
HELSINGIN KAUPPAKORKEAKOULU

Markkinoinnin koulutusohjelma

THE IMPACT OF EC INTEGRATION ON THE EUROPEAN 
COMMERCIAL BANKING SECTOR

Helsingin
Kauppakorkeakoulun

Kirjasto

4ÎZÔ

Liiketaloustiede: markkinoinnin 
pro gradu -tutkielma 
Sari Lappalainen 
Syyslukukausi 1990

Markkinoinnin ja tuotantotalouden

______________________________________  laitoksen laitos-

neuvoston kokouksessa _/J_0_ 19 90 hyväksytty

arvosanalla cum laude approbatur

Va. apul.prof. Esa Stenberg Va. yl i ass. Leo Vilen



TIIVISTELMÄHELSINGIN KAUPPAKORKEAKOULU 
Liiketaloustiede: markkinoinnin 
pro gradu -tutkielma 
Sari Lappalainen 2.9.1990

THE IMPACT OF EC INTEGRATION ON THE EUROPEAN COMMERCIAL BANKING 
SECTOR
Tutkimuksen tavoitteet

Tutkimuksessa pyrittiin selvittämään, mitä vaikutuk
sia Euroopan Yhteisön yhdentymisellä tulee olemaan 
eurooppalaiseen pankkisektoriin, erityisesti liike
pankkien toimintaan. Tässä tarkastelussa Eurooppaan 
käsitetään kuuluvaksi sekä EY-jäsenmaat että EFTA- 
maat.

Lähdeaineisto
Kirjoihin ja artikkeleihin perustuvan lähdeaineiston 
lisäksi tutkimukseen suoritettiin kuuden pankkialan 
asiantuntijan haastattelut, jotta saataisiin selville 
kentällä vallitsevia näkemyksiä.

Tulokset
Rajojen avautuminen ja pankkeja koskevien lainsääd
äntöjen yhdenmukaistaminen tulee EY : n komission 
pyrkimysten mukaisesti kiristämään kilpailua pankki
sektorilla huomattavasti. Suurimmat muutokset tapah
tuvat vähittäispankkitoiminnan puolella, sillä se on 
perinteisesti ollut voimakkaammin säädeltyä kuin 
tukkupankkitoiminta.
Yksittäinen asiakas sekä pienet ja keskisuuret yri
tykset hyötyvät eniten markkinoiden yhdentymisestä ja 
kilpailun kiristymisestä, sillä ne saavat ulottuvil
leen laajemman ja edullisemmin hinnoitellun tuoteva
likoiman.
Pelkkä otto- ja antolainaustoiminta ei tulevaisuudes
sa riitä pankin toimintaideaksi , vaan liikepankkien
kin on laajennettava tuotevalikoimaansa mm. arvopape
rikauppaan ja vakuutusten myyntiin. Kustannusten 
pienentäminen on avainasemassa, jonka lisäksi tuot
teen tai palvelun laatu tulee olemaan tärkeä tekijä 
menestyksen takaamiseksi.
Viimeisen vuoden aikana on Euroopassa tapahtunut 
runsaasti pankkien välistä yhdentymistä sekä rajojen 
sisäpuolella että rajojen yli. Suurin osa näistä on 
ollut pienten tai keskisuurten pankkien puolustuksel
lisia yhdentymiä, mutta muutama suuri pankki on myös 
aggressiivisesti laajentunut eri maihin tähtäimessään 
yleis-eurooppalainen pankki. Tuotteiden ja palvelujen 
jakelu myös ilman fyysistä läsnäoloa tulee helpottu
maan, kun pankit enenevässä määrin hyödyntävät puhel
imen, suorapostin ja sähköisten linkkien käyttöä.

Avainsanat
pankit, liikepankit, palvelut, EY-yhdentyminen



1

TABLE OF CONTENTS
Page

TIIVISTELMÄ
1. INTRODUCTION

1.1. Definition of the Problem and Purpose of
the Study........................................... 5

1.2. Objectives of the Study............................ 6
1.3. Definitions......................................... 7

2. A COMMON MARKET FOR BANKING SECTOR
2.1. Background......................................... 11

2.1.1. Treaty of Rome............................. 11
2.1.2. The First Banking Coordination Directive.12
2.1.3. White Paper and Financial Services....... 13

2.2. The Second Banking Coordination Directive........ 16
2.2.1. Harminisation of Prudential Standards.... 17
2.2.2. The Principle of Mutual Recognition of

Banking Licence............................ 18
2.2.3. The Home Country Control.................. 18
2.2.4. Official List of Banking Products........ 19
2.2.5. Reciprocity Clause.........................20
2.2.6. Additional Requirements................... 21

2.3. Capital Adequacy.................................. 22
3. STRUCTURAL ELEMENTS OF AN INDUSTRY

3.1. Bargaining Power of Suppliers.................... 24
3.2. Bargaining Power of Buyers........................25
3.3. Availability of Substitute Products and

Services........................................... 27
3.4. Threat of New Entrants............................ 3 0

3.4.1. Barriers to Entry.........................31
3.5. Rivalry among Existing Competitors...............32

3.5.1. Overbanked................................ 32
3.5.2. Slow Industry Growth..................... 34

3.6. Increased Competition............................. 3 6
3.7. Competitive and Cooperative Behaviour............37

4. SOURCES OF INSTITUTIONAL COMPETITIVE ADVANTAGE
4.1. Competitive Strategies............................ 41
4.2. Economies of Scale in Banking.................... 43
4.3. Economies of Scope................................ 46
4.4. Adequacy of the Capital Base..................... 4 8
4.5. The Actuarial Risk Base...........................49
4.6. Quality of Human Resources........................50
4.7. Information Asymmetries...........................51
4.8. Financial Technology and Innovation..............S3

5. STRATEGIC CHOICES: POSITIONING INTO THE MARKET
5.1. Client............................................. 56

5.1.1. Corporate Sector..........................56
5.1.2. Private Banking...........................57
5.1.3. Retail Customer...........................58

5.2. Market............................................. 60
5.2.1. Pan-European Presence.................... 61



2

5.2.2. Regional.................................. 62
5.2.3. Local......................................62

5.3. Products and Services............................. 63
5.3.1. Credit Products........................... 65
5.3.2. Financial Engineering Products.......... 65
5.3.3. Risk Management Products................. 66
5.3.4. Market Access Products................... 68

6. DISTRIBUTION IN THE SINGLE FINANCIAL MARKET
6.1. High Street Presence.............................. 69
6.2. Branchless Banking................................ 70
6.3. Defending One's Own Market........................72
6.4. Expansion Strategy................................ 7 3

6.4.1. Establish New Branches................... 73
6.4.2. Export to Markets.........................73
6.4.3. Mergers and Acquisitions................. 74
6.4.4. Buy an Existing Branch Network.......... 76
6.4.5. Strategic Cooperation of Banks...........77

7. CONCLUSIONS.............................................. 79
8 . SUMMARY....................................................81
APPENDIX 1: Interviews....................................... 86
BIBLIOGRAPHY.................................................. 88

LIST OF TABLES
Table 1. European Prices for Financial Services........... 10
Table 2. International Corporate Funding ($ billion)..... 29
Table 3. Number of Banking Outlets in Some European

Countries........................................... 3 3
Table 4. Countries with Declining Interest Margins of

Commercial Banks....................................37
Table 5. Moody's Credit Ratings of Banks, June 1 1990.... 50

LIST OF FIGURES
Figure 1. A Framework for Industry Analysis.................. 24
Figure 2. A Behavioral Model of Competition and Cooperation

in International Financial Services................ 38



3

1.
INTRODUCTION

The Commission of the European Communities (EC) issued in 
1985 a so called White Paper on the completion of the Euro
pean internal market. The objective of this Paper was to 
create a common market by 1992 which would replace the 
existing twelve domestic markets. The 300 directives -cur
rently reduced to 279- presented in the White Paper were 
embodied in the Single European Act, which defines the 
internal market as "an area without internal frontiers in 
which free movement of goods, services, capital and labour 
is ensured". It thus creates the largest single market area 
in the world - a market of 325 million (341 million after 
Germany's unification) consumers compared with 250 million 
in the USA and 122 million in Japan.

The Single European Act is a reform of the Treaty of Rome, 
which the then six EC member states signed already in 1957 
and in which they bound themselves to establish a common 
market by stages over the ensuring 12 years. The progress, 
however, was slow and in the end nothing like a genuine 
common market was achieved, mostly because the approach was 
on the basis of a prior high degree of harmonisation of the 
laws and regulations and supervisory arrangements of the 
ЕС-member countries. The unanimous voting was applied, and 
so countries which were unenthusiastic about opening up 
their markets to outside competition found it easy to adopt 
delaying tactics by using their right of veto.

The 1980's, however, found Europe feeling the effects of a 
real decline in international competitiveness as Japan and 
the United States were growing at much higher rates- the 
average annual growth of GNP had fallen in EC down to 1.8% 
in the period of 1980-1987, compared to 3.8% in Japan and 
2.7% in the US. Unemployment in EC was rising faster than in 
the competing countries (in 1987 unemployment in EC was 11% 
of the working force compared to 2.8% in Japan and 6.2% in
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the USA)1, European industrial output and market share were 
declining as well relative to the U.S. and Japan, and the EC 
was particularly lagging behind in research and development 
and in high-technology sectors.

This decline in international competitiveness was caused by 
inefficiencies due to several separate national markets and 
the considerable costs caused by trade barriers between 
these markets. In Europe two kinds of trade barriers exist: 
those which add to the costs, of which frontiers are prime 
examples ; and those which restrict entry into a European 
country's business. The cost of the frontiers, however, is 
of less significance compared to the barriers of entry, 
which keep some of the most modern industries in Europe 
fragmented and which create price differences in them of 20% 
or more. This internal inefficiency and the threat from 
Japan and the USA made the EC governments to realize that 
cooperation was needed if their economies were to expand and 
their industries regain efficiency and competitiveness.

One of the most important individual sectors to face Commis
sion attention in the internal market programme is the 
financial services market. This is not only because it is 
large- employs 3% of EC's workers and accounts for 6% of 
Community GDP - but also because it plays a substantial role 
in the development of other sectors and, in particular, is 
increasingly important in all economies in terms of GNP and 
the balance of payments (and will have to do even more in 
years to come).

European banking sector has traditionally been strongly 
regulated and has a strong national character. Entry of 
foreign banks into domestic markets has been difficult, if 
not impossible, and competition even within national borders 
has been prevented by governments subsidising local banks 
and through eg. interest rate regulation. Language and

1. Financial Times, 17.11.1988
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cultural differences have further influenced the separation 
between markets. Lack of free competition has kept the 
prices of financial products high and the industry generally 
inefficient. Here one has to note, however, that the situa
tion is different in wholesale and corporate sector banking 
as they have been operating quite liberally already earlier 
through electronic networks and the market conditions have 
been extremely competitive. Thus the impact of the integra
tion of financial sector will be mostly felt in the retail 
sector.

The purpose of the directives concerning financial services 
included in the White Paper was to promote a sound, effi
cient, Community-wide market, capable of meeting the needs 
of European customers and also of competing effectively in 
global terms. It can be expected that the removal of re
strictions will give new thrust and strength to the European 
financial world, enabling it to cope on better terms with 
the ever-fiercer international competition - particularly 
from Japan and the United States. A number of factors will 
contribute to this: the establishing of internationally- 
oriented finance houses, gains in productivity, a wider 
range of products on offer, more competitive prices of 
products, and an enhanced capacity for innovation.

1.1.
Definition of the Problem and Purpose of the Study

The integration process is completely changing the struc
ture of banking in Europe. The formerly protected national 
markets are opened, allowing banks to sell and market 
their products and services across borders, and letting 
banking customers freely move their money wherever they 
can get the best profit. The subsequent intensified compe
tition will have an effect on the financial institutions 
themselves, their clients, as well as on products and 
services available in the market.
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The new situation requires adaptability from financial 
institutions. More demanding customers, falling profita
bility generally in the industry and faster technological 
development are posing threats as well as opportunities 
for banking firms.

The purpose of the study is to analyse the impact of the 
EC financial integration on European commercial banking 
sector. By Europe is meant in this paper both the EC 
member states (Britain, Germany, France, Denmark, the 
Netherlands, Belgium, Luxembourg, Spain, Italy, Portugal, 
Greece and Ireland) as well as EFTA countries (Finland, 
Sweden, Norway, Austria, Switzerland and Iceland)- an area 
that in the future might form the European Economic Space 
(EES). The paper does not intend to present every country 
in detail, but bring them up as examples in the process of 
the study.

1.2.
Objectives of the Study

The paper is organised into five parts. Chapter two de
scribes legislation aiming at integrated market in finan
cial services, concentrating on the Second Banking Direc
tive. The third chapter analyses the structure of banking 
industry and its competitors in Europe on the basis of 
Porter's structural framework. Furthermore, the possible 
consequences of single market in financial services on the 
banking sector will be discussed. The fourth chapter deals 
with the competitive advantage of a bank, describing the 
qualities the banks need to succeed in the open market, 
and the fifth chapter describes the different strategic 
choices- client, product and market- the bank goes through 
in considering its place in the European market. The 
sixth chapter deals with the delivery methods in the 
integrated market and demonstrates the different ways of 
gaining presence in a new market.



Definitions

As the vocabulary of this work is quite specific, a short 
list of clarifying terms is presented.

Financial services

Financial services sector includes banking, security markets 
and insurance. This paper, however, is concentrating only on 
the commercial banking sector.

As the deregulation allows different kinds of banks to 
perform new functions, the traditional separation of banks 
according to their field of activity is now fading away. The 
comparatively liberal EC regime is encouraging banks to 
diversify into securities, insurance and other services. The 
traditional definition of a bank is blurring and we are 
talking of universal banking.

Commercial bank

Bank concentrating principally on short term industrial and 
commercial lending. Typically such an institution will offer 
a broad range of services to business and consumers, includ
ing current (checking) accounts, commercial, consumer and 
mortgage loans.1

Commercial banks have diversified into new spheres of activ
ity and the dividing line between them and securities firms 
has become blurred.

Merchant bank

Originally a bank which specialised in financing 
international trade and as such developed specialist

1. Reuters glossary: international 
terms,1989

economic and financial



8

knowledge of the countries with which it dealt. Now plays 
a much broader role by acting as an issuing house for 
stocks, bonds, by raising loans, equity capital, dealing 
in bills and foreign exchange. Merchant banks also act for 
and advice companies eg. in merger situations, and some 
deal in bullion.1

Investment bank

US securities firm acting as an underwriter for new issues 
of bonds or stocks and as part of a syndicate redistributes 
the issue to investors. Also carries out other functions 
similar to a British merchant bank.

