 1.826
Norway 0.60 0.00 0.20 1.31 1.81
Switzerland 0.60 0.70 0.60 0.63 0.52

Sources: IBCA Ltd; and Organization for Economic Cooperation and Development as adapted from
Bank for International Settlements, 66th Annual Report (1996).
1For Australia, Belgium, the Netherlands, and Switzerland, all banks; for others, commercial banks only

(OECD data).
2Pretax profits of major banks (IBCA data).

3For Australia, Belgium, and France, 1981-82; and for Canada, 1982.

4The portfolio of securitiesis marked to market.

5The 1994 and 1995 reserves are not fully comparable because of a break in series.

SFiscal years.

"The 1994 and 1995 data are combinations of half-year results at an annual rate and IBCA estimates.

Greece (where, however, the return on equity remains
well above the EU average). Sizable improvements
were recorded only in the United Kingdom, Ireland,
and Luxembourg.

Single Currency and Restructuring of the
EU Banking System

In EMU, the existence of larger and more liquid
capital markets in Europe and the unavoidable re-
forms of European health, pension, and social security
systems will create a large private pool of investable
funds and will most likely expand the role of institu-
tional investors and the demand for specialized asset
management. This could open up each national market
to cross-border competition. Continental banks will
respond to this challenge by stepping up their current
efforts to acquire, or merge with, specialized firms,
and additionally to diversify their businesses against
the risk of disintermediation by forming groups with
institutional investors.

The creation of more liquid European capital mar-
kets—if not a Europe-wide capital market—is likely
to encourage small and medium-sized corporations to
access securities markets. Direct access to securities

markets will in turn affect the competitive position of
banks and could start a gradual process of disinterme-
diation. In this scenario, credit evaluation and loca
market underwriting skills will become extremely
valuable. Thus, by creating incentives for the creation
of broad, deep, and liquid private securities marketsin
Europe, the introduction of the euro and the establish-
ment of EMU creates an environment of competition
for shares of markets traditionally closely held and
maintained by domestic universal banking institu-
tions, both at the wholesale and retail level.

Wholesale Banking

At the wholesale level, with the removal of cur-
rencies and foreign exchange risk for intraaEMU
cross-border transactions, there will be few remain-
ing barriers to entry for the large global institutions.
The commoditization of wholesale services and the
cost of supplying them will determine customer rela-
tions. Competition in wholesal e banking is driven by
price, access to distribution networks, and geograph-
ical reach. Only a limited number of large financial
institutions have the capital, resources, and geo-
graphical reach to compete globally in providing ser-
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vices to the top tier of multinational corporations and
large and medium-sized companies with interna-
tional operations.s8

It is possible to identify several aspects of this com-
petition and consolidation at the wholesale level that
are related to the introduction of the euro. As noted
earlier, the euro directly eliminates the “anchoring
principle,” advocated by many European centra
banks, which requires domestic financial institutions
to lead-manage bond issues, creating cross-border
competition for providing this investment banking
service. This new competition could lead to consoli-
dation and greater concentration through cross-border
mergers and acquisitions. The euro aso eliminates the
80 percent matching rule on foreign currency expo-
sures of insurance companies and pension funds
within Europe (see the appendix at the end of this
annex). Under the existing rules, an EU insurance
company, for example, cannot hold more than 20 per-
cent of its assets in foreign currencies unless they are
matched by liabilities denominated in the same cur-
rencies. The lifting of this restriction is likely to in-
crease cross-border investment flows, and will open
up this pooal of investment funds to investment banks
in EMU for providing underwriting, trading, broker-
age, rating, and merger and acquisition advisory ser-
vices. Banks strong in the above areas, with good
placement power, are likely to see their franchises in-
crease in value, and banks weak in these areas could
be in the market for acquisitions of merchant banks
and asset managers by continental European banks.
Universal banks with strong investment banking fran-
chises are also likely to benefit from EMU.

