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FOREWORD

Financial integration is well on its way in Western Europe. At the beginning of this year the EEA Treaty
came into force. Sweden, as well as three other EFTA countries, will become Members of the European
Community early next year, if their respective referendums have outcomes in favour of this.

The Riksbank organised in November 1993 a Conference on the effects of the EEA Treaty on the
financial sectors. The aim of the Conference was to increase the understanding, among public author-
ities, academia and the broad public, of the changes in the financial sectors that could result from
adapting to the EEA/EU legal system governing financial services. Experts on that topic from both the
EU and the EFTA countries were invited to present their views, based on current research on that
topic. Subsequently the experts prepared papers for this conference volume under the editorship of my
predecessor at the Riksbank, Emil Ems.

I am glad to say that the papers in this volume contain a treasure of insights on the economics of
regulation and integration relating to the financial markets. For this I wish to extend my sincere gratit-
ude to the editor and the authors. Admittedly, the issues raised and questions asked exceed by far the
solutions suggested and answers given. But this is as it should be when academics are called upon to
provide guidance to the authorities. It is for scouts to indicate whether a passage through unknown
territory could be found. To blaze and lay the trails is the task of engineers.

Peter Stenkula
Head of Financial Markets Department June 1994
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EMIL EMS*

On a lovely day in June 1989, EFTA delegates met for the first time with the EC Commission to prepare
for the EEA negotiations on free movement of services and capital. The foundation stone for financial
integration in Western Europe was laid that day. On the EFTA side several rounds of internal discussions
had preceded the meeting, resulting in well-formulated diplomatic statements on principles for the co-
operation to be, which were read by EFTA’s Chairman to initiate the newly started dialogue. What a
revelation to hear the response from the Commission! Expert after expert was called in by the Commission
Chairman to give hour-long lectures on the various Community Regulations, Directives, Recommenda-
tions, Green Books, White Papers etc. pertinent to each field, and elucidating them in all possible detail.

That enhanced a traditional economist’s awareness of
the importance of institutional frameworks for the
functioning of markets and helped to resolve a seem-
ing paradox: why was it that freedom - to provide
services all over Europe and to consume services
produced anywhere in Europe - could be gained only

by bowing to thousands of pages of legal text on a:

supranational level? The answer is simple. Left to
themselves, many European countries would tend to
keep national legislation which, to varying degrees,
shelters national service markets from international
competition. To roll back this sheltering necessitates
not only international agreements but also efficient
enforcement mechanisms; thus a supranational legal
structure.

Less then two years after this pioneering meeting,
a sequence of events in the Nordic financial markets
reinforced the aforementioned economist’s insights
into the interplay between legislation and regulation
and the functioning of markets. Having begun in
Norway but now also evident in Sweden and Finland,
financial institutions succumbed to a flood of lending
losses that threatened the stability of these countries’
financial systems. After having been reined in by a
rigid legislative and regulatory system for decades,
financial institutions had reacted strongly when this
system had suddenly been loosened in the mid-1980s.
The reaction had materialised as a wave of credit
expansion overrunning these countries and leading to
a speculative rise in asset prices which subsequently
came to a sudden halt, followed by a rapid decline.
The lesson we learned from this is that changes in the
regulatory framework for financial services can have
profound impacts on market behaviour.

° Emil Ems, formerly Head of the Financial Markets Department
in Sveriges Riksbank, is at present Special Economic Adviser to
the Secretary General at the EFTA Secretariat.

The EEA has entered into force on 1 January 1994
and the participating EFTA countries are now in the
process of adapting to the EU legal system in financial
services. Furthermore, four among them foresee
becoming Members of the EU early next year. The
adaptation to the EU system puts new demands on
public authorities like ministries of finance, supervis-
ory bodies and central banks. Until recently the
adaptation work was relatively passive. The Commis-
sion presented the EFTA authorities with a »fait
accompli«, the »acquis communautaire«. What
remained was to implement it in the national legisla-
tions. But in the future, the authorities in the EFTA
countries, in particular those becoming EU Members,
will face a clearly more active and challenging task;
that of contributing to the continuing refinement of
EU legislation concerning financial services.

It would be to the long-run detriment of the
financial system in countries like Sweden if that
contribution were limited to appeals for granting
exceptions in the EU legislation concerning national
idiosyncrasies or traditional structures still remaining
from the old days of comprehensive regulation and
the subsequent unfortunate period of transition.
Rather one would wish for well-founded and
constructive proposals for developing the EU legisla-
tion with the aim of furthering the efficiency as well
as the stability of the financial system in Europe.

A stimulating task awaits the authorities also in the
development of national legislation and regulation.
The EU legal framework is just that, a framework
which has to be interpreted and »filled in« with rules
and regulations appropriate for national needs, again
with an eye to the efficiency and stability of the
national financial system.

For both these tasks insights in two areas are
needed. First, a thorough knowledge of national and
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EU rules and regulations is necessary, but unfortu-
nately not sufficient. Economic insights in both the
normative and the positive sense are also needed.
Normative economic analysis should come into play
when scrutinising the motives for rules and regula-
tions and discussing which of the latter should or
should not be applied. Positive analysis is needed to
understand how rules and regulations affect market
behaviour and to gauge the impact of changing those
rules.

To enhance these insights, the Riksbank held a
Conference in Stockholm in November 1993.
Scholars from the EU and the EFTA countries were
invited to give presentations on the theme »EEA and
the Financial Sectors«. The volume before you
contains articles which were prepared by the experts
subsequently. It is arranged in two parts, dealing with
banking and insurance, respectively.

Each part is introduced by a summary of the Chair-
man for the respective session at the Conference;
Professor Wihlborg on banking and Dr. Hérngren on
insurance. Three scholars from the European
Communities present, in their articles, a general
picture of developments in the services sectors, in
particular in financial services, against the back-
ground of European integration. Professor Sapir, who
recently finished a major research project for the EU
Commission concerning the services sector, analyses
that sector at large. Professor Llewellyn provides an
overview of secular trends in banking. Professor
Dickinson, who also participated in the EU project on
services, presents developments in the insurance
sector. These general overviews are complemented by
two papers which scrutinise the development of the
EU legal system, by Professor Dermine in banking
and Professor Finsinger in insurance.

These EU contributions are complemented by
presentations from scholars in EFTA countries.
Professor Zweifel provides an overview of the devel-
opments concerning regulation and structure in the
insurance markets of the EFTA countries, while 1
attempt a corresponding analysis in banking. We both
participated in an EFTA project in services carried
out in parallel to the EU project headed by Professor
Sapir. After this the papers concentrate on the
financial services sectors in Sweden. Two experts from
the Riksbank, Erik Blomberg and Eva Blixt, who also
took part in the EFTA project, analyse the possible
impacts of the EU legal system on banking and insur-
ance, respectively. Finally, Professor Viotti discusses
the need for regulatory changes in banking in Sweden
and Professor Skogh provides, together with Goran
Hagg, such an analysis for insurance. I would like to
thank all participants for putting such an effort into
their contributions and, last but not least, the
Riksbank for getting us all together and making this
volume possible.

All in all, the articles in the volume provide the

reader with an intriguing »mosaic« of insights. Allow
me to shortly outline two main themes, which emerge
from this collection of thoughts, leaving it to Professor
Wihlborg and Dr. Hérngren to provide a more
comprehensive synthesis of the articles.

One clear »Leitmotiv« characterising develop-
ments in the financial services sectors is increasing
competition. This trend could until recently be attrib-
uted mainly to technological changes and financial
innovation as well as to domestic deregulation. The
effects of opening up markets through EU legislation
are also beginning to show up and will become more
pronounced in the coming years, either directly or
indirectly by encouraging further domestic deregula-
tion. This increasing competitive pressure started in
banking but is now also beginning to be felt in insur-
ance, as that sector belatedly follows banking on the
path of innovation and deregulation.

From increased competition follows continued
structural change. It is easy to underestimate the
adaptation of markets to changed circumstances. But
a look back at, for instance, the structure of the
Swedish banking market in 1985 and comparing it
with its present status clearly demonstrates that
changes in market structure and conduct have been
far-reaching. I am convinced that we will be able to
come to similar conclusions ten years from now with
the probable difference that increased foreign pres-
ence will show up as an intrinsic part of the changes to
be.

Increased competitive pressure will also influence
the stability properties of financial markets. Even if
the companies on the markets do live up to the new
challenges by introducing more elaborate manage-
ment systems and efficient pricing strategies, they will
have to live with leaner profit margins and therefore
become more vulnerable to external shocks and
mistakes in business strategies than they were a
decade ago in the sheltered environment of tradi-
tional regulation. Thus, failures in financial institu-
tions are to be expected, not only in times of deep
recession but also during periods of more ordinary
business cycles. It is essential that the authorities
develop strategies for dealing with such events in an
orderly manner. This brings me to the other prevalent
theme in the volume.

That theme is the recommendation that regulation
of financial markets should cease to concentrate on
structure and conduct and be reoriented towards
monitoring performance, and in general be organised
so as not to unduly limit competition.

The first part of the recommendation can be
deduced from the needs to adapt to the EU legal
system but its main motivation stems from an
awareness amongst the authorities, as well as
economists, that the traditional system of compre-
hensive regulation in banking and insurance did not
deliver what it promised: to guarantee market effici-
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ency as well as stability of the financial system. In fact,
domestic deregulation during the 1980s has already
meant a move away from that traditional system, with
banking being the forerunner and insurance slowly
following. Moving away from the old regulations thus
raises the question of what should be put in their
place.

The task is easy to describe but difficult to effectu-
ate. It is to safeguard the stability of financial markets
and to resolve possible market imperfections, arising
from asymmetric information etc., without removing
the incentives for competition among financial enter-
prises.

A first step in trying to achieve this task would be
to encourage measures which work in conformity with
market forces. By encouraging increased transparency
in the activities of financial enterprises as well as
private market mechanisms such as rating, reputa-
tion-building and industry warranty systems, the
problem of asymmetric information (the problem of
‘customers being less informed about the riskiness of
the enterprises’ portfolios than the enterprises) could
be at least partly controlled.

The stability issue is pertinent in banking, but much
less so in insurance. The focus on performance regula-
tion might therefore differ between these two sectors.
Nonetheless, an essential ingredient would in both
sectors be to have a closer public monitoring of solv-
ency, in particular of institutions which approach or
fall below reasonable limits of performance. But such
monitoring schemes, although coupled with correct-
ive measures in case of need, will not be able to and
should not prevent all possible failures. Thus implicit
or explicit procedures for orderly winding up of failing
institutions will have to be part of the regulatory
system.

In that context, it is essential for market efficiency
that the owners and managers of failing financial insti-

tutions carry the full consequences of failure. But
should their customers also be made to pay? Or
should they be sheltered by implicit public safety nets
or explicit guarantees such as deposit insurance? The
case for such schemes is stronger in banking than in
insurance since the need to uphold stability in the
payment system translates into trying to prevent
»runs« on banks. In insurance, life-insurance in
particular, the motive for guarantees in case of default
of enterprises stems mainly from the need for
consumer protection, which of course is a supple-
mentary argument also in banking.