Retail banking

Refers to the provision of services to individuals and small 
businesses where the financial institutions are dealing in 
large volumes of low-value transactions.

Wholesale banking

In wholesale banking the customers are large, often multina
tional companies, governments or governmental enterprises, 
and the institutions deal in large-valued transactions 
usually in small volumes.

Capital markets2

Security markets are generally separated into short-term and 
long-term markets. The short-term markets comprise securi
ties with maturities of one year or less and are referred as 
money markets. The securities most commonly traded in these 
markets include Treasury bills, commercial paper, and nego-

1. 
2 .

Reuters Glossary, p. 106 
Lewis & Davis (1987), pp. 167
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tiable certificate of deposit.

The long-term markets are called capital markets and consist 
of securities having maturities greater than one year. The 
most common corporate securities in this category are bonds, 
common stock, preferred stock, and convertible securities.

2 .
A COMMON MARKET FOR BANKING SECTOR

The purpose of financial integration is to ensure free 
competition and thus to make sure that market forces play 
the game for the advantage of consumers and the economy as a 
whole. In practice, the effect of the legislation and Euro
pean Integration is more likely to be felt in retail than 
wholesale banking and in that sector the impact could in 
some countries be substantial. Clearly, the greatest impact 
will be felt in those countries where internal regulation is 
most constraining, where internal competitive pressures are 
weakest (perhaps because of cartels or restrictive prac
tices) , and where entry barriers have been most formidable.

These protective measures have kept the twelve member 
countries' banking markets uncompetitive and separated 
from each other. This has resulted in considerable price 
differences between national markets, inefficiencies in 
production, and generally worse off customers in retail 
banking. Table 1. demonstrates the differences in the 
prices and the state of competition in a number of banking 
products in selected EC countries.
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Table 1. EUROPEAN PRICES FOR FINANCIAL SERVICES
(% differences in prices compared with the average of 

the four lowest national observations)

West
France Belgium Germany Spain Italy Luxembourg Netherlands UK

Consumer credit 105 -41 136 39 -26 31 121

Credit cards -30 79 60 26 89 -12 43 16

Mortgages 78 31 57 118 -4 -6 -20

Letters of credit -7 22 -10 59 9 27 17 8

Foreign exchange 56 6 31 196 23 33 -46 16

Travellers
cheques 39 35 -7 30 22 -7 33 -7

Commercial loans -7 -5 6 19 9 6 43 46

Source: Commission of the European Communities "The Economics of 1992", European Economy, No 35, 

March 1988.

Source: Commission of the European Communities "The Econom
ics of 1992", European Economy, No 35, March 1988.

Table 1. shows that the price differentials between differ
ent countries are substantial, especially for credit cards 
and commercial drafts. Such differences in prices are a 
product of regulation, differences in efficiency in differ
ent financial systems, different regulatory "taxes" imposed 
in different countries, and differences in the overall 
competitive environment, enabling a higher level of costs 
and/or semimonopoly profits in one system compared with 
another to be sustained.1 Although these price differentials 
are rather crude measures and can not be taken at face 
value, they demonstrate not only the low levels of competi
tion between national markets but also the low levels of 
competition within national markets.

The UK and Luxembourg can be found to be the cheapest, and 
Spain and Italy the dearest. The largest markets in the EC, 
the UK, Germany and France, signal fairly equal and modest

1. Llewellyn, p. 28
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price reduction potential- 7%, 10% and 12% respectively- 
and competitive pressure for banking services. However, the 
volumes of these markets make it still worth the effort to 
attempt to exploit the smaller price differentials. The most 
appealing market for bankers is Spain, where banks still 
enjoy significant margins compared to the rest of Europe and 
where price reductions could be as high as 34%.

The pressure of competition on prices should lead - 
mainly in the formerly protected sectors- to reductions on 
the prices of the products and to incentives for firms to 
increase their technical efficiency by minimizing their 
costs (to minimize the use of inputs in production, 
ie.labour, capital, goods an services) so as to maintain 
their margins.

Regulation, however, is only one source of price differences 
and lack of competition. There are many basic economic and 
market structure reasons (especially transaction and entry 
costs) why, even with no constraining regulation, competi
tive conditions will not be equal for all financial services 
in all EC countries. Hence, single market will not fully 
eliminate price differences.

2.1.
Background

The "1992" is a process which has gradually through various 
stages found its form as it is currently presented in the 
White Paper and for banking sector, more specifically, in 
the Second Banking Directive. A short review of this devel
opment is given, after which the main points of the Second 
Banking Coordination Directive will be introduced.

2.1.1.
Treaty of Rome

Already in the Treaty of Rome (1957) the completion of the 
freedom of establishment and cross-border supply of banking
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services was to be made possible by the harmonisation of 
banking legislation. This objective, however, was almost 
inevitably doomed to failure given the political and bureau
cratic barriers and the required unanimous consensus of all 
the member states in order to achieve a high degree of 
harmonisation. Furthermore, there were no Community provi
sions facilitating the implementation of this freedom to 
provide services. In practice, this freedom was relevant 
only to those member states which had fully liberalized 
capital movements. In addition, banks could be restricted to 
providing the activities permitted only to domestic banks 
and be subject to host country regulations which were very 
cumbersome constraints for non-established institutions.1

2.1.2.
The First Banking Coordination Directive

The First Banking Coordination directive of December 1977 
embodied rules facilitating the establishment through 
branches. Its primary aim was to lay down minimum require
ments which had to be fulfilled by credit institutions 
before they could be authorized to operate. However, there 
remained some major obstacles to the full implementation of 
the freedom of establishment : for example, the requirement 
for authorisation and the deposit of earmarked endowment 
capital for foreign, including Community country, branches.

This directive called in particular for an initial list of 
common licensing rules, which were not exhaustive; an exper
imental collection of the so-called observation ratios; and 
for cooperation between the competent supervisory authori
ties of member states.

In the end, the first coordination directive, while being a 
real step forward in the process of harmonisation of super
visory regulations and a necessary precondition for realis-

1. Clarotti, p. 57
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ing a common market in banking, did not achieve per se such 
a common market ; whenever crossing a border, banks had to 
comply with all the regulations of the host country, which 
were far from being completely harmonised. But a cornerstone 
for further development was laid.

2.1.3.
White Paper and Financial Services

In the White Paper from 1985 the Commission lays down three 
components to plans for European financial integration:

1. free trade in financial services and financial service 
companies; and
2. free flow of capital
3. standardization of banking technology across Europe with 
a view to 'interoperability'.

1. Unifying the financial service market

The aim is the opening up of Europe's financial service 
markets to ensure that the best available operator within 
the Community is providing given services in any location. 
This means that no government regulations should obstruct 
the neutrality between buying financial services from a 
domestic bank, buying them domestically from a local branch 
of a foreign bank, or importing them from abroad. (This will 
be discussed in more detail in 2.2. Second Banking Direc
tive. )

2. Freedom of capital movements

The removal of restrictions to the free movement of capital 
within the EC is vital to other aspects of the 1992 pro
gramme, particularly the provision of financial services 
freely across the boundaries. The European economy should 
gain from a freer allocation of Europe's savings, as this 
should ensure that European savings are distributed and used 
in the best possible way. Borrowers will be able to seek
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capital where it is cheapest and best tailored to their 
needs, while at the same time investors and suppliers of 
capital -both institutional and private- will be able to 
offer their resources on the market where other institutions 
show the greatest interest.1

The Commission is hoping that the free flow of capital will 
be complete by 1992. Already eight countries- Britain, 
Denmark, West Germany, France, Luxembourg, Belgium, the 
Netherlands and Italy- have no exchange controls. Greece, 
Ireland, Portugal and Spain will have to open up by the end 
of 1992 unless severe problems arise.

In freeing the capital movements a so far unresolved problem 
prevails, which is essential for the proper functioning of 
the financial market after all remaining exchange controls 
have been removed; the possible tax evasion on interest 
income. It is feared that savings accounts would migrate to 
Luxembourg, a member state which charges no withholding tax 
on such income. The Commission suggested early 1989 a uni
fied withholding tax on interest income of 15%. This idea, 
however, received cold reception from Britain, as part of 
London's attraction as a financial centre is its lack of tax 
on large deposits. By August 1990 no decision on this tax 
has been made.

3. Technology standardization

The final component of the financial services programme is 
the imposition of standards in banking technology that will 
allow Europe-wide use of things like cards for automatic 
telling machines (ATMs) and electronic funds transfer at 
point-of-sale (EFTPOS). The Commission's concern is that 
citizens should be able to travel within the Community 
incurring lower transaction costs than at the present. It 
thus makes perfect sense to try and standardise bank systems

1. Gleed, Baker & Blackwell, p. 75 and also Servais, p. 17
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across the continent. The standardisation would benefit 
greatly small banks and their customers, as they would be 
able to enjoy the large banks' machines. At the same time, 
standardisation can stifle innovation in the provision of 
electronic banking services.

4. Economic and monetary union (EMU)

The common European economic and monetary policy is consid
ered as essential for the complete success of the Single 
market. The Single European Act committed the member states, 
among other things, to the "progressive realisation of 
economic and monetary union". This subject has proved to be 
difficult for the Commission, but on 21 August 1990 it bound 
the EC to unify in EMU by 1993. The process will be as 
follows.

The Delors Committee report from 1989 laid out three stages 
through which the EC would pass to reach a Europe with one 
currency and a centrally run system of central banks. Stage 
one, (originally planned as starting in July 1990), would 
essentially be the European Monetary System (EMS) as it 
operates today, but with all the current absentees from the 
exchange-rate regime- Britain, Portugal and Greece- partici
pating, and with economic policies more tightly coordinated 
to offset the fact that capital would be moving freely about 
Europe. This is not, however, going to happen in the near 
future as Britain still declines to join the EMS as a full 
member. Of all the conditions that Britain has posed in 
relation to its joining the Exchange Rate Mechanism (ERM) it 
still holds one ; the inflation has to come down before 
participating in the ERM. This is said to happen by the end 
of this year.

Stage two would create a European system of central banks- 
analogous to America's Federal Reserve System- which would 
gradually impose itself upon national monetary policies. The 
movements of currencies allowed within the EMS would be 
narrowed, and the exchange-rate bands would be changed only
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in exceptional circumstances. The Council of Ministers would 
establish, by majority vote, guidelines for the macroeconom
ic policy of individual members. This stage would essential
ly be a period of practice for stage three, when exchange 
rates would be locked together. There is to be a couple of 
years before implementing the stage three, when central 
monetary and budgetary control would be binding and a single 
currency would emerge.

2.2.
The Second Banking Coordination Directive

In pursuit for the Common market in banking sector the 
Second Banking Directive was transmitted to the EC council 
of Ministers in February 1988. This directive's proposals 
cover the taking up and pursuit of business by credit insti
tutions and apply to the banks of the member states of the 
European Community ("member states") as well as to institu
tions from outside the Community ("non-EC banks"). The 
directive is intended to come into force by January 1993. It 
is the cornerstone of the incoming legislation.

There are three key elements underlying the Commission's 
approach to achieving unified financial markets and to 
facilitating the movement of these financial products :

harmonisation of essential standards for prudential 
supervision and for the protection of investors, deposi
tors and consumers ;

mutual recognition of the way in which each Member State 
applies to those standards ;

based on the first two elements, home country control 
and supervision of financial institutions operating in 
other Member States.

Thus, it can be assumed that the objective for the 
financial services sector has not really changed from the
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one stated in the Treaty of Rome. But what has changed is 
the strategy towards such a goal. The Second Banking 
Directive establishes the operational framework for the 
introduction of the Single European banking licence and 
provides that credit institutions licensed in any member 
states may offer a specified wide range of banking serv
ices in other member states provided they are permitted to 
engage in such activities in their home country, either by 
exercising the freedom to establish branches or by supply
ing services to other member states from their home coun
try. 1

2.2.1.
Harmonisation of Prudential Standards

One of the major goals of this second banking directive is 
to complete the essential harmonisation of banking supervi
sory systems and, more particularly, to secure the high 
standards of the supervisory systems. This is necessary for 
the mutual recognition concept to work properly.

The general objective of banking supervision is not only 
customer protection, but also the preservation of the safety 
of the overall financial system by containing banking diffi
culties and restraining banks from excessive risk-taking, or 
"moral hazard", dangers. As because of close interbank 
financial links, a crisis can quickly spread to a crisis for 
many, producing negative externalities that subsequently 
result in damage to depositors, commerce and industry, and 
to the economy at large.

The harmonisation of the essential elements of prudential 
regulations of the member states includes aspects regarding 
the soundness and stability of banks and other financial 
institutions (licensing, capital adequacy, deposit guarantee 
schemes, large exposures, reorganisation, and winding-up

1. Clarotti (1989), pp. 60
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measures, etc).

As the Treaty of Rome already proved, meticulous harmonisa
tion of prudential standards is impractical and cumbersome. 
Thus the goal of the Commission is a sufficient minimum 
regulation mutually accepted which ensures the protection of 
the depositors and investors as well as the safeguard of the 
financial system taken as a whole.

2.2.2.
The Principle of Mutual Recognition of Banking Licence

As a rule, any bank validly established in one member 
state ("the home country") will have the right to offer 
its services in another member state ("the host country"), 
without having to modify its banking products in order to 
make them conform with the local regulations in force in 
the host country. This is the case in so far as the serv
ices in question are those included in the relevant list 
of qualifying banking activities which is annexed to the 
Directive. In addition, the bank must be authorized to 
provide such services in its "home country".1

2.2.3.
The Home Country Control

A bank authorized in a member state of the EC will no 
longer be required to seek authorisation from the host 
country when it opens a branch or establishes a subsidiary 
in another EC country. This will also apply to the subsid
iaries (but not the branches) of non-EC banks authorised 
in a member state, as these are considered as Community 
undertakings as of the moment of their incorporation in 
the EC. Thus non-EC banks which are already established in 
the EC will also enjoy the full benefits of the reforms.2

1.
2 .

Maitre Marc Dassesse (1989), pp.73 
Albrecht (1989), pp. 78-79
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The host member state may exercise control on the branch 
only in respect of questions of liquidity and general mone
tary policy.

The concept of home country control is a sensible one in 
banking. The regulation of banks tends to concentrate heavi
ly on their financial soundness - and especially the adequa
cy of their capital resources - since this is the key to 
preserving the safety of depositors' money and the general 
balance of the economy. A bank's capital needs to be 
weighed against the whole spectrum of the risks to which it 
is subject, taking into account the often complex interrela
tions between assets and liabilities, as well as less tangi
ble attributes of the bank such as the caliber of its man
agement and the adequacy of its control systems. This judg
ment can only be made by the home country authorities.1

2.2.4.
Official List of Banking Products

The single licence is valid for a range of services as 
defined in an agreed list of banking activities. The 
proposals are based on the "universal banking" model. The 
directive will establish the "universal bank" as a standard 
type of banking institution in Europe and finalise the trend 
away from the separation of banking business to the creation 
of "one stop" shopping in financial services.

