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ABSTRACT 

The future deve1opment, of retai1 banking and the structura1 changes that 
are occurring, and are expected to occur after 1992, are two issues 
which dominate current discussions concerning banking in Europe. Both 
issues are inter-re1ated and, of course, both have imp1ications for bank 
regu1ation. In an attempt to contribute to the debate, this paper 
presents survey data obtained from retai1 banks in thirteen European 
countries'and high1ights differences between banks in EC countries with 
those in EFTA countries. We are a1so concerned with the regu1atory 
imp1ications of the data and, having discussed why banks shou1d be 
regu1ated at a11, conc1ude that banks shou1d be regulated on a 
functiona1 basis, and that banks shou1d not be permitted to engage in 
non-banking activities, nor non-banks permitted to undertake banking 
business. 
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• I 

1. INTRODUCTION 

There are two main issues dominating discussions concerning European 

retail banking: the likely developments of the system over the next ten 

years; and the structural changes occurring now and in the future, in 

particular after 1992. Both of these issues are inter-related and, of 

course, both have implications for bank regulators. This paper, 

thereforoe, addresses the two issues and, having considered why banks 

should be regulated at alI, makes recommendations as to the manner in 

which banks should be regulated in the future. 

1.1 Future deve10pments 

One of the more interesting questions which is facing bank management, 

regulators and academics is how is retail branch banking going to 

develop over the next ten years. In an attempt to provide some answers 

to this question, this paper presents survey data that has been obtained 

from banks throughout Europe. The original intention was that the 

survey should be conducted in alI OECD countries, but pilot study 

returns indicated that we would be unlikely to receive responses from 

banks in France, Ireland, Japan, the Netherlands, Norway and the United 

States. It was therefore decided that the study would concentrate on 

European banks, with the exception of those countries previously 

mentioned, and we surveyed 127 banks selected from the 1989 Banker 'top 

one thousand banks". 

The questionnaires were posted during February 1990, with a 

reminder being sent in May 1990, and the response rate from banks in 13 
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European countries, was some 38 per cent. The data from five countries 

includes their top bank; a further five countries includes their number 

two and/or number three bank. The remaining three countries, Greece, 

Sweden and West Germany, inc1ude a bank ranked fifth or less and, 

therefore, the results from these three countries should be treated as 

being of indicative purposes on1y. One purpose of the survey was to try 

and ascertain whether there was any difference in out1ook between banks 

in EC countries and those in EFTA countries; and thus the survey results 

presented in this paper keep this distinction in mind. 

1.2 Structura1 chang.es 

There have been a number of studies examining the structura1 changes 

that are occurring, and are expected to occur after 1992, within the 

context of European banking. For examp1e, Gardener (1987) discusses the 

structura1 and strategic consequences which arise from the financial 

conglomerate trend which has eroded the distinction between commercial 

and investment banking; and Neven (1989) assesses how 1992 wi11 affect 

the structure of retail banks in Europe. However, what appears to have 

received 1ess attention, at least in the European literature, is the 

growing trend for banks to-engage in non-banking activities. In this 

paper" therefore, we are concerned with two interrelated issues 

concerning structural change: (i) the increasing trend of lending to the 

non-corporate sector; and (ii) the entry of banks into non-banking 

business and vice versa. 

AlI of the issues deal t with in this paper have obvious 

imp1ications for bank regu1ators, but in order to consider these 
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irnp1ications we have ,to ask a rnore fundarnenta1 question narne1y, why 

shou1d banks be regu1ated at alI. Whi1st we be1ieve that banks rnust 

continue to be regu1ated, that is on1y part o,f the answer; the observed 

changes in bank behaviour requires new thinking on the part of the 

regu1ators; and the conc1usion we offer is that bank regu1ation requires 

a new theoretica1 foundation. 

The pIan of this paper is as fo11ows: In Section 2, we discuss the 

changes t.hat occurred to retai1 bank branch nurnbers' during the 1980s, 

and present our projections for the 1990s; we a1so exarnine the question 

of if, and how, ,the interior of these branches wi11 change over the next 

ten years. During the 1990s we expect to see" an increasing re1iance by 

the banks upon techno1ogy to service their personaI custorners and, 

therefore, in Section 3 we exarnine the data in connection with .the 

provision of autornated te11ing rnachines (ATMs). Of course, the expected 

changes, to both branch nurnbers and the techno1ogy used, have staff 

irnp1ications; and we exarnine the ernp10yrnent data in Section 4. The 

irnportant question of the arnount of cornpetition facing retai1 banks in 

Europe is considered in Section 5, when we a1so exarnine how the banks 

expect the proposed EC Second Banking Directive to affect thern. 

In Section 6, we present survey evidence showing that, with the 

apparent notab1e exception of Sweden, banks throughout Europe increased 

their lending to the personaI sector, and decreased lending to the 

corporate sector, during the 1980s. We a1so present data i11ustrating 

how the banks have rnoved into non-banking business; which, of course, 

has not been a one way process. And we exarnine how non-banking firms 

have been ab1e to enter the banking sector in Denrnark and the United 
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Kingdom. This diversification can, of course, be explainedby means of 

industrial economic theory, and in Section 7 we examine the 

justification, and possible concerns, of such movements by considering 

the evidence from the United States. 

All of the changes and movements mentioned above must have 

implications for bank regulators, and so these are considered in 

Section 8, by asking why should banks be regulated at all; and if they 

are, what exactly should be regulated. 1n answering these questions, we 

sugges.t that a new theory of bank regulationis required to enable the 

regulators to perform their function more efficiently. The paper ends 

with some conclusions and policy recommendations in Section 9. 
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2. RETAIL BANK BRANCHES 

During the period 1985-89, European banks increased the number of their 

domestic retai1 branches by an average of some 6 per cent. However, 

within both the EC and EFTA groups it is noticeab1e that there is a 

divide between the northern and southern countries. Table 1 shows that 

whi1st banks in the EC northern region reduced the number of their 

domestic branches by an average of some 6 per cent between 1985 and 

1989, banks in the EC southern region, Spain and Greece in particular, 

increased the number of branches by an average of 15 per cent. It is 

like1y that this ,difference is due to the 1eve1 of deve10pment of the 

financial infrastructure in 1985, and therefore the southern countries 

high percentage increase represents attempts to increase the number of 

bank branches to a simi1ar 1eve1 found in the north2 . 

Over the next ten years we expect that banks in the EC northern 

group wi11 reduce the number of branches by some 18 per cent, whi1st 

banks in the EC southern group wi11 increase the number of branches by 

about 30 per cent. By the year 2000 we are expecting to see that, on a 

1985 basis, the northern EC wi1l have reduced bank branches by some 

21 per cent, and the southern EC to have increased bank branches by some 

50 per cent. We are also expecting a simi1ar situation within EFTA, 

with Finland and Sweden reducing their bank branches by an average of 

some 25 per cent; Austria and Switzerland to have increased the number 

of branches by the same amount. The expected net result for the EFTA 

countries is, therefore, no change. 



Table 1 European retail banking 

Branch structure 

Percentage change 1985-2000 

Domestic Branches Tota1 branches 
1985/89 1985/2000 1989/92 1989/95 1989/2000 1985/89 1985/2000 1989/92 1989/95 1989/2000 

EC-North 
Be1gium -12 -35 -18 -22 -27 -12 -35 -18 -22 -26 
Denmark 7 -29 -11 -24 -24 5 -26 -10 -22 -22 
Luxembourg 2 0 - 2 - 2 - 2 4 8 2 4 4 
UK - 6 

Average 1 - 6 -21 -10 -16 -18 - 4 -18 - 9 -13 -15 
....... 

EC-South 
N 

Greece 20 61 16 34 34 20 66 17 37 38 
Ita1y 5 28 22 22 22 5 29 23 23 23 
Portuga1 16 61 22 32 39 16 59 19 29 36 
Spain 19 51 21 24 26 19 51 21 24 26 

Average 15 50 20 28 30 15 51 20 28 31 
EC Average 6 20 7 9 10 7 22 8 10 11 

EFTA 
Austria 16 31 8 11 12 17 34 9 12 15 
Finland 0 -33 -11 -22 -33 0 -33 -10 -21 -32 
Sweden - 1 -18 - 8 -13 -17 - 1 -13 - 6 -10 -13 
Switzer1and 8 18 10 10 10 12 26 11 11 12 

EFTA Average 6 0 0 - 4 - 7 7 4 1 - 2 - 5 

Notes: Not avai1ab1e 
l. Exc1uding UK 
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For alI countries, except Denmark and Finland, we expect that the 

majority of the adjustments wil1 have been completed by 1992, and a1most 

alI changes by 1995. It would appear that the rate of adjustment will 

be slower in the Scandinavian countries than in the re~t of Europe but, 

of course, the figures may indicate a lack of the respondent' s 

confidence beyond the five year time horizon. 