As a direct effect of a single currency, European
banks will experience a substantial drop in banks' for-
eign exchange trading revenues on intra-EMU trans-
actions. A single currency will eliminate revenues
from intra.EMU exchange trading, sale of exchange
rate and interest rate hedging instruments, commis-
sions on cross-border money transfers, and govern-
ment securities underwriting. These revenue losses
will be permanent and are likely to be concentrated in
wholesal e banking with an expected reduction in prof-
its between 10 and 15 percent. EMU islikely to affect
credit ingtitutions unevenly, reducing mostly revenues
of those banks with a competitive edge in certain cur-
rencies or in the placing of assets denominated in such
currencies. EMU is then expected to cause a sharp re-

58There is now a consensus in the international financial markets
that there is room for only about 10 large global players. The
“names’ most often mentioned, in industry magazines and by mar-
ket participants, are ABN Amro, Barclays, Citicorp, Deutsche Bank,
Goldman Sachs, JP. Morgan, Merrill Lynch, Morgan Stanley,
S.B.C. Warburg, and Union Bank of Switzerland. Others that are
viewed as vying for a slot include Credit Suisse First Boston and
Lazard Fréeres. The recent mergers of Chase and Chemical banks
and of Morgan Stanley and Dean Witter are examples of what may
occur in the coming years.
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duction in employment of foreign exchange traders
and possibly a consolidation of firms specialized in
the foreign exchange business.

The euro is also likely to have a number of indirect
effects, all pointing in the direction of further consoli-
dation in wholesale banking in Europe: lower profit
margins through its general impact on competition; ra-
tionalization of foreign exchange and corporate and
industrial treasury functions, which would reduce the
demand for cash-management services provided by
wholesale and investment banks; and reduction in the
number of providers of regional and global payments
processing services. This consolidation can only be
hastened by the elimination of European currencies.

Competition is also likely to increase in correspon-
dent banking as non-EMU banks reduce the number
of correspondents they need inside the euro bloc. Con-
sortia of banks providing basic electronic banking ser-
vices, including paymentsto each other’s customersin
Europe, are aso likely to emerge. The TARGET sys-
tem will handle only large-value euro payments for
central banks, large private banks, and very large com-
panies, and smaller companies will have to go through
banks own payments systems and correspondent net-
works for low-value paymentsin euro. Competitionin
the market for wholesale money transmission services
will also increase. As companies increase their cross-
border activities, introduce more sophisticated trea-
sury management, and concentrate their euro business
in fewer banks, traditional home currency correspon-
dent banks may be unable to compete with the global
banks, which assure cost-effective and efficient pay-
ments services around the world through their own
networks.

Retail Banking

At the retail level, there is a greater need for re-
structuring and consolidation. Several potential EMU
countries have banking systems that are overstaffed,
and staffs that are underemployed, relative to banks
operating in more efficient banking systems. An open
question is whether EMU will provide the impetus for
change necessary for restructuring and consolidation
of European retail banking. In the past, exchange rate
stability has been associated with narrowing net inter-
est margins among the core countries. One possible
inference is that the euro might provide an added ele-
ment of competition (see Table 60).59 Additional pres-
sures on interest rate margins would come from the

59The link between exchange rate stability and net interest mar-
gins is supported by the experience with Italian and U.K. spreads,
both of which stopped converging during the 199293 period of ex-
treme exchange rate turbulence. In addition, the independent role of
exchange rate stability is supported by the significant convergence
of margins before the introduction of single market initiatives in
1992.
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emergence of EMU-wide securities markets, the har-
monization of reserve requirements, and the greater
transparency of financing terms and conditions asso-
ciated with a single currency.

A single currency will also eliminate directly some
of the remaining impediments to cross-border compe-
tition in banking discussed in the appendix. A single
currency will make irrelevant, for example, the fact
that in France some funds (SICAV s) are not allowed to
engage in foreign exchange with non-French banks, as
well as the laws in some countries precluding the in-
scription of mortgages in a currency other than the na-
tional currency. A single currency will aso greatly re-
duce the importance of restrictions on accessing local
capital markets, which are currently complicating the
refinancing of mortgages.

EMU could also increase the likelihood of consoli-
dation through cross-border bank mergers and al-
liances, as the more aggressive institutions position
themselves to satisfy the increased demand for EM U-
wide banking services that could come from greater
cross-border trade and competition in European in-
dustry. While large European corporations are already
requesting Europe-wide banking services, EMU could
extend this demand to small and medium-sized firms
that rely on retail banks for many of their needs.
Households would also be likely to increase the de-
mand for EMU-wide banking services. Competition
in al of these areas is likely to increase between the
stronger domestic and European financial institutions
looking to increase market share and to penetrate mar-
ketsin other EMU countries. Some competition could
also come from large and fully vertically integrated fi-
nancia ingtitutions, including some global banks. In
addition, some economic barriers to entry could be
eroded by the introduction of the euro, although thisis
likely to occur indirectly through the euro’s impact on
securities markets and institutional investors and their
impact on bank disintermediation. What all this im-
pliesisthat EMU could make banking marketsin Eu-
rope more “contestable” in the sense that the potential
for competition from new entrants could act as a dis-
ciplining mechanism on incumbents and perhaps |ead
to more consolidation.