The official list of banking products currently includes the 
most important banking activities, like:

deposit taking and other forms of borrowing;
- lending (including consumer credit, mortgage lending, 
factoring);

financial leasing;

1. Tillet (1988), pp. 25-29
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money transmission services;
issuing of credit cards, travellers' cheques,etc.; 
guarantees;

- trading for own or for the account of customers in money 
market instruments (eg. bills), foreign exchange, financial 
futures and options, exchange and interest rate instruments 
and securities;

participating in securities issues ; 
money broking;
portfolio management and advice; 
safekeeping of securities;

- credit reference services ; 
safe custody services.

This list will be periodically reviewed and take into ac
count new techniques brought about by financial innovation.

Furthermore, credit institutions will be able to supply 
activities in addition to those on the list, providing they 
are able to supply such services in their home country, and 
providing the host member state accepts that it is in 1 the 
interest of the public good1.

2.2.5.
Reciprocity Clause

The reciprocity clause deals with the EC's attitude towards 
banks from non-EC member countries.

The original reciprocity clause included in the Second 
Banking Directive gave individual member countries the right 
to block the entry of a non-EC bank, if it saw itself 
unfairly treated in that country. This practice raised fears 
especially in Japan and the US, who saw the EC changing 
itself into a "fortress", protecting itself against foreign 
institutions.

The reciprocity clause was reviewed and in June 1989 the 
Commission reached an agreement on the reciprocity clause
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(equal national treatment) concerning the approach of EC 
towards banks from non-EC member countries. This clause is 
applied in two cases; when a bank from non-EC member state 
wants to put up a subsidiary in EC, and when a non-EC member 
bank acquires a participation in an EC credit institution, 
so that the latter would become its subsidiary.

In these cases the state where the non-EC subsidiary would 
be situated has to notify the Commission, who decides after 
finding out about the treatment of EC banks in the applying 
bank's country if the treatment is reciprocical and the 
non-EC bank can be allowed into the Community. After this 
member countries can by majority vote block the entrance if 
they consider themselves been not fairly treated.

After a non-EC bank has received a licence it is irreversi
ble and the bank can function as an EC bank and can eg. open 
branches in other member states without further 
authorization.

2.2.6.
Additional Requirements

The directive also lays down minimum requirements to be 
fulfilled by credit institutions. These include the minimum 
initial capital requirement, the disclosure of information 
on major share holdings and the level of involvement in 
non-banking activities.

Second Banking Directive proposes a minimum initial capital 
requirement of ECU 5 million for banking institutions in the 
EC. Ceilings are placed on credit institutions' investment 
in non-financial companies: individual participations shall 
not exceed an amount greater than 10% of own funds and 
aggregate participations an amount greater than 50%. The 
intention is to harmonise existing national rules in this 
area with a view to limiting contagion risk arising from 
over-involvement in the non-financial sector and limiting 
the extent to which credit institutions' equity stakes
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freeze their assets and thus reduce their ability to react 
flexibly to changes in market circumstances.

2.3.
Capital Adequacy

The Second Banking Directive can only be implemented 
simultaneously with specific community legislation dealing 
with the harmonisation of technical matters relating to own 
funds and a solvency ratio.

The Solvency ratio directive has two main objectives. 
First, the harmonisation of essential prudential rules is 
necessary for the achievement of mutual recognition. 
Secondly, average solvency standards among credit institu
tions should be strengthened in order to protect both 
depositors and investors.

The proposed solvency ratio is in line with the Basle 
Capital Convergence Accord agreed by the Group of Ten in 
1988, which provides for a convergence of capital adequacy 
standards, with a minimum ratio of capital to weighted risk 
assets of 8%. Banks which fall below this ratio will be 
obliged to either increase their capital or decrease their 
risk portfolio- that is to cut back on lending. This ratio 
is to be respected by all Community credit institutions from 
January 1, 1993.

Capital adequacy regulation affects the risk and 
return of a bank's portfolio of business, and this may 
constrain both the volume and kind of business opportuni
ties that a bank may exploit. (Convergence of capital 
adequacy standards between different European countries - 
the concept of level playing field.) This regulation has, 
however, has caused some anxiety1 in the form that by

1. Financial Times Survey, March 1990, pp. 1



23

raising banks' capital costs, the regulation makes it 
harder for them to earn a profit. And this in turn forces 
them to take greater risks and involve themselves in 
shakier deals.

The Own Funds Directive is also in accordance with the Basle 
Capital Convergence Accord recommendation. Own capital will 
be divided into two parts, core capital and supplementary 
capital. The supplementary capital can be at the most the 
same as core capital. This recommendation is an 
international compromise and does not as such answer the 
authorities of many countries how own funds should be taken 
into account when calculating the solvency ratio.

In this chapter the reader has been familiarized with the 
legislation with which the Commission plans to achieve a 
common market in financial services. One has to note that 
these requirements do not apply only to EC member state 
banks, but also to non-EC banks who wish to operate in the 
EC area. As a matter of fact, regulations affecting bank's 
capital adequacy in the form of solvency ratio and own 
funds requirements are becoming international standards 
that all international banks have to fulfill in order to 
maintain their competitiveness.

3.
STRUCTURAL ELEMENTS OF AN INDUSTRY

The purpose of this chapter is to analyse the forces affect
ing competition in the European banking industry. This 
analysis is performed on the basis of Michael Porter's 
Framework for Industry Analysis.

The inherent attractiveness of a new market area will 
depend on the size and durability of prospective returns 
that can be extracted from that market, adjusted for the 
perceived risks involved. The absolute level of the mar
ket-specific returns depends on the level of demand for a
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particular financial service, its price and cost and the 
price elasticity of demand, which in turn is affected 
primarily by the existence of product substitutes. The 
actual returns captured by each institution will depend on 
its competitive positioning. Their durability will be 
based in part on the ability of new players to enter the 
market and the development of substitute products over 
time.

Structural elements of an industry can be analyzed in terms 
of competitive-structure criteria as shown in Figure 1.

Figure 1. A FRAMEWORK FOR INDUSTRY ANALYSIS

Threat of 
New Entrants

Bargaining Power 
of Suppliers

Bargaining Power 
of Buyers

Threat of
Substitute Products 
or Services

Suppliers Buyers

Potential
Entrants

Substitutes

Rivalry Among 
Existing Firms

Industry
Competitors

Source: "Competitive Strategy" by Michael Porter (1980) pp. 4.
3.1
Bargaining Power of Suppliers

Suppliers of the principal inputs for the production of 
financial services- capital and labour -can absorb some of 
the available profits in a particular market. Their ability 
to do so depends on their market power and can be expected 
to vary substantially from one market to an other.

Depositors and purchasers of securities issued by the finan
cial institutions demand returns commensurate with the 
perceived level of risk. The risk perceived depends heavily 
on the credit rating of the individual financial institution
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(see Actuarial risk base, pp.49). When an institute is 
perceived to be less creditworthy due to the quality of its 
assets or its exposure to other types of risk, its market 
power is eroded as depositors and bondholders demand higher 
yields for the funds they supply. Moreover, as the suppliers 
of funds become more financially sophisticated they also 
become more aware of alternative opportunities and how to 
obtain access to them.

The opportunities of skilled labour to derive some of the 
profits acquired from a certain market are especially high 
in the wake of European Integration. Banks expanding their 
activities will need more professional employees, and as the 
supply is somehow restricted in the foreseeable future, 
labour market can bargain itself a good deal. A factor, that 
will erode labour's bargaining power is the use of 
technology, which is considerably going to reduce the 
amount of employers needed in the industry in the future.

3.2.
Bargaining Power of Buyers

Buyers of financial services naturally seek to attain the 
highest value added at lowest cost. The more successful they 
are, the narrower the margins and the lower the profits 
available to the financial institution in a specific market. 
Especially in international wholesale markets, buyers of 
financial services are typically sought after by a large 
number of institutions competing fiercely for their 
business. Client groups such as multinational corporations 
and individuals with high net worth and high net income have 
significantly more bargaining power than client groups for 
whom competition is markedly less intense.

Wholesale sector

The main arena for competition between banks has always been 
in the market for large-sized corporate business, where
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prices are subject to individual negotiation and where 
services tend to be far more tailored to the needs of each 
customer. In corporate wholesale banking where transactions 
are large and the importance of the customer to business is 
big, customers have been able to squeeze the banks' margins.

There are several reasons for this:1

-the corporate sector has traditionally had access to a 
larger number of banks than the personal sector and thus 
have been able to compete banks with each other

-the corporate sector has the further alternative of raising 
funds in their own names on either the money market or the 
capital market

-it is also the case the capital market has been 
particularly innovative in the 1980s.

Retail sector

Banks have traditionally enjoyed larger margins in retail 
banking than in wholesale banking. This has been due to 
lack of competition as entering a retail market has re
quired considerable investment, and sector has also been 
strictly regulated. The retail sector has generally been 
compensating the thin margins from wholesale banking 
business.

The retail financial services markets have, however, been 
transformed during the 1980's, with the balance of market 
power shifting towards consumers and away from producers. 
The retail financial markets have become buyer markets.

This shift in market power has been a consequence of many 
factors although the most important is the growing

1. Llewellyn (1989), pp.29
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competition between suppliers of retail financial services. 
After years of focusing on expanding internationally, 
dealing in wholesale money-markets and catering for the big 
corporate customers, the banks are once again looking to 
cultivate the personal retail customer who provides larger 
margins. Also technological innovation has affected these 
competitive developments, in the form of ATMs etc.

As the wealth is increasing in Europe also retail customers 
have become more sophisticated and demanding. They have more 
information and are able to compare the offerings of 
different institutions with each other. Also loyalty to 
individual institutions has weakened significantly, 
especially among young people and urban population. Many 
banking customers are now prepared to shop around for the 
best deal.

Thus, the bargaining power of clients both as depositors 
and buyers is going to increase along the European finan
cial integration process, as they can choose the most 
profitable source to deposit or invest their money on. The 
integrated market will offer depositors a wider choice of 
investments, offering them greater diversification and 
improved risk/profit combinations.

3.3.
Availability of Substitute Products or Services

Identifying substitute products is a matter of searching for 
other products that can perform the same function as the 
product of the industry.1 Product substitutes available to 
clients in a given market clearly increase the price elas
ticity of demand, which consequently affects the overall 
level of returns of a bank.

The most important factor relating to product substitutes

1. Porter (1980), pp. 23
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in financial services is information and technology con
tent, so that the creation of product substitutes has 
become one of the most important and pervasive effects of 
financial innovation. Innovations that succeed in a given 
market are those embodying a low degree of product substi
tutability over a relative long duration.1

In contemporary markets banks see substitute products and 
services coming from many different directions. Many other 
organisations- including non-bank financial institutions and 
non-banking firms- are competing more directly with banks in 
many key market segments. Building societies, credit co
operatives and credit unions, trust and mortgage companies, 
finance companies, life insurance companies and pension 
funds, collective investment funds and a wide range of 
issuers of securities generally including governments are 
offering their products to retail customers.

In addition to banks, department stores and other retailers 
and specialised credit card companies have made special 
efforts to promote their consumer credit business, which 
offers comfortable profit margins. Banks have also been 
challenged by treasury departments of large and medium-sized 
corporations setting up their own financial management 
departments. Bankers no longer have the apparent monopoly of 
knowledge which used to be such an important element in 
building value.

The EC financial markets are in a different stage of deve
lopment, with eg. Britain, Germany and France being very 
sophisticated and eg. Spain and Greece just starting to 
learn the effects of free markets. In those markets where 
the liberalisation has not advanced as far as in other 
markets, but in which new products can be offered by 
foreign producers in accordance to the Second Banking 
Directive, the domestic customers are offered the opportu

28

1. Walter (1987), pp. 53
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nity to use possible substitute products and services 
produced by new entrants. This substitutability is of- 
course possible only until domestic banks are able to 
produce the same service themselves.

In corporate banking the creation of Single market will 
increase the trend towards securitisation and therefore 
reduce the growth of cross-border lending.1 Securitisation 
has been developing rapidly in the 1980's within major 
banking and financial systems. Table 2. summarises the 
trend. In the early 1980's, the ratio of bond to bank 
credit finance in international finance markets was around 
1:5. By the mid-1980's, this had reversed to about 2:1. 
This process has changed the role of banks from credit 
intermediaries (syndicated loans) to helping to place debt 
with ultimate investors.

Table 2. INTERNATIONAL CORPORATE FUNDING ($ billion)
1983 1985 1986 1987(1)

Bonds 77.1 167.7 240.0 222.0Syndicated loans 67.0 42.0 40.0 38.0Underwritten notes 9.5 46.8 25.0 25.0Commercial paper - 18.3 50.0 60.0
Total 153.8 274.8 355.0 45.0
Note: (1) estimated

Source: Banking World, February 1987, pp. 45.

The role of a bank in general and also of a commercial 
bank has changed in the 1980 's. Straight deposit taking 
and lending is not enough anymore, as new product develop
ment is bringing alternative products into the market. 
Banks need to be innovative and adaptable to be able to 
respond to the challenge by new producers in the market.

1. Ugeux (1989), pp. 19
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Threat of New Entrants

The threat of new entrants, both from abroad and from dif
ferent domestic specialist banking groups, is a major chal
lenge which European banks face in the wake of liberalisa
tion in the financial sector.

In the Second Banking Directive the conditions governing the 
entry of market newcomers have been liberalised, both those 
governing existing institutions moving into new activities 
from which they were excluded before and those governing the 
establishment of new firms, local and foreign. The concept 
of "universal banking" is bringing down the traditional 
separation of banks on the basis of their activities and 
allows banks to become involved with eg. insurance and 
securities business.

Complete liberalization of capital movements,together with 
the absence of any restrictions on the freedom to provide 
and market banking services anywhere in the EC, will 
greatly increase the competition in the market place. 
Walter (1987) mentions two different outcomes of intensi
fying competition; normally the addition of players to a 
market would be expected to reduce market concentration, 
increase the degree of competition, and to lead to an 
erosion of margins as well as a more rapid pace of finan
cial innovation. If the new players are from the same 
basic strategic group as existing players (as is the case 
when one more commercial bank joins a number of other 
commercial banks competing in a given market), then the 
expected outcome would be along conventional lines of 
intensified competition.

But if the new player comes from a completely different 
strategic perspective (as when a bank expands to a new 
market, eg. insurance), the competitive outcome may be quite 
different. Market penetration by a player from a different 
strategic group may lead to a greater increase in

30
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competition than an incremental player from the same 
strategic group. This is because of potential 
diversification benefits, scope for cross-subsidisation and 
staying-power, and incremental horizontal or vertical 
integration gains that the player from a "foreign" strategic 
group may be able to capture.