Domestic branches are only part of the story and, so, Table 1 a1so 

shows the ana1ysis of the tota1 number of bank branches (domestic + 

. internationa1) which gives some indication as to whether the retai1 

banks are expec.ting to change the number of their internationa1 

branches. Again it is noticeable that the EC southern group is 

expecting to expand their international ne two rks during the 1990s, 

whilst the EC northern group are expecting to reduce the number·of their 

branches. 

One word shou1d be mentioned here concerning the Uni ted Kingdom , 

and that is that alI of the British banks surveyed refused to give any 

indication as to their thinking concerning the next ten years on the 

grounds of confidentia1ity and sensitiveness of the data. However, we 

would expect that certain of the large banks, notably Barclays and 

NatWest, wil1 attempt to maintain if not increase their overseas 

offices; the Midland' s strategy will depend upon whether the proposed 

merger with Hong Kong & Shanghai Bank proceeds or not. 

With regard to EFTA countries, it wou1dappear that Finish banks 

assume that their overseas representation wi1l not change re1ative to 

the 1980s; but this may be due to them not having fully completed their 
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1990s p1anning. Banks in Austria, Sweden and Switzer1and are expected 

to increase their overseas offices. 

Questions were a1so asked concerning the designof bank branches. 

82 per cent of EC banks and 88 per cent of EFTA banks expect to change 

the interior of their branches by the year 2000. When asked how, the 

rep1y was the same irrespective of location: increased customer comfort 

and space; fewer security screens, because of the increasing use of ATMs 

to dea1 wi th cash; and more staff devoting their time to se11ing 

• products. 

One reason for the reduction in the nurnber of bånk branches is that 

the techno1ogy now avai1ab1e prec1udes the necessity of a physica1 

branch in order to conduct banking business. From the persona1 

customer's point of view, the most significant change in banking 

techno1ogy has been the widespre'ad increase in the provision of ATMs 

during the 1980s and we now consider the deve10pment of this techno1ogy 

in the next section. 

3 . TECHNOLOGY 

The provision of bank ATMs increased rapid1y during the 1980s, in 

particu1ar after 1983. Between 1985 and 1989, the average increase for 

EC banks was some 117 per cent; for EFTA banks some 229 per cent. 

Tab1e 2 shows the ana1ysis, and for the future we are predicting that, 

whilst the abso1ute nurnbers wi11 increase, the percentage ra te of 

increase wi11 decline after 1995. Indeed, in most countries the 
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Tab1e 2 European retai1 banks 

Change in ATM insta11ations 1985-2000 

(per cent) 

1985/89 1985/2000 1989/92 1989/95 1989/2000 

EC 
Be1gium 91 456 155 173 191 
Denmark 80 374 99 163 163 
Greece 141 400 49 95 107 
Ita1y 91 252 40 58 84 
Luxembourg 140 300 25 67 67 
Portuga1 22' 222 0 0 0 
Spain 257 453 27 36 55 
UK 50 

EC Average 1173 322 58 85 95 

EFTA 
Austria 155 211 6 10 22 
Finland 451 525 10 12 13 
Sweden 35 208 129 129 129 
Switzer1and 273 526 25 63 68 

EFTA Average 229 368 43 54 58 

Notes: Not avai1ab1e 
1. 1988/89 
2. 1988/2000 
3. This exc1udes the United Kingdom. If the United Kingdom 

were included, the EC average wou1d be 109 per cent 

expansion wi11 be comp1eted by 1992, a1though Austria and Switzer1and 

appear to be an exception to this genera1isation. The expected deeline 

after 1992 is due, primari1y, to the fact that, in some countries at 

1east, the saturation 1eve1 of ATM insta11ations is quick1y being 

reached. 
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It should be noted at this point that the economics of providing an 

ATM network are extremely complex, and that there is still much debate 

as to whether in fact the provision of an ATM is cost effective for 

most, if not alI, banks throughout Europe. This question is also being 

considered by banks in the United States, and there is a growing view 

that ATMs are not, in fact, cost effective. Thus, in cities such as 

Chicago, the banks are replacing their ATMs with extended opening hours; 

with some banks now providing a daily service to their customers. 

Obviously, whether an European bank adopts such a policy will depend, at 

least in part, upon legislation; and in countries such as the UK, where 

Sunday trading is perm.i tted in Scotland but not in England and Wales, 

the position seems to be extremely muddled. However, we are expecting 

that there will be a net increase in the number of ATMs within alI 

European countries between now and the year 2000. 

However, there is some debate as to what exactly counts as an 

increase in the provision of an ATM. The reasons for the dilemma are as 

follows. WhenATMs where first introduced they simply dispensed a set 

amount of currency. Then, in the 1980s, ATMs became more sophisticated 

and they were able to perform several functions, such as issuing 

statements and ordering cheque books, in addition to dispensing cash, 

However the technology seems to be changing again, and it now appears 

that it is more efficient to install dedicated machines, as has happened 

in Switzerland in particular. Thus, Swiss banks tend to have one ATM to 

dispense currency; another that will print a statement/answer inquiries; 

and a third which dispenses foreign currency. Similar trends have been 

noticed within the UK, although at present they tend to be restricted to 

lobby, as opposed to through-the-wall, machines. 
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One important factor concerning ATM economics is the length of time 

people are prepared to queue to use the machine. It is possible that as 

the ATMs have become more sophisticated, queuing time has increased, and 

usage has, therefore, been discouraged. As the economics of ATMs 

depends almost entirely upon usage rates this, of course, is not to the 

advantage of the ATM owning institution. 

It is our view that the development of specialist ATMs will 

continue, at least for the next five years, but that this development 

will also be subject to the development of ATM networks within a given 

country. Gurrently, the number of national ATM networks varies from one 

country to another: wi thin the UK there are currently three maj or 

networks; in Denmark there is one network for alI commercial banks; and 

Sweden has one network for the commercial banks, and another for the 

savings banks. 

Standard economic theory suggests that utility would be increased 

if alI networks were in fact amalgamated, at least within each 

individua:i. 'ountry. If we assume that one result of 1992 will be an 

increase in banking ~ompetition within EG countries, then the provision 

of international networks should be encouraged. However, we would nOL 

go as far, at this moment in time, as to suggest that an EG, or even a 

world, network is possible, although such a network should, in theory, 

be the optimal solution. 

The problem with shared networks is that the ATM owner' does not 

know whether they are able to increase their market share because af 

ATMs. There is a concern, expressed by several banks, that customers 
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·use their particu1ar bankbecause of the provision of ATMs. Therefore, 

if the name on the ATM was changed to that of a particu1ar network, or 

if the number of ATMs was rationa1ised because of a nationa1, or 

internationa1, network the individua1 institution cou1d lose business. 

Further is the prob1em of location. It ~s possib1e that the institution 

ho1ding (providing space for) the ATM wou1d gain business ae the expense 

of the institution that had lost the insta11ation. Of course, one 

answer to this prob1em wou1d be for the ATMs to be provided in 

specia1ist premises/1ocations such as retai1 stores, rai1way stations or 

airports. 

The increase in the use of ATMs, together with tbe reduction in the 

number of bank branches, has obvious staff imp1ications which are 

considered in the next section. 

4. EMPLOYMENT 

Throughout the 1980s European banks increased their staff numbers 

considerab1y. Indeed, it is interesting to note that as branch numbers 

dec1ined, sta~f numbers increased. The argument that increased 1eve1s 

of techno~logy wou1d reduce emp10yment does not appear to have been born 

out by events, but this point ignores the increase in tota1 business 

conducted by the banks. Individua1 countries have experienced different 

rates of increase in 1abour due, again, to the different 1eve1 of 

deve10pment of their particu1ar financial infrastructure/size of average 

bankbranch. 
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4.1 Branch staff 

We expect that the EC northern region will reduce staff numbers during 

the 1990s as shown in Table 3. The reduction will be driven not only by 

the increase in the provision of technology, but also, and perhaps more 

importantly, by the need to reduce costs because of increased 

competition. However, we expect that the EC southern group will 

continue to increase their staff numbers; but both groups present a 

somewhat confused picture. Belgium, for example, expects to increase 

total staff, but to reduce domestic branch staff. For the EC group as a 

Tåb1e 3 European retai1 banking 

Predicted emp10yment changes in se1ected countries 1990-2000 

(per cent) 

Total staff Domestic branch staff 

1990/95 1990/2000 1990/95 1990/2000 

EC 
Belgium 22 35 -12 -20 
Denmark ~14 -14 -31 -31 
Greece 10 12 9 11 
Luxembourg 13 13 10 15 
Portugal -11 -21 7 -17 
Spain 2 2 3 '+ 
EC Average 4 5 - 5 - 6 

EFTA 
Austria 5 10 5 12 
Finland -11 -19 -13 -21 
Sweden - 8 -17 -29 -29 
Switzerland 0 0 - 5 -10 

EFTA Average - 4 - 7 -11 -12 
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whole we are expecting an average increase of some 5 per cent in total 

staff by the year 2000, and a reduction of some 6 per cent in domestic 

branch staff. Again, the major changes will occur prior to 1995. 