Given these pressures for change, how might re-
structuring take place within EMU? If the competitive
pressures outlined above are allowed to exert their in-
fluence unconstrained, it would be reasonable to ex-
pect competition to lead to further mergers of small
and medium-sized domestic institutions (some defen-
sive, some offensive), cross-border mergers, signifi-
cantly fewer institutions, more electronic branching,
better and more efficiently provided services, and cus-
tomer access to regional, international, and global
markets. The number of institutions and branches
would decline gradually, and the average size of insti-
tutions would increase as consolidation takes place.
Staff levels would decline slowly through attrition.
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Much of the adjustment could be internalized within
the banking industry itself. In an environment in
which regulations, union strength, and extensive pub-
lic ownership make it difficult to close banks and to
reduce costs through downsizing, the stronger institu-
tions may be called upon to merge with poorly capi-
talized banks. In other instances, mergers will aim to
boost profits without incurring the pain of cost cutting.
Among the more successful or viable institutions,
large banks will continue to purchase smaller banks
(including savings institutions and community banks),
in part to obtain access to relatively high-margin retail
business and to diversify funding sources by expand-
ing the branch network. Some of the more aggressive
smaller banks would engage in defensive mergers or
outright takeovers. Larger banks may also try to in-
crease diversification and to acquire a hedge against
disintermediation by establishing alliances with mu-
tual funds and insurance companies. Computer tech-
nology will also aid in the consolidation process by al-
lowing banks to concentrate back-office operations
away from individual branches and to realize impor-
tant economies of scale. The acquisition of technology
may motivate some mergers, because it may allow
some banks to gain access to the financial resources
necessary to acquire and maintain competitive infor-
mation technology infrastructures.

The euro will provide additional pressure for
change but major progress will occur only after some
structural issues are addressed. Obstacles have re-
mained in place even after the introduction of the Sec-
ond Banking Directive, and differences in taxation,
regulations, and accounting and business practices,
combined with the absence of an EU company law,
impede cross-border entry (see the appendix).50 L abor
market laws will also continue to place limits on the
potential efficiency gains from consolidation. Owner-
ship structures in Europe are also likely to continue to
prevent market forces from operating. Extensive state
ownership delays both entry and exit from the banking
system, resulting in a continued buildup of imbalances
in troubled public institutions. In addition, institutions
may continue to pay little attention to profitability be-
cause creditor and shareholder discipline is reduced
by the fragmentation of debt and equity claims and by
regulatory obstacles to takeovers.6 Another factor is
that European banking is still characterized by institu-
tions with a national and often regional orientation.
U.S. experience suggests that the inability to diversify
across state boundaries was a major factor in the diffi-
culties faced by several banking institutions. Finally,

80For example, a British bank that established operations and
began to offer interest-bearing current accounts in France was
forced to cease this practice on the grounds that French banks were
prohibited from paying interest on such accounts and that the effi-
cacy of monetary policy was threatened.

61See BIS (19963).



BACKGROUND MATERIAL PART I

SELECTED ISSUES

in the United States, where labor market legislation
provides significant scope for downsizing, the most
important benefit of mergers was increased profitabil-
ity from abetter diversification of funding sources and
loan portfolios—not cost savings.

The forms and extent of restructuring are likely to
vary across the EMU. On the one hand, their different
competitiveness levels imply that not all EU banking
systems are in the same need of restructuring. On the
other hand, the lack of harmonization of taxes, rules,
and regulations, and the remaining impediments to
cross-border activity, may distort competitive forces,
accelerating the restructuring in some countries and
delaying it in others.

The U.K. banking system isthe most competitivein
the European Union and the one in which restructur-
ing is most advanced. U.K. banks have a high return
on equity even though they operate in an environment
with low net interest margins, few impediments to
cross-border competition, and a highly developed fi-
nancial market, which exposes them to the risk of dis-
intermediation. Their performance is explained by a
large and increasing share of noninterest income,
below-average and falling cost-to-income ratios, a
constant decline in the density of branches, and in-
tense merger and acquisition activity. Only the Nordic
countries and Ireland have also experienced some of
the restructuring observed in the United Kingdom: al-
though their banking systems are not as profitable,
their costs tend to be relatively low and the density of
their branch networks has been faling for several
years.