The Second Banking Directive states that financial 
institutions are subject to the regulatory requirements of 
their home authorities. Where these requirements are 
significantly lighter than those applying to domestic firms, 
domestic firms are likely to have commercial worries about 
"unlevel playing field". The ultimate outcome will be the 
general levelling of the plying field as domestic 
authorities are forced to relax their regulations in order 
to keep domestic institutions competitive.

3.4.1.
Barriers to Entry

The higher the barriers to entry, the lower the threat of 
new entrants reducing the level of profits in a market. 
Natural barriers to entry include economies of scale, 
capital adequacy, human resources, and financial technolo
gies (these will be discussed in more detail in Chapter 
4). Regulation has previously been an important entry 
barrier, but as stated earlier, is losing its meaning due 
to the Single Banking License. Member-states do not need 
any further authorisation to establish in an other 
member-state and non-EC states are judged on the basis of 
the Reciprocity clause. In this context, cultural differ
ences are also viewed as entry barriers to retail business 
by bankers interviewed.

In many cases domestic banks have such an advantage of their 
local markets that it is impossible for an outsider to try 
to get a foothold. This is especially the case in retail 
banking, where a local bank that has a profound knowledge 
of the market and its customers, is being considered
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familiar by the clients. Previously the local banks have 
also been able to count on a certain loyalty from their 
customers (though this is changing). This creates a barri
er to entry by forcing entrants to invest heavily to 
overcome existing customer loyalties.

Another element to understand the structure of an industry 
is the barriers to exit. These are impediments of an 
economic or psychological nature that make it difficult 
for an institution to abandon a particular business. 
Especially in the banking industry where considerable 
input in technology and the entire infrastructure is 
needed, and the alternative uses are limited without 
incurring large costs, there are strong barriers that 
prevent a bank from leaving the market. This can be ap
plied to retail and wholesale banking, personal or corpo
rate sector. Exit barrier of psychological nature is 
branch closure. Banks are quite unwilling to close branch
es, as customers are considered to perceive it as nega
tive image for a bank.

3.5.
Rivalry among Existing Competitors

The competitive structure of a certain market is the princi
pal determinant of the excess returns an institution may be 
able to extract from it. To the extent that competition 
takes place on the pricing variable, prospective returns are 
transferred to clients.

Here the review is done on a county basis. What are the 
national financial markets like?

3.5.1.
Overbanked

As stated before, wholesale banking has had an interna
tional extension already long. Competition is tough, and
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thus integration process in Europe in this sector will not 
bring many changes (if any).

Competition in European retail banking is getting extreme
ly tight, as many countries are over-banked. Table 3. 
shows the amount of bank outlets and amount of customers 
per outlet in some European countries.

Table 3. NUMBER OF BANKING OUTLETS IN SOME 
EUROPEAN COUNTRIES

Outlets. Number of Customers
(head offices + branches) per Bank Branch.

Germany 44.700 1370France 25.385 5500Italy 12.965 4300Spain 31.117 1150U.K. 20.541* 2700Belgium 3.741 2648Finland 3.531 1400
Japan 44.078 2700United States 56.866 4167
*) including building societies.

(Source: Broker, 1989. Pp. 127)

Table 3. shows that compared to Japan and the US European 
banks seem to have much larger branch networks. Spain, 
Germany and Finland are considerably over-banked and 
consolidation process has already started as banks are 
preparing for more competition.

The Spanish retail system is considered to be overbanked 
with ca. 31000 branches serving an average of 1.150 
customers. However, despite being so spoiled for choice, 
customers still usually choose the bank closest to where 
they live rather than shop around for the best service.

Because of high interest margins the Spanish retail sector 
is also the most profitable in the Community. The costs of 
financial products are high but could fall by 34 per cent as 
a result of the single market in banking services.



34

Even though West Germany is the "home" of universal 
banking, it is also a country where the legislators have 
compartmentalised banking into separate categories of 
savings, cooperative, mortgage and "special function" banks. 
This is the reason for vast number of banks. Each type of 
bank used to pursue its own specialisation, but now the 
differentiation has virtually disappeared. The merger talks- 
of which there is going to be more- have started among the 
Landesbanks, the savings banks' regional institutions.

In Finland, many local savings and cooperative banks have 
become members of regional savings and cooperative banks 
in order to apply to the EC capital adequacy requirements. 
Sukselainen^ also stated that there is room for more 
concentration in the Finnish banking scene.

The low number of bank outlets in Italy is due to former 
restrictions on branching in the Italian banking scene. Thus 
the market consists of 1200 banks and only about 13000 
branches. The amount of branches is much lower in Italy than 
in the EC in general, and this has led to an opposite action 
to what is happening in other countries- all major banks are 
aiming at increasing their network substantially.

French banks have a large number of branches country-wide. 
With ca. 26000 bank outlets, France has one of the highest 
proportion of customers per branch in Europe, with an 
average of 5500 customers per branch.

3.5.2.
Slow Industry Growth

European retail banking market has become largely saturated 
as far as the number of "banked" people is concerned. 
Today, new banking clients can often be gained only by

1. Interview 9 August 1990
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bidding them away from other institutions. The struggle for 
new customers has thus clearly resulted in an intensifica
tion of competitive pressures within the retail sector 
forcing the banks and their competitors to make increasing 
use of their whole arsenal of competitive weapons such as 
price competition, product innovation, expanding their local 
presence, and competition as regards the quality and conven
ience of service. Marketing activities and advertising 
including efforts to provide better information and to 
educate clients in financial matters more generally have 
also been intensified.1 "Banked" countries in Europe include 
Belgium, Luxembourg, Switzerland and the United Kingdom.

The English retail market presents a good example of 
intensified competition in the slow growth industry mar
ket :

The need to attract new customers has led to fierce 
competition in the UK retail market. In 1984 Midland Bank 
caused one of the biggest migrations of customers in banking 
history with the introduction of free banking for customers 
whose accounts were on credit. 750 000 customers transferred 
their accounts to Midland before the competition responded 
12 months later. Midland Bank's innovative price discount of 
Mortgages (Homeowner Plus) in 1986 yielded 56.000 new 
customer- 80% transferring from competitors. NatWest copied 
the scheme 6 months later. When Lloyds Bank announced their 
interest-bearing current-accounts in 1988, it took only 
hours before Midland Bank promised the same deal.1 2 The 
thing worth noticing is the speed in which other banks 
nowadays must be able to respond to competitive challenges 
by other banks.

In most European countries the financial services 
sector has been broken up into specialist sectors, such as

1. Broker (1989), pp. 25
2. Gavaghan (1990), pp. 18 167
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merchant banks, building societies etc. Now the Second 
Banking Directive allows the so called "universal banking", 
which allows banks to move outside their traditional area. 
This will lead to overlapping between products on offer and 
thus increase the competition in the whole banking sector.

3.6.
Increased Competition

The above analysis shows how all the factors in the market- 
structure scrutiny from their part intensify the competition 
in the banking sector. The increasing bargaining power of 
clients as suppliers has already resulted in rising funding 
costs for banks as savers are switching out of conventional 
savings accounts into higher-yielding time deposits and 
bonds.1 Further, competition between banks for customers is 
most likely to lower loan rates. These combined together 
should put a substantial pressure on the profitability of 
banks.

While margins are falling with growing competition of 
deposits and loans, it is not clear of what the magnitude 
the decline in profitability should or will be. It may be, 
for example, that declining margins will be more than offset 
by more efficient operations in other areas of the 
institutions. Large banks are eg. able to balance declining 
margins with the improved profitability of overall banking 
activities due to cost-reductions and economies of scale. 
In past years, restrictions on competition produced by 
regulation should have resulted in reduced efficiency (and 
higher costs) in providing financial services. Growing 
competition associated with less regulation should, to some 
extent at least, reverse this process.1 2

1. Jones (1989), pp.17
2. Cooper & Fraser (1984), pp. 25
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Table 4. demonstrates how the interest margins have been 
declining in some countries during the 19801s. The situa
tion has mainly been a result of gradual deregulation and 
following strengthening competition taking place in these 
countries. Single European financial market will still 
make the situation harder for banks.

Table 4. COUNTRIES WITH DECLINING INTEREST 
MARGINS OF COMMERCIAL BANKS

Net Interest Income as Per Cent 
of Average Balance Sheet Totals

Percentage
1980 1986 Change

(%)
Spain 4.23 3.73 -12UK 4.00 3.16 -21France 2.84 2.72 -4Finland 2.28 1.27 -44Belgium 2.03 1.62 -20
Japan 1.61 1.27 -21
Source: OECD, Bank Profitability, Financial Statements of
Banks, Paris, 1987.

3.7.
Competitive and Cooperative Behaviour

Whether within markets or across markets, one 
complication in analysing the competitive behaviour of firms 
in the financial services industry that does not arise to as 
great an extent in other industries is the need to cooperate 
closely with rivals on individual transactions while at the 
same time competing intensively with them. Examples include 
securities underwriting and distribution, loan syndica
tion, project finance, and credit card networks.

When does it make sense for an institution to compete and 
when to cooperate in order to extract maximum returns from 
the individual markets? Following Gladwin and Walter, the 
diagram in Figure 2. can be used to model an institution's 
behaviour with respect to a particular market or a trans-
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action within that market. 1

Figure 2. A BEHAVIORAL MODEL OF COMPETITION AND COOPERA
TION IN INTERNATIONAL FINANCIAL SERVICES
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Source: Gladwin & Walter (1980), pp. 51

The vertical axis measures the degree of assertiveness the 
institution will tend to bring to bear vis-a-vis the compe
tition. This is a joint product of the perceived stakes the 
organisation has in the game and its competitive power. The 
higher the stakes and the greater its power to ride over the 
competition, the more assertive the institution will want to 
be. Both stakes and power have to be high in order for the 
assertive mode to make sense.

The horizontal axis measures the extent to which the game is 
perceived as being zero sum (what one gains the other loses) 
or positive sum (both can gain), and the quality of the 
relationship with other players, usually a cumulative 
product of past experience. The more the game is viewed as 
being positive sum and the better the relationship, the more 
likely it is that the institution will want to cooperate 
with others.

1. Gladwin & Walter, (1980), pp. 51



39

The grid in Figure 4. can be divided into five zones, 
based on how these four underlying variables appear in a 
particular case: compete, collaborate, comply, avoid, and 
compromise. It is thus likely that one institution will be 
seen to work closely together with another in a given 
project in a particular market even while it is competing 
vigorously elsewhere, submitting to the dominance of the 
other institution or avoiding involvement on the same kind 
of project in a different cell or a different project in 
the same cell.

Broker (1989) mentions four areas where banks cooperate in 
order to improve efficiency in the financial sector.

1- the development of the technological infrastructure of
the financial service markets, such as payments systems

As mentioned earlier, one of the aims of European financial 
integration is the technology standardisation. Automatic 
telling machines (ATMs) and Electronic Funds Transfer at the 
Point of Sale (EFTPOS) are planned to be in joint use by 
banks and their customers across Europe. This requires close 
co-operation between authorities from different countries.

2. the organisation and management of markets

Efficient markets for negotiable instruments require agreed 
"rules of the game" - codes of conduct and rules of market 
practices - which can be best worked out in co-operation 
with market professionals.

Co-operation has a role to play in the 1 levelling the play
ing field1 for international competition, especially when it 
comes to the harmonisation of regulations.

3 • financing large projects, and common product develoo-
ment



40

It goes without saying that co-operation is also needed for 
the financing and development of large projects which finan
cially cannot be managed by a single institution alone. The 
syndication of large credits or bond and equity issues in 
the international as well as in some national markets is a 
case in point.

Banks and other financial institutions have also increasing
ly made co-operative efforts towards the development of new 
products and services. There are numerous cases in which two 
or more banks, or banks and other types of financial insti
tutions, have set up joint ventures for a variety of activi
ties such as the management of mutual funds, credit insur
ance, venture capital, management consultancy services, data 
banks for market information and market research. In this 
way, it has been possible for some smaller regional institu
tions also to compete effectively in these areas with large 
institutions which are in a better position to develop all 
these products and services on an in-house basis. Co-opera
tion in common product development thus tends to intensify 
competition.

4. the bringing together of 'producers' and 'distributors'
of financial products and services^

An increasing need for co-operation between "producers" and 
"distributors" of financial products and services arises 
because a growing number of "producers" - such as credit 
card companies, mutual fund managers etc. - are lacking an 
appropriate network for the distribution of their products 
and services. Thus, selling products to other "distributors" 
is often preferred to building up a new, and costly, distri
bution network. From an efficiency point of view, such co
operative arrangements have considerable cost advantages for 
the system as a whole.



4.
SOURCES OF INSTITUTIONAL COMPETITIVE ADVANTAGE

After having glanced at the changes the legislation is 
bringing about in European banking, and looking how the 
industry is going to react, a next step is taken to consider 
the prerequisites that are required from a bank in order to 
it being successful in the integrated market. First, a brief 
overview of the competitive strategies is given.

It is clear that players differ enormously in terms of their 
success or failure to exploit opportunities available in a 
certain chosen market.
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4.1.
Competitive Strategies

According to Porter there are essentially three different 
competitive strategies- cost leadership, focus and 
differentiation.

Cost leadership

In this, a firm sets out to become the low-cost producer in 
its industry. The firm has a broad scope and serves many 
industry segments, and may even operate in related 
industries - the firm's breadth is often important to its 
cost advantage.1

Cost leadership will inevitably become synonymous with 
technological superiority and gaining economies of scale. 
Cheaper products will be the privilege of those with 
advanced processing systems (EFTPOS' and plastic cards) and 
less capital-intensive distribution channels (electronic 
banking).

But only being the lowest-cost producer is not enough, if

1. Porter (1985), Pp. 12
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customers perceive the quality of the service to be inferior 
in comparison with other services offered in the market. 
Customers are traditionally quite careful and conservative 
with their financial affairs, so they are not only 
interested in the price but also in getting the best 
possible advice and service.

In a differentiation strategy, a firm seeks to be unique in 
its industry along some dimensions that are widely valued by 
buyers. It selects one or more attributes that many buyers 
in an industry perceive as important, and uniquely positions 
itself to meet those needs.^ This involves offering unique 
products, or standard ones in a unique way.

Focus means targeting customers' specific needs to try to 
dominate market segments. The strategy is to become a spe
cialty or "niche" firm that operate in still more narrowly 
defined markets, leveraging specialized skills or customer 
relationships into high value-added services that make entry 
of new competitors difficult.2 This strategy rests on the 
choice of a narrow competitive scope within an industry.