With regard to EFTA countries, only Austria appears to be expecting 

an increase in staff, all other banks reported expected decreases, 

amongst their domestic branch staff in particular. The expectation is 

that EFTA banks will reduce their total staff by some 7 per cent, and 

domestic branch staff by some 12 per cent. The simi1ar emp10yment 

pattern between the three Scandinavian countries should also be noted. 

The proportion ef total staff employed on domestic branch business 

will also change, and we expect that European banks will have converged 

to . a ratio of about 55/45, branch to total staff, by the year 2000. 

Table 4 shows that this adjustment is going to be more pronounced within 

EC countries, but it would appear that banks in Finland, Greece and 

Portugal expect to increase their branch staff ratios. 

4.2 Graduate recruitment 

What is more important than the changing ratios is that the quality of 

the staff emp10yed is expected to increase noticeably over the next ten 

years. The banks were questioned about their policy on recruitment of 

graduates, and we are expecting the number of graduates employed by 

European banks to increase by between ten and 100 per cent over the next 

ten years; and by the year 2000, graduates could represent about 

19 per cent of total staff. Table 5 presents the analysis and shows 

that banks in both Denmark and Finland expect to employ significantly 
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Tab1e 4 European retai1 banking 

Domestic branch staff as a percentage of tota1 staff 1985-2000 

(selected countries) 

EC 

Be1gium 

Denmark 

Greece 

Luxembourg 

Portuga1 

Spain 

EC Average 

EFTA 

Austria 

Finland 

Sweden 

Switzer1and 

EFTA Average 

Note: 

1985 

60 

81 

24 

74 

95 

67 

50 

83 

57 

38 

57 

Not avai1ab1e 

1989 

55 

86 

23 

75 

95 

67 

50 

83 

69 

31 

58 

1990 

31 

50 

84 

23 

79 

80 

58 

50 

90 

58 

37 

59 

1992 

28 

46 

84 

23 

84 

81 

58 

50 

90 

52 

37 

57 

1995 

22 

40 

83 

23 

83 

81 

55 

50 

89 

45 

35 

55 

2000 

18 

40 

83 

23 

82 

82 

55 

51 

88 

50 

33 

56 
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Tab1e 5 European retai1 banking 

Predicted graduate emp10yment changes in se1ected countries 
1990-2000 

(per cent) 

% of tota1 staff 

1990/95 1990/2000 1990 2000 

EC 
Be1gium 40 100 14 20 
Denmark 38 62 3 6 
Greece 16 31 20 23 
Portuga1 49 82 10 23 
Spain 61 117 9 18 

EC Average 41 78 11 18 

EFTA 
Austria 18 31 8 10 
Finland 5 10 7 9 
Sweden 33- 50 25 45 
Switzer1and 43 107 7 15 

EFTA Average 25 50 12 20 

1ess graduates than the European average; but the very high figure for 

Sweden is possib1y due to a 'sma11 number' prob1em3 . 

The increased demand for graduates wi11 have imp1ications for the 

educationa1 system throughout Europe, and a1ready banks in the-UK, for 

examp1e, are attempting to recruit graduates from the continent because 

of supp1y difficu1ties. It shou1d a1so be noted that one of the 

proposed EC ru1es on recognition of professiona1 status is that a 

'qua1ified banker' sha11 be a person who has (1) obtained a university 

degree, and (2) undergone a recognised training programme with a 

commercia1 bank of not 1ess than two years. This proposa1 has been 
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resisted, somewhat, by the British because of the status of the 

Chartered Institute of Bankers and the Institute of Bankers in Scotland, 

both of whom could, of course, lose students if their qualification was 

not recognised.· 

5. COMPETITION 

All of the respondents thought that the level of competition in banking 

will have increased by the year 2000. But, of course, what is more 

interesting is where the perceived threat is considered to be coming 

from. Only one European bank (British) expects that their most 

important competitor will be a foreign bank in the year 2000; all other 

respondents expect that their main rival will be the same as now: 

another domestic bank. This may be an honest view, but we have to doubt 

the thinking. 

Respondents were asked to apply a ranking (1 to 6) to indicate what 

type of firm was their most irr:",")rtant competitor from the given list of: 

other domestic banks; foreig~. banks; building societies (savings and 

loans); retail stores; insurance companies; other institutions. The 

analysis, presented in Table 6, shows a clear difference in view between 

EC and EFTA banks. 

Whilst alI respondents, wi th the notable exception of Greece, 

ranked domestic banks as their most important customer, the importance 

of foreign banks is much more clearly felt in the EC, ranked 2, than in 

EFTA, ranked 5. The clear number 2 threat in EFTA is the insurance 
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Tab1e 6 European retai1 banks 

Perceived competition 1990 

EC 
Be1gium 
Derunark 
Greece 
Ita1y 
Luxembourg 
Portuga1 
Spain 
UK 
W. Germany 

EC Average 

EFTA 
Austria 
Finland 
Sweden 
Switzer1and 

EFTA Average 

Note: l. 

Other 
banks 

1 
1 
2 
1 
1= 
1 
1 
1 
1 

1 

1 
1 
1 
1 

1 

Foreign 
banks 

2 
5 
1 
2 
1= 
2= 
3 
3= 
3 

2 

4 
5 
5 
4= 

5 

(average rating') 

Building Retai1 
societies stores 

3 
3 
3 
3 

4 
2 
2 
4 

3= 

3 
4 
2= 
3 

3 

5 
4 

5 

5 
4= 
5 
5 

5 

5 
3 
4 
4= 

4 

'1' - most important competitor 

Insurance 
companies 

4 
2 

4 
3 
2= 
4= 
3= 
2 

3= 

2 
2 
2= 
2 

2 

Other 
institu
tions 

6 
6 

6 

6 

6 
6 

6 

6 

6 

6 

industry, as it is in West Germany and Derunark. The consensus view of 

banks in EFTA appears to be that foreign banks are not a threat, 1east 

of alI in Scandinavia. 

Again the existing infrastructure, and 1egis1ation, within a 

particu1ar country wi11, to a 1arge extent determine who the rea1 

competitors are. But we feel that the EFTA thinking may we11 be right; 

it depends upon how much importance shou1d be attached to a branch 

network, as opposed to a nationa1 network of staff. 
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When asked if the proposed 1992 changes had affected their 

strategic p1anning, 64 per cent of EG (but on1y 40 per cent of the 

Bri tish) and 75 per cent of EFTA respondents agreed. The banks' 

reaction to 1992 appears to be that they have been forced to become more 

aware of foreign markets; and it is interesting to note that the non

European respondents hadchanged their strategy by opening London 

offices, and/or ensuring:' that their capita1 adequacy ru1es matched those 

of the EG. 

6. BANK ASSETS AND BUSINESS CHANGES 

In this section of the paper we first1y examine how the retai1 banks in 

most European countries are re1ying increasing1y on 1ending to the 

personaI sector in order to increase their total assets; and, secondly, 

we examine the entry of banks into non-bank business, and the entry of 

non-banks into the banking sector. 

The data presented in this section of the paper were obtained from 

a survey which we have recently conducted with retai1 banks throughout 

Europe. In our view, due to the number of banks responding, the data in 

respect of Greece, Sweden and West Germany should be considered as being 

of indicative purposes only. 

6.1 Bank assets 

By history and tradition, a retail bank lends personaI sector surpluses 

to the corporate sector. Indeed, \ good banking' was considered, at 
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least in the United Kingdom, to be lending from 'seed time to harvest'. 

However, during the 1980s there was a trend towards reversing the 

traditionaI role, and banks in most European countries found that they 

were lending corporate sector surpluses to the personaI sector. 

During the period 1985-89, our survey revealed that bank lending to 

the corporate sector declined by an' average of' some 11 per cent inEC 

countries, and by 4 per cent in EFTA countries. It was also found that, 

during the same period, bank lending to the personaI sector 'increased by 

an average of 13 per cent in the EC countries, and by some 8 per cent in 

EFTA countr'ies (if we ~gnore Sweden). 

The analysis of the survey data is presented inTable 7 which also 

shows that there was a reverse trend in respect of deposits. For the 

period 1985-89, personaI sector bank deposits decreased by an average of 

4 per cent in EC countries, and by an average of 2 per cent in Austria 

and Finland. EC corporate sector bank deposits increased by some 

21 per cent, and in Austria and Finland by some 8 per cent. 