In the large continental European banking systems
of Germany, France, Italy, and Spain, restructuring is
proceeding more slowly than in the United Kingdom.
In some countries, branch networks have continued
to expand and the number of banking institutions re-
mains high. Low profitability prevails as net interest
margins shrink rapidly without being offset by higher
noninterest income. Moreover, costs in these coun-
tries—except Germany—tend to be above the EU av-
erage and privatizations are often delayed. A single
currency is likely to intensify competitive pressures,
but there is a risk that widespread public ownership
and remaining impediments to cross-border activity
will continue to reduce cross-border competition and
delay restructuring, while the lack of harmonization of
taxes, rules, and regulations will not allow alevel play-
ing field (see the appendix). Competition among EU
banking systems might be impeded by the different
scope for state intervention that each country will have
depending on its fiscal position, and by the remaining
differences in the regulatory and supervisory frame-
work and in the deposit insurance schemes, whose im-
portance will be enhanced by a single currency.

The experience of the United States and the Nordic
countries, where banking crises occurred before re-
structuring took place, and the more recent experience
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with resolving financial system problems in Japan,
suggest that it isunlikely that Europe will be able to ei-
ther grow out of its problems or resolve them entirely
through private efforts unless there are further reforms.
In addition, restructuring and consolidation in Europe
are unlikely to be aided significantly by state interven-
tions on a scale similar to the interventions that ac-
companied the restructuring of the European industry
in the 1980s.62 The funds available to bail out banks
are likely to be limited, in the short run, by the com-
mitments of EMU member countriesto uphold the sta-
bility pact and to achieve further fiscal consolidation.
In addition, any attempt to bail out troubled institutions
might be prevented by EU regulations that guarantee
fair competition and try to maintain a “level playing
field” in the market for banking services.®3

In summary, the introduction of a single currency is
likely to provide additional competitive pressures that
could potentially accelerate the desirable processes of
restructuring and consolidation in European banking
systems. Unless structura reforms are implemented
across Europe, there is the risk that rigidities in labor
markets, public ownership structures, and other poli-
cies affecting the adjustment in banking markets would
delay the desirable effects of enhanced competition.
This would alow financial problemsin troubled insti-
tutions to build up to the point where crises might be
unavoidable. If this occurs, the inconsistencies be-
tween EMU-wide plans for fiscal consolidation and
existing financial sector policies will become glaring.

Financial I nstitutions

Overall, it is an open question which types of finan-
cia institutions will be able to take advantage of these
opportunities and to dea better with the likely in-
crease in bank disintermediation. Those firms that are
better positioned to compensate for the declinein loan
demand with noninterest income, for example, from
placement services, will have an advantage. If the in-
troduction of the euro leads to the creation of less seg-
mented and more liquid securities markets, then it will
encourage the development of financial intermedia-
tion based on direct access to securities markets. The
predominance of this model of finance in the United
States, the United Kingdom, and international markets
reflects the market reality that, in the absence of
strong regulations that create and protect a clear niche
for banks, the business of taking deposits and provid-
ing loans—banking—has a role in finance as long as

62In that instance, several European governments smoothed the
process by directly injecting funds, extending the scope of unem-
ployment and welfare subsidies, and authorizing costly early
retirement.

63Within the European Union, public funds have been injected
into financial institutions in recent years in Finland, France, Italy,
Norway, and Sweden.
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the cost of borrowing directly (through private place-
ments of the securities markets) exceeds the cost of
borrowing indirectly through banks.84 By making Eu-
ropean capital markets more liquid and efficient, the
introduction of the euro has the potential for encour-
aging further direct financing and for reducing therole
of bank intermediation throughout Europe.

Another factor that could drive European entities
toward more direct financing is the cost of acquiring
information. It has been argued that financial interme-
diaries emerged because it is inefficient for many
shareholders each to incur the cost of monitoring a
firm’s management.65 To some extent, information
costs explain the development and growth of univer-
sal banksin Europe, astheir role as shareholder alows
them to have an informational advantage over indi-
vidual investors.66 To the extent that EMU will in-
crease the integration of European markets for goods
and services, it will be easier for investors to assess
the performance of firms as the need for detailed
knowledge of each local market diminishes. If this oc-
curs, the comparative advantage of universal banksis
likely to diminish. As such, American investment
firms would have a significant skill-based advantage,
because they specialize in credit evaluation in the con-
text of liquid securities markets.6” The devel opment of
European capital markets could then be seen as are-
duction in the barriers to entry for securities firms.