Whichever strategy an institution decides to pursue, its 
ability to exploit profit opportunities within the chosen 
market depends on a number of key firm-specific at
tributes. These include the institution's ability to 
benefit from economies of scale and scope, its capital 
base and its actuarial risk base, its human resources, its 
information/market access, its technology, and the entre
preneurial qualities of its people. In the interviews 
characteristics such as adaptability and flexibility were 
mentioned as essential in the present conditions. Here 
these sources of comparative advantage are discussed in 
more detail.

1.
2 .

Porter (1985), pp. 14 
Lind, p. 10
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Economies of Scale
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In all industries, companies often seem to believe that size 
is a prime ingredient of success. The idea of economies of 
scale is that a firm's average costs will decline as its 
output rises. After some point, average costs might start to 
rise again, because diseconomies of scale then outweigh 
economies.

The views dealing with the subject is divided on the issue 
whether scale economies in banking exist or not. This is 
suggested also by the differing opinions by the intervie
wees. Theoretically economies of scale in banking sector can 
be estimated using a similar method to that adapted for 
industry. There are, however, considerable difficulties of 
empirical measurement (eg. determining the output of a 
bank). The empirical evidence on economies of scale or scope 
in European banking is non-existent. One has to rely on work 
done in the United States. Followed different views will be 
discussed.

Benston, Hanweck & Humphrey (1982) studied the subject in 
the terms of operating costs (ie. staff and buildings), not 
profitability. They argue that scale diseconomies need not 
lower profits, if there are offsetting revenues.

They found out that an optimum or minimum cost size of bank 
office exists, is stable, and occurs for institutions with 
from $10 million to $25 million in deposits; thus the opti
mum size of an office is relatively small. They conclude 
that the very smallest banks and large banks could have an 
operating cost disadvantage.

Gilligan, Smirlock and Marshall (1984) stress that the 
majority of empirical studies have tended to underestimate 
the economies of scale which can be achieved by banks be
cause these studies treat different activities individually. 
In so doing they consider that production costs of the
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different types of banking services are independent and so 
intermix economies of scale and product range. The authors 
therefore suggest a methodology which can take account of 
the characteristics of banks as multiproduct firms. Also 
this study concludes that economies of scale can only be 
achieved in small banks, with deposits under $25 million. 
This study stresses, furthermore, the existence of economies 
of product range.

In banking, the arguments are that there are large fixed 
costs in running a network of branches or agents, such as 
research and computer costs. These can be spread over a lot 
of customers and products in large operations (although 
Community technological standards could wipe out this par
ticular economy on the retail side).1

Davis et al. mention the benefits of scale in participating 
in capital markets as another supposed economy. Unit trans
action costs tend to be lower, the larger you are. Moreover, 
large size firms can allow specialisation of labour and 
superior organisation of production. Consumer recognition is 
another advantage to the large company who might expect to 
attract customers more easily. Also marketing costs could 
be reduced, because consumer recognition is a by-product of 
size, and recognition is half the key to sales.

Finally, a less publicly stated argument, but one that is 
probably more important than the others is that a large 
diversified company can afford to cross-subsidize price 
wars in other sector with the profits made in another. In 
as far as price wars occur suddenly and unexpected, wiping 
out a few companies each time they occur, and given that 
entry and exit cost something, the large companies can 
ensure that they are never wiped out in any market. Even 
if the power to engage in price wars is never used, the 
mere threat it provides can deter entry and sustain prof-

1. See eg. Pratten (1988) and Davis (1988)
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its at higher levels than otherwise.1

Dermine (1989) also mentions large number of depositors as a 
source of economies of scale for banks as they reduce the 
uncertainty of deposits withdrawals and the need for costly 
liquid reserves. Another source is that large banks, being 
not allowed to fail, benefit from the implicit guarantee of 
the Central Bank and cheaper funding costs on the interbank 
market.

Hall^ pointed out that scale economies apply in banking. 
Smaller unit of a large bank has all the knowledge and 
technology of a big bank in its use and is thus better off 
than a similar sized bank on its own.

ОPryce-* stated that the concept of economies of scale is 
wrong when thinking of banking industry. Scale economies 
usually refer to expanding the operation within the same 
field, whereas the development taking place currently in the 
financial sector is more of diversifying to gain economies 
similar to those of scale by sharing operations or functions 
with a larger group. But she thinks banking can enjoy econo
mies similar to economies of scale.

The problem with the pursuit of size is that it becomes 
increasingly difficult to maintain the income growth as 
company size increases.

Lassila (1988) states that the advantages of big size in the 
banking sector are not as obvious as they are eg. in manu
facturing industry. Managing a large credit institution with 
thousands of employees and producing a vast range of banking 
products can lead to problems where the large size is more a 
disadvantage that advantage. Growing bureaucracy and rigidi- Da In

1.
2.
3.

Davis (1989), pp. 99
Interview 17 July, 1990 
Interview 25 June, 1990
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ty in decision making can lower efficiency. Also the most 
productive areas in the market may stay unnoticed if the 
size of the credit institution grows too big.

Scale economies in Retail and wholesale sectors

As seen, the scale economy arguments are far from unambigu
ous. Retail services do exhibit some economies of scale, but 
they, more than any other sector, enjoy economies of spe
cialization , too . For customers, it will be almost as impor- 
tant to have a local office as it is for them to have a 
local shop. For the foreseeable future, it will probably 
remain important to purchase from an agent with a local name 
as well. On the supply side, so many of the skills of effec
tive intermediation at retail level reguire a local under
standing, that it is difficult to believe that there is any 
advantage of having bigger units of control than currently 
exist.

Non-retail services on the other hand, enjoy fewer 
economies of specialization. This is because no very wide 
branch network is necessary to serve corporate clients. 
Geography is simply less important at corporate level. This 
means that these services can be exported or imported, and 
do not have to be provided locally. Commercial banking can 
be relative costlessly performed across borders, along with 
the wholesaling functions of retailing banking services, in 
wholesaling, the European market is unified enough for 
most economies of scale to already have been taken up.1

4.3.
Economies of Scope

As well as economies of scale, it is generally supposed that 
there are economies of scope in financial services. Closely 
related to economies of scale , the term 1 economies of

1. Davis (1989), pp. 102
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scope1 refers to product synergy where cross-products are 
offered at less, often substantially less, cost than those 
two products would be offered by two separate firms.1

Scope economies may result from the use of shared inputs in 
production. A same input can be used to provide several 
services. In banking, data storage and financial analysis 
can be used to provide multiple services: loans, deposits, 
underwriting and risk management products. Financial scope 
economies may come from diversification of risks, a stable 
return and a cheaper source of funds. A second type of 
financial economies of scope is that providing various 
services, such as lending and equity participation, can help 
to solve a problem of asymmetric information. Eg. equity 
participations of banks facilitate the control of risks 
because bank representatives can sit on the board of indus
trial companies. Marketing economies of scope are related to 
consumer convenience and 'one stop1 shopping which reduces 
transaction costs.2

The bank doing business in all major European cities will 
find it easier to serve clients than a similar size bank 
that is locally concentrated. The international bank would 
be better placed to serve international clients, and would 
gain strategically valuable information about a range of 
markets from its dealings abroad.3

Successful operators in an integrated financial market will 
be those who correctly exploit the scale and scope economies 
that do exist, without sacrificing the specialization that 
can also be very important.

Perhaps one reason that economies of scale and scope are 
less important than many imagine is the increasing ease

1.
2 .
3 .

Fraser & Kolari (1985), pp. 83 
Dermine (1989), po. 11-12 
Davis (1989), pp.99
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with which they can be replaced by a careful selection of 
well designed vertical and horizontal corporate relation
ships. (See 3.7. Competitive and Co-operative Behaviour.)

4.4.
Adequacy of the Capital Base

In recent years, financial institutions and their 
regulators have started to pay increasing attention to the 
issue of capital as a source of competitive power as well as 
prudential control. This has always been true with respect 
to activities appearing on the balance sheet, such as capi
tal-based lending limits in the case of bank loans. With 
increasing securitisation in domestic and international 
finance, the role of capital has become important as the 
primary determinant of risk-bearing ability in securities 
underwriting and dealing, as well as in insurance-related 
off-balance-sheet activities.

The Basle Committee and EC efforts to level the playing 
field by raising capital adequacy standards to 8% of assets 
against which capital must be held, has made capital another 
form of competitive advantage or disadvantage. The new 
standards mean higher costs for banks used to operating on 
lower capital, and lower costs for banks used to operating 
on higher cost, respectively. Banks with, at present, rela
tively low capital ratios have to pay particular attention 
to their profit performance as their scope for engaging in 
price competition is reduced during the transition period.

To comply with tougher capital standards a bank needs a 
strong balance sheet which also gives the flexibility to 
take part in the exploitation of the Common Market's poten
tial .
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Financial institutions fund themselves by creating financial 
assets held by others. This is obviously the case with 
respect to customer deposits, interbank dealing, and issu
ance of certificates of deposit as well as share capital. 
The assets thus created range from low-return and high- 
liquidity assets to high-return and low-liquidity assets. 
Each has a unique risk profile.

In the presence of regulation, banks may be protected from 
having to pay market rates of return on their deposits. 
Deregulation of activities in onshore markets usually means 
that financial institutions are forced to bid for these 
assets, as they have always had to do in offshore markets. 
In this context the perceived quality of an institution (its 
"actuarial risk base") is an important determinant of a 
bank's ability to sell financial assets to others, and to 
do so at the lowest possible cost. ^

An important determinant in deciding on the perceived quali
ty of an institution are the credit ratings evaluated by two 
companies, Moody's and Standard & Poor. The companies assess 
the credit ratings separately for short and long term 
borrowing. The better rating an institution has the less 
premium it has to pay over the basis point, as it is per
ceived as reliable by investors. Thus institutions with 
lower rating must pay a bigger premium than banks with 
better rating in order to fund themselves. Table 5. shows 
Moody's short and long term debt ratings for some European 
banks.

1. Walter (1987), pp. ?8



50

Table 5. MOODY'S CREDIT RATINGS OF BANKS 
June 1, 1990

Bank Bank Deposits 
Short term Long term

Banque National de Paris P-1 AaaCredit Lyonnais P-1 AalSociété Generale P-1 Aaa
Commerzbank AG P-1
Deutsche Bank P-1 AaaDresdner Bank P-1 -

Barclays Bank pic P-1 AaaLloyds Bank pic P-1 —

Midland Bank pic P-1 Aa2
National Westminster Bank PLC P-1 Aaa
Kansallis-Osake-Pankki P-1 AalOkobank P-1 Aa2
PKbanken P-1 Aaa
Union Bank of Switzerland P-1 Aaa
Source: Moody's Credit Opinions/Financial Institutions, 

June 1990.

The ability to appear appealing to customers is important in 
the integrated market, where competition among financial 
institutions gets fiercer and customers are free to move 
their money across borders.

4.6.
Quality of Human Resources

While it has long been recognized that financial services 
basically constitute a "people business", it is only recent
ly that the importance of having truly superior human re
sources has become apparent to all of the major players. As 
Guth (1986) notes, in today's evolving competitive environ
ment human capital can be viewed as a financial institu
tion's most important asset, and many of the critical capa
bilities for exploiting competitive opportunities depend 
directly upon the quality of human resources captured within 
the organization.
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Technology has freed bank personnel from many routine 
tasks, and now the importance is shifting from processing to 
selling and marketing. ATMs are taking care of the basic 
transactions, which leaves the staff with the more complex, 
and information including services. This requires a changing 
attitude and skills from staff. Banks are, furthermore, 
increasingly moving into direction, where a bank is consid
ered to be like any other business and is managed according
ly. Employers are motivated to their best performance with 
incentives (bonuses on the top of basic salary etc).

As the technological development is currently very fast, it 
is very important to train the staff. Many major banks have 
considerable training programmes to keep up with this neces
sity. The British NatWest bank is heavily investing in 
educating its staff. For the next five years it has reserved 
£ 1 billion to be spent on this purpose.-*-

4.7.
Information Asymmetries

Various financial services (such as financial advisory 
services) are of a purely informational nature, and the 
drive by financial institutions to move out of commodity- 
type activities into higher value-added businesses is 
augmenting the importance of information-intensive 
products, both quantitatively and qualitatively. Financial 
services that are not of a purely informational nature 
still tend to be highly dependent on quality of informa
tion for their value. Moreover, asymmetries of information 
among the various competitors and their clients contribute 
a great deal toward explaining differentials in competi
tive performance.2

One of the most important functions undertaken within

1.
2.

Interview, Hall 
Walter (1987), pp. 82
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financial institutions is risk evaluation, again highly 
dependent on the quality of information.1 Banks specialise 
in the collection and processing of information, and they 
are able to evaluate credit risks for less sophisticated 
depositors. Banks can act as a kind of filter to evaluate 
signals transmitted through a financial environment cha
racterised by limited information. As a result, a bank's 
asset portfolio has a high 1 information intensity1.

In particular, bankers involved in corporate lending will 
need to revisit their credit and risk assessment systems now 
that their customers are operating in a national market of 
325 million customers.

Walter (1987) states that three special factors are rele
vant in a consideration of information as a determinant of 
competitive performance. First, information is the only 
factor of production that can be used simultaneously in 
the production of any number of services, and this gives 
information some unique characteristics. Information that 
has been used to produce a service for a client can be 
used in production of an other service for the same client 
or adapted into the production of a service for an other 
client.

Second, the half-life of information tends to be short and 
may be decreasing. Because of high degrees of market vola
tility, vital financial information decays at a rapid rate. 
Due to information being available to everybody through 
electronic networks, one can not expect to gain from a 
piece of information without others following soon.

Third, the growing complexity of the financial environment 
and the variety of services on offer has made it increasing
ly difficult for individuals and companies to plan their 
financial requirements. Financial institutions can provide

1. Gardener (1988), pp. 12
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services that give customers the relevant information that 
they need.

4.8.
Financial Technology and Innovation

Piero Barucci, chairman of the Associazione Bankaria Italia, 
told a recent conference on banking and information 
systems:1

"The need to widen increasingly the use of technology is 
fundamental in the search for efficiency and competitive
ness, and in containing operating costs. The technology 
factor is of crucial significance in stimulating and allow
ing banks to adjust to changed market conditions."

Financial innovation has obviously dramatically changed the 
economics of the financial services industry. Back-office 
operations have been revolutionised by technological change 
when automation was brought in to process a bulk of func
tions thus reducing the need for staff, as have transac 
tion-based systems at both the wholesale and retail levels.

Information technologies- which has been defined as: the use 
of computers, micro-electronics and telecommunications to 
produce, store, obtain and send information in the form of 
pictures, words or numbers, more reliably, quickly and 
economically - allow bankers to have ever increasing amounts 
°f information at their disposal, as well as decreasing 
drastically the time necessary to transfer information 
across markets, client segments, and product applications.