Whilst these changes did occur, it should be noted that only the 

Belgian banks found that in 1989 they lent more to the personaI sector 

(55 per cent) than to the corporate sector (45 per cent). Table 7 also 

clearly indicates the fact that banks in Sweden do not appear to have 

followed the trend in other European countries, but rather have 

increased their personaI sector deposits, and decreased their personaI 

sector assets. However, this may reflect the particular respondents 

experiences, as opposed to the whole Swedish banking system. 



Tab1e 7 European retai1 banks 

Proportions of Deposits and Assets 1985-89 

Deposits Assets , 

Persona1 Corporate Persona1 Corporate 
1985 1989 % change 1985 1989 % change 1985 1989 % change 1985 1989 % change 

EC 
Be1gium 84 76 -10 16 24 50 46 55 20 54 45 -17 
Greece 86 85 - 1 14 15 7 33 35 6 67 65 - 3 
Ita1y 79 76 - 4 21 24 14 5 16 220 95 84 -12 
Portuga1 84 82 - 2 16 18 13 20 25 25 80 75 - 6 
Spain 68 77 13 32 23 -28 N 

" UK' 38 39 3 62 61 - 2 

Average 83 80 - 4 17 20 21 35 41 132 65 59 ' -11 

EFTA3 

Austria 65 63 - 3 35 37 6 16 18 13 84 82 - 2 
Finland 91 90 - 1 9 10 11 66 68 3 34 32 - 6 
Sweden 66 75 14 34 25 -26 75 60 -20 25 40 60 

Average 74 76 3 26 24 - 3 52 49 - 1 48 51 17 

Notes: Not quoted 
'lo 3.Banks only. Source: Johnson 1990b, Table 1 
2. Exc1uding Italy 
3. The Swi.ss banks declined to answer these questions 
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The more interesting question is why these changes have occurred; 

and we suspect that corporate customers are increasingly finding that 

they are able to raise funds out-with the traditionaI retail banking 

sector. Further, lending to the personaI sector normally means lending 

at a higher margin and, therefore, is more profitable business from the 

bank's point of view. 

Given the need for increased profits within the retail banking 

sector throughout Europe, it is more than likely that the data presented 

here represents a strategic decision on the part of the banks concerned. 

Of course, lending to .the personaI sector is usually more risky than 

lending to the corporate sector and, therefore, the implication of this 

change in bank behaviour is that the risk of bad debt will increase. 

And there is already evidence from the United Kingdom that British banks 

are having to increase their personaI sector bad debt provisions 

significantly. 

6.2 Non-banking business and non-banks 

AlI of the respondents to our survey expect the level of domestic 

competition to increase significantly over the next ten years; and that 

their major competitor is, and will remain, other domestic banks. For 

banks in the EEC, 1992 should increase the level of competition and, 

consequently, the pressure on profitability. It would appear that one 

way that European banks in general are responding to the competitive 

threat is to diversify into non-traditional banking business, insurance 

and real estate in particular. 
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Banks in alI of the countries surveyed, with the exception of 

Switzerland, have entered the insurance sector; and alI banks, with the 

exception of Belgium and Swi tzerland, have started real estate 

operations. It is perhaps interesting to note at this point that not 

one of the respondents intimated that they now offered stock broking or 

market making business. It would seem therefore that, as. far as our 

respondents were concerned, what the literature considers to be non

banking business is different from a banks perception of what business 

it is actually in. Other non-traditional business mentioned were travel 

agencies (Belgium, Spain and the United Kingdom); car hire (Portugal and 

the United Kingdom); and advisoryjcomputer services (Italy, Spain, the 

United Kingdom, West Germany, Sweden and Switzerland). 

As can be seen from Table 8 the length of time that banks have been 

directly involved with insurance business varies from country to 

country, banks in Spain having had the longest association dating from 

at least 1904. Of course, a distinction must be drawn between banks 

acting as agents on behalf of an insurance company, and banks actually 

conducting underwriting business. The trend would appear to be that 

most European banks have begun to act as underwriters. 

In the United Kingdom, for example, banks did ~ot become involved 

directly with insurance business until the 1970s. Before then, a branch 

manager, acting in a personai capacity, was normally an insurance agent; 

indeed it was considered a 'perk' of the job. From 1971 onwards the 

clearing banks established insurance broking subsidiary companies, and 

the managers were bought outo Since then, due to regulatory changes in 

the insurance market, banks must declare to their customers whether the 
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insurance advice they are giving is for one company on1y, or if the bank 

is acting as an independent advisor. 

Table 8 European retail banking 

Non-traditional business entry dates 

EC 
Be1gium 
Denmark 
Ita1y 
Portuga1 
Spain 
UK 
W. " Germany 

EFTA 
Austria 
Finland 
Sweden 
Switzer1and 

Notes: * 
l. 

(se1ected banks) 

Insurance Trave1 
agency 

198.4 1980 

* 
1983 
1987 
1904' 1984 
19712 1970s 

* 

1986 

* 
1970 

No date specified 
'Insurance operations 
foundation by-1aws' 

are 

Rea1 
estate 

1989 
1980s 
1988 
1989 
1983 

* 

1982 

* 
1970 

contemp1ated 

Car 
hire 

1989 

1987 

in 

Computer 
services 

1989 

* 
1968 

* 

* 
* 

(the bank's) 

2. British banks have had a much longer informa1 association 
with insurance business; see text 

As far as underwriting activities are concerned, it wou1d appear 

that the British banks entered this particu1ar activity by rea1ising 

that they cou1d underwrite the risks in property insurance in connection 

with properties they were ho1ding as security for mortgage loans. In 

other countries, such as France and West Germany, some banks have formed 
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alliances with insurance companies and others, Deutsche bank for 

example, have set up their own life insurance companies; and Lloyds 

bank, in the United Kingdom, has purchased a significant shareholding in 

an insurance company. 

If the association between banks and insurance business has a 

relatively lengthy history, the same point cannot be made about the fact 

that so many European banks now own estate agencies. This has been very 

much a product of the late 1980s, although banks in Sweden indicate an 

involvement since the 1970s. It should also be noted that banks are not 

alone in having moved into the estate agency business; building 

societies and insurance companies have also established estate agency 

chains. 

The provision of computer services has involved data processing, 

usually pay roll services, and/or specialist databases: for example, EC 

legislation and grants (Spain and the United Kingdom) ; patent 

information (Switzerland); and one Swiss bank has used its computer 

services to sell tickets for 'pop' concerts over its branch counters. 

Of course, the entry of banks into non-traditional business -is not 

a one way process. Non-banks such as insurance companies, retailers and 

industrial companies, have alI entered thE: financial services sector. 

Further, building societies are acting more and more like banks and, in 

the United Kingdom, one building society has converted its status to 

that of a bank, and other societies are actively considering the same 

change. 
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To show how non-bank firms can enter the financial services sector, 

we now give a few examples from the United Kingdom and Denmark. 1n the 

United Kingdom, BAT 1ndustries plc, originally a tobacco company, 

purchased an insurance company (Eagle Star). 1nsurance companies have 

entered the banking market by providing mortgages, in particular through 

their ownership of estate agency chains. They also provide credi t 

facilities to their policy holders, by enabling annual premiums, in 

respect of car and property insurance, to be paid monthly; and they also 

provide loans to the personal sector. Retailers, such as Marks and 

Spencers and the Burton Group, entered the financial services sector by 

firstly, offering the~r own credit card; and, secondly by using their 

card database to sell further products such as personal loans and unit 

trusts. 

1n Denmark the largest insurance company, Baltica, established a 

holding company in June 1985. This enabled them to create a finance 

company which moved into stock broking and property investment, and to 

establish their own bank in 1987. Whilst Baltica Bank specialises in 

corporate finance, it does provide car loans for the personal sector, 

and such loans include the provision of car insurance from the parent 

company. Since then, Baltica has established an estate agency chain, 

and has also purchased a company which provides ambulance and recovery 

services and, to a lesser degree, fire fighting services. 

But Baltica's activities have not been restricted to Denmark. 1n 

the United Kingdom , for example, they: own an insurance company 

(Preffered Assurance) which originally offered only car insurance. They 

then extended their products, offering policies in respect of property 
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and 1ife, etc. Now (September 1990) they have joined with an American 

bank 1icensed in the United Kingdom (Beneficia1 Bank) to offer their 

po1icy ho1ders a bank account tied to a VISA card. 

Experience has shown, therefore, that entry into the financial 

services sector in general, and banking in i ts widest sense in 

particu1ar, is re1ative1y easy. 

possib1e by two main factors: 

These deve10pments have been made 

first1y, market deregu1ation; and, 

second1y, the techno1ogy now avai1ab1e. However, we need to ask whether 

society in general, and bank regu1ators in particu1ar, shou1d be p1eased 

or concerned at the deve10pments described in this section of the paper; 

and we address these issues in the next section of the paper. 