Only the largest of the European universal banks
appear to be reasonably well positioned to counteract
some of these advantages. First, they should have lit-
tle problem in using their information-gathering ad-
vantage to move into credit valuation and bring an in-
creasing number of firms to the bond and equity
markets. In addition, their role as shareholders will be
crucia in influencing the financing choices of corpo-
rations and preventing too rapid a shift toward equity
and bond financing. When banks act as shareholders,
they can distort the financing decisions of afirm to the
point that the share of debt of the participating firm
exceeds the level that maximizesthe firm’'svalue.s8 In
this respect, a major penetration of American-style in-
vestment banks in the banking market of continental
Europe would be possible only if a parallel shift inthe
prevailing form of corporate governance toward the
securitiesmodel of financial intermediation wereto be
demanded by customers and to take place.59 These
counterbalancing factors suggest that any shift of fi-

64See Gurley and Shaw (1960).

65See Diamond (1984).

66A key feature of universal banksis that they hold equity shares
large enough to monitor corporations. See Steinherr (1996).

67See Steinherr (1996).

68See Aoki (1984).

69The greater the liquidity of the secondary market, the more ef-
fective is the securities model of financial intermediation as aform
of corporate governance based on the takeover mechanism. See
Bolton and von Thadden (1996).

209

nancia activities away from the large European uni-
versal bankswill be gradual. However, it islikely that
the many small and medium-sized financial institu-
tions within Europe that have tried to emulate the uni-
versal banking model will be vulnerable to competi-
tion from larger financial institutions and more
efficient small and medium-sized intermediaries. One
can also expect greater specialization among the mid-
dle-tier institutions.

Appendix
Remaining mpedimentsto
Cross-Border Competition

Financial Services

A number of restrictions and regulatory obstaclesto
competition in financial servicesremain even after the
full implementation of the Investment Services Direc-
tive (Table 62). The ISD itself leaves scope for inde-
pendent interpretation of some articles that have the
potential to hinder free cross-border trade in financia
services. The main source of concern is the “concen-
tration” principle, which could be implemented in a
way that would allow national exchanges to retain
some monopoly power. Article 14.3 of 1SD autho-
rizes, but does not require, EU countries to mandate
that transactions in domestically traded securities be
carried out only on “a regulated market.” Other arti-
cles leave room for restrictive interpretations, such as
those dealing with the regulated market (Article 1.13),
transparency (Article 21), the ability of regulated mar-
kets to introduce screen trading in other EU countries
(Article 15.4), and the prohibition of new markets
(Article 15.5).

An uneven playing field in the market for financia
services across the European Union persists also be-
cause of a number of restrictions hampering cross-
border activities of institutional investors. Pension
funds face severa constraints on the composition of
their portfolios that inhibit the freedom of capital
movements and favor the funding of domestic gov-
ernments and corporations (Table 63). The European
Commission proposed a Pension Funds Directive to
liberalize pension fund provisions, but it has never
been adopted. Most countries set ceilings for the hold-
ings of equities (Germany, Belgium, Denmark, Nor-
way, Portugal, and Greece) and for foreign assets or
assets denominated in foreign currency (Germany,
France, Finland, Denmark, Sweden, Belgium, Portu-
gal, and Austria). Furthermore, some countries require
a minimum investment in government bonds (France
and Belgium). Only the United Kingdom and the
Netherlands impose few portfolio restrictions

Insurance companies face regulatory constraints set
out in the Third EU Directive for the life insurance sec-
tor. Their asset alocation is subject to ceilings on their



BACKGROUND MATERIAL PART I

SELECTED ISSUES

Table 62. Implementation of the European Union Capital Adequacy and | nvestment Services Directives

Year Laws and Regulations Comments

Austria 1996 First Amendment of the Banking Act (November 1, 1996).