Answering these questions would be easy, if
customers would, in spite of such guarantees, remain
cautious in their relations with banks and insurance
companies, and if the financial enterprises would
maintain an appropriate attitude vis-a-vis risk-taking.
Unfortunately, if customers always are bailed out in
case of default, the incentives for such prudence are
drastically weakened and market efficiency is endan-
gered. Thus it is clear that there exists a conflict of
goals between, on one hand, stability and consumer
protection, and market efficiency on the other hand.
The art of regulation consists of trying to alleviate that
conflict, for instance, by devising safety schemes in
such a way as to have customers share some of the loss
at default, analogous to deductibles in conventional
insurance. Intensified and more sophisticated super-
vision of the financial enterprises’ performance could
also partly compensate for the above-mentioned
moral hazard effects of safety nets for consumers.

Although the new philosophy of regulation put
forward in the present volume will not be able to fully
solve the conflict, I am convinced that it can guide us
towards a better compromise between the goals than
was ever achieved with the traditional regulatory
system.
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BANKING

EEA and the Banking Industry — Chairman’s Summary

CLAS WIHLBORG*

The aim of this note is to pull together the themes relating to structural and regulatory change in banking
raised by the authors and in the plenary discussion of the conference. If 1 fail in this task I would like to
pin the blame on the high quality of the papers. The analyses and insights provided there have raised more
questions in my mind about the forces shaping the banking industry than I had before. The outlook I will
provide accordingly consists to a large extent of questions that 1 believe should be addressed in order to
provide a meaningful vision of the future. I have been assisted by the introductory speeches to the confer-
ence, which presented a list of issues for the plenary discussion. I structure my comments around these

issues, referring also to the papers.

Does adaptation to EEA legisiation lead to a
substantial reduction of barriers to entry in the
banking sector?

The removal of regulatory barriers to entry in the
banking sector is referred to in nearly all of the papers
on banking in this volume. There is no doubt that
these formal barriers are being substantially lowered.
An unresolved issue is the extent to which the
remaining »natural« barriers in the banking sector are
substantial. By natural barriers I mean those created
by, for example, reputation, brand name recognition,
and economies of scale or scope, irrespective of
protection of domestic institutions by regulatory
authorities. Ems and Llewellyn seem to assign less
importance to these barriers even in retail banking

than, for example, Dermine and Sapir.

Judging from the Swedish experience during and
after the banking crisis in the early 1990s, the natural
barriers are still high in retail banking for consumers,
and for small and medium-sized companies without
access to direct borrowing in securities markets. As an
example, a sharp increase in interest rate spreads has
occurred in the aftermath of the financial crisis, enab-
ling banks to recover capital losses. The spread is now
(November 1993) high by international, as well as
Swedish, standards. Potential foreign competitors
have been unable or unwilling to enter the market in
spite of substantial profit opportunities.

It is clear that incumbent banks have a substantial
advantage in terms of information and reputation as

°*Clas Wihlborg, Felix Neubergh Professor of Banking and
Financial Economics, School of Economics and Commercial Law,
Goteborg University.
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lenders. Therefore, the most effective means of
entering or expanding in the Swedish market would
be by acquisition of a bank or parts of a bank, includ-
ing branches and personnel. It is costly, however, to
merge two organizations with different cultures. If
such costs are the main reason for lack of competition,
we cannot expect EEA alone to create a highly
competitive environment.

It is possible, however, that the barriers during the
early 1990s are higher than normal because the poten-
tial candidates for acquisitions are burdened by bad
loans and/or state-owned. Thus, any acquisition will
have to involve negotiations about responsibility for
bad debts. Governmental authorities will also be part
of such negotiations. Therefore, the early 1990s might
not be a representative period for the competitive
environment in banking.

Another source of competition discussed in the
papers (Llewellyn, Blomberg) is that of non-bank
financial firms creating bank-like organizations. For
instance, corporations in Sweden have considered
expanding their services to employees to include
limited deposit-taking, lending, and payment services.
Sofar, this type of competition has been constrained by
the regulatory authority. Another example of non-
bank competition is the ICA retail chain’s issuing of a
card for purchases at ICA. Since »prepayment« on
such a card is allowed, ICA is in effect accepting
deposits, albeit on a limited scale. More far-reaching,
IKEA is applying for a banking licence and insurance
companies wish to start banks for pension saving.

In summary, there are still substantial barriers to
competition in banking services for households, and
for small and medium-sized firms. The lack of
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competition observed in the early 1990s may exagger-
ate the barriers, however. Over a longer period,
banks are subject to competition both from foreign
banks and from non-bank firms and financial institu-
tions.

Can we expect substantial structural changes in
banking as a result of the removal of barriers to
entry?

Although »natural« barriers to competition may
remain substantial in retail banking, the interbank
market and the market for financial services for larger
firms are already international and highly competit-
ive. These services extend beyond traditional banking
in the form of deposit-taking and lending. For
instance, large corporations have their own bank-like
finance functions, issuing commercial papers and
bonds directly to financial investors and providing a
range of services for the corporate group.

Llewellyn notes in his paper that there is a long-run
secular trend away from banking. The implication of
this trend is not necessarily that banks as organiza-
tions must shrink accordingly, since the organizations
can change their product mix if regulation allows them
to do so. In Sweden, as in most continental European
countries, banks are »universal, incorporating both
commercial banks in the traditional sense and invest-
ment banks serving as underwriters for securities
issues. They also offer funds for financial investors,
corporate advice, wealth management services and
trading activities.!

It seems that technological change and financial
innovation' have been more important sources of
structural change than changes in regulation during
the last decade. It is possible to argue that it is the
regulatory framework that adjusts with a lag to the
realities of the market place. Nevertheless, the activ-
ities of regulatory authorities matter for the structure
of the financial services industry. National authorities
have been and are reluctant to allow banks and other
big financial institutions to founder. Even with the
removal of international barriers to entry, this inclina-
tion of governments is likely to remain an obstacle to
reductions in excess capacity.

As noted by most authors, excess capacity in bank-
ing is a problem. One reason is that the regulation of
the range of activities banks were allowed to perform
was quite restrictive in many countries well into the
80s. After deregulation, the ability of banks to offer a
wider set of services improved, shrinking the need for
traditional banking. Competing non-bank financial
institutions avoiding regulation had already developed
earlier. Thus, deregulation was followed by excess

! Differences remain, however, in banks’ rights to exercise control
through equity-ownership. German banks are the most »univer-
sal« in the sense that their lending can take the form of equity-
investment.
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capacity, exacerbated by the secular trends noted
above.

As shown by Blomberg, the problem of excess
capacity is present in the Swedish banking sector.
Thus, the structural changes before us will broadly
imply a further consolidation of the sector, a process
which is already on the way with the recent merger of
two large commercial banks. Increased international-
ization and the removal of barriers mean primarily
that structural changes are likely to involve institu-
tions in more than one country. As Ems and Viotti
point out, a major problem facing regulators in the
process is how they are going to allow excess capacity
to be reduced while being extremely fearful of failures
in the financial sector. I will return to this issue below.

What might be the future role of banks in a changed
market environment?

There is general agreement that commercial banking
in the traditional sense is bound to shrink as a result of
technological developments and financial innovation.
The firms we know as commercial banks may never-
theless continue to exist as suppliers of a broad range
of financial services. How successful they will be in
their new roles depends on a combination of factors
related to the economies of banking and the regu-
latory environment.

The economic factors are economies of scale and
economies of scope. If there are scale economies, the
large provider of a particular financial service has a
competitive advantage. Scope economies imply that
there are synergies among a range of financial
services. If these synergies cover the whole range of
services, then truly universal banks of the German
type would have a competitive advantage.

The empirical evidence regarding scale economies
is that they are not general in the provision of financial
services. This is pointed out by all the authors in the
present volume. Where scale economies exist in speci-
fic tasks, they can be obtained in cooperative ventures
among banks or in specialized firms serving as sub-
contractors.?

Scope economies exist because knowledge about a
particular customer can be used across several
services. These scope economies are often counter-
balanced by possible conflicts of interest relative to
the customers. The conflicts of interest are in turn
counterbalanced by the bank’s concern for its
reputation.’

2 See for example Dietrich (1991) and Sapir in this volume.

3 One example is that a lender can use the information obtained as
a monitor of a firm when serving as an underwriter and as an
investor in equity and bonds. A conflict of interest can arise when
the bank serving as an underwriter tries to get a loan repaid
through a bond issue. A bank concerned with its reputation would
be careful not to underwrite with such a purpose. US regulation
separating banks and investment banks is partly motivated by such
possible conflicts of interest.
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It is very hard to evaluate the importance of scope
economies. The empirical evidence is mixed. In coun-
tries where a broad range of services can be supplied
by a bank, organizations offering the whole range of
services coexist with narrowly focused specialists. The
tendency of large non-bank firms to set up their own
internal »banks« implies that they mainly demand
specialists’ services from the outside.

A regulatory factor influencing the future role of
banks is the balance between home country and host
country regulation and supervision limiting the activ-
ities of banks. The guiding principle of EU’s banking
directives is to apply the home country rule on a
bank’s activities across the union, while each member
state recognizes other member states’ rules (mutual
recognition). As Dermine points out, there will inev-
itably be substantial host country supervision and
regulation as well, limiting the importance of the
highly innovative concept of mutual recognition of
home. country rules.

Some bankers have expressed fears that home
country rule in combination with economies of scope
and scale would provide the most universal banks in
Germany with a decisive advantage over domestic
institutions in other countries. This fear is certainly
exaggerated for several reasons already mentioned
above. First, scale economies are small if they exist at
all, and scope economies are balanced by disadvant-
ages of being a non-specialist. Second, natural
barriers to entry are still substantial in traditional
banking services. Third, host country regulation will
remain in place partly because deposit insurance
schemes will cover deposits held in each country.
With some host country regulation and supervision in
place, there are reasons to expect that each country’s
authorities will still favor domestic banks.

What might be the tasks of regulators and
supervisors?

From a Swedish perspective, the issue of what regu-
lators’ role might be in the financial services sector
may seem superfluous during these days of eagerness
to adopt EU directives. Nothing in the EU or the
EEA is set in stone, however, and Swedish, as well as
other national authorities, have a responsibility to ask
what role they should have within the broader Euro-
pean regulatory framework and to develop their
national regulatory systems accordingly.

With this in mind, I will focus more closely on the
question of what the tasks should or should not be.
Banks, as well as the financial services industry as a
whole, are subject to more regulation and supervision
of their activities than other industries. The EEA
objective of creating a competitive international
environment for banking and related services is to a
considerable extent contradicted by wide agreement
among policy makers that the financial industry
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requires special treatment. By tradition, it is particu-
larly risk-taking of financial institutions that is subject
to regulation and control.

If such limitation of risk-taking by regulation is
successful, then it is evident that failures will be fewer
than in other industries. The competitive mechanism
requiring exit of inferior firms is thereby partially
eliminated. Furthermore, the development of more
efficient institutional and contractual solutions to the
information problems facing savers and investors in
financial markets is impeded. Reducing this informa-
tion problem facing financial investors about the use
of financial resources is the primary role of financial
institutions and markets. Rigidity of institutional
structures in financial markets can therefore be
damaging for the productive employment of new
savings as well as the redeployment of accumulated
savings.

The general role of the regulator of financial
markets and institutions should therefore be to make
the competitive mechanism work and to stimulate, or
at least not hinder, the development of more efficient
institutions and contractual arrangements. Going
further in regulation should be done only if a strong
case can be made.