7. STRUCTURAL CHANGE IN THEORY 

In this section of the paper we address 3 issues: (i) why shou1d non

financial firms wish to enter the financial sector; (ii) why shou1d 

banks wish to enter non-traditiona1 sectors; (iii) shou1d these inter

industry movements be encouraged. 

7.1 Non-banks 

The, at 1east intuitive, primary motive for a non- financial firm to 

enter the financial sector is one of profit. For examp1e, to a retai1er 

operating on a gross profit margin of some 8-10 per cent, the prospect 

of lending margins in excess of 15 per cent is extreme1y attractive. 

The provision of credit faci1ities shou1d a1so increase turnover within 
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·the store. Therefore, the. retailer, by offering credit facilities, 

obtains additional profit from the increased sales and a profit from the 

credit granted. Given that there are now wellestablished credit-

scoring techniques, bad debts can be minimised, and the risk should be 

covered by the profit margin on lending. 

A less obvious, but more important, reason for entering the 

financial services sector is that it enables the firm to obtain control 

over its own financing arrangements. This will not only reduce costs, 

but· could also imply that lending proposi tions are scrutinised less 

severely. And by redu~ing costs, profits are increased yet again. 

In the United Kingdom, non-financial firms entering the credit card 

market have done so by firstly using an established credit card company 

to provide the necessary expertise, usually for the first two years of 

operation. The Bank of Scotland has provided most of this expertise 

within the United Kingdom. Of course, once a database of credit worthy 

customers is established, this can be used to market not only the 

company's own products and services, but also the provision of further 

financial services such as personal loans and unit trusts. 

Of course, the phenomena of non-financial firms becoming banks is 

not a new one. For example, the British Linen Bank in Scotland, Lloyds 

Bank in England, and Chase Manhattan in the United States all started 

life as non-bank firms; being a trading company, ironmasters, and a 

waterworks company respectively. What is different today is that market 

deregulation has permi tted non- financial firms to exploi t the 

opportunities available within the financial sector. 
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7.2 Banks and non-traditional business 

If it is a profit motive that has driven non-financial firms to enter 

the financial sector, then the obvious question is why should financial 

firms wish to enter the non-financial sector. The answer to this 

question, we suggest, is vertical integration, which also carries the 

added advantages of increased profits and increased size. The last 

point being of particular interest to European banks on the basis that 

larger firms are less likely to be subjected to a hostile take-over. ·Of 

course, the fact that banks control non-banking businesses is not 

restricted to Europe, and in the United States, for example, the Federal 

Reserve System has permitted bank holding companies to control thousands 

of non-bank firms such as discount brokerage, credit life insurance 

underwriting., data processing, futures commission merchanting and export 

trading. 

The advantages obtained from vertical integration can be considered 

by reference to Table 8. If, for example, your bank offers mortgages as 

one of its products, then by owning an estate agents you can offer your 

product at the very moment that a customer needs a mortgage, namely when 

they purchase a property. In the United Kingdom, most mortgages are now 

offered tied to a life assurance policy and, therefore, by operating an 

estate agency three items of profit are collected: the fee forselling 

the property; the profit on the mortgage; and the profit on the 

assurance premiums. In the same way, a travel agency provides the 

opportunity for marketing, and receiving profit from, foreign exchange 

transactions and travellers cheques. Travel and health insurance can 

also be sold and the bank again collects several items of profit. The 
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provision of computer services is, by comparison, an attempt to reduce 

operating costs, in just the same way as joining an ATM network iso In 

both cases over capacity can be 'sold' to enable average operating costs 

to be reduced and, thus, increase total profitability. 

7.3 Should banks be permitted to operate non-bank business? 

If we can explain, albeit in a somewhat simplified manner, inter

industry movements, the obvious question that remains is: should we be 

concerned at such movements. And this is a ques tion which has been 

subjected to much debate in the United States over the past three years. 

We feel that there are two issues here: industrial firms acquiring 

financial companies; and banks moving into non-bank business. With 

regard to new entrants to the banking sector, we deal with this issue in 

the next section of the paper, but for now merely assert our belief that 

society should be concerned, and further, that such entry should be 

prohibited. 

~ The advantages for banks entering into non-bank activities are 

usually summarised as being a decrease in the risk of bank failure, and 

a reduction in the variability of bank profits. The belief that 

diversification reduces the risk of bank failure is founded on the 

assumption that the subsidiary company provides additional profits to 

the bank, whilst the legal structure protects the bank from losses made 

in the subsidiary company. However, evidence from the United States 

would appear to indicate that these beliefs are misfounded. In two 

studies, (Boyd and Graham (1986) and Boyd and Graham (1988», it has 

been found that increasing non-bank activities actually increases the 
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risk of bank failure. And if we assurne, as the bank holding comparv 

legislation does, that bank failure results in social costs, then the 

advisability of permitting banks to engage in non-bank business has to 

be questioned. 

ln the second study mentioned, the authors addressed the question 

of whether mergers between bank holding companies and non-bank firms 

would reduce the risk of failure, because increased average rates of 

return would offset increased variability of rates of return. They used 

data for 249 publicly traded banks, securities houses, insurance 

companies and real estate agencies for the period 1971-84 and simulated 

mergers between these firms. 

Boyd and Graham (1988) found that only mergers between banks and 

life assurance companies would reduce both the volatility of return and 

the risk of bank failures. Mergers between banks and securities houses 

or real estate agencies increased the risk of bank failure and the 

volatili ty of returns. ln neither study do the authors attempt to 

explain why \ their results indicate that increased non-bank activity 

increases the risk of bank failure and we therefore have to askwhether 

their results are valid. 

We would suggest that their results are valid and can be explained 

in terms of business cycles. lf we think of the example of a bank 

operating an estate agency chain, then both firms are going to follow a 

&i~ilar business cycle; that is, a downturn in general economic 

conditions will coincide with a downturn in the demand for property. 

Therefore, if the estate agency is being operated with its own branches 
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and staff, then income will be reduced at the same time as the demand 

for bank loans is also reduced, and bad debts are increasing. In the 

United Kingdom, for example, all of the estate agency chains made losses 

in calendar years 1988 and 1989. These losses amounted to we11 over 

f100 mi11ion each year, and the indications are that they will a1so 

report losses in respect of the current year - 1990. 

We a1s,o fee1 that the prob1em of banks owning securi ties houses is 

similar to that just described. In contrast, life assurance companies 

do not suffer in the same way from business cycles; the average life 

po1icy in the United Ki~gdom being written for between 10 and 25 years. 

Because of this longer time, horizon life assurarice companies, the 

visitation of plagues excepted, experience a far more stable profit 

record. 

Of course, the risks associated with operating· non-bank business 

can be reduced significant1y by not establishing separate companies. If 

the bank wishes to increase its profitability by providing more out1ets 

for its product, mortgages through estate agents for example, then a 

risk-free approach wou1d be to appoint other firms as agents to act on 

behalf of the bank. This business practice, although not common now, 

has sound historical foundations: it was by the use of agents that the 

Scottish banks expanded their business operations during the eighteenth 

and nineteenth centuries. As an alternative, the bank cou1d act in a 

pure agency capacity for other firms. This would entai1 making no new 

capital commi tment to the new venture, but rather uti1ising existing 

staff and premises, and receiving a commission from the other firm for 
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any business undertaken. And this, of course, was the position with UK 

banks and stock brokers prior to 'Big Bang' . 

Having considered the advantages and disadvantages of inter

industry movement in as far as it affects financial firms in general, 

and banks in particular, we now need to address the question from a 

regulatory point of view, and this we do in the next section of this 

paper. 

8. REGULATORY IHPLICATIONS 

Having established the fact that banks are moving into non-banking 

business, and can be expected to do so in the future, in this section of 

the paper we address the questions of should bank regulators be 

concerned, and if so, how should bank regulations be altered. In an 

attempt ta answer these questions we will firstly ask the more basic 

question of why should a bank be regulated at all. It is, we feel, 

essential that the problem is addressed in this way, for if we do not 

understand why a bank is regulated, then we are unable to decide whether 

new business practices are acceptable. We find that the reasons 

normally put forward to justify bank regulation are unsatisfactory and, 

even to some extent, contradictory. We suggest, secondly, therefore, a 

new theory as to why banks should be regulated. In the third part of 

this section of the paper we consider on what basis regulation and 

supervision should be conducted by the authorities. It is our view that 

regulations, and supervision, should be applied on a functional basis 

rather than by categorisation. 
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8.1 Why are banks regulated? 