Although the automation process may increase the initial 
set-up costs of banks' operations, it invariably lowers the 
marginal costs of production as the staffing levels for a 
given volume of output are reduced. The net effect is usual-

1. Blanden (1990), pp. 18
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ly an increase in potential for a bank to reap economies of 
scale, and a reduction in the unit cost of high-volume 
business. The continued drive to reduce costs in banking 
operations, to become the low cost producer in the game, 
depends upon IT developments.

Over the longer term technology offers the opportunity for 
banking, traditionally labour intensive, to economise on the 
most expensive resource, people, and to free staff from 
routine transaction related tasks to sell financial services 
more effectively.

In financial services, new low-cost delivery technologies, 
in particular, will pose a threat to community firms by 
lowering or eliminating the economic barriers that have long 
sheltered such firms from outside competition. Telemarket- 
ing, ATMs, video-text, and in-home computer banking services 
are clear examples of such new distribution technology.

Although innovative capabilities - the continuous applica
tion of new product and process technologies- are very much 
a function of the quality of embodied human capital, they 
are also highly sensitive to the "culture" of an organisa
tion, its management, and its incentive structure.

Since the interval before imitations appear is short for 
most innovations and may be decreasing, it is important for 
an institution to maintain a continuous stream of innova
tions. This is emphasized in the Single market where in
creased competition gives an advantage to a player who comes 
up with a new product or a service. Innovation will be 
stimulated and will result in a wider range of products and 
services on offer. Firms are encouraged to improve their 
organisation as well as the quality and range of their 
products.

It appears that innovation is a composite of embodied human 
capital and technology, market information, and the corpo
rate culture of the organisation. The natural intelligence



55

and creativity of the individual can be enhanced or reduced 
as a result of his or her level of product expertise and 
training, management's attitude to financial and process 
technologies, the incentives to innovate successfully versus 
the penalties of unsuccessful innovation, and the amount of 
horizontal communication and information transfer that 
take place within the organisation.1

5.
STRATEGIC CHOICES: POSITIONING INTO THE MARKET

As a result of deregulation and technological change, finan
cial institutions confront increasing potential access to 
client, market and product opportunities. Financial deregu
lation has influenced

(1) accessibility of geographic arenas,

(2) accessibility of individual client groups by players 
from different parts of the financial services business; and

(3) substitutability among financial products in meeting 
personal, corporate or public financial needs.

In this chapter the attention is focused on the client, 
market and product opportunities banks are facing in the 
common market.

One has to note that large array of national and regional 
cultures and language problems- with eight different ones 
spoken in the EC- make market integration in Europe more 
delicate than in the US or Japanese market. Differences in 
national markets do sometimes reflect substantive differ
ences in national preferences and circumstances. In finan
cial services eg. investment devices ingrained in one cul-

1. Walter 1987), pp.86
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ture can be disliked in another, eg. the Italian prefer
ence for mutual funds and the German distaste to equity 
investment.

5.1.
Client

Institutions' strategies will be heavily influenced by their 
customers' needs. The effects of the single market on con
sumers of financial services is expected to be highly di
verse. Here is presented the client groups that are most 
likely to feel the effects of financial integration. Sover
eign entities can in this presentation be included under 
'corporate banking'. Correspondent relationships between 
banks is not included as they are not likely to experience 
major changes (their importance might even decrease as banks 
can establish own branches).

When thinking of which customer group to aim at an institu
tion should consider its resources as the framework for 
business is different in retail and wholesale banking. While 
retail organisations have to be managed mainly with the 
assistance of a sales organisation which has to be physical
ly close to the client, the institutional market is based on 
a totally different expertise, and proximity to the client 
is almost irrelevant. While retail organisations need a huge 
labour force, networks, premises and production computer 
systems, the institutional or corporate world is served by 
small, highly motivated and sophisticated teams, using 
high-tech computers.

5.1.1.
Corporate Sector

Corporate sector includes nonfinancial corporations regard
less of industry classification, ranging from multinational 
corporations to middle-market and small, privately owned 
companies.
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The survey of the UK financial services industry by The 
Bank of England1 found out a general conception that the 
requirements of the large/multinational corporations would 
not change markedly as a result of the European financial 
integration since such organisations would continue to 
satisfy many of their financial needs in the international 
wholesale markets.

The most significant changes would be in the finance re
quirements of the small and medium-sized corporations. 
Many of these firms will need to restructure as a conse
quence of market developments, either to exploit new 
opportunities or to defend existing business, and will 
thus need corporate financial services and assistance in 
mergers and acquisitions. These firms have not been before 
a prime focus of attention, despite the fact that they 
represent a major part of the market, but more financial 
institutions are developing an interest in this sector and 
competition is thus expected to increase significantly.

What is clear is that banks wishing to remain active in 
corporate banking will need to plan effectively and have 
positive, committed strategies in those segments that they 
wish to exploit. A form of presence in the main EC markets 
will become critical for all who wish to be players in the 
integrated market. Rather than a distribution presence, it 
will be an expertise and service presence.

Innovation and adaptability will be important for the banks 
in the integrated market. As the middle and lower bands of 
the corporate market become more sophisticated, they will 
require more special and complex banking products.

5.1.2.
Private Banking

1. Harrington (1989)
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Private banking means providing the high net worth, high net 
income customers banking, asset management and financial 
planning products from a single point of contact. The con
cept of high net worth customer, however, is varying accord
ing to different institutions; to one, it may mean someone 
with investable wealth of over $15 million, to the other, 
$50,000.

The more affluent personal banking customers are increas
ingly looking for private banking services. The wealth of 
this group justifies a high standard of service as well as 
an international perspective. It is one of the most sought 
after by all kinds of financial institutions; the main 
competition comes clearly from outside the EC, notably 
from Switzerland and offshore centres.^

Many banks are aiming at the high income, high net worth 
private banking customers. Both Natwest and Swiss bank 
mentioned this group as their main target in the integrat
ed market.1 2 As a fee-generating, non-capital consuming, 
high-quality, low-risk business, it will attract plenty of 
new players. The integration of the European market will 
inevitably influence directly high net worth individuals, 
as they will increasingly look for independent advice as 
well as for a European network, which would make dealing 
with the bank easy for a mobile executive.

This might be one of the most challenging opportunities for 
a few major players ; both large commercial banks and mer
chant/ investment banks will compete in this market.

5.1.3.
Retail Customer

Retail banking provides 65% of European banking profits. It

1. Ugeux (1989), pp. 16

2. Interviews with Muller and Hall
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has to date served to subsidise the deregulated free-for-all 
of wholesale and investment banking. But it is most profita
ble business precisely because it has as yet been impossible 
to serve without a substantial local presence.1

There is already a growing segmentation of consumer groups 
within European retail banking. This is apparent eg. in 
targeting electronic banking for young, urban population. 
Social change and demographics are important strategic 
challenges for European banks. On the demographic front, the 
shift in populations towards a greater concentration of 
people in older age groups has a direct bearing on bank 
strategy. These older age groups are often wealthier and 
financially more sophisticated.

The days of the uninformed customer in banking are giving 
way rapidly to an era of more sophisticated, discerning and 
demanding customers. Customers now have more information, 
more aggressive marketing directed at them, and customer 
loyalty to individual institutions has weakened significant
ly. Many banking customers are now likely to look for 
value-for-money services and are prepared to switch banks in 
order to obtain a better deal. It has been argued that bank 
customers are not nearly as loyal as bankers have always 
assumed; their so-called loyalty in the past may have arisen 
because of the combined effects of a lack of financial 
sophistication and almost no differences between the serv
ices offered by the existing banks.

Banks need to direct greater emphasis towards anticipating 
and satisfying customers' needs. Banks that fail to give 
this priority will lose market share to those competing 
institutions that are able to respond more efficiently to 
developing market trends. With the increasing mobility - 
actual and potential - of bank customers, the need to give 
customer satisfaction the highest priority cannot be over-

1 • • Laurie, Samantha (1989),pp. 94-95
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emphasised.

Although the Single market offers also the retail customer 
the opportunity to shop around, it is quite unlikely that 
a migration of larger scale would occur. Hall1 mentioned 
mortgages as the only product group customers might be 
willing to shop around for.

A traditional production orientation by banks - where cus
tomer loyalty, restricted competition and other factors 
enabled banks to focus primarily on producing rather than 
selling and marketing their products - is no longer appro
priate or realistic. Banks have started, for example, al
ready changing their bank branch strategies in order to 
emphasize the need to communicate with and sell to custom
ers. The branches are designed more spacious and open to 
invite customers in.

5.2.
Market

The freedom of establishment stated in the Single Banking 
License will make it easier both to EC banks and non-EC 
banks (after being licensed in one EC member country) to 
expand within European Community. Before the market forces 
and competition have levelled the various national markets 
(which is going to take some time), each market is still 
characterized by different risk/return profiles, levels of 
financial efficiency, client needs, and other factors. The 
bank's choice of a market is largely a function of cultural 
and business ties, geography and the location chosen by peer 
banks.

In Europe the financial institutions seem to be diversifying 
geographically in three different ways; largest banks aim at 
pan-European presence, medium-sized financial institutions

1. Interview 17 July 1990
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operate in regional level and local banking needs are ca
tered for by small local banks. Following these will be 
discussed.

5.2.1.
Pan-European Presence

Some of the largest banks will most likely aim to become one 
of the leaders of the industry. This would require an organ
isation that is supranational, not just national company 
with international reach. In order to achieve a 'top-table1 
place, the leaders will have to combine a global business as 
well as a global presence at least in the main countries in 
Europe, if not in each of them. These companies will be mass 
producers, and they will market their brands without a 
national label.

This group will not be composed necessary of Europeans 
only. Some US and Japanese firms have clearly started to 
develop a policy of leadership worldwide which will in
clude a strong European role as well. These banks could be 
called meqabanks and there is likely to be around 10 such 
banks in the market.1

One player in this class is Germany's largest bank, Deutsche 
Bank. Already in 1986 it bought 100 Italian branches of Bank 
of America and has since expanded all over Europe, by 
acquiring a majority control in Banco Comercial Transatlán
tico in Spain, smaller banks in the Netherlands, Portugal 
and Austria, and has made no secret of wanting a foothold in 
France.2

5.2.2.
Regional

1. see e.g. Ugeux 1989), p. 20, Bendix (1989), p (1988) , p. 16 ^ 68 & Lassila

2 . Jones (1989), pp. 74
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The second strategy is for banks who do not have the criti
cal mass to become one of the first mentioned group. As 
previously pointed out, cultural differences will continue 
to differentiate the financial world. The development of 
several regions whose cultural identity will be more homoge
neous, and where another level of presence and leadership 
will be very effective, is a distinct possibility. Large and 
medium-sized regional banks will cater for the middle sec
tion of the market and for private customers, offering both 
segments their advanced and mass-produced products including 
payment services and an array of card-related services.

Examples of above are e.g. Scandinavia, where there is 
among financial institutions a great emphasis on the 
establishment of a 'Nordic1 financial market; the 'German
ic' part of Europe, clearly dominated by Germany, includes 
Austria, German-speaking Switzerland, the Netherlands and 
Flemish-speaking Belgium. The 'Anglo-Saxon' financial 
region is probably the most sophisticated as far as finan
cial services are concerned. There is little doubt that 
London's position as the financial centre for Europe will 
be difficult to challenge.1

5.2.3.
Local

There is an active merger and acquisition phase taking place 
in the local level of European banking. Small banks are 
joining their forces in order to comply with the new capital 
adequacy requirements of the EC.

The third strategy is for the local industries which, main
ly, will seek to supply the local markets with services in 
local design. The choice of bank reflects customers' need 
for a bank on their doorstep. Local banks can offer services

1. Ugeux (1989), pp. 21 & Bendix (1989), pp. 68
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to their customers that are based on a better local knowl
edge than a larger bank could offer.

These banks operating in smaller areas have traditionally 
been largely protected from outside competition owing to the 
disproportionately high distribution costs a new competitor 
would likely incur to enter their market. Lacking intense 
competition, successful community firms typically offer a 
fairly full line of products to a broad range of customers 
within their geographic scope.

5.3.
Products and Services

The unified financial market is going to have profound 
effects on the products and services offered in Europe. 
Currently the level of sophistication of products on offer 
in Europe is varying. Financially developed countries, eg. 
UK and Germany, can offer their clients the latest in 
product innovation, where as in Spain, Greece and Portugal 
where the financial markets are not yet as developed the 
products might not be of that high guality.

This is going to change, however. The ability of a foreign 
bank validly established in one member state to offer its 
services in another member state is increasing the overall 
financial sophistication in the banking products offered. 
This will happen in the form of eg. an English bank entering 
the Spanish banking market with products that it is allowed 
to produce at home, but which is not included in the list of 
allowed products for Spanish domestic banks. Thus, in order 
to keep domestic banks competitive against the foreign ones, 
the Spanish authorities are forced to authorise also domes
tic banks to engage in this product. Thus the competition is 
levelling the playing field also in the products offered.

In the longer run, the range of products in European markets 
is also likely to become more homogeneous. This is going to 
take some time, however, as the differences in various
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markets are currently quite substantial and the cultural 
variations still affect the way the people handle their 
financial affairs (eg. Germans are keen on buying insurance 
but not willing to invest in equities).

For the time being, it is thought that the 'mainframe' 
products will be similar and there will be a growing inter
dependence between markets. Products sold to the public will 
be based on the main model, and adapted to the various 
characteristics of the local market. Quality of services 
will play a major part as a key element for success.

On the other hand, banks who have during the 1980's ex
panded their functions to new areas, have noticed that to 
spread too far is not always positive and have started 
selling these arms away.1

The wide definition of universal banking activity that was 
deliberately built into the Second Banking Directive 
allows banks to add new activities and thus will be able 
to offset competitive pressure in traditional parts of 
their business.

In the long run, the retail financial markets (very small 
businesses and the personal sector) could be the most af
fected by single market legislation, largely because these 
sectors have been among the most restricted and fragmented. 
But even so, the development of Community-wide market for 
retail financial services will be slow except in a very 
small range of products.

Here an introduction of the four "primary" kinds of serv
ices offered to customers by banks are introduced. Fur
thermore, examples of services that banks are encouraged 
to engage in by the Second Banking Directive are dis
cussed. All financial services that appear in the market,

1. Hall, interview 17 July 1990
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including the most arcane and complex financial innova
tions, can be broken down into one or more of these 
"primary" categories.1

5.3.1.
Credit Products

Although credit products have become a less significant 
source of returns for many international financial insti
tutions, they nevertheless remain the core of much of the 
banking business. This is the most overhead-consuming part 
of the industry and the one where streamlining networks 
and computerisation are of paramount importance.