The perceived need for limitation of risk-taking
stems mostly from the role of financial institutions
and, in particular, banks in the payment system in
addition to their role in the allocation of credit. In
order to prevent contagion effects of bank failures
from threatening the payment system, lenders to
banks obtain explicit or implicit assurances from the
authorities. These assurances reduce the banks’ aver-
sion to take risk and, perhaps more importantly, they
distort competition among banks. In a system without
such assurances, banks would compete for funds by
obtaining a reputation as good credit evaluators,
while in an insured system, there is less to gain for a
bank competing this way. Instead, banks tend to focus
on volume.

Another reason for regulatory activity in financial
markets is the perception that a large number of
savers require protection, because they are less
informed about the riskiness of banks’ asset portfolios
than bank-managers. Dermine discusses this argu-
ment for regulation in the present volume. In particu-
lar, the depositors’ lack of information does not fully
justify public insurance systems, because private
market mechanisms such as rating, reputation-build-
ing and industry warranty systems could help resolve
this information problem, albeit only if depositors are
not insured. If fully insured, depositors will not have
incentives to use such information mechanisms.

Viotti’s paper in this volume discusses alternative
ways of balancing the need for protection of lenders
to financial institutions against the benefits of a well-
functioning competitive mechanism. He leans
towards a system of separate institutions issuing very
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short-term liabilities of direct relevance for the
payment system, backed by safe and liquid assets
guaranteeing the ability to repay the liabilities on
demand. A limited deposit insurance system could
complement these institutions.

One may ask why such a formal separation and
deposit insurance would be needed in the first place.
Would not a bank without any insurance want to hold
separatly highly liquid and safe assets against short-
term deposits in a competitive system? Uninformed
depositors worrying about the safety of their deposits
would then favor institutions that explicitly separate
safe and liquid assets to cover their deposits. Thereby,
each depositor need not become informed about the
whole portfolio of the banks. In fact, money market
funds are examples of such separated savings func-
tions.

Granting that some form of deposit insurance is
desirable, there are still problems with a deposit insur-
ance that does not cover all deposits of an institution,
because any uncertainty about an institution’s viabil-
ity may lead to a flight from it. This problem would
be alleviated by separating those institutions holding
very short-term liabilities of direct relevance for the
payment system and by offering complete insurance
for these liabilities, as Viotti suggests.

If an extensive insurance of the bank’s whole liabil-
ity side is required with the current structure of banks
to prevent a run on banks in times of crisis, then it is
preferable to look for alternative ways of protecting
the payment system. The drawbacks of an extensive
deposit insurance mentioned above have been widely
recognized in the USA and I believe that the Swedish
banking crisis is partly to blame on its implicit insur-
ance. Theoretically, the moral hazard problem
involved could be held at bay by intensive public
supervision of banks’ risk-taking and credit evalu-
ation process, but experience indicates that supervis-
ory authorities rarely detect problems of excessive
risk-taking and bad credits before a crisis erupts.

The information problem facing a supervisory
agency with the task of limiting banks’ risk-taking is
an additional argument for seeking other means of

4 Such a system has been implemented in the USA, where banks’
asset choices become subject to supervision when capital ratios
fall below a certain level. One wonders what information advant-
age supervisory authorities have in order to make effective credit
allocation decisions.

14

securing the payment system. Another is that deposit
insurance favors deposit-taking institutions at the
expense of other financial institutions that are subject
to the scrutiny of suppliers of funds. This argument is
particularly relevant when banks are involved in
markets other than traditional loan and deposit
markets.

These considerations lead me to the conclusion that
the primary role of a regulatory authority should be
to set up procedures for managing failures when they
arise in such a way that the payment system is not
threatened. Viotti discusses such procedures, where
capital adequacy information is used as guidance for
whether to take measures and what measures to take.*

Whatever signalling system one uses, fast-track
bankruptcy procedures and cooperative procedures
among banks for dealing with a bank failure should be
developed to cope with the worst possible outcomes.
Such procedures should allow the bad financial insti-
tution to fail and exit and the competitive mechanism
to work without the threat of contagious bank runs.
The supervisory authority need not supervise banks’
risk-taking in general, a task it is ill-suited to perform.
The difficulty of being sufficiently informed about risk
induces the authorities to be overly specific in their
regulation of activities. Thereby they contribute to a
conservation of both working procedures and institu-
tions to the detriment of the financial system. These
negative consequences of bank regulation and super-
vision can hopefully be avoided by redefining the role
of supervisory authorities as suggested.

References outside this volume
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The Changing Structure of European Service Markets

ANDRE SAPIR*

Service markets in Western Europe are undergoing important changes due to the advent of the internal
market, in the EC as well as with the EEA, to globalization and to technological change. In contrast to
tradable goods, most service markets are just starting the process of internationalisation, partly due to
their intrinsic properties, such as the proximity requirement, and also to substantial government regula-
tions. Future changes in the markets will be most pronounced in sectors characterized by a low degree of
competition and a high degree of technological innovation, such as banking and telecommunications.
Sectors with more moderate changes will include insurance. Least changes are foreseen in sectors like
tourism. The national regulation of services markets will have to adapt to these changes as well as to
the legal system underpinning the Internal Market. In particular, regulation should concentrate more on
performance than on structure or conduct of enterprises and should not unduly limit competition.

Introduction

Services markets in Western Europe are undergoing
important changes due to the forming of the internal
market, in the EC as well as within the EEA, to
globalization and to technological change. In order to
assess the impacts of these changes one has to study
the specific properties of these sectors. In particular
market structure, sensitivity to the internal market
programme and sensitivity to technological change
are determining factors in this context.

The purpose of the paper is to provide such an
assessment for nine services sectors: banking, insur-
ance, road transport, air transport, telecommunica-
tions, distribution, construction and business services.
The study is divided into three parts. The first identi-
fies features that set services markets apart from
markets for manufactured goods. The second derives
the main factors determining the degree of competi-
tion prevailing on the various markets. The last part
analyses the restructuring under way in the services
markets of the European Communities.

Main features of service markets

In the European Community, like almost everywhere
else, markets for service have long remained shel-
tered from competition, due to lack of mobility of
service across markets and firms within markets. This

* André Sapir is Professor of Economics at Université Libre de
Bruxelles. When writing this paper he was economic adviser to the
Director General for Economic and Financial Affairs at the Euro-
pean Commission. This paper draws heavily on work carried out
for the European Commission and published in European
Economy N°3, 1993.
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situation is ultimately related to two factors: the
intrinsic nature of service and government regula-
tions.

Services have generally been considered as
nontraded activities. Economists often attribute this
to the fact that production and consumption must
occur at the same time and in the same location.
Depending upon the specific requirement of physical
proximity between users and providers, four types of
international transactions in services can, however, be
distinguished:

1 Immobile users in one nation obtain services
produced by immobile providers located in another
nation. This can occur in some financial services
and professional services, where transactions may
flow via telecommunications networks.

2 Mobile users from one nation travel to another
nation to have services performed. This situation is
most frequent in tourism, education, health care,
ship repair and, to some extent, distribution.

3 Mobile providers from one nation travel to another
nation in order to perform services. Such a situation
occurs in certain business services, transportation
and construction.

4 Providers from one nation establish a presence in
another nation in order to perform and sell services.
This is the most common pattern of international
service competition in areas involving frequent and
close interaction between buyers and sellers. It is
the dominant type in most business services, in
financial services and in distribution.

Given the prevalence of type 4 situations, foreign
direct investment (FDI) plays a crucial role in interna-
tional service transactions. Yet, the border between
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the different types of international transactions, espe-
cially types 1, 3 and 4, is not impermeable. In many
business services, for instance, much of the foreign

- work is provided by local establishments (type 4),
while key personnel travel from the home office to
provide specialized services (type 3).

Another feature of services that bears on tradability '

is the problem of asymmetric information between
buyers and sellers. The quality of certain goods can
be determined by consumers prior to a purchase. For
other goods, the quality can only be learned after they
are bought and consumed. In yet other cases, the
quality is never fully learned, even after consumption.
These three categories of goods have been labelled
»search goods«, »experience goods« and »credence
goods«. Since services only exist while they are being
consumed, their quality cannot easily be assessed
prior to consumption. Services are, therefore, rarely
search goods. Most are experience goods, and a few
(such as medical services) are credence goods. Thus,
a major issue for services is information.

Although it can be argued that the ultimate quality
of certain services depends on the interaction between
users and providers, it remains that sellers know more
a priori about product quality than buyers. The asym-
metric information about product quality between
consumers and producers which pervades many
service industries has several consequences. First, the
frequent use of reputation to signal quality implies
that service markets are often characterised by non-
price competition. Second, since reputation creates
an incentive for long-term relationships between
service firms and their customers, a decision by large
customers to invest abroad tends to trigger a similar
move on the part of service firms. However, the
optimal sequencing in the decision to become multi-
national may not be unique. Third, being largely a
sunk cost, reputation creates a barrier to entry which
may severely reduce the degree of actual or potential
competition in service industries. Consequently,
changes in service sectors are less likely to take the
shape of entry by new firms than restructuring among
existing ones.

In almost all countries services are subject to more
government interventions than most other activities.
Instruments of public intervention cover a wide range
of control. Public authorities may indirectly control
economic activity by taxes and subsidies; they may
intervene directly through regulation; or they may
even operate directly through nationalised enter-

prises. Governments also intervene through competi- -

tion policy.

Although other forms of public intervention are
also common, regulation plays a dominant role in
most service industries. In the presence of market fail-
ures, regulation may be justified on grounds of effici-
ency. Mainly three types of failures are relevant to
service industries.
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Imperfect competition prevails in most services.
Some industries are natural and/or public monopolies
(railroads and segments of telecommunications), in
which case regulation may be required to prevent
both excessive entry and monopolistic abuse. Others
tend to be oligopolistic (certain transportation
services as well as banking) and the so-called excess-
ive or destructive competition argument may be
invoked to justify regulation. The remaining service
industries tend to operate under conditions of mono-
polistic competition and do not require regulation,
except in cases of imperfect information.

The problem of imperfect information pervades
many services. It often invites government interven-
tion in the form of occupational licensing and certi-
fication (in particular in professional services such as
accounting, law and medicine).

Externalities arise in certain service industries.
Asymmetric information may generate a negative
externality. In financial services, for instance, failure
of one institution may cause problems to others. This
situation calls for regulation through licensing and
certification. On the other hand, positive externalities
occur in activities, such as telecommunications
services, where the value for one user increases with
the total number of users. In this instance, govern-
ment intervention may be required to encourage
network compatibility and prevent entry deterrence.

Government regulations in services result not only
in barriers to the mobility of firms within markets, but
also often constitute barriers to the mobility of
services across countries. Barriers to international
transactions in services can be classified into four
categories, each corresponding to one of the four
types of transactions described above:

— Barriers to trade.

— Barriers to the movement of service users.

- Barriers to the movement of service providers.
- Barriers to foreign direct investment.

Moreover, government regulations may act as
barriers to trade in services even .if they are not
intended to discriminate between domestic and
foreign producers. In some instances, the divergence
of national regulations across countries may be suffi-
cient to prevent international transactions from
occurring.

European service markets prior to the
1992 programme

This section examines the principal causes of frag-
mented European service markets, besides the prox-
imity requirement. It is organised around three issues:
»natural« determinants of market structure, natural
and strategic barriers to entry, and government regu-

lation. The analysis concludes with a taxonomy of
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service markets according to degree of competition on
the market in question. '

»Natural« determinants

Supply and demand conditions both act as »natural«
determinants of market structure.