Second Amendment of the Banking Act (January 1, 1997).
Belgium 1995 Law of April 6, 1995, on “secondary markets, investment
firms, intermediaries and advisers.”
Denmark 1995 Laws nos. 1071 and 1072 of December 20, 1995.
Finland 1996 July 16, 1996, Act on Financial Services Firms Both have been in effect since
(Sijoituspalveluyrityslaki); and Act amending the August 1, 1996.
Securities Market Act (Arvopaperimarkkinal aki).
France 1996 French Law no. 96-597 of July 2, 1996, “de modernisation
des activities financiéres.”
Germany 1994 Law of July 26, 1994, “Wertpapierhandel sgesetz.”
Amendment of the Banking Act (January 22, 1996).
Principles Concerning the Capital and Liquidity of Credit
Institutions (October 2, 1996).

Greece n.a Implementation is expected.

Ireland 1995 Irish Investment Intermediaries Act 1995, dated July 1, 1995.

Italy 1996 Legislative Decree no. 415 of July 23, 1996.

L uxembourg n.a Two hills were introduced in
Parliament, one in July 1995, another
in July 1996. They have not yet been
adopted.

Netherlands 1995 Wet Toezicht effectenverkeer 1995.

Portugal 1996 Bank of Portugal Notices (“Avicos’) no. 7/96, 8/96, and

Decree-Laws no. 232/96 of December 5, 1996, for
Investment Services Directive and 9/96 of December
1996 for Capital Adequacy Directive.
Spain n.a Implementation is expected.
Sweden 1991 Securities Business Act, 1991, 981. All these measures took effect on
Stock Exchange and Clearing Act, 1992, 543. January 1, 1995.
Financial Supervisory Authority Regulation 1995: 40, 43, 45,
and 59.
United Kingdom 1986 Financial Services Act 1986, as amended.

Sources: International Monetary Fund; and Wymeersch (1996).

holdings of equities (65 percent), real estate (40 per-
cent), and loans (10 percent). Moreover, insurance com-
panies must diversify equity holdings so that they do not
hold more than 5 percent of the quoted shares of asingle
company or 0.5 percent of the shares in an unquoted
company. Foreign currency investments are subject to
“congruence” or matching rules, which require that lia-
bilities in one currency be at least 80 percent matched
by assets denominated in the same currency.

Mutual (investment) funds and portfolio manage-
ment services are aso subject to a number of regula-
tory barriers that obstruct cross-border trade. When
the ISD is fully implemented, in principle no formal
regulatory barriers should be left standing within the
European Union. In practice, however, some obstacles
to the distribution of funds across borders are bound to
remain because of requirements on domestic lega
forms and organizational structures (e.g., inthe United
Kingdom), disclosure and registration rules (e.g., in
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Germany), and, above all, discriminatory tax treat-
ment discouraging taxpayers from investing in foreign
funds and providing incentives for investment in
domestic equities or government paper. Additional
hindrances are the different accounting practices,
withholding taxes on dividends paid to foreigners, ad-
ministrative burdens, performance measurement prac-
tices and requirements, and transaction charges.”0

Under the provisions of ISD, fund management
services offered by banks, insurance companies, in-
vestment dealers, or independent portfolio managers
should face very few restrictions, since these services
can be provided to other EU countries either through
a permanent establishment or cross-border.

Inamost all EU countries, bond issues are subject to
the so-called anchoring principle according to which

70See OECD DAFFE/CMF(96)19/REV 1.
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Table 63. Regulatory Constraints on Portfolio Investment of Institutional Investorsin
Selected I ndustrial Countries

Pension Funds

Insurance Companies

Mutual Funds

Austria

Belgium

Canada

Denmark

Finland

France

Germany

Greece

Italy

Netherlands

Norway

Minimum of 50 percent in bank
deposits or bonds denominated in the
Austrian currency. Ceiling on foreign
financial assets (35 percent).

Ceilings on foreign assets (50 percent);
equities (65 percent); any single
company (5 percent); property

(40 percent); investment funds

(30 percent); and business of the plan
sponsor (15 percent).

A December 1991 law progressively
raised the ceiling on foreign
investment from 10 percent to

20 percent in 1994.

80 percent currency-matching rule.
Maximum limit of 40 percent on
“high-risk assets’ (Danish and foreign
equities, property loans, and unquoted
investments).

80 percent currency-matching rule.

At least 34 percent of assets must be
invested in securities guaranteed by
the state. Ceilings on foreign assets
(5 percent) and property (40 percent).