Apart from certain niche banks it is doubtful whether, in 
the future, banks will be able to restrict their service 
range to just the traditional activities of deposit-gather
ing, lending and the provision of payment services. They 
will have to provide a full range of personal financial 
services including mortgages, individual and collective 
portfolio management as well as insurance services.

5.3.2.
Financial Engineering Products

These comprise the design and delivery of technology
intensive financial services specifically structured to 
satisfying often complex client objectives at minimum cost. 
In a world where borrowers, securities issuers, savers and 
investors often have distinctive and complex objectives, 
financial engineering is perhaps the ultimate form of 
product differentiation. It accounts for a great deal of the 
value added in domestic and international capital markets. 
Financial engineering products can be either advisory serv
ices that institutions undertake for clients, often based in 
part on client-specific information, or technology combines

1. Walter (1987), pp. 20
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this with one or more financial transactions sold to the 
client as part of a package.

Mutual fund

The change in savings patterns has led to a gradual insti
tutionalisation of the asset management industry. Mutual 
funds are now part of the normal product range of banks 
and insurance companies. Being an off-balance-sheet activ
ity, this represents an interesting area for banks.

Mutual funds pool the money of many investors to buy stocks, 
bonds, or a mix of both. Since a mutual fund may own the 
securities of 50 or more companies, investors' portfolios 
are far more diversified than they would be if they con
tained a relatively small number of individual securities. 
That diversification reduces some of the risk inherent in 
the stock and bond markets.

Mutual fund investors enjoy the convenience of having pro
fessional managers to make the decisions about which securi
ties to buy and which to sell, even if professional manage
ment does not necessarily translate into superior investment 
results.

The Single European market will bring a significant increase 
in takeover activity, mergers, buyouts, new incorporations 
and restructurings. This is the market the Swiss bank aims 
at by expanding its corporate finance capabilities.1

5.3.3.
Risk Management Products

Risk bearing has long been recognized as one of the key 
functions of financial institutions and is one of the rea
sons they tend to be heavily regulated. The main forms of

1. Muller, interview
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exposure include credit risk, interest-rate risk, liquidity 
risk, foreign exchange risk, country risk, project risk, 
commodity risk, counterparty risk, settlement risk, and 
technical risk in areas such as cash transmission. Risk 
management activities can be broken down into (1) those in 
which financial institutions themselves assume all or part 
of the exposure and (2) those in which the institutions 
provide technology needed to achieve a shifting of risk or 
themselves take on exposure only on contingent basis (an 
off-balance-sheet commitment to buy or sell, borrow, or 
lend). Effective risk reduction through diversification 
clearly depends on the 11 independence" of the various risks 
represented in an institution's portfolio of exposures.

Financial institutions themselves provide risk management 
services to others, which range from simple revolving credit 
lines and forward interest rate agreements (FRAs) to explic
it, tightly defined products addressed to a broad range of 
contingencies.

Life insurance

Expanding into life insurance could be seen as a fairly 
natural development within banking, in the sense that the 
way a bank deals with the risks can be very similar to 
dealing with a very large number of small risks, combining 
them, to reduce the overall risk.

Considering the selling of life insurance by banks one 
would perhaps have to make sure that the insured risk and 
the depositor's risk were not all subject to the one 
capital. One could have that by having separate subsidi
aries. 1

1. Purves (1989), pp. 26
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Financial institutions can provide value-added services to 
clients by using their internal networks to transfer infor
mation, funds, or securities from one client or geographic 
area to others. Accomplishing this requires both tangible 
and intangible networks in the form of state-of-the-art 
hardware and software.

Securities industry

Securitisation represents a major challenge to commercial 
banks. Through the technique of securitisation banks are 
able to earn fee and commission income — for arranging, 
placing, and underwriting these facilities- without in
flating their balance sheet footings, and thereby putting 
further pressure on capital ratios. At a general level, 
securitisation is a process that directs credit flows and 
related credit activity into capital markets. This may 
involve the repackaging of financial assets into securi
ties that may be distributed in capital markets; secondary 
mortgages are a good example. The other kind of securiti
sation is where credit intermediation flows are redirected 
into the capital market. A dramatic example of this is in 
international financial markets.1

Recent acquisitions are a sign of the increased awareness on 
the part of commercial banks of the need to expand their 
product selection to specialised services in the field of 
securities.

6.
DISTRIBUTION IN THE SINGLE FINANCIAL MARKET

The central issue for competing banks is access to potential

Gardener (1987), pp. 2721.
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customers and the creation of effective delivery systems for 
financial services. Whatever the type of business being 
considered, for provision to be effective an institution 
needs access to potential customers and this is likely to be 
secured differently for retail as opposed to wholesale 
banking services, and different banks will develop different 
approaches. In the wholesale banking business tends to be 
large scale and an institution may have comparatively few 
but large customers. Delivery can be made without the neces
sity of a network of branches. Retail banking, on the other 
hand, involves a large number of small accounts and access 
is usually through a branch network. The cost of distribu
tion is probably the most crucial problem to be faced by the 
providers of financial services to the ultimate client, the 
private individual.

A successful bank will have an efficient and strong distri
bution network but this will not necessarily be in the form 
of branches in the high street (see 6.2. Branchless 
banking).

6.1.
High Street Presence

While high street presence provides a bank with a great 
competitive advantage because many bank customers like to 
see their bank represented there, it also burdens the bank 
with very high costs. The serving of customers using expen
sive high street premises is likely to limit the ability of 
certain banks to compete on price.

Some banks may opt to use their high street premises as a 
means of selling and marketing more complex products, as the 
basic banking services, ie. taking money out of the account, 
balance requests etc., can be attained from the ATMs (auto
matic teller machine). Many banks are already moving their 
back-offices away from expensive high street premises to 
cheaper locations. This has been made possible by the im
provements in technology.
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6.2.
Branchless Banking

As banks are according to the Second Banking Directive able 
to offer their products and services in an other country 
without necessarily opening up a branch operation, the 
importance of good telecommunications, and access to inter
national electronic funds transfer systems becomes essen
tial. This is also a low cost alternative. One solution 
would be to install proprietary electronic banking terminals 
in another country.

The ways a bank customer wants to receive his service are 
changing. The personal contact with a bank employer is 
weakening in importance. A recent research conducted in 
Britain-*- among younger (25 to 45-year-old) customers, who 
though financially active never visited their bank branches, 
clearly pose new requirements for banks' delivery strategy. 
Further, it has been found out that many customers would 
prefer using ATMs for their basic bank transactions, like 
cash withdrawals, balance inquiries, etc.

New distribution technology can be a threat to local 
retailing banks by lowering or eliminating the economic 
barriers that have long sheltered such firms from outside 
competition. On the other hand, for small retailing banks 
these can offer a very attractive means of delivering 
widespread service without the massive infrastructure 
investment that would previously have been necessary. 
Providing ATMs in every high street is an important, but 
expensive, service that demands large resources. If cus
tomers from small banks can enjoy the large banks' ma
chines, one of the principal economies of scale that 
might be derived in retail banking services is removed.

1. Gavaghan (1990), pp. 19
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Midland Bank (UK) is servicing a niche market through its 
telephone-based personal banking operation. Midland 
launched Firstdirect1, branchless banking operation, in 
October 1989, in which the bank-customer relationship is 
entirely through the telephone. It is especially targeted 
to customers, who want to avoid the inconvenient opening 
hours and long queues in the branches. Firstdirect has 
little in common with the telephone banking services 
developed elsewhere, which allow customers to phone the 
bank's computer with a limited range of instructions. At 
Firstdirect communication is with a 140-strong team of 
"banking representatives", who will organise a complete 
banking service on a 24 hours a day, 365 days a year 
basis. The absence of weighty overheads associated with a 
branch network has allowed Midland to offer competitive 
rates on its deposit and savings products and, although 
still in its infancy, the concept of phone-based branch
less operations provide potentially significant opportuni
ties for the banks in the future.

Generally the interviewees agreed on the expansion of 
branchless banking in the future, both in the form of elec
tronic banking and servicing the customer via telephone.

The banks have two basic options to choose from in order to 
respond to the competitive challenges; a passive strategy 
which concentrates on defending the existing position by 
improving local performance in order to keep potential 
entrants away -the amount by which a local bank has to 
improve its performance to avoid foreign incursion is to the 
point at which the advantages of its local presence just 
outweigh its inefficiency - or the more active approach of 
intensifying expansion. The purpose of the following is to 
describe what kind of development has been happening in the 
financial market during the last 18 months.

1. Banking World Nov 1989, p. 14
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6.3.
Defending One's Own Market

During the last 12 months there has been more defensive 
domestic mergers in order to strengthen domestic banks to be 
able to compete with the larger banks, than cross-border 
mergers, which would support the view that 1992 will not 
alter the face of European banking very quickly.1

There has been a boom in domestic mergers and acquisitions 
in EC member countries as well as in non-member countries, 
as the banks try to combine their strengths to stay in the 
market also after 1992. The Scandinavian banking sector is 
regrouping to stand up to international competition; In late 
1989 two Norway's largest banks, Den norske Creditbank and 
Bergen bank, announced a merger in pursuit to achieve the 
critical mass needed to serve all the needs of Norwegian 
corporate customers and compete effectively in the single 
European market after 1992. In Sweden, a state-controlled 
giant PKbanken acquired its smaller domestic competitor, 
Nordbanken, in a deal that created Scandinavia's largest 
financial institution. Only Finland has escaped the merger 
mania, largely due to the fact that the banking sector is 
already dominated by the Union Bank of Finland and Kansal- 
lis-Osake-Pankki. Nyberg2 thought, however, that there is 
room for further mergers in Finland in the Savings bank- 
group .

Recognition of the need for stronger national groupings is 
leading to restructuring also in Spain, the Netherlands, 
Germany and to a veritable spate of bank mergers or acquisi
tions in Italy.

1.
2.

Pryce, interview 25 May 1990 
Interview, 9 August, 1990.
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6.4.
Expansion Strategy

If a bank in one market does see opportunities in another, 
it has six methods at its disposal to make a market 
presence in the new location; establish new branches, 
export to the market, mergers and acquisitions, buy an 
existing branch network or strategic cooperation of banks. 
These different methods will be discussed and highlighted 
with examples.

6.4.1.
Establish New Branches

This establishing of so called greenfield sites a very 
expensive way and requires considerable amount of capital. 
Also considering that the pay back time after the investment 
in banking is between 4 to 5 years this questions the vi
ability of greenfield investment. In retail banking, this 
does not seem an attractive option as in virtually all the 
member states, there is perceived to be some degree of over 
capacity. Spain, which has one branch for every 1.150 citi
zens, is particularly overextended and in Germany the figure 
is 1.370 citizens per banking office. To open up branches 
requires both capital and human resources. To the foresee
able future professional labour in banking will be in short 
supply.

6.4.2.
Export to the Market

Exporting to the market requires that there is effective 
communication between the customer in one country and the 
supplier of banking service in another. Exporting appears 
unattractive to market participants in retail service. It 
involves entering unfamiliar territories with an unfamiliar 
(and probably foreign sounding) name. As mentioned before, 
for both the customer and the supplier, the local connection 
is important. But the development of new products marketable
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to the customers only through e.g. telephone lines have made 
physical presence in the market sometimes unnecessary.

As location is not the determining factor in choice of 
wholesale services, however, exporting is more feasible.

6.4.3.
Mergers and Acquisitions

The third way to enter the foreign market is using mergers 
and acquisitions, where two institutions of different na
tionality merge so that a single institution has universal 
access in both countries. Littlechild1 mentioned the possi
ble management difficulties in cross-border mergers. Firm 
culture differs dramatically in different countries, even 
within Europe. The delicate question is thus how to organise 
the management in satisfaction for both parties.

Two factors restrict the choice of a potential buyer. The 
amount of banks (eg. compared to the US where there are some 
14000 banks) is small in Europe. Four clearing banks domi
nate in Britain, and no more than a dozen banks do the 
overwhelming majority of banking business in both France and 
Germany, there is only three major banks in Holland (after 
AMRO and ABN merger) and three banks account for the bulk of 
domestic banking activity in Belgium, even in Finland there 
are only five major banks. This naturally restricts the 
choices available for a potential buyer.

Another factor is the fact that national authorities are 
unwilling to accept the sale of domestic institutions to 
foreigners as banking is seen as the instrument through 
which central banks seek to exercise control over a coun
try's domestic economy.2 Furthermore, eg. in Italy 80 per 
cent of the country's 1200 banks are owned by the state or

1. Interview 
2 . Bellanger (1988), pp. 57
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other public-sector institutions, and are thus beyond the 
reach of a foreign buyer.

Given that there are only limited economies of scale1 in the 
banking sector, mergers will probably be limited only to 
smaller and medium sized institutions. This perception is 
backed by the fact that the merger development in Europe 
during the last year has only been the big banks picking up 
smaller, specialized ones, or small or medium sized merging 
in order to keep intruders away.

This M&A approach, however has its weaknesses as was seen in 
late 1989, when Belgium's Generale de Bangue and Amsterdam- 
Rotterdam Bank of the Netherlands announced that they would 
withdraw from their planned merger. The aim of the merger- 
which called for both sides to buy a stake of just under 10 
per cent in the other and commit themselves to coordinating 
their international activities as a prelude to setting up a 
fully integrated banking group with a single balance sheet 
and management- was to transform two medium-sized banks into 
a larger institution with the resources needed to operate as 
a truly global bank by 1992. But the problems of coping with 
different fiscal environments, supervisory regimes, corpo
rate cultures and strategic goals were just too difficult to 
overcome.

After the failure with the Belgian bank Amro is merging with 
the other large Dutch bank Algemene Bank Nederland (ABN). 
Their planned merger will create the sixth largest bank in 
Europe.

Also the number of cross-industry mergers, particularly 
between large banks and insurance companies, has risen in 
the strive to gain new distribution channels for one's 
products. This allows the parties to increase in size with
out increasing market share in either branch of the combined

1. See pp. 43 (earlier)
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business. There should be real advantages in linking up the 
distribution networks of the banks with the product manufac
turing skills of the insurance companies.1

In the UK, Lloyds Bank bought a life insurer Abbey Life 
Group in 1988. Banks generally think that they may have 
advantages over insurance companies because they already 
have representation in many countries and their names are 
much better known internationally. Further, banks cannot 
rely on continuous large margins from traditional retail 
banking as this sector is attracting more and more competi
tors, and insurance is seen as a tremendous growth area.2

In West- Germany the trend towards "Allfinanz" has gone 
further. Both Dresdner Bank and Commerzbank, Germany's 
second and third-largest banks respectively, have close 
links with insurance companies, and Germany's largest bank, 
Deutsche Bank, has created its own life insurance subsidi
ary.