On the supply side, the major role is played by tech-
nology, with economies of scale and scope as crucial
parameters. The nine service sectors considered here
fall into three categories regarding economies of
scale/scope.

Two sectors display high economies: telecom-
‘munications (economies of scale), and airline
_transport (economies of scope).
-~ Two sectors display little economies: banking
and insurance.

Five sectors display no economies: road trans-
port, construction, distribution, hotels, and
‘business services.

Economies of scale and scope are crucial factors in
shaping the number of firms in an industry and,
hence, its degree of concentration - although barriers
to entry and regulation are also important in this
respect. Depending upon whether an industry is
composed of firms exhibiting low or high economies
of scale or scope, its production will tend to be subject
to a low or high degree of concentration. This rela-
tionship is confirmed by the sectoral studies which
indicate the following:

Telecommunications is the most concentrated
service sector (in most member states, there is
only one firm).

Airline transport is also often highly concen-
trated inside Europe, with the exception of a
few highly travelled routes (usually, to and from
London).

Some financial services display fairly high
concentration ratios. The Commission study
indicates market shares (in 1989) above 40 per
cent for the five largest banks in seven out of
eleven member states. In life insurance, it
reports that the three largest companies had (in
1989) market shares above 40 per cent also in
seven out of eleven available member states.
The degree of concentration is, however, much
lower in non-life insurance, where the 40 per
cent threshold is reached in only two out of
eleven countries.

The remaining sectors (road transport,
construction, distribution, hotels, and business
services) have, usually, large numbers of sellers,
implying low concentration ratios. Yet the
actual degree of concentration may be far
greater than a superficial conclusion based on
the number of firms might imply. First, as is well
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known, the degree of concentration tends to
vary a great deal depending upon the definition
of the »relevant market« used for computing
concentration ratios. This is particularly the
case in service activities which tend to be
spatially fragmented. In such activities,
information about the degree of concentration
at the level of member states has little meaning.
Instead, knowledge about local conditions is far
more relevant. It is likely to reveal important
differences between large and small markets.
This situation is well illustrated by the distribu-
tion sector, where high concentration often
prevails in small local markets. Second, within
many of these sectors or sub-sectors, there are
segments where concentration is relatively
high, even when computed at the national level.
In fact, two types of activities often coexist. On
one hand, there is the multitude of single-unit
service firms. On the other, there is the growing
number of multi-unit firms which provide stand-
ardised services in many locations. One
example is the hotel business.

On the demand side, differences between consumers
result in a great deal of product differentiation by
suppliers in nearly all services. Among the nine
sectors studied here, three stand clearly apart with a
limited extent of product differentiation: telecommu-
nications, road transport, and construction.

Barriers to entry

As commonly accepted, barriers to entry consist of
factors that confer an advantage to incumbent firms
over potential new entrants. Private entry barriers —
barriers resulting from government actions will be
treated below — may be either »natural« (i.e. exogen-
ous) or strategic (i.e. endogenous).

Barriers to entry result from the existence of sunk
costs, i.e. fixed costs associated with irreversible
investments. Service industries typically incur fixed
costs in two types of assets: tangible or physical
(buildings and equipment), and intangible or imma-
terial (reputation). In most service industries, fixed
tangible costs are not sunk. Among the nine sectors
considered in the study, the only one with substantial
physical sunk costs is telecommunications. On the
other hand, reputation — in which services must invest
heavily because of widespread asymmetric informa-
tion problems — is largely a sunk cost. Reputation
costs are, however, not equally sunk across the differ-
ent service sectors. As far as the nine sectors are
concerned, the following distinction seems appropri-
ate:

Reputation costs are highly sunk in five sectors:
insurance, banking, airline transport, business
services, and telecommunications.
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Reputation costs are less sunk in the other
four sectors: road transport, distribution,
construction, and hotels.

The above information regarding the importance of
barriers to entry measured by the extent of tangible
and intangible sunk costs indicates that the nine
services fall into three categories. The first includes
services where barriers to entry are low (i.e. both
tangible and intangible costs are little sunk): road
transport, distribution, construction, and hotels. The
second is one where barriers to entry are very import-
ant (i.e. both tangible and intangible costs are highly
sunk): telecommunications. The last category
comprises of activities which display an intermediate
level of barriers to entry (i.e. tangible costs are little
sunk, but intangible costs are highly sunk): insurance,
banking, airline transport, and business services.

Government regulation

In all member states, governments regulate the func-
tioning of service activities for a variety of reasons
including market failures. Regulatory instruments are
usually divided into two broad categories: those that
affect the structure of the industry, and those that
impinge upon the conduct of industry participants.
The former govern the entry of new firms into the
industry, while the later control the behaviour of
existing industry members.

Most service sectors are subject to both structural
and conduct regulations, but the intensity of restric-
tions differs a great deal across activities. Four situ-
ations can be found among the nine sectors studied
here:

Four sectors have traditionally been subject to
a high degree of both structural and conduct
regulations: banking, insurance, airline trans-
port, and telecommunications. The mode of
government intervention, however, has not
been the same in the financial as in the other
two services. In airline transport and telecom-
munications, governments have generally been
the owners of enterprises. Their control over
the structure of the industry and the behaviour
of its members (or, often, sole member) has
been, therefore, direct and total. By contrast, in
banking and insurance the role of government
has been more indirect, even though it has been
an owner of some firms in certain member
states. Regulatory rules have been, nonethe-
less, stringent, mostly (but not exclusively) for
prudential reasons.

Three sectors have been relatively free of
government regulation: business services,
hotels, and construction. The rules for entry
into these industries are not very stringent, nor
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is there much in the way of restriction on the
behaviour of their participants.

The distribution sector is subject mostly to
structural regulations, albeit with great differ-
ences across segments. As the Commission
study indicates, the segment most affected is
that of large retail centres, where padlock laws
have often been enacted to protect independent
retailers. Some degree of conduct regulation
also prevails in the guise of restrictions on open-
ing hours.

Finally, the road transport sector is subject
mostly to conduct regulations. As indicated by
the Commission study, governments have insti-
tuted a number of rules that affect the behavi-
our of road hauliers, including quantitative
restrictions, price controls and technical stand-
ards.

Taxonomy of European service markets

Based on the preceding analysis, it is possible to assess
the degree of competition and characterise the type of
market structure in service industries. Three distinct
situations prevailed among the nine sectors studied
here prior to the launching of the 1992 programme:

The degree of competition was low in the follow-
ing four sectors, in decreasing order: banking,
insurance, airline transport, and telecommuni-
cations. The market structure at the banking-
insurance end of the range can be characterised
as one of oligopolistic competition, given the
average degree of concentration that prevailed.
At the other end of the range, telecommunica-
tions, the most concentrated service sector,
belonged to the category of regulated mono-
poly. The airline transport sector fell some-
where inbetween these two cases, depending on
the precise route or segment considered, but on
the whole probably closer to the former.

The degree of competition was high in three
sectors: road transport, construction, and hotels.
The first two, given their low level of product
differentiation, were close to a situation of
perfect competition. The third, with its relatively
high degree of product differentiation, was
probably closer to a situation of monopolistic
competition.

The degree of competition was average in the
remaining two sectors, distribution, and busi-
ness services, which also belonged to the
category of monopolistic competition.

The five sectors classified under the headings of
perfect or monopolistic competition share an interest-
ing and important feature. Economies of scale have
traditionally been modest in these sectors. As a result,
they have been characterised by a large number of
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small firms providing services to localised markets. As
Michael Porter has noted!, this situation is now
rapidly changing with the emergence of the large
multi-unit service firm, able to replicate services
consistently and efficiently at many locations because
it creates standardised facilities, methodology, and
procedures to guide the behaviour of employees, and
automates individual service delivery tasks. Accord-
ing to Porter, the multi-unit service firm is the vector
of improving technology and growing internationalis-
ation in hitherto traditional small-scale service
sectors.

The restructuring of European service
markets

Since the mid-1980s, service markets in the Commun-
ity have undergone important changes as a result of
not only the Internal Market programme but also
technological change. Regarding the latter, the main
recent development affecting services is the introduc-
tion of information technologies. More than in any
other activity, information technology has trans-
formed the nature of products, processes, companies,
industries, and even competition in services. Most
service industries are now characterised by a high
information-technology content in product or
process. In fact, over the past decade, the scale of
investment in information technology by the service
sector has been massive in all industrialised countries.
For instance in the United States, it appears that the
service sector now owns more than 85 per cent of
America’s installed base of information technology
and has a far greater proportion of its total capital
committed to information technology than manu-
facturing does. The new information technology has
reduced the need for interaction between consumers
and producers in several services, thereby enhancing
their tradability. However, given the informational
problem in most services, intra-firm trade is more feas-
ible than arm’s-length transactions among unrelated
parties.

The intensity of the impact of 1992 and technolo-
gical change varies a great deal between the nine
service sectors concerned. Three categories of sectors
can be distinguished. The first comprises sectors
where the impact of both changes is high: banking and
telecommunications (value-added services only). The
second incorporates sectors where one impact is high
while the other is low: construction, airlines, insur-
ance, trucking and telecommunications (basic
services only). The last comprises sectors with a low
impact of either 1992 or technological change: busi-
ness services, distribution, and tourism.

! Michael Porter, (1990), The Competitive Advantage of Nations,
London, MacMillan.
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The future shape of the European common market
in services is likely to be guided by the following three
conjectures:

First, for most services the high degree of prox-
imity required between consumers and produ-
cers implies that 1992 is not likely to greatly
affect the location of production. Ownership of
firms, however, could be vastly transformed as
local service providers become parts of multina-
tional networks. This may shift the production
of certain activities from the local point of
consumption to the headquarters of the multi-
national network.

Second, for most services the high degree of
imperfect information about quality and the use
of reputation mechanisms confers advantages
to incumbents. This explains attempts by estab-
lished firms to preempt unfilled niches (i.e.
locations or market segments) threatened by
potential entrants. Such behaviour, in anticipa-
tion of the 1992 liberalisation, can be observed
in several service industries (such as airlines and
banking). It may require a strong competition
policy by European authorities to prevent
incumbents from deterring entry.

Finally, for most service industries govern-
ment intervention is likely to remain beyond the
1992 deregulation. Such intervention wouid
require, however, a careful analysis in order to
determine the appropriate level of authority
(community, national, regional or local). It is
likely that, in several instances, national regula-
tions should be replaced by EC-wide interven-
tions. In addition, whatever the appropriate
level of intervention, more room should be
made for market-based regulations.

It is too early to analyze in detail the combined effects
of the Internal Market programme and technological
change on the shape of European service markets.
Nonetheless, fragmentary information allows us to
comment on the three conjectures — regarding inter-
nationalisation, competition and regulation - pre-
sented above.

Internationalisation

With respect to the process of internationalisation, it
appears that services lag far behind manufacturing in
two respects. First, trade still accounts for a relatively
small proportion of economic activity in services, i.e.
the tradability of services remains relatively modest.
Second, the current process of mergers and acquisi-
tions in European services still retains a strong national
dimension, even if many firms are regionally active
outside their home market. In banking, for instance,
there have been relatively few transborder mergers
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and acquisitions, at least at the retail end of the market.
So far firms have pursued, instead, a strategy aimed at
consolidating their position in the domestic market
with a view to resisting more strongly the interna-
tionalisation of competition expected to result from
EC liberalisation. A similar pattern prevails in most
service sectors.