As was shown in the previous section, non-financial firms are entering 

the financial sector. And the evidence from the United States and the 

United Kingdom suggests that these new entrants will be highly 

successful. In the United States, the banks' share of the financial 

services market has been reduced from 36 per cent in 1974 to 27 per cent 

at the end of 1988, and the total share of the financial services market 

accounted for by banks and thrifts combined has suffered a secular 

decline, from a peak of 55 per cent in 1974 to 44 per cent in 19884 . In 

the United Kingdom, the. building societies now only account for some 50 

per cent of the mortgage market as opposed to some 80 per cent of the 

market 10 years ag05 . 

The fact that non-banks have been so successful in capturing market 

share raises the obvious question of whether the fact that some firms 

providing financial services are regulated, whilst others are .not, leads 

to unfair competition between the regulated and unregulated firms. This 

question can, of course, be extended to compare regulatory influences on 

different financial firms. For example, in the United Kingdom, 

building societies have at this moment in time higher capital adequacy 

rules in respect of unsecured loans to the personal sector than do 

banks.; and the building societies have to charge a higher interest rate 

for such loans. 

Of course, one of theexpected affects of 1992 within EC countries 

is that the authorities will engage in competitive deregulation to 

ensure the competitiveness of their domestic financial institutions. It 
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is therefore essential that we understand what a 'safe' level of 

regulation is, and how it should be applied. With any regulation, there 

is a danger that the regulations will be exploited by the regulatees in 

order that their monopoly should be protected; a good example being the 

1844 Bank Charter Act, which established a monopoly for the Bank of 

England. Further, regulations tend to be set to protect the weakest 

firms, in a poor management sense at the expense of more efficient 

firms. The net result, therefore, can be that society incurs 

unnecessary costs, in just the same way that a good borrower has to 

subsidise the lender's worst payers and bad debts. 

The philosophy underlying almost all bank'regulation throughout the 

world is that the banking industry is so unstable, and the consequences 

of bank failure so catastrophic, that society must be protected in as 

strong a manner as possible; and the banks, therefore, regulated as 

strictly as pos.sible. Four main reasons for bank regulation .are 

normally advanced: protection of depositors; protection against bank 

runs; restriction of competition; and prevention of system failureand 

its economic consequences. Each of these reasons is now examined. 

8.1.1 Protection of Depositors 

If a bank fails, then there is a danger that depositors will lose their 

funds. This has been considered to be a social ill and, therefore, 

customers of the bank have been protected. However, why bank customers 

are considered to be somehow different from other types of business 

customer is unclear. By making a deposit, a bank customer is, in 

effect, making an investment for which he receives a return, either in 
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the form of interest or in the form of 'free' services. Indeed, i t is 

extremely difficult to distinguish between placing a deposit with a 

bank, and paying a deposit for any type of service or good which will be 

delivered in the future. The risk of non-performance is, in some sense, 

almost identical, and yet society regulates the one but not the other. 

If depositors were not legally protected, the efficient firms 

should gain at the expense of the inefficient firms; and banks would be 

forced to adopt safer practices, through competitive soundness. 

Insurance companies in the United States for example, do not like to be 

known as being \innova~ive', as the use of that word impIies risk. 

Currently, it is the inefficient bank that benefits from this type 

of argument in favour of bank regulation and if the regulations were 

removed i t is highly unlikely that customers would continue to use a 

bank which declared losses, as opposed toprofits, such as the Midland 

Bank in the United Kingdom. It appears, therefore, that this argument 

in favour of regulation can only be justified on the grounds that it 

encourages use to be made of the banking system; not to protect 

depositors. 

8.1.2 Protection against bank runs 

The argument for this type of regulation is that if customers fear for 

the safety of their deposits, they would demand that their deposits were 

returned in currency, which could cause the bank to suffer a run, and 

thus become insolvent. Therefore, if a depositor was guaranteed the 

return of his funds by the government, bank runs would be less likely to 
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occur. Therefore, bank deposits are insured in countries such as the 

United States and the United Kingdom. 

In the United States, the insurance cover now stands at 100 per cent 

of deposits up to a maximum of $100,000; whi1st in the United Kingdom it 

is 75 per cent of deposits up to [20,000. However it shou1d be noted 

that whi1st the 1ast bank panic in the United Kingdom occurred in 1866, 

the deposit insurance fund was not estab1ished unti1 the 1981 Banking 

Act. There has not been a bank panic in the United States since 1933 

and some writers, Gilbert and Wood (1986) for examp1e, c1aim that the 

insurance has been an important feature for preventing banking panies. 

However, two main arguments can be advanced against deposit insurance: 

it 1eads to increased risk taking by banks; "and it is contradictory in 

nature. 

The argument that insuring deposits 1eads to increased risk taking 

has been put forward in the United States in particu1ar. The argument 

is, brief1y, that because bank management know that their depositors 

wi11 not suffer from any loss incurred by the bank, they can take 

greater risks with the qua1ity of their assets in an attempt to achieve 

high returns. Brewer (1990) found that during the period Ju1y 1984-

December 1987 the stock markets reacted favourab1y to increased risk 

taking by savings and loans (S&Ls). He a1so found that S&Ls at risk of 

fai1ure actua11y increased their high risk activities, and he suggests, 

therefore, that losses occurring at the S&Ls in the 1ate 1980s were as a 

resu1t of de1iberate management po1icy to pursue high risk strategies. 
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However, Duan et a1 (1990) in a study of 35 US banks found that 

only seven of them had shifted risk to the depos i t insurance 

corporation, and that the regulatory policies had been successful. They 

therefore conclude that deregulation has not resulted in an increase in 

risk shifting. . 

In the United Kingdom, it was always believed that the bank of 

England would act as a lender-of-last-resort, and ensure the security 

and stability of the financial system. And this certainly happened 

during the 'secondary banking' crisis in 1973 and, more recently, with 

the Johnson Matthy affair. It is perhaps noteworthy that despite having 

the insurance fund since 1981, and in contrast to the United States, no 

British bank actively markets the concept that a customer should use 

that particular bank because their deposits are insured Therefore, we 

would argue, insurance is not required providing the central bank is 

prepared to act as alender of last resort. 

The second argument against deposit insurance is that, in reality, 

deposit insurance is a contradiction when the limits set are examined. 

If it is assumed that the poor are financially naive, then the limits 

established inboth the United Kingdom and the United States are too 

high; and the position is made worse in the United Kingdom, where the 

poor are' considered to be able to lose 25 per cent of what could be 

their life savings. If, on the other hand, the argument is really one 

of protection against bank runs, then the limit is too low. For, 

after alI, the most important deposi tors, in the sense of largest 

deposits made, are neither poor nor financially naive. Industry, with 

millions of pounds at risk, would either have to increase significantly 
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the number of accounts and, thereby, 

ba1ances; or risk 10sing their tota1 

on1y risk 25 per cent of the 

deposits. It seems to us, 

therefore, that the arguments in favour of this type of bank regu1ation 

cannot be justified. 

8.1.3 ResLricLing compeLiLion 

The theory under1ying this type of regulation is that there is some 

'safe' 1evel of competi tion beyond which the safety of the financial 

system. is threatened. As competition increases, so banks are forced to 

invest in riskier assets, by lowering their lending standards, and 

increase the rates paid to attract deposits which, in turn, increases 

the cost af loans. This theory was certain1y accepted in the Uni ted 

Kingdom prior to 1971, and the existence of the clearing bank cartel was 

officially sanctioned on those grounds. Recent experience in the United 

Kingdom would appear to indicate that this is a real risk, and it has 

been estimated that between 11 and 17 per cent of alI personaI sector 

borrowers in the United Kingdom cannot easily repay their borrowings; 

with the .extreme result of their homes being repossessed by the lenders. 

However, it has to be appreciated that this situation has occurred 

within the existing regulations, and market forces can be expected to 

remedy the position. And this has happened in the United Kingdom, with 

the banks and building societies becoming far more stringent in their 

attitude towards loan applications. 

Experience in the international markets has shown that free 

competition will reduce costs rather than increase them; competition 
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. forces banks to seek to reduce costs in order that margins can be 

reduced to the benefi t of the consumer. Further, gi ven the global 

market of today, there is nothing to be feared from bank concentration. 

We consider, therefore, that regulations in order to restric t 

competition are·unnecessary. 

8.1.4 Syst;em fai1ure 

The fourth argument is that without regulation there is systemic risk, 

and the economic costs of permitting just one large bank to fail are too 

high to be contemplateq. This argument relies on the multiplier effect 

operating in reverse. Thus the reduction in banK deposits means a 

greater reduction in bank assets; which 1eads. to a reduction in the 

money supply. This in turn leads to reduced economic activity and, 

thus, increased unemployment and business failure, both of which in turn 

reduce deposits, and the spiral continues downward. 