Pensions Kassen: 80 percent currency-
matching rule. Ceilings on EU equities
(30 percent); non-EU equities

(6 percent); non-EU bonds (6 percent);
and EU property (25 percent).
Spezialfonds: Foreign fund manager
isrequired to have alink with a
German unit trust manager.
Book-Reserve System Funds: No
restrictions.

Ceilings on property and securitites
listed in stock exchange (20 percent).

33.3 percent currency-matching rule
(but assets denominated in ECU can
be used to match liabilities in any
currency). Ceiling on unlisted
securities (50 percent if issued in
OECD countries and 20 percent if
issued by non-OECD countries).
Ceilings of 20 percent on closed-end
fund shares; 30 percent on securities
issued by employer (20 percent if
shares); 10 percent on securities issued
by asingle issuer (5 percent if unlisted);
10 percent on derivatives used for
specul ation.

“Prudent person” rule: an investment
must be “solid.” Limit on employer-
related investment or self-investment;
5 percent in reserves and 10 percent
in assets.

Ceilings on equities (20 percent) and
foreign assets (30 percent).

80 percent currency-matching rule.

80 percent currency-matching rule.

A June 1992 regulation removed ceilings
on foreign investments but limits may be
imposed based on prudential
considerations.

80 percent currency-matching rule.

80 percent currency-matching rule.

Investments are subject to the matching-
assets rule; the location rule; and the
allocation-of-assets rule. Ceilings on
foreign assets (5 percent) and property
(40 percent). Minimum share of public
debt instruments (34 percent).

80 percent currency-matching rule.

80 percent currency-matching rule.

80 percent currency-matching rule.

80 percent currency-matching rule.

80 percent currency-matching rule.
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None.

None.

Limit of 20 percent on foreign assets
in the Registered Retirement
Savings Plans (RRSP)—€ligible
funds.

None.

None.

Subject to disclosure and asset-
diversification rules. A fund may not
hold more than 10 percent of any
one category of securities of one
issuer.

None.

None.

None.

None.

None.
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Table 63 (concluded)

Pension Funds

Insurance Companies

Mutual Funds

Portugal Ceilings on foreign securities listed on
OECD stock exchange (20 percent);
unlisted bonds or on bonds listed on
anon-OECD stock exchange or on
commercia paper (10 percent);
unlisted other securities or on other
securities listed in anon-OECD stock
exchange (5 percent), with the
exception of money market
instruments; property or mortgages
(50 percent); single company

(5 percent); companies belonging to
the same group (20 percent); and
single unit trust (20 percent).

Ceilings on assets other than bonds,
equities, real estate, and bank deposits
(10 percent).

Spain

Sweden Foreign asset ceiling (510 percent)
but generally restrictions not
applicable since most pension funds
are managed through the book reserve

system.

United Kingdom “Prudent person” rule. Self-investment

restricted to 5 percent.

United States Regulated by a special federa lav—
Employee Retirement Income
Security Act (ERISA). Permissible
investments subject to the “ prudent
expert” rule, which includes a
requirement to give consideration to
diversification and liquidity factors.
Otherwise no explicit restrictions on
holding foreign securities, including
foreign equities and foreign-currency-
denominated bonds.

80 percent currency-matching rule.

80 percent currency-matching rule.

80 percent currency-matching rule.

Subject to matching and localization rules,
which require them roughly to balance
liabilities expressed in a particular
currency with assets in the currency. A
company must ensure that its liabilities
are covered by assets of appropriate
safety, yield, and marketability, having
regard to the classes of business carried
on, that its investments are appropriately
diversified and adequately spread, and
that excessive reliance is not placed on
investments of any particular category or
description.

U.S. state insurance regulations attempt
“to prevent or correct undue concentration
of investment by type and issue and
unreasonable mismatching of maturities
of assets and liabilities.” These laws
usually allow an unrestricted “basket” of
investments for a certain amount of
assets, which can be allocated to foreign
securities in the range 0—10 percent of
total assets.

None.

None.

None.

Collective investment schemes (unit
trusts) are required to invest at least
90 percent of their assetsin
transferable securities in markets,
selected by the fund manager in
consultation with the trustees, that
are regulated, recognized, operating
regularly, and open to the public.

Primarily regulated by the U.S.
Securities and Exchange
Commission (SEC) under federal
laws. An open-ended fund may not
hold more than 15 percent of its net
assetsin illiquid assets. Otherwise
no explicit restrictions are imposed
on investment in foreign securities.