There are few service sectors where firms have
acquired a truly European dimension. The most
notable case is insurance, where the top European
firms have recently become remarkably interna-
tionalised.

These findings seem to indicate a sharp contrast
between services and manufacturing in the current
process of mergers and acquisitions. Two facts appear
to stand out. Firstly, as already indicated, in the EC,
mergers and acquisitions in services would seem to
tend to be more oriented toward the consolidation of
the home market, while the process of international
concentration is more advanced in manufacturing.
Secondly, the (positive) correlation between a coun-
try’s market size and the size of its corporations is
stronger in services than in manufacturing. There are
relatively fewer service firms headquartered outside
the Triad (EC-US-Japan) which belong to the world’s
largest firms than in manufacturing.

Differences in the geographic scope of service firms
exist not only between sectors. Within a given sector,
the stage in the process of concentration - national,
regional, or international — also differs significantly
across countries. In some countries, the restructuring
among domestic firms has already been completed and
large corporations have been established which are
engaged in a strategy of regional or international
consolidation. Within the Community, the largest
service corporations are concentrated in three coun-
tries: the United Kingdom, France and Germany.
These few corporations are spearheading the
burgeoning process of transborder consolidation in the
Community. In the food distribution sector, for
instance, an advanced stage of concentration has
already been reached in northern Member States,
while southern markets remain very fragmented. A
few firms from the North have, to date, made signific-
ant inroads into the latter markets, but the creation of
EC-wide corporations is still far away.

The change in ownership of service firms and the
ensuing possible concentration in favour of a few
corporations headquartered in London, Paris or
Frankfurt has a number of important implications for
EC policies (in particular, competition policy). On the
other hand, the potential implications for the location
of production are likely to be relatively minor, given
the requirement of physical proximity between produ-
cers and consumers. The increased tradability of some
services — resulting either from the removal of trade
barriers or innovations in data processing and telecom-
munications — may, however, induce a partial reloca-
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tion of production. Such relocation would produce a
pattern of production inside the Community more in
tune with the underlying competitive advantage of
Member States than the present configuration.

Competition

The second conclusion concerns the problem of
competition. This issue cannot be entirely separated
from the third problem, which concerns regulation. As
previously indicated, service sectors have traditionally
been highly regulated. Among the nine sectors
covered by the study, four have been subject to a high
degree of both structural and conduct regulations,
namely: banking, insurance, airline transport, and
telecommunications. Such regulatory controls were
often justified on efficiency grounds, as a means to
remedy market failures which seem to prevail in
service industries.

Inrecent years, public authorities in the Community
have come to question the basic premise that regula-
tion remedies market failures, and even does so effect-
ively. Alternatives to traditional regulation are now
proposed with a view to producing more efficient
outcomes. The central feature of the new attitude by
the Commission is the belief that regulation, by limit-
ing competition, may hinder rather than foster effici-
ency inservice industries, such as telecommunications,
banking, insurance, and transportation. According to
the XXIInd Report on Competition Policy of the EC
Commission®: »As they emerge from a long tradition of
regulation and from confinement to small national
markets, it is becoming clear that some of these indus-
tries are not efficiently organised and that their . ..
services are overpriced. «

Most regulated services are provided by private or
public enterprises operating according to strictly
market principles. A few public services, however, are
operated by public enterprises with statutory mono-
poly. Among the nine sectors covered by the study,
eight belong to the former category. Only telecommu-
nications belongs to the category of a public service
provided by public undertakings with statutory mono-
poly. The problem of competition differs significantly
between these two categories of activities.

According to Article 90(2) of the Treaty of Rome,
undertakings entrusted with the provision of public
services are subject to the rules of European competi-
tion policy »in so far as the application of such rules does
not obstruct the performance, in law or in fact, of the
particular tasks assigned to them.« Until recently, the
Commission’s interpretation of Article 90(2) was
clearly biased in favour of granting monopoly rights to
such undertakings, since it did not require Member

2 Commission of the European Communities, 1993, XX1Ind Report
on Competition Policy, Brussels ~ Luxembourg.
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States to provide proof that their exemption from
competition rules was necessary for the performance of
particular tasks assigned to them. This situation has
changed in the late eighties. As a result, competition
has increased in a number of service activities, such as
telecommunications, previously reserved for public
monopolies.

The situation is rather different in the other service
activities, where regulation may have lessened
competition, but not to the point of imposing public
monopolies. In these activities, the Internal Market
programme has resulted in two opposing effects on
competition. On one hand, less stringent regulations
on structure have allowed the entry of new firms into
the markets. On the other, strategic alliances between
incumbent firms in national or regional markets have
attempted to deter such entry. The relative impact of
these two effects is not always clear, but there are
worrisome signs that the latter may often dominate the
former. Such a situation would require stronger inter-
vention on the part of European competition author-
ities to prevent anti-competitive behaviour.

Regulation

The last conclusion concerns the problem of regula-
tion. As already indicated, the Commission feels that
many services sectors are characterised by a high level
of regulation by public authority. This has limited the
scope for competition and reduced efficiency in these
sectors. Recent EC competition policy has started to
introduce competition in regulated markets. In its
XXIInd Report, the Commission recognises, how-
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ever, that »competition cannot be introduced without
taking due account of the particular characteristics of
each industry« and that regulation is important in the
public interest.

A conflict between competition and efficiency
could arise if competition rules prevented certain
forms of government intervention deemed necessary
to remedy market failures. At the moment, however,
the Commission feels that the potential for such
conflict is relatively unimportant given the extent of
existing regulatory controls. Instead, it views the
introduction of competition as a means to improve
efficiency. At the very least, the Commission feels
that »existing [regulatory] arrangements can often be
replaced by less restrictive arrangements without
Jjeopardising [their] objectives« of greater efficiency.
The underlying assumption is that the relationship
between regulatory controls and efficiency is shaped
like an inverted U, i.e. that there is an optimal level
of regulation. Present controls are judged to be
beyond the optimal level, leaving room for lower
controls and improved efficiency. However, lack of
consensus on the precise location of the optimal level
of regulation is likely, sooner or later, to result in fric-
tions between the Commission and Member States.

Finally, concerns have often been expressed
regarding the danger of a trade-off between competi-
tion and the desire for the provision of certain basic
public services to the entire population. In fact, such a
possibility is limited since the Commission is obliged,
under Article 90(2), to take into account consider-
ations of various public policy goals in assessing the
application of competition rules to undertakings
providing public services.



Secular Trends in Banking

DAVID T. LLEWELLYN*

The past decade has provided us with powerful case studies of the impact of deregulation and increased
competition in banking. The pressure for further change has not subsided. Increased competitive pres-
sures, the decline in entry barriers and the emergence of new suppliers of banking services, further changes
in regulation, cost pressures, financial innovation, and technological changes will continue to erode the
comparative advantages of the banks in their traditional role as financial intermediaries, and thus the
value of the banking franchise. Banks are adapting by changing the way they conduct their business,
focusing upon cost-reduction strategies, and incorporating a wider range of financial services in their busi-
ness. Nevertheless we are likely to witness a further reduction in the number of banks in the global
financial system. Thus the ongoing structural consolidation will continue in the years to come.

Introduction institutions than banks will be providing banking
services and major changes will occur in the nature of
The recent experience of banking, in Scandinavia and the business of the traditional banking firm.

other parts of the world, offers a powerful case study
of the impact of de-regulation, increased competition

in banking, anc'l the bel.lavioural responses of banks. Basic observations
The focus of this paper is on underlying longer-run or
secular pressures on the banking industry which are Before considering the longer run secular pressures
independent of the immediate predicament of banks. on banking industries, the scene is set by a series of
A central theme is that global pressures are likely to general observations about banking globally.
dominate country-specific factors in the future evolu- Although there are, and will be, major differences
tion of banking systems. For instance, the future between countries, a series of common pressures
evolution of banking in Sweden is likely to be shaped operating globally on banking institutions are likely to
more by secular pressures than by the response to the dominate country-specific factors. These observa-
recent sharp deterioration in financial performance. tions are designed to give an overall perspective on
There is a danger that a myopic concentration on the analysis to follow.
short-run factors (as powerful as they currently seem) As banks are enterprises in the normal economic
could obscure more powerful secular pressures which sense of the word, it is instructive to consider the ulti-
will require major strategic responses by banks, credit mate reason for the existence of any enterprise. Ulti-
institutions generally and the regulatory authorities. mately, a firm exists because it performs services or
This secular perspective follows a period of two produces goods that cannot be performed or
decades in some countries, and one decade in others, produced in other ways or by other firms, or because
of very rapid expansion of banks’ balance sheet posi- it has a comparative advantage in providing services.
tions which is likely to prove to have been unsustain- The position of a firm is potentially undermined,
able. The next phase is likely to be one of more therefore, if either of these two conditions is eroded:
moderate growth of balance sheet positions, and thus it becomes vulnerable if it loses its traditional mono-
a relative decline in the role of banks in the financial poly or alternatively if its competitive position vis-a-
system, most especially vis-a-vis the capital market vis alternative firms is eroded. This is happening in
but also relative to non-bank financial institutions and banking. In particular, there is now little that banks
non-financial banking institutions. It is also likely that do that could not equally be done either by markets,
on-balance-sheet business of banks will be a declining by non-bank financial institutions, or by non-financial
proportion of their total business. In effect, more banking institutions. In effect banks are no longer the

exclusive suppliers of banking services.
"David T. Llewellyn, Professor of Money and Banking at the When conS‘ld.en‘ng strategic issues in banking it is
Loughborough University Banking Centre. necessary to distinguish between the demand for
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traditional banking services and the position of banks
in supplying those services on the one hand, and the
actual business conducted by banks on the other. An
instructive analogy is found with the history of the
stage-coach industry: stage coach companies disap-
peared not because the demand for travel declined
but because new methods of providing travel services
emerged. Companies in any industry may decline
either because the demand for the product declines or
because new suppliers emerge. Although the demand
for traditional banking services will rise throughout
the rest of this century (and probably relative to
incomes), this does not in itself mean that institutions
called banks will automatically be the suppliers of
these services. Similarly, it does not follow that banks
in the future will only be conducting the traditional
banking business they have conducted in the past.
Two major determinants of structural change in the
banking industry are likely to emerge over the rest of
this decade and beyond. Firstly, entry barriers into
banking will decline further, with the implication that
more institutions other than banks will in the future
be providing traditional banking services. At the same
time, it will become easier for banks to diversify into
providing a wider range of non-traditional banking
services. In particular, more of banks’ business will be
conducted off the balance sheet compared with the
past.
Throughout the world, changes in regulation have
fundamentally altered the business and competitive
- environment in which the banking industry operates,
and this has short-run and long-run dimensions. With
respect to the short-run, changes in regulation during
the 1980s operated as a substantial »shock« to the
financial system, and banks and other institutions
made serious mistakes in their response to those
shocks. However, the long-run dimension to the new
regulatory environment is likely to be of more
significance. Almost always and in any industry, regu-
lation creates economic rents and protection. This
protection frequently leads to increased costs, buoy-
ant profits, and over-capacity. Historically, regulation
in banking has been protective and has often had the
effect of limiting balance sheet growth. It has also had
the effect of limiting competition on the premise that
»excess competition« in banking can lead to increased
risk. In terms of the trade-off between efficiency and
stability, stability has often been given higher priority
than efficiency. Regulation in banking has also
frequently condoned restrictive practices and anti-
competitive devices, and has in general had the effect
of limiting the role of price competition (Llewellyn,
1986). In turn profits were, in this regulated industry,
reasonably assured, there was a high value to the
banking franchise, and risks in banking were
comparatively low as credit rationing was the norm.
At the same time, costs tended to rise to exploit the
economic rents created by a protective environment,
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and non-price competition dominated over price
competition. This in turn also led to an excessive cost
structure. All of this created incipient excess capacity:
it created capacity in the banking industry that was
viable while the protection lasted but would prove to
be unsustainable in the absence of that protection.