The theory that bank failure can cause a reduction in economic 

activity has been tested by Gilbert and Kochin (1989) who found that 

bank failure had an adverse effect on local sales in rural areas in the 

States of Kansas and Nebraska. They also found that bank failure had an 

adverse effect on employment in the States of Ok1ahoma and Kansas, but 

no significant effects in Nebraska. However, Rolnick and Weber (1985) 

in examining the United States free banking era- (1837-1863) found that, 

in the four states they examined, there were no contagion effects, 

either across states or intra-state, resulting from any of the bank 

failures during that period. Simi1ar results are found during the free 

banking period in Scotland in the eighteenth and nineteenth centuries. 
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Given that the most widely used means of payment is not currency, 

even if a bank failed, deposits could be transferred to other banks and 

assets purchased. Indeed, it is likely that should a major bank fail, 

foreign banks operating in the domestic country would gain by being able 

to purchase assets at reduced prices, whilst still being funded by 

deposits from their home country. We also have to appreciate that even 

if every single bank was to fail, means of payment would still be 

required, and there would be firms only too willing to provide these 

services, as well as provide loans. Therefore, regulation cannot be 

justified on the basis of this argument. 

We have demonstrated that the reasons 'normally put forward for 

justifying the regulation of banks cannot stand the test of scrutiny. 

However, the fact that banks are regulated in so many countries of the 

world indicates that there must be sound reasons, other than those 

mentioned previously, for banks to be regulated. We therefore believe 

that a new theoretica1 framework, or set of arguments, is required to 

explain and justify bankregulation; and this we do in the next section 

of the paper. 

8.2 Bank regulation: a new approach 

As economists we are concerned with the al10cation of scarce resources, 

and money, in this sense, is a scarce resource. We therefore take the 

view that banks should be regulated not for any of the reasons stated 

previously, but because they act on behalf of society in determining how 

the scarce resource of money should be allocated. It follows from this, 

that in our view, bank regu1ations shou1d be aimed sole1y at determining 
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which firm may act as a bank; all other aspects being left to market 

forces and the threat of competition. 

Our arguments are founded on reasoning propounded by Schumpeter 

many years ago,"and which are truths that society ignores at its peril. 

lt will also be seen that, on this basis, banks should not be permitted 

to enter into non-bank business; and non-banks must not be allowed to 

enter into banking business. We have argued elsewhere (Johnson 1990a) 

that only fit persons should be permitted to engage in banking business, 

and these arguments can be seen as being an extension of that view 

point. 

To Schumpeter, independent bankers are an essential part of the 

capitalist system; and we begin by quoting from Schumpeter (1939). 

lt should be observed how important it 1S for the functioning of 

the [capitalist] system .... that the banker should know, and be 

able to judge, what his credit is used for and that he should be an 

independent agent. 

means. 

To realise this is to understand what banking 

(p.116) 

ln the case of bankers ... failure to be up to what is a very high 

mark interferes wi th the working of the system as a whole. 

Moreover, bankers may, at sometimes and in some countries fail to 

be up to the mark culpritively: that is to say, tradition and 

standards may be absent to such a degree that practically anyone, 

however lacking in aptitude and training, can drift into the 
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banking business, find customers, and deal with them according to 

his own ideas. In such countries or times, wild cat banking ... 

develops. This in i tself - whatever the legal rules about 

collateral and so on may be - is sufficient to turn the history of 

capitalist evolution into a history of catastrophes. 

(p.lll) 

... banks and their officers must not have any stake in the gains 

of enterprise beyond what is implied by the loan contraet. This 

independence has always been threatened by attempts of 

entrepreneurs to gain control over banks and by attempts of banks 

or their officers to gain control over industry ... Subservience to 

government or to publie opinion paralyses a banking system. 

This fact is so serious because the banker' s function" is 

essentially a critical, checking, admonitory one. Alike in this 

respect to economists, bankers are worth their salt only if they 

make themselves thoroughly unpopular with governments, politicians, 

and the publie. 

(pI18) 

Following Schumpeter's view, therefore, the answer to the questions 

posed in this section of the paper are quite clear. Banks should be 

regulated because, and only because, of their crucial role in allocating 

credit and thereby determining what enterprises will be undextakenand 

what will not. It al~o follows that non-bank firms should not be 

permitted to engage in· banking activities; and that banks should not 

engage in non-bank activities. 
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8.3 The basis of regulation 

If banks are to be regu1ated, the fina1 question must be: how? The 

current position, in most countries, is that financial institutions are 

regu1ated on a categorisation basis; that is, the regu1ation, and 

supervision, of a financial firm is based upon some 1ega1 definition of 

the type of business conducted. And it is extreme1y difficu1t to define 

whata bank is. Therefore, we suggest, the basis of regu1ation and 

supervision shou1d be one of function rather than category. 

That 1ega1 defin~tion difficu1ties can 1ead to regu1atory avoidance 

has been seen in the United States. Under Bånk Ho1ding Company 

1egis1ation, a bank was defined as being a firm which offered BOTH 

demand deposits and commercia1 loans. The resu1t was the emergence of 

'non-bank banks', which offered on1y one of these services. Whi1st this 

loopho1e was c10sed by the Competitive Equa1ity Banking Act of 1987, 

which re~defined a bank to inc1ude any firm whose deposits are insured 

by the FDIC, non-bank banks estab1ished before March 1987 were exempted 

from this 1aw. 

In the United Kingdom it is becoming increasing1y difficu1t to 

distinguish between a bank and a building society: in provis'ion of 

services to the persona1 sector in particu1ar. Whi1st the banking 

1egis1ation states that a bank is a firm recognised by the Bank of 

Eng1and as a bank, in rea1ity it wou1d appear that the distinction is 

based sole1y upon ownership status: a bank has shareholders; a building 

society does not. The resu1t is that the Bank of Eng1and on1y 
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supervises part of the 'banking' system; in just the same way that the 

Fed on1y supervises part of the.American 'banking' system. 

In the EC, after 1992, the basis of supervision wi11 be one of 

'home rule'. That is, a 'bank' wi11 be supervised by its home 

regu1ator, irrespective of in which country it conducts its business. 

The prob1ems for regu1ators can, therefore, be expected to increase, 

especia11y if an era of 'competitive deregu1ation' is entered, as seems 

1ike1y. 

One way to ease the regu1ators burden, we suggest, is to regu1ate 

on the basis of function rather than categoty. On this basis, the 

regu1ator wou1d on1y have to ask three simp1e questions: does the firm 

accept deposits?; does the firm make loans?; does the firm make loans; 

does the firm provide a means of payment service? If the answer to any 

of these questions was yes, then the firm shou1d be regu1ated as being a 

bank. 

Whi1st accepting deposits and making loans are, probab1y, c1ear 

enough functions; the provision of means of payment services wou1d 

require further definition. We wou1d inc1ude the provision of a credit 

card and/or an ATM card, as we11 as the norm.a1 cheque faci1i ties, as 

being the provision of a means of payment services. thus, under this 

definition, firms such as retai1ers and insurance companies wou1d, at 

1east for part of their business, be considered as being banks, and 

supervised according1y. 
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9. CONCLUSIONS 

In this paper we have shown that retail banks in most European 

countries, as well as in the United States, are changing their behaviour 

-in two important aspects: they have increased their lending to the 

personaI sector; and they have engaged in an increasing fashionin non

banking business. We have also argued that, due to lax regulation, the 

authorities have permitted non-banks to enter the banking sector. We 

are concerned at these developments, and have argued that they entail an 

extremely high risk to the functioning of the economic system. 

Having considered the theory of bank regulation~ we found that the 

theories normally advanced in support of bank regulation are inadequate 

to explain why banks should be regulated. We therefore, following 

Schumpeter, have argued that a modified theory of regulation should be 

understood: that banks are regulated because of their extremely 

important function in the allocation of the scarce resource known as 

money. 

Therefore, the policy implications of our analysis are clear: 

banks should be prohibited from engaging in non-bank business; and non

banks should beprohibited from entering the banking sector. By stating 

that banks should not undertake non-banking business we mean thåt they 

should not undertake, nor be involved in, any business that is not 

traditionally associated with banking. Of course , banks could be 

permitted to act in a purely agency role, but they should not have a 

capital stake in the firms for whom they act as agents. 
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Recent experience in both the United Kingdom and the United States 

has clearly demonstrated that banks operating non-bank firms can, and 

will, lose money. 

last. 

The banker, like the cobbler, should stick to his 
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NOTES 

1. Ju1y 1989 issue. 

2. It is even more noticeab1e for the period 1980-89: The 

southern countries increased branch numbers by some 

50 per cent; the northern countries decreased their branch numbers 

by 9 per cent. 

