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Introduction

The EU Single Banking Market Programme represents the vanguard of the Single
Market Programme for services. The principle of a single banking market allows
for consumers to purchase financial services from any part of the EU and for
financial intermediaries to supply financial services to any part of the EU. The
aim of the single banking market is to foster competition and greater efficiency
in banking.

While it is clear that the Single Banking Market Programme has improved
efficiency through greater consolidation and merger within continental Europe,
improved competition has proved to be more elusive because of the existence
of informal barriers to entry. In the UK, the single banking market is an
irrelevance because it already operates in a competitive environment, with a
relatively light regulatory touch and in the context of a shareholder value
maximisation model of bank management. It would be a hindrance only if the
EU attempted to harmonise financial regulation around the continental model
of stakeholder value.

The Details

The European Union has been enacting and implementing various banking
directives with the aim of creating a single EU banking market. This is part of a
wider aim to create a single market in services. What a single banking market
(SBM) effectively means is that any banking service provider in the EU can
establish or acquire another bank across the EU and any EU customer can bank
with any legally established banking institution across the EU. The long-term
plan is to remove entry barriers and foster improved competition in the
banking market EU-wide. After nearly 20 years of trying to establish a single
banking market the EU is still some distance from its goal. In short, the single
banking legislation is not fit for purpose.

In principle a single banking market can be created by one of two ways. One
way is the removal of barriers to entry and acquisition with a single regulatory
framework that is EU-wide. This can generate a level playing field but not
necessarily an efficient and competitive banking market. A second way is to
remove entry and acquisition barriers and allow banks to be regulated by home
country regulations rather than host country regulations. This process allows
regulatory competition to determine the optimal level of regulation and create
the conditions for an efficient and competitive banking market.

The SBM Programme is based upon several directives that address the key

issues of barriers to cross-border activity, capital adequacy, and deposit
protection. Crucial in the harmonisation process was the adoption of the
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Second Banking Directive in 1989, implemented in 1993. At its core the
Directive has two elements: first, the principle of home country control or
‘mutual recognition’; and second, the concept of the ‘single banking passport’.

Home country control means that banks are regulated in accordance with the
legislative frameworks of their home country, the domestic regulator being the
‘parent’. If a bank in one EU Member State conducts business in another EU
state, then the regulatory authority in the “host’ will recognise the primacy of
the home country. The ‘single passport’” means that if a bank is licensed to do
business in one EU state, it is similarly entitled to do business in any other EU
state. In this way an EU state-based bank can set up a branch or subsidiary in
any other EU state or perhaps, more importantly, take over any bank in
another state. This passport provision was intended to open up the EU banking
market, exposing domestic banks to the threat of foreign acquisition if
uncompetitive. States are not officially allowed to impose barriers to this
external threat, for example by imposing an obligation upon non-domestic but
nevertheless EU-based banks to establish separate capital bases for entities
established within their borders, or by requiring the obtaining of permission
from officials prior to the launching of takeover bids.

Other directives such as the Own Funds Directive and the Solvency Ratio
Directive were intended to set common capital adequacy standards across the
EU market. One of the central objectives was to bring about greater cross-
border activity whilst removing the ability of domestic regulators to obstruct
ownership of banks passing into foreign control.

So the principles that have guided the SBM legislation have been limited
harmonisation, national treatment and mutual recognition. But it is recognised
that full harmonisation of the regulatory framework is not feasible because the
regulation of financial markets is closely related to local commercial and
contract law which will vary from country to country. The principle of national
treatment allows for some market access and a degree of free trade, and the
mutual recognition principle would in theory open up the possibility of
regulatory competition. But in reality harmonisation is hampered by the
acceptance of the ‘general good’ principle that allows for opt-outs from
specific directives.

The banking systems in continental Europe are fragmented, with small-scale
highly concentrated networks bedevilled by excess capacity and lack of
competition. In contrast, the UK banking system is significantly less labour
intensive; employment laws are more flexible than those of other EU states,
enabling UK banks to adjust relatively quickly to changes in global conditions as
well as to respond to external non-EU originating threats.



Other obstacles to the process of harmonisation include:

1. Differences in taxation and fiscal policies; in some countries the

deductibility of mortgage interest for income tax purposes is
dependent upon the borrower raising finance from a domestic lender;

2. Large public sector involvement in the banking sectors of some states
in the form of shared ownership (although this is declinirg) and/or
management provides implicit or explicit guarantees by the state.
These give domestic banks a competitive advantage not related to
the efficiency or effectiveness of their delivery of financial services.
Innovation resulting from economies of scope is less likely given the
inclination of domestic banks to ‘rest on their laurels’ and depend
upon the state’s involvement in this way;

3. Culturally, some EU governments are not prepared to regard larger
domestic banks as simply another form of business which should be
allowed to fail (subject to safety nets for stakeholders) if they are
inefficient or mismanaged.