Sources: International Monetary Fund; and Organization for Economic Cooperation and Development.

al bond issues in a national currency should be lead-
managed by abank, or bank branch, with afull-fledged
new issues department domiciled in the country. The

larly, most issuing states require primary dealers in
government bonds to have a local presence and meet
local supervisory standards.

rationale behind this rule is that national central banks
believe they can monitor and ensure compliance with
their country’s monetary legislation (like the ban on
indexation in Germany) only if they have direct au-
thority over the banks concerned at al times.”* Simi-

Banking

The small increase in cross-border banking activity
since 1992 is probably due to a number of remaining
impediments to cross-border competition. Respon-
dentsto the ERE96 survey agreed that on average trade

71See Deutsche Bank Research (1996). barriers in banking had declined “to some extent” over
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the period 199295 with the largest improvements in
the wholesale area (corporate deposits and loans) and
the smallest in the retail area (mortgages, insurance
products, savings products, and consumer loans). But
they believed that major barriers to operating in other
EU countries remained. The cost of entering new geo-
graphical markets—in terms of establishing networks
and acquiring information—was considered the most
important barrier, followed by socia barriers, lega
hindrances, and national taxation regimes. By contrast,
capital requirements, anticompetitive measures of do-
mestic governments, and collusion between domestic
banks were considered |ess important.

The ERE96 survey provides several examples of
barriers in the banking sector that may discourage
entry by foreign competitors. First, product restric-
tions persist in several countries: Greece, for example,
prohibits real estate lending by foreign banks, Italy re-
stricts the provision of payment instrument services
by nonresidents, and France does not allow funds
(SICAVs) to do foreign exchange business with non-
French banks; furthermore, in France, the ban on in-
terest-bearing check or cash deposit accounts effec-
tively reduces the threat of foreign competition in the
deposit market. Second, marketing financial services
is more difficult in countries where door-to-door sell-
ing is prohibited or restricted (Denmark, France, Italy,
and Spain). Finally, there are a number of obstaclesin
the field of mortgage credit. In several countries, for-
eignersface barriersin accessing local capital markets
for refinancing: they are banned from issuing bondsin
Greece, need a prior authorization in Belgium, Spain,
France, and Italy, and cannot issue a bond payable in
a foreign currency in Portugal. Other hurdles are the
differences across EU countries in mortgage guaran-
tees and taxes, as well as legislation precluding in-
scription of the mortgage in a currency other than a
national currency.

Tax distortions in the allocation of savings across
the European Union are due not only to the well-
known lack of harmonization in the taxation of in-
vestment income but also to instances in which na-
tional tax systems effectively help to protect domestic
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financial sectors from foreign competition. In France
and Belgium, for example, there are tax incentives to
invest in domestic mutual funds (SICAVS). In France,
tax-exempt saving accounts are available only from
two French institutions (the French Post Office and
the Caisse d Epargne), and tax-exempt share savings
plans are restricted to investing exclusively in French
shares. In Italy and Portugal, the interest paid on loans
from nonresidents is subject to a withholding tax,
which practically excludes nonresidents from lending
to domestic nonbanks. Finally, in some countries, in-
surance premiums are tax deductible only if the insur-
ance contract is with a company having its headquar-
tersin the national territory.

Differences in labor market and employment regu-
lations can discourage foreign investors from buying
domestic banking institutions, because European
labor legidlation is known to prevent a successful re-
structuring of the acquired banks. This type of labor-
market legislation (e.g., in Germany, Italy, and the
Netherlands) effectively protects the domestic bank-
ing sector from cross-border entry. Moreover, state
subsidies and ownership may amount to protectionist
distortions of trade in banking services, often difficult
to detect. Furthermore, lax application of antitrust and
competition policy can impede cross-border competi-
tion by allowing concentrations in banking and finan-
cial markets that can enhance—at least in the short
run—the defensive potential of domestic institutions.
In addition, alevel playing field across the EU bank-
ing sector is unlikely to emerge with the existing dif-
ferences in regulatory and supervisory frameworks,
deposit insurance schemes, and until the start of EM U,
reserve requirements. Finaly, cross-border competi-
tion in financial markets will continue to be hampered
by the “general good” opt-out clause accepted in the
past by the European Court of Justice, which may be
invoked by host states to ban products offered only by
foreign banks if these threaten the general good of the
citizens of the host country.”2

72See ERE9S, p. 113.
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