3. A1so see point made in introduction concerning the Swedish data. 

4. Source: Corrigan (1987) 

5. Source: Financial .Statistics, various issues. 



55 

References 

Benston, George J. (1983), 'Federa1 regu1ation of banking: ana1ysis and 
po1icy recommendations', Journa1 of Bank Research, Winter, 
pp. 216-44 . 

Boyd, John H. and Graham, Stanley L. (1986), 'Risk, regu1ation, and bank 
ho1ding company expansion into non-banking', Quarter1y Review, 
Federa1 Reserve Bank of Minneapo1is, Spring, pp. 2-17 

Boyd, John H. and Graham, Stanley L. (1988), 'The profitabi1ity and risk 
effects of a110wing bank holding companies to merge with other 
financial firms: a simu1ation study', Quarter1y Review, Federa1 
Reserve Bank Minneapo1is, Spring, pp. 3-20 

Brewer, E1ijah (1990), 'The impact of deposit insurance 
shareho1ders' risk/return trade-offs', paper presented 
Annua1 Conference on Bank Structure and Competition, 
Reserve Bank of Chicago, May 

on S&L 
at 26th 
Federa1 

Checkland, S.G. (1975), Scottish Banking: A History 1965-1973 (G1asgow: 
Collins) 

Corrigan, E. Gerald (1987), 
December, pp. 28-32 

'Keep banking apart', Challenge, November-

Duan, Jin-Chuan; Moreau, Arthur F. and Sealey, C.W. (1990), 'Fixed-rate 
deposit insurance and risk-shifting behaviour at commercia1 banks', 
Paper presented at the 26th Annua1 Conference on Bank Structure and 
Competition, Federa1 Reserve Bank of Chicago, May 

Gardener, Edward P.M. (1987), 'Structura1 and strategic consequences of 
financial cong1omeration' Revue de 1a Banque, 9, November, pp. 5-16 

Gilbert, R. Alton (1990), 'Market discip1ine of bank risk: theory. and 
evidence' Review, Federa1 Reserve Bank of St. Louis, voI. 72, 
no. 1, January/February, pp. 3-18 

Gilbert, R. A1ton and Kochin, Levis A. (1989), 'Loca1 economic effects 
of bank fai1ures', Journa1 of Financial Services Research, voI. 3, 
no. 4, December, pp. 333-45 

Gilbert, R. Alton and Wood, Geoffrey 
failures: some lessons from the 
Kingdom " Review, Federa1 Reserve 
no. 10, December, pp. 5-14 

E. (1986), 'Coping with bank 
United States and the United 
Bank of St. Louis, voI. 68, 

Hoskins, W. Lee (1990), 'The case for regu1atory and deposit insurance 
reform', The Bankers l1agazine, voI. 173, no. 4, Ju1y/August, 
pp. 48-53 

Johnson, Leslie T. (1990a), 'Bank regu1ation: the 1essons from 
Scot1and', Revue de 1a Banque, no. 2, February, pp. 73-77 

Johnson, Leslie T. (1990b), 'Competition in retai1 banking: threat or 
promise?' in Fair & de Boissieu (eds) Financial Institutions in 
Europe under New Competitive Conditions (Dordrecht: K1uwer Acasemic 
Pub1ishers) 

Kareken, John H. (1990), 'Deposit insurance reform; or, deregulation is 
the cart, not the horse', Quarterly Review, Federa1 Reserve Bank 
Minneapolis, Winter, pp. 3-11 

Neven, Damien J. (1989), 'Structura1 adjustment in European retai1 
banking: some views from industrial organisation', Discussion 
Paper no. 311, C.E.P.R., Apri1 

Ro1nick, Arthur J. and Weber, Warren E. (1985), 'Banking instability and 
regulation in the US free banking era', Quarterly Review, Federal 
Reserve Bank of Minneapolis, Summer, pp. 2-9 



56 

. Saunders, Anthony (1985), 'Securities activities of conunercia1 banks: 
the prob1em of conf1icts of interest' Business Review, Federal 
Reserve Bank of Philadelphia, July/August, pp. 17-27 

Schumpeter, Joseph A. (1934), The theory of Economic Development, 
(Cambridge: Harvard University Press, 1968 Edition) 

Schumpeter, Joseph A. (1939), Business Cycles, voI. 1, (New York: 
McGraw-Hill) 



BANK OF FINLAND DISCUSSION PAPERS 

ISSN 0785-3572 

1/90 JUHA TARKKA - ALPO WILLMAN Financial markets in the BOF4 model 
of the Finnish economy. 1990. 57 p. (ISBN 951-686-234-9) 

2/90 JUHA TARKKA - HANNA-LEENA MÄNNISTÖ - ALPO WILLMAN Macroeconomic 
foundations and simulation properties of the BOF4 quarterly 
model of the Finnish economy. 1990. 57 p. {ISBN 951-686-235-7} 

3/90 PETER BIRCH SÖRENSEN Tax harmonization in the European Community: 
problems and prospects. 1990. 70 p~ (ISBN 951-686-238-1) 

4/90 PETER BIRCH SÖRENSEN Issues in the theory of international tax 
coordination. 1990. 83 p. (ISBN 951-686-239-X) 

5/90 ESKO AURIKKO Floating exchange rates and capital mobility. 
1990. 25 p. (ISBN 951-686-242-X) . 

6/90 PERTTI HAAPARANTA - TARJA HEINONEN Re-opening of banks ' 
certificates of deposit market. 1990. 16~. {ISBN 951-686-244-6} 

7/90 JUHA TARKKA-- ALPO WILLMAN Income distribution and government 
finances in the.BOF4 model of the Finnish economy. 1990. 46 p. 
{ISBN 951-686-246-2} 

8/80 CAMILLA GUSTAVSSON Taxation of personal interest income in 18 
OECD countries. 1990. 54 p. {ISBN 951-686-247-0} 

9/90 PERTTI HAAPARANTA Whether to join EMS or not: signalling and 
the membership. 1990. 17 p. {ISBN 951-686-249-7} 

10/90 TOM KOKKOLA Demand for cash, payment instruments and technologial 
development. 1990. 96 p. In Swedish. {ISBN 951-686-250-0} 

11/90 ERKKI KOSKELA - MATTI VIRtN Monetary policy reaction functions 
and saving-investment correlations: some cross-country evidence. 
1990. 24 p. (ISBN 951-686-251-9) 

12/90 ERKKI KOSKELA - MATTI VIRtN Government size and economic growth: 
some evidence from a market price approach. 1990. 21 p. 
{ISBN 951-686-252-7} . 

13/90 ESA JOKIVUOLLE Pricing of Fox index options by means of Monte 
Carlo simulation. 1990. 107 p. In Finnish. {ISBN 951-686-253-5} 

14/90 JUHANA HUKKINEN Finland's export success in the U.S.S.R. 
market in 1970 - 1990. 1990. 76 p. In Finnish. 
{ISBN 951-686-254-3} 

15/90 MATTI VIRtN An analysis of advance effects of anticipated 
policy actions: recent results with the finnish micro-QMED 
model. 1990. 24 p. (ISBN 951-686-255-1) 



16/90 ERKKI KOSKELA Domestic saving, financial markets and tax 
policy. 1990. 29 p. In Finnish. (ISBN '951-686-256-X) 

17/90 MONICA AHLSTEDT Measuring the interest rate and exchange rate 
risk of a commercial bank's portfolio. 1990. 31 p. 
(ISBN 951-686-258-6) . 

18/90 MIKKO SPOLANDER Economic effects of European integration; what 
studies reveal. 1990. 66 p. In Finnish. (ISBN 951-686-259-4) 

19/90 MATTI VIREN A note on Finnish property criminality. 1990. 20 p. 
(ISBN 951-686-260-8) 

20/90 MATTI VIREN McKinnon's currency substitution hypothesis: some 
new evidence. 1990. 17 p. (ISBN 951-686-262-4) 

21/90 MART SORG A strategy for the development of the monetary 
economy of Estonia. 1990. 57 p. In Finnish. (ISBN 951-686-263-2) 

22/90 MARKKU MALKAMÄKI - KIRSTI TANILA Developments in electronic 
payment and information systems and changes in payment methods. 
1990. 43 p. In Finnish. (ISBN 951-686-264-0) 

23/90 JOHNNY ÄKERHOLM - SIXTEN KORKMAN Sweden's exchange rate policy 
in international perspective. 1990. 41 p. In Swedish. 
(ISBN 951-686-265-9) 

24/90 PASI HOLM - SEPPO HONKAPOHJA - ERKKI KOSKELA A monopoly union 
model of wage determination with taxes and endogenous capital 
stock: an empirical application to the Finnish manufacturing 
industry. 1990. 38 p. (ISBN 951-686-266-7) 

25/90 LESLIE T. JOHNSON Future developments and structural changes 
in retail banking in Europe: some implications for bank 
regulators. 1990. 56 p. (ISBN 951-686-269-1) 