Taking stock of where the SBM is today, it is clear that the existing SBM
legislation has resulted in an outcome that is neither a level playing field or a
desirable competitive outcome. By allowing individual countries to derogate
from the full harmonisation of regulation on the basis of the ‘general good’
opt-out, an uneven playing field is created. While the national treatment
principle enables banks from one EU country to set up branches or subsidiaries
in any other Member State and be treated equally as domestic banks, they still
face economic barriers to entry into the lucrative retail market due to
language, culture, brand name identification and the lack of a branch network.
This barrier can be potentially overcome if there are no barriers to acquisition
of a host country bank with a branch network.

In reality, the contestability of the banking market in the EU excluding the UK
is weakened by the existence of implicit or informal barriers to acquisition.
This sort of barrier is hard to measure but would include government officials
trying to prevent foreign entry and expansion in favour of domestic institutions,
or encouraging domestic defensive mergers to prevent foreign entry. One
instance of this is the attempt by the Antonio Fazio, the former Governor of
the Bank of Italy, to rig the takeover of Banca Antonveneta by another Italian
bank, Banca Popolare Italiana, rather than ABN Amro. Because in this case the
implicit barrier was revealed, ABN Amro was able to secure 39.4% stake in
Antonveneta. Contrast this with the relative ease by which Bank Santander
took over Abbey National.

The paradox is that whilst EU states are prepared to accept and encourage
competition and consolidation (subject to relatively inflexible labour laws)
within their domestic financial services markets as explicitly required by the EU

4



legislative framework, they are not prepared to harmonise where to do so
would risk foreign acquisitions of domestic banks and inevitable post-takeover
rationalisation (or loss of jobs). In contrast to the (Gontinental protectionist

tendencies, the UK banking sector facilitates and encourages internal
consolidation as well as welcomes the competitive pressure presented by
external non-domestic threats.

So the key question is how much competition has been generated by the SBM
programme and how has it improved the efficiency of banks and the welfare of
consumers? While it is justifiably argued that market penetration is not
necessary to create competitive conditions if there exists credible threat of
entry, Berger (2007) has argued that implicit government barriers to foreign
bank competition separates ‘Old Europe’ from ‘New Europe’. Old Europe being
the EU15 (excluding the UK) and New Europe being the accession countries.
Chart 1 shows the share of assets in the banking markets of other EU country
banks in the UK Germany (GE), France (FR), Italy (IT) and Spain (SP). Chart 2
shows the market penetration of nonEU banks and Chart 3 shows the market
penetration of all foreign banks.

Clearly the UK being a centre for international banking will have a much
stronger foreign banking participation than any of its EU counterparts but it is
surprising how little foreign bank (including inter-EU) participation actually
exists in the other large economies of the EU. If the threat of entry is non
credible, the Single Banking Market Programme may not have improved
competition in the banking markets of ‘Old Europe’.
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Chart 2
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The result of the SBM has been to deregulate individual country banking
markets, which can only be positive for bank efficiency. However deregulation

is a global trend that would have occurred independently of the SBM
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programme. The effect of the SBM programme has been to accelerate the
process of restructuring and concentration in individual EU economies rather
than expand abroad (see Gual, 2004, who also finds that the SBM programme
has not resulted in an improvement in price competition through a faster
reduction in interest rate margins). Empirical studies by Casu and Girardone
(2006) show that the SBM programme has improved efficiency through
consolidation and merger but this improved efficiency has not had any impact
on the competitiveness of the banking markets.

Worth it for the UK?

So what advantage does the SBM provide for the UK banking sector? The UK is a
relatively open banking market. It faces competitive challenges from credible
threat of entry not just into the corporate and investment banking market but
also in the more profitable retail, consumer credit and mortgage markets.
British banks are also more profitable on the basis of conventional measures
such as ROE than the banks of ‘old Europe’. Llewellyn (2005) explains the
profitability advantage of British banks by its adoption of the ‘shareholder
value maximisation’ (SHV) model of bank management whereas the continental
European model is predominantly one of ‘stakeholder value maximisation’
(STV). The STV model involves the shareholders, customers and employees in
the management of the bank. Whereas the SHV model recognises that
shareholders, customers and employees are all players, it treats their
preferences as constraints in the profit maximisation process.

Thus it would appear that there is very little advantage - if any - for the UK
from the SBM programme. The UK banking system already works under a
competitive environment with a relatively light regulatory touch. The problems
for the UK banking sector would surface only if Brussels tried to extend the
harmonisation principle from directive to legislation around rules based around
the STV model of bank management, which as it stands is an unlikely prospect.
Until other EU states accept both the internal and external obligations implicit
in the existing EU framework of directives, true harmonisation and a genuinely
open single market based on free competitive will remain frustratingly elusive
for the rest of Europe.
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