In many countries banks over-expanded during the
1980s (in some countries also during the 1970s)
because they underpriced their products and services.
This can be demonstrated by a few examples:
competition (especially in wholesale and international
banking) eroded lending margins to unsustainable
levels; in many countries banks have not reflected
adequate risk premia in their lending interest rates;
the pricing of many banking products has been based
on a complex network of cross-subsidies which are
likely to prove to be unsustainable in a competitive
environment; in many countries the regulation of
interest rates, which frequently meant that the
economic price of deposits was not being paid,
conferred substantial »endowment profits« on the
banks. Overall, it is unlikely that the rate of expansion
of banks’ on-balance-sheet business experienced in
many countries during the 1980s will be repeated:
history is likely to prove that this was an unsustainable
rate of growth because much of the business was
underpriced.

Capital, especially tier 1 capital, is likely to become
a major issue in Swedish and global banking. In
particular, the focus of banking performance will in
the future be more related to the rate of return on
equity than to considerations of the size of the balance
sheet, the rate of growth of on-balance-sheet busi-
ness, and considerations of market share. Capital is
likely to become the banks’ most scarce resource.

A central issue in Swedish and other financial
systems in the years ahead will be the balance of
financing undertaken by, respectively, financial insti-
tutions (including banks) and the capital market. In
many respects, and especially for wholesale corporate
banking, the capital market is a major competitor to
banks and this trend will continue in the future. Tech-
nology has reduced transactions costs in capital
markets, and financial innovation (the creation of
new financial instruments) has widened the range of
capital market facilities. It is likely, therefore, that in
the future large corporations will find themselves
financing their requirements relatively more in the
capital market than from banks than has been the case
in the past. A shift is therefore to be expected in the
relative roles of markets and institutions in the years
ahead.

The overall conclusion is that banking will not be as
protected as it has often been in the past, and that as
a result the value of the banking franchise is likely to
decline. In many respects, banks are losing some of
their competitive advantages in the provision of
services and, increasingly as entry barriers come
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down, they are losing monopoly power. Most espe-
cially, the trend has been (and will continue to be) for
non-bank financial institutions and non-financial
banking institutions to become more serious compet-
itors to banks in the provision of a range of traditional
banking services. This is likely to accentuate problems
of excess capacity which will become a major strategic
issue for banks. In addition, the role of markets is
likely to increase in the financial system and in the
financing of the corporate sector in particular, Over-
all, therefore, it is likely that competitive pressures
will intensify yet further and that banks will face
competition from markets, the capital market, non-
bank financial institutions, and non-financial banking
institutions.

Secular pressures on banking

While the significance of the recent sharp deteriora-
tion in the financial performance of banks is not to be
underestimated, the thesis is that longer-run, secular
pressures are likely to be more powerful in determin-
ing the evolution of banking to the end of the decade
and beyond. These pressures are likely to be more
powerful than e.g. the responses to the banking crisis
in Sweden. A component of the analysis is that banks
over-expanded during the 1980s and to an unsustain-
able degree: this over-expansion was in part associ-
ated with the stock-adjustment effect of the change in
the regulatory regime. For this reason, the growth of
balance sheet positions is likely to be considerably
weaker for the rest of the decade. In addition, deregu-
lation has removed economic rents that were previ-
ously created by regulation. In the process, this has
revealed excess capacity which was built up during the
previously protective environment.

Starting from the basic observations outlined
above, a series of inter-related secular pressures are
identified that, in varying degrees, impact on bank-
ing, although they are likely to impinge in different
ways in different countries, and to different degrees.
These secular pressures may be less immediate than
the current problems facing banks in many countries,
but they are nevertheless likely to be powerful in the
longrun and have major strategic implications.

Dominance of competition

The overwhelming pressure will continue to be
increased competition. Contestability in banking has
also been raised (Colwell, 1991). Banks will face more
intense competition on both sides of the balance
sheet: for deposits and loans. Entry barriers — both
innocent (e.g. scale economies) and strategic (e.g.
cartels) — will continue to decline. Technology is erod-
ing traditional innocent entry barriers (such as scale
factors and the requirement for a branch network for
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the delivery of financial services) and competition and
changes in regulation are eroding some traditional
strategic entry barriers (such as restrictive practices
and anti-competitive mechanisms). As already noted,
competition in the provision of banking services will
come from three major sectors: financial markets
(including the capital market), non-bank financial
institutions and non-financial institutions. The tradi-
tional barriers that separate these four sectors (includ-
ing banks) are steadily being eroded under the pres-
sure of changes in regulation, technology, increased
competitive pressures, and the evolution of strategic
objectives of different parts of the financial system.

Asymmetric competition

Competition has a powerful impact on any industry.
However, competition is working asymmetrically in
the financial industry: developments in technology
and the general erosion of entry barriers into banking
mean that it is easier for non-bank financial institu-

‘tions and non-financial institutions to diversify into

banking than it is for banks to diversify out of financial
services. As entry and regulatory barriers are eroded,
banks will face competition from a wider range of
potential competitors. Several examples in various
countries can be cited where new entrants have been
able to compete with banks in supplying traditional
banking services. Companies such as Volvo in
Sweden, British Petroleum in the UK, Renault in
France, have all been able to internalise some of their
banking services and, to some extent, provide a
limited range of banking services to others. Some
large corporate customers have become more
creditworthy than their bankers, in which case it is not
surprising that they both displace banks and to some
extent offer banking services to others. Two of the
largest corporate lenders in the United States are the
General Electric Company and the Ford Motor
Company; in many countries car manufacturers have
acquired their own banks for the provision of credit
to sales agents. As observed by Rosenblum and Pavel
(1986), industrial and transportation companies,
manufacturers and retailers have acquired insurance
companies, finance companies and leasing opera-
tions. Again in the United States, AT & T has become
one of the largest issuers of credit cards; in the United
Kingdom, Marks and Spencer (a retail store) offers a
range of financial services including consumer loans;

in many countries several stores have begun to offer

credit cards and other credit facilities. In the United
States, General Motors and IBM offer short-term
money market investment facilities and commercial
loans to companies. In the United States and the UK
even the standard current account service can now be
provided by money market funds. Together with
other factors, this trend has contributed to »excess
capacity« in many banking markets. If entry barriers



Secular Trends

are eroding faster (and to a greater extent) than exit
barriers, it is almost inevitable that excess capacity
will emerge. The significance of the asymmetric
nature of competition is that, in the presence of regu-
latory and economic barriers to banks diversifying out
of finance and buying non-financial companies, the
potential pressure on bank profitability of new
entrants cannot be offset by symmetrical diversifica-
tion.

Deconstruction

A further feature reducing entry barriers is the
process of deconstruction. This involves the process of
decomposing services into their component parts
which may then be provided separately. An example
is the standard loan which is not a single product or
process but three processes in one: an origination
process, an administration process, and the holding of
an asset. These need not be undertaken by the same
firm and if, for any reason, different firms have differ-
ent comparative advantages in different parts of the
process, the logical development is for each process to
be supplied separately by the firm which has a
comparative advantage in doing so. Firms which have
an efficient capability for originating and adminis-
tering loans (e.g. because they have a branch
network) may not necessarily be the most efficient at
holding assets on the balance sheet. Similarly, in the
UK and US, credit card companies are sub-
contracting the administration of their business to
outside organisations. A third example is the process
of securitisation of bank loans: a bank makes a loan,
temporarily holds it on the balance sheet, but
subsequently securitises it on the capital market. This
process of deconstruction or unbundling effectively
lowers entry barriers as it means that new organisa-
tions are able to enter a market because they need not
be involved with the whole process; they are able to
concentrate on that part of a business where they have
a comparative advantage. This is also related to the
question of economies of scale. The major economies
of scale in banking relate not to institutions but to
processes and functions. In general, specialist pro-
viders tend to be more efficient than others. One of the
major pressures in the banking industry in the years
ahead will be the deconstruction process where each
institution concentrates on that part of the business
and those processes in which it has a comparative and
competitive advantage. In a similar way, develop-
ments in the application of options and asset pricing
theory, securitisation, and the evolution of contingent
claims and guarantees, have also led to a deconstruc-
tion of the services traditionally provided by banks
into their constituent components. Some of these
services can now feasibly be provided more efficiently
in the capital market. For instance, the general devel-
opment of »pass-through« securities and securitis-
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ation in general has resulted in a segmentation of the
origination, servicing, credit-evolution, and pricing of
credit risk from the credit intermediation function
(Eisenbeis, 1990).

Technology and delivery systems

Developments in technology will clearly have a
powerful effect on the mode of delivering financial
services. In particular, the branch network is likely to
become less important for delivering financial
services. On the other hand, direct banking (postal
and telephonic delivery systems) will become
comparatively more important. This has potentially
important implications for competitive strategies in
that institutions with a substantial branch network
may find that what used to be a major competitive
advantage because it created an entry barrier,
becomes one of their most expensive problems.
Developments in technology have the effect that
financial systems are substantially over-supplied with
infrastructure and overlapping delivery systems
through a duplication of branch networks. One of the
major strategic challenges will be to reduce the scale
of the branch network.

Technology and information

Several theoretical approaches to the existence of
banks focus upon various information problems and
how banks are able to handle them more efficiently
than the capital market and bilateral transactions
between borrowers and lenders (see, for instance,
Bernanke and Gertler, 1986, and Bisignano, 1992).

Technology has the potential to increase the avail-
ability and reduce the cost of information. This is
potentially important because information has histor-
ically been one of the banks’ major advantages. Given
that ultimately financial institutions are in the
»information business«, anything that impacts on the
availability, cost and management of information has
a decisive influence on their business. A combination
of new technology, the increasing role of rating
agencies, and more extensive disclosure laws are in
effect reducing the banks’ traditional information
advantage. In some cases, information which was
previously a private advantage to the bank has
become more of a public good. Information techno-
logy will both increase the access to, and reduce the
cost of, information.

Interaction of competition and regulation

The interaction of competition and regulation may
create what has been identified as a »strategic
dilemma of world banking« (Llewellyn, 1989). This
has been related specifically to the Basle Capital
Convergence (BCC) proposals, and is outlined in
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Chart 1 Strategic dilemma of world banking
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Chart 1. Competitive pressures have the potential to
erode profitability and increase banking risks. The
former reduces the potential supply of internal and
external capital while the latter raises the cost of
equity capital, and raises capital requirements. At the
same time, regulation also raises capital requirements
under the BCC regime. As put by the BIS, »The need
for additional capital has coincided with a reduced
willingness on the part of the markets to provide it.«
The »strategic dilemma« is that the interaction of
competition and regulation has the potential to create
an imbalance in the supply and demand for equity
capital in banking and to raise the cost of capital. The
possible strategic responses to a capital constraint are
outlined elsewhere (Llewellyn, 1992c).