6.4.4.
Buy an Existing Branch Network

This is probably cheaper way of gaining presence in a new 
market than greenfield investment but more expensive than 
strategic co-operation, as one is buying a bank that has 
already sunk the set-up costs of its branches. In retailing, 
this is the most promising mode of entry as it provides 
flexibility about the size of presence to be developed, and 
does not entail the addition of new capacity in markets 
already overbuilt. NatWest is using this method to penetrate 
into French private banking market.3

In the end of 1989 the Germany's largest bank, Deutsche

Accountant, Sept. p. 13
2. Blanden (1989), pp. i6
3. Hall, interview
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bank, bought Morgan Grenfell, a British merchant bank for 
£950 million.^ The attraction of the deal for Deutsche bank 
was that it will enable it to expand its European network. 
The bank is moving steadily from an overwhelming reliance on 
its domestic market to becoming a truly European financial 
power.

Deutsche Bank considers that Morgan Grenfell's strengths, 
such as its corporate finance department, will combine well 
with Deutsche1s capital market operations. Also Deutsche 
Bank's ability to participate in cross-border mergers and 
acquisitions would be enhanced.

Also banks from outside the EC are strengthening their 
presence in the EC as was seen eg. in January 1990 when 
National Australia Bank (NAB) bought the Yorkshire bank, an 
English regional bank formerly owned by the four biggest 
banks in the UK, for £980 million. This sale also showed 
that European banks are not prepared to pay big money to 
expand into another member state.

In some countries a hostile take-over is virtually impossi
ble due to the shareholding structures and voting arrange
ments, eg. Germany where the stock market capitalization is 
very low (21.1%).

6.4.5.
The Strategic Cooperation of Banks

As there are limits to developing own distribution networks 
and acquiring foreign banks with branch networks, co-opera
tion agreements in the field of distribution of products and 
services may be a viable alternative.

Strategic alliances have been prevailing during the last 12 
months as the middle-sized national banks are forming defen—

1. Banking World Dec 1989, p. ю
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sive alliances with similar banks from another country. By 
organising cross-share-holdings of each others' stocks they 
try to protect themselves from being purchased by a larger 
organisation. However, Sukselainen1 expressed skepticism 
about the economic success of these co-operation agreements

In spring 1990 the four biggest bank in Scandinavia, SE- 
Banken of Sweden, Union Bank of Finland, Den Norske Bank of 
Norway and Denmark's UNIBank formed a Nordic co-operation 
group, Scandinavian Banking Partners (SBP). Their aim is to 
join their computer links and create a Scandinavian wide 
network.

Spanish Banco Santander has invested heavily in Europe and 
has swapped shareholdings with Royal Bank of Scotland, 
Britain's sixth biggest high street bank, with Cariplo bank 
from Italy and has acquires a 30% stake in Instituto Bancar- 
io Italiano.

In July 1989 Spanish Banco Hispano Americano acquired 5% of 
Germany's Commerzbank, who already has a 10% holding in its 
Spanish partner. According to a Commerzbank board member, 
the share purchase was intended to stimulate co-operation 
between the two banks in the run up to the creation of EC 
1992.2

Also banks from outside the EC are increasing their 
presence in the Community by using cross-share holdings. 
Japanese Nomura Securities bought a stake in a Spanish 
Banco Santander in July 1989.

1.
2.

Interview, 9 August 1990 
Banking World, August 1989, pp. ig
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7.
CONCLUSIONS

The prospect of single European market for banking after 
1992 is causing bankers both in and outside Europe to 
reconsider their strategies. Nobody knows exactly what is 
going to happen after 31 December 1992 and in preparing 
for that date banks are going to the extremes by creating 
financial giants, which might have to be cut up later into 
smaller parts. There is most likely going to be a lot of 
experimenting and some mistakes.

When thinking of the recent activity of bank mergers in 
countries like the Netherlands and Scandinavia that could 
suggest that a big change may be getting under way in the 
banking sector. These domestic mergers are, however, only 
defensive moves, endeavours to strengthen the domestic 
institutions against foreign competition and will not by 
themselves bring extensive changes.

On the other hand, there has been very few major cross- 
border moves which would support the view that 1992 will 
not alter the face of European banking quickly. Banks 
pursuing to expand abroad have to take into consideration 
the differences in management, fiscal environments and 
supervisory regimes that will still separate countries 
from each other. Furthermore, cultural differences pose 
also considerable problems in a market that consists of 
twelve sovereign states. These difficulties combined have 
already led to withdrawal from a planned merger of a Dutch 
bank, Amro and a Belgian bank, Generale de Banque.

The single market for banking will not bring about major 
changes in wholesale banking but will lead to changes in 
retail banking sector. Some are skeptic about the possi
bility of pan-European banks, even though eg. Deutsche 
Bank is clearly aiming at that, but more likely there is 
going to be benefits from the single market for individual 
customer segments, such as private banking clients. Natu
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rally retail customers and small businesses are going to 
be better off as integrated market offers them more 
product offerings and freedom of choice.

The present trend in the financial services sector seems 
to be aspiration for large size. Large size is seen as the 
only solution for survival in the integrated market. This 
has led to an intense merger activity in which banks have 
been merging both domestically and across borders.

And of course there is room for reorganisation in the 
industry. Markets that in many cases have been protected 
from foreign competition by government regulations and 
that have been regulated also domestically, eg. in the 
form of interest rate regulation, have remained ineffi
cient and expensive for customers.

It is true that a large size guarantees better economic 
resources and a large institution can take advantage of 
economies of scale. There are products, such as payment 
transfers and many wholesale banking activities, that in 
larger scale can benefit from scale economies. But the 
large size of an institution has also a reverse side. Too 
much concentration leads to bureaucracy, which reduces 
flexibility and hampers planning, both essential prerequi
sites in the contemporary banking scene in addition to 
adaptability and ability to react quickly to the changes 
in the market place.

It seems to be forgotten, that small size institutions who 
can offer better, more individual and flexible service 
than bureaucratic giants are in a position to flourish 
even in the single market. Local knowledge will still be 
important in servicing an individual client and eg. in 
evaluating credit risks.

The "universal banking" concept built into the Second 
Banking Directive is leading also to consolidation across 
industrial borders. The leading German banks like Deutsche
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Bank and Dresdner Bank have expanded into life insurance, 
and this trend has happened also in France and the UK. 
Further expansion areas are securities and fund manage
ment. Universal banks are in a better position than a bank 
occupied just in one activity, as they are able to use 
profits from other sectors to cross-subsidise activities 
in more competitive markets, such as corporate financial 
services or international financial operations.

In order to succeed in the integrated financial market 
institutions should not follow predictable and routine 
methods of differentiating and cutting costs; those who 
really want to succeed will need high levels of innovation 
to differentiate their products from others and cut costs 
in ways beyond the usual methods.

8.
SUMMARY

internal regulation, absence of internal competitive 
pressures and strong entry barriers have previously kept 
the national European financial markets separated. This 
has led to considerable inefficiencies in production and 
substantial price differences between sophisticated and 
less developed markets. The purpose of financial integra
tion in Europe is to ensure free competition and thus to 
make sure that market forces play the game for the advan
tage of consumers and the economy as a whole.

The White Paper of 1985 lays down three components through 
which the single financial market will be achieved; free 
trade in services, freedom of capital movements and stand
ardization of technology. Freedom of capital movements has 
already been realized in eight member countries, and 
Greece, Portugal, Spain and Ireland are to follow by the 
end of 1992.
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The Second Banking Coordination Directive presents three 
key elements underlying the Commission's approach to 
achieving unified financial markets and to facilitating 
the movement of these financial products ; harmonisation of 
essential standards for prudential supervision and for the 
protection of investors, depositors and consumers ; mutual 
recognition of the way in which each Member State applies 
to those standards; and based on the first two elements, 
home country control and supervision of financial institu
tions operating in other Member States. Furthermore, the 
directive can be implemented only simultaneously with 
specific community legislation dealing with the harmonisa
tion of technical matters relating to capital adequacy.

The analysis of the structure of the European banking 
industry was performed on the basis of Michael Porter's 
Industry Analysis Framework. The analysis showed overall 
intensifying competition, according to the plans of the 
Commission.

The bargaining power of clients, both as depositors or 
investors and borrowers, will increase considerably in the 
single market. The greatest change is going to be in 
retail customer and sma11/medium sized company groups, who 
are increasingly seen as appealing client segments by a 
larger number of banks.

In contemporary markets banks are challenged by substitute 
products and services coming from many different direc
tions as many other organisations are competing more 
directly with banks in many key market segments. Securiti
sation has been gaining in popularity all 1980's, and 
commercial banks are expected to engage themselves in
creasingly in this activity. Life insurance saving and 
collective investment funds have offered customers more 
profitable alternatives for their investments. Department 
stores have their own consumer credit business and even 
treasury departments of large firms are organising their 
financial affairs themselves.
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Threat of new entrants into national markets, both by 
local banks who according to the Second Banking Direc
tive's "universal banking" concept can expand their activ
ities and by new entrants from across borders, is a topi
cal question for bankers in Europe. The banking markets in 
many countries are vastly overbanked and the industry 
growth is slow. These are all factors that will increase 
the competition in European banking sector.

The intensifying competition will lead to reductions on 
the prices of products as customers are using their bar
gaining power. The cost of banks to acquire money, on the 
other hand, is getting higher as customers are increas- 
ingly moving away from low interest rate bank accounts to 
more profitable alternative ways of investing. This will 
create substantial pressure on the profitability of finan
cial institutions. Commercial banks have already in the 
1980's felt the impact of shrinking margins, and this 
trend is seen to continue.

To the extent that profitability is reduced by growing 
competition the number of financial institutions is going 
to be reduced as high-cost firms find it impossible to 
make an acceptable profit. Also new capital adequacy 
requirements lead to consolidation process by participants 
who cannot apply to the rules by themselves. This develop
ment has clearly already started in Europe.

Following the strengthening competitive pressure it is to 
be expected that a restructuring of the industry is taking 
place in the form of modernization, specialisation and 
concentration. As the industry is more 'sensibly1 orga
nised it will be able to reduce costs in producing serv
ices through a fuller exploitation of comparative advan
tages, learning and scale economics. Economies of scale 
and learning will result also in lower costs.

Increased competition will also have non—price effects.
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Innovation will be stimulated and will result in a wider 
range of products and services on offer. Firms are encour
aged to improve their organisation as well as the quality 
and range of their products.

When thinking of the competitive advantages that a 
bank would need in order to be able to respond to the 
challenge of the single market Chapter 4 stated the fol
lowing; economies of scale and scope in banking, which 
raised the question if they really exist or not; adequacy 
of the capital base, which is extremely important in the 
single market not only to fulfill the capital adequacy 
requirements of the Commission, but also to be able to 
utilize the potential of the single market; actuarial risk 
base is essential for a financial institution as that 
affects the price a bank has to pay for its money. Quality 
of human resources is playing important role in the chang
ing bankng environment that requires new skills also from 
the staff, servicing the customer is moving from pure 
processing to more marketing and selling. Many of banks 
products are information products. The amount of informa
tion and a bank's ability to utilize it in the production 
stage will be a critical advantage for the banks in the 
integrated market. As mentioned before the intensified 
competition will lead to increased technical progress. 
This progress is necessary to keep the production costs 
low and to be able to compete efficiently.

Chapter 5 concentrated on the client, market and product 
choices a bank faces when deciding on its strategy. In 
choosing a client group, most appealing will be 
small/medium sized companies, private banking customers 
and retail customers. Market presence in the single market 
was divided into three alternatives ; pan-European 
presence, which includes operations in most or all member 
countries, regional presence, according to cultural or 
geographical similarities, and local banks who still would 
be the best ones to service the single client. The product 
and service selection of banks will most likely diversify
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as it is doubtful if any bank can only offer deposit and 
loan services. Universal banking concept allows banks to 
expand their activities eg. to securities and life insur
ance. Banks are increasingly moving into value-added, fee 
based services that do not burden the balance sheet.

The central issue for competing banks is access to 
potential customers and the creation of effective delivery 
systems for financial services. Chapter 6 dealt with the 
distribution of products and services in the single mar
ket. The two ways of delivery, high street presence and 
branchless banking were discussed. In the wake of finan
cial integration process banks have two ways to react ; 
defensive strategy to defend existing market share, and 
expansion strategy to benefit from the opportunities of 
the single market. It was stated that the European banking 
scene has witnessed a number of defensive mergers and 
cooperation agreements during the last year. Banks are 
strengthening their competitive power by joining forces 
within a country or over a geographic area, eg. Scandina
via. Expansionist moves available for a financial institu
tion include establishing new branches, exporting to the 
market, mergers and acquisitions, buying an existing 
branch network and strategic cooperation of banks. All of 
these methods have been widely used by banks as was high
lighted with examples.
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APPENDIX 1 
Interviews

The interviews were conducted between 25 May and 9 August 1990. 
Two of the interviewees (Vicky Pryce and Michael Littlechild) 
were from the international accountancy firm KPMG Peat Marwick 
Maclintock, and are specialist in the EC integration subject. 
Peat Marwick was one of the consultant firms involved in the 
preparation of the Cecchini Report. The purpose of including 
Swiss Bank's (Cayman) managing director into the sample was to 
find out the attitude and expectations of a non-EC member bank as 
well as NatWest's views were of interest to hear the EC-member 
banks point of view. The "empirical" part was finished by inter
viewing experts on EC subject from the Bank of Finland and the 
Finnish Bankers' Association.

Questions were intended as discussion topics, and worked well 
leading mostly to a lively meeting. The views and ideas of the 
interviewees are included in the text.

Questions

- Can you see economies of scale to be achieved in banking?

What kind of player does your bank intend to be in the inte
grated European market and what customers do you intend to con
centrate on? (Swiss Bank, Natwest)

- What kind of expansion strategy does your bank have? (Swiss 
Bank, NatWest)

- What do you consider as major threats/opportunities in the 
integrating Europe?

Retail banking is very much peculiar to its own country. How do 
you see retail banking developing in Europe, what do you think of
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a possibility of Pan-European retail banks?

Second Banking Directive allows "universal banking". How do you 
see the product selection offered by banks to change in the 
future? (Swiss Bank, NatWest:) What financial services are likely 
to become available in your bank?

- It is said that the banking sector in Europe would consist of 
pan-European, regional and local banks. How do you see the struc
ture of banking industry developing?

Now that the regulatory entry barriers are weakening, what 
other barriers do you see if a bank wants to expand to new mar
kets?

What kind of changes do you anticipate in the European 
retail/wholesale banking sectors?

Do you think there is a danger that merger and acquisition 
process leads to too big units that could affect the competition 
unfavourable?

- Who are the ones who will benefit from the integration in 
financial markets?
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