Excess capacity

In its 1992 Annual Report the BIS identifies »the
elimination of excess capacity in segments of the
financial industry« as one of the key future issues. If
entry barriers are declining faster and more substan-
tially than exit barriers, it is almost inevitable that
excess capacity emerges. The manner in which excess
capacity is removed will prove to be one of the major
strategic issues that banks have to face in the years
ahead. However, the concept of »excess capacity« is
difficult to apply precisely to banking, and is not
unambiguous. In formal terms excess capacity is iden-
tified as a market situation and industrial structure
where the level of output under monopolistic
competition is too low to exploit the full economies of
scale, and an increase in output (which would reduce
excess capacity) would lead to losses. At the industry
level there are too many firms each producing a sub-
optimum level of output. Although normal profits
might be made, there may be little incentive for
merger or take-over activity. A downward shift in
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demand increases excess capacity. In order to identify
such a case of excess capacity in banking it is necessary
to demonstrate that there are increasing returns to
scale and that normal profits are being earned. The
empirical evidence with respect to the former is
ambiguous (see Clark, 1988, for a review of the evid-
ence) and, beyond a comparatively small size, there
appears to be little evidence of a strong association
between size and efficiency in banking. Arguably,
small banks in many countries are characterised by
increasing returns, in which case a consolidation of
the banking industry through mergers would raise
profitability. However, the empirical evidence with
respect to economies of scale may not be relevant for
considering the economic viability of bank mergers.
Comparing existing banks and their cost structures is
not the relevant test for whether two banks should
merge. A bank, if it purchases another, is buying a
delivery system, staff and the franchise of the other
bank. If this franchise can be exploited within the
purchasing bank’s facilities (e.g. branches can be
closed and staff reduced), economies of scale will
exist.

Cost structure

As already noted, in some countries regulation of
banking has been protective and has induced banks,
in a generally weak competitive environment, to
develop cost structures which are unsustainable in a
more competitive market. To some extent, and in
some countries more than others, banks have become
locked into an uneconomic cost structure from which
it is difficult to escape. Current cost structures are
partly a reflection of strategies developed in an envir-
onment of low competition, high entry barriers,
restrictive practices and cartels, protective regulation,
and Jow technology, but which are now unsustainable.
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Endowment profits

In many countries, banks earn significant endowment
profits through »free resources« (reserves and inter-
est-free deposits). These endowment profits have
been eroded due to competitive pressures and the de-
regulation of interest rates and hence a significant
traditional source of profits has become less powerful.
Historically, the existence of endowment profits due
to banks’ access to cheap retail funds has acted as an
entry barrier to foreign banks. To the extent that the
cost of retail deposits rises towards the level of whole-
sale funds, the implicit competitive advantages enjoyed
by banks with access to retail funds is eroded and
foreign banks and new suppliers are able to compete
on less disadvantageous terms.

Cross-subsidies

Cross-subsidisation is a common pricing strategy in
multi-product firms, including banking. Since
competitive conditions between different banking
markets are not homogeneous, prices of individual
»products« (e.g. loans to different types of customer)
do not accurately reflect relative costs and risks. This
necessarily implies an ability to segment markets. As
competition intensifies, however, and particularly as
economic or regulatory entry barriers are lowered, it
is frequently »subsidising« markets which are targeted
and this erodes the »excess profits« earned by existing
suppliers. This in turn forces a change in pricing strat-
egies which, on the assumption that the cross-
subsidisation was designed to raise overall profits, has
the effect of eroding those profits. A particular and
instructive example is found in the UK mortgage
market which, prior to the entry of banks in 1981, was
a virtual monopoly of the cartelised building societies.
Although large mortgages are cheaper to administer
and in general less risky, building societies tradition-
ally charged a higher rate of interest on larger loans.
In effect large mortgage borrowers subsidised smaller
borrowers. This pricing policy partly reflected the
mutual status of building societies. It is not surprising
that, when entry barriers were lowered (due to a
change in regulation) and banks entered the mortgage
market on a large scale in 1981, banks immediately
targeted the large mortgage sector. Within months
this forced building societies to reverse their previous
cross-subsidising pricing policies. The general predic-
tion is that, as competition develops yet further, the
potential for banks to engage in cross-subsidising
pricing behaviour will be eroded. This would be a
further factor eroding overall profitability.

Regulation

The author has analysed elsewhere (Llewellyn, 1992a
and 1992b) the role of de-regulation in the banking
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crisis in Scandinavia and elsewhere. However,
changes in the regulatory environment also have
significant long-run implications. Regulation in bank-
ing has frequently had the effect of limiting competi-
tion and sustaining various restrictive practices,
cartels and anti-competitive mechanisms. In various
ways, especially because of the impact of limiting
competitive pressures, regulation has acted as a
protection to banks. Regulation often creates eco-
nomic rents which can be used in various ways that
would not be sustainable in more competitive condi-
tions. As a result, in a regulated environment profits
are reasonably assured, banks practice credit-
rationing, risks are limited, costs may be increased to
the extent that the rents earned through protective
regulation are absorbed by managerial-expenses-
preference behaviour, and excess capacity is created
and sustained. It also tends to induce non-price rather
than price competition. To some extent, therefore,
regulation exaggerated the comparative advantages
possessed by banks because it created a protective
market environment. Deregulation implies that banks
cease to benefit from, what in practice has often been
protective regulation. To the extent that regulation
has been protective, deregulation may have the effect
of exposing incipient excess capacity in banking.

Money transmission services

One of the banks’ core services is managing the
payments system. Increasingly, however, it is likely
that they will lose this monopoly as alternative
suppliers of payments services are developed. The
development of close money market substitutes for
bank deposits, such as unit trusts, and money market
funds, together with the evolution of cash manage-
ment devices (e.g. use of zero balance accounts)
means that there is less need to hold money balances
in traditional bank demand deposit accounts. Excess
balances can immediately and automatically be trans-
ferred to money market securities until needed for
transactions purposes.

Capital markets and securitisation

In some models, the existence of banks is viewed as
an endogenous response to imperfect and incomplete
markets. In a world of zero transactions costs,
complete and symmetrically available information,
with a complete set of markets to cover all possible
future states, there would be no market role for banks
as financial intermediaries (i.e. their role in accepting
deposits with one set of characteristics and creating
assets with a different set). Although these conditions
are not met in practice, the process of financial
innovation and the creation of a wider range of
financial instruments (spectrum filling as described in
Llewellyn, (1985 and 1992d)), has reduced the degree
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of market imperfections and incompleteness. The
process of »spectrum filling« reduces the number and
extent of discontinuities in the range of market instru-
ments. Borrowers now have a wider range of capital
market instruments. Van Horne (1985) argues that
securitisation and financial innovation lead to more
complete markets. In addition, new information and
trading technology has reduced information and
transactions costs in capital markets relative to bank
lending costs (Karaken, 1987). Financial innovation
and technology (together with the development of
rating agencies) are eroding transactions and informa-
tion costs and market imperfections which have been
the basis of banks’ efficiency and comparative advant-
age over capital markets (Eisenbeis, 1990). In addi-
tion, banks’ own cost structures (including the cost of
capital) may also have eroded some of their compara-
tive advantages. Van der Hoeven (1993) also notes
that the development of financial markets has offered
appreciable improvements in the form of better price
formation and versatile risk management. For reasons
outlined in earlier sections, banks have been losing
some of their traditional advantages vis-a-vis the
capital market for corporate sector business. Table 1
indicates that in many countries, banks have been
losing share in the financing of the corporate sector.
The loss of share has been particularly marked in the
US, where bank lending as a proportion of funds
raised in credit markets declined from 49 per cent in
1980 to less than 17 per cent by the end of the decade.
Overall, the capital market has become a more
formidable competitor to banks and this is likely to
develop further in an increasing number of countries.

Future evolution of banking

Having considered pressures that are likely to
impinge upon the banking industry in the years ahead,
this section discusses how these pressures may be
resolved. In so doing an attempt is made to highlight
some of the changes in the structure of the banking
industry and the operation of the banking firm that
may emerge.

Nature of banking

The traditional view of a bank is that of a financial
intermediary: an institution which accepts deposits
with one set of characteristics and makes loans or
acquires assets with a different set. Emphasis is tradi-
tionally given to on-balance-sheet business. In the
face of increasing non-traditional competition,
together with the growth in domestic and interna-
tional capital markets, banks are attempting to rede-
fine their businesses. The traditional financial inter-
mediation role of banks (most especially with respect
to the corporate sector) is likely to become a relatively
less important part of the overall business as banks
diversify into providing a wider range of services. In
turn, this will erode what are in some countries tradi-
tional or regulatorily-imposed distinctions between
the six major sectors of finance: commercial banking,
investment banking, securities trading and broking,
insurance, and fund management.

The structure of banks’ income

As a result of this, it is likely that the proportion of
banks’ income earned through off-balance-sheet busi-
ness will rise; off-balance-sheet income will rise rela-
tive to income derived through the net interest
margin. This has ailready become apparent in many
countries, though no discernible trend is yet apparent
in Sweden. Thus in the UK, the proportion of gross
income contributed by net non-interest income rose
from 36 per cent in 1984 to 41 per cent in 1991, while
in Sweden the proportion for commercial banks
declined from 30 per cent to 25 per cent.

Further deconstruction

Competitive pressures are likely to mean that the
process of deconstruction will develop further as
banks and other financial institutions concentrate on
those areas where they have a comparative and
competitive advantage. This may mean that some
parts of banking business will be broken down into
component parts and supplied by different institu-
tions.

Business objectives

The ethos of banking is likely to change yet further in
the direction of focusing upon capital and profitability
as the central strategic business objective. This has
major implications for pricing, the sustainability of
cross-subsidies, and the allocation and management
of capital within the banking firm. Overall, the rate
of return on equity rather than balance sheet size and
growth is likely to become the dominant business
objective, and this could significantly affect the
internal culture of banks.
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Management of risk

With respect to management procedures and given a
potential capital constraint, a major imperative will
be to develop risk analysis systems to precisely
identify, measure and contain risks, and to internally

. allocate potentially scarce capital to different risk
areas. This is especially significant given that, as
competition intensifies on both sides of the balance
sheet (from the capital market on the assets side and
money market and mutual funds together with unit
trusts on the liabilities side), risks are likely to rise on
both sides of the balance sheet. Financial innovation
is likely to develop further both as a means of creating
new capital and equity instruments, and for economis-
ing on capital via mechanisms enabling institutions to
reduce the overall risk of their portfolio. Diversifica-
tion in a context of potential capital constraints also
necessitates the development of internal control
systems. In many industries, including finance,
mistakes are made because of a lack of adequate
control systems. This potential is particularly marked
in finance as there is a tendency towards over-reaction
which becomes increasingly hazardous in a capital-
constrained environment where there is less scope to
sustain the collective excess capacity that results from
over-reaction.

Pricing of services

As part of the shift in objectives towards profitability
as the ultimate end, banks will be under increasing
pressure to give greater attention to the pricing of all
of their services. In particular, competitive pressures
are likely to erode yet further the ability of banks to
‘cross-subsidise some of their business components.
The general trend is likely to be towards the explicit
charging of the economic cost of all aspects of banking
services. This in turn implies a priority to identifying
the costs of alternative services.

Cost strategies

Again as part of this overall strategy, banks will be
forced to develop active cost management strategies.
There are few banks that are not already under
considerable pressure to substantially reduce costs.
The more competitive market environment means
that price competition will become more important.
In the past, banks have often competed with each
other in ways that effectively increase their costs in the
absence of price competition. It is likely, however,
that this will be reversed and increasingly banks will
be under pressure to reduce their cost structures
because of competition.
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Consolidation of structure

1t is likely that a consolidation into a smaller number
of larger banks will occur within the banking industry.
The BIS (1992) notes: ».. .forces are obliging many
banks to consolidate ... whether the competition
stems from within the industry or outside it, from
other financial intermediaries, open capital markets
or even non-financial companies themselves«. A
»merger movement« has become a pronounced
feature of the US banking industry, which is viewed
as a »solution« to excess capacity, a lack of capital and
to poor profitability (Frazer 1991). There has also
been a marked increase in the number of mergers and
acquisitions in banking in EC countries. The OECD
notes a rise from 52 in 1984-85 to 239 in 1989-90.
Major banking mergers have taken place in Austria,
Denmark, Italy, Japan, Netherlands, Norway,
Sweden and Spain. In Sweden, for example, the
number of credit institutions has been greatly reduced
through mergers, along with a decreased number of
co-operative and savings banks and finance corpora-
tions. The financial crisis has accelerated the pace of
restructuring and consolidation. The consolidation
movement in Sweden is discussed in more detail in
Blomberg (1993). Overall, the likely trend in many
countries is a reduction in the number of independent
banking units and a concentration to fewer and larger
units.

New patterns in structure

Given the trend towards banks diversifying into insur-
ance, the consolidation could also take the form of
mergers between banks and insurance companies.
This has already occurred in some countries. A yet
more radical structural change (as envisaged by some
strategists in the US) could conceivably be links
(including possible ownership links) between banks
and non-finance companies, though changes in regu-
latory attitudes would be required. The consolidation
could also involve elements of trans-national consol-
idation, particularly with respect to joint ventures,
mutual-equity holdings and strategic alliances
between banking institutions in different countries.
The ambition to complete the EC internal market in
financial services has already acted as an impetus to
such strategies.

Role of markets

A central theme is that markets could become more
important relative to banks than has been the case in
many financial systems in the past. As already noted,
it is likely that, in some areas (e.g. large corporate
business), banks will lose market share to the capital
markets (primary securitisation). However, this need
not displace banks altogether as there is often a
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requirement for »credit-enhancement« provided by
banks. Leland and Pyle (1977) also argue that bank
lending to companies itself signals an implicit rating
to the capital market and may, therefore, increase the
availability and lower the cost of capital market
finance. Banks also face competition from markets on
the liabilities side with the development of mutual
funds and unit trusts with characteristics similar to
bank deposits. This increased competition for
deposits is likely to raise the relative cost of retail
deposits, erode lending margins, and increase funding
risks as the volatility of deposits might be expected to
rise. However, the development of mutual funds and
market-based deposits need not necessarily represent
a total loss for banks. Many mutual funds and unit
trusts are managed by banks and hence, while the
bank itself loses retail deposits, the banking group
(i.e. the bank plus the mutual fund) secures funds in
other ways and acquires marketable assets. Thus
while the development of securitisation is a potential
loss of assets to the bank, and the emergence of
mutual funds and unit trusts creates a potential loss of
deposits, to the extent that the mutual fund is
managed by the bank it is the form of intermediation
through banking groups that changes rather than the
total. On the assets side of the group the bank
switches from loans to securities (possibly involving
the same borrower), while on the liabilities side the
switch is from deposits at the bank to customers’ hold-
ings of units.

Securitisation

Increasingly banks will come to securitise a significant
proportion of their assets which will have major
implications for banks. First, it implies that, relative
to margin income, fee income will become an increas-
ing proportion of banks’ total income. Secondly, it
implies that the relative contributions from the capital
market and the banks to the financing of the corpor-
ate sector will shift towards the capital market.
Thirdly, it also implies that the liquidity of banks’
balance sheets will increase. Fourthly, the nature of
banking business will change as banks become
managers of securitised assets (Economist, 1992). It
may also mean that banks will increasingly operate as
originators and packagers of credit risks which are
ultimately assumed by others. In some senses, secur-
itisation undermines much of what banks have tradi-
tionally been paid for: analysing non-standardised
credit and holding it in the form of non-tradeable
assets against their own capital. Securitisation does
not mean that banks lose corporate sector business. It
is more likely to mean that the role of banks in the
process of company financing will change. It also
implies that the future rate of growth of banks’
balance sheets is likely to be considerably lower than
in the past. At the same time, the process of

30

securitisation in its various forms means that the tradi-
tional rigid distinction between capital market and
bank financing will increasingly become less evident.

Retail banking

Within banking business, it is likely that a relative
shift will occur towards retail business as it is in this
sector that banks retain competitive and information
advantages compared with the capital market.
Competition in wholesale banking tends to be more
intense than in retail banking as large corporate
borrowers have access to global capital and banking
markets. However, such a shift is likely to erode core
profitability in the retail sector in the same way as
competition has eroded profitability in wholesale
banking business.

Delivery systems

A major strategic issue to be addressed by banks in
many countries is the role of technology in changing
the economics of delivering financial services
(Howcroft, 1987). At the retail level the traditional
mechanism has been the branch network which has
also acted as an effective entry barrier. Almost univer-
sally there is excess capacity in the branch network,
with a costly duplication of the basic infrastructure of
banking. Delivery strategies will be developed at two
levels: a rationalisation of the branch network, and
diversification in the structure of delivery systems.
Howcroft (1987) considers these issues in the context
of larger-scale changes in the structure and manage-
ment of retail banking operations.

Strategies to reduce the number of branches are
frequently difficult to implement as, while costs are
cut, 5o too is revenue as customers are lost to compet-
itors. In some cases the major benefit of closing a
branch is reaped by competitors who are able to
absorb the franchise within their existing cost base.
This problem can be resolved in three main ways: (1)
by mergers or acquisitions with the intention of clos-
ing branches and exploiting the combined franchise at
a lower cost than the sum of the amalgamated banks;
(2) by banks acting co-operatively to close or
exchange branches, and (3) by sales of branches to
competitors.

The second delivery strategy will involve diversi-
fication as banks become less dependent upon the
branch network as the predominant, if not exclusive,
delivery mechanism. Developments in information
and delivery technology will be the dominant pressure
in the evolution of new delivery strategies. Direct
banking falls into two categories: (1) Telephone-
based: banks offer terms and conditions which are
similar to their branch-based accounts, but attract
customers with the convenience of a telephone service
which is manned at all hours of the day, every day of
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the year, and (2) Postal-based: banks target large
deposits by offering above-average rates of interest,
offset by the low costs of running efficient processing
centres which handle postal business only. Judging by
experience in the UK, the immediate target market
for telephone-based direct banking is 10-20 per cent
of the population. However, the eventual potential
may be much higher, since acceptance of new ideas
can gradually diffuse through the entire population,
especially when a new service appeals particularly to
younger people. For instance, the initial potential
market for self-service shopping (supermarkets, self-
service gas stations and ATMs) was no doubt low, but
has grown to be almost unlimited over time.

Conclusions

In various ways the related pressures of competition,
de-regulation, financial innovation, and technology
have eroded some of the comparative advantages of
the banks in their traditional financial intermediation
business. Regulation in earlier years exaggerated the
comparative advantages possessed by banks because
it created a protective market environment. Now,
following de-regulation, banks in some countries are
losing their predominant role as deposit-takers and
lenders to companies. Market pressures are also erod-
ing the market imperfections which gave rise to the
banks’ comparative advantage over intermediation in
capital markets (Eisenbeis, 1990). Financial innova-
tion and technology are eroding transactions and
information costs and market imperfections which are
the basis of financial institutions’ efficiency over
direct credit markets. In addition, banks’ own cost
structures (including the cost of capital) may also have
eroded some of their comparative advantages. Above
all, banks are no longer the only suppliers of banking
services: there are many traditional activities of banks
that can now be undertaken equally well by markets,
non-banking financial institutions, and non-financial
companies. The overall impact of these factors can be
focused in a general proposition: that the value of the
banking franchise is being eroded. For all the reasons
discussed, banking markets are less the captive
preserve of banks. As noted by Bisignano (1990):
»With the decline in the franchise value of banks, the
banking systems in some countries are shrinking. . .«

This does not necessarily mean a pessimistic
outlook for banking firms as the business of the bank-
ing firm may change towards the provision of a wider
range of financial services relative to the traditional
financial intermediation and on-balance-sheet role.
Banks will adapt and the nature of banking business
will continue to evolve. However, it is unlikely that
the market will continue to support anywhere near the
current number of banks in the global financial
system. Thus, the ongoing consolidation will continue
in the years ahead.
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Banking Industry in the EC’s Internal Market

JEAN DERMINE*

The EC internal banking market is operative since January 1993. Early evidence of effects of European
financial integration shows that major driving forces in the industry’s restructuring are competitive deregu-
lation and taxation. Additional legislative work is needed to achieve open and stable financial markets.
Home country control of international banks needs to be complemented by host country control. The
deposit guarantee schemes should be modified by rendering insured deposits »first order claim«. A Euro-
pean authority is needed to ensure that banks do not exploit domestic rents to subsidize international
activities. Finally, tax evasion is an issue that remains to be addressed by the EC authorities.

Introduction

At the Council of Ministers held in Milan in 1985, the
European Commission proposed a detailed timetable
for the complete integration of European markets by
January 1993. The aim was to dismantle the technolo-
gical, regulatory and fiscal barriers which prevented
the free flow of goods, capital and persons in the
European Community. As concerns banking and
financial services in general, a major issue was
whether regulation and supervision must be handled
by a unique European authority, or whether it can be
delegated to independent national central banks and
supervisory bodies. After twenty years of trying in
vain to harmonize national banking regulations, the
European Commission adopted the principle of home
country control and the opening of borders with
minimal harmonization of regulations. Each country
will recognize the competence of foreign authorities
to regulate and supervise their own banks. This prin-
ciple of decentralizing regulation and supervision was
reconfirmed in the Maastricht Treaty.

The issues raised in the paper go beyond the
creation of a European market, as they relate to
international trade in financial services. At a time
when the North American Free Trade Agreement
(NAFTA) proposes to integrate further the econo-
mies of Canada, the United States and Mexico, and
services are being included in a new GATS regime as
a result of the Uruguay Round, it appears useful to
have a critical review of the approach adopted for the
integration of financial markets in the European
Union.

* Jean Dermine is professor of banking and finance at INSEAD,
Fontainebleau, France, and a director of their International
Financial Services programme.
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The paper is structured as follows. The European
banking industry and the early effects of financial
integration are described in the first section. Section
2 gives a brief overview of the legislation developed
by the European Commission. The regulatory issues
linked to the integration of national markets are
presented in the third section. Finally, two issues are
identified which remain to be solved: Deposit insur-
ance, and taxation of income on capital.

European banking structure

The EC banking industry contains 2183 commercial
banks and 2478 savings or mutual banks. It is still a
fragmented market where leading financial institu-
tions have a substantial share of their domestic market
(e.g., 84 per cent in the Netherlands, 77 per cent in
Denmark). At European Community level, however,
the five largest institutions control only 14 per cent of
the market. In Europe, banks play a major role in the
financial system, with a ratio of total assets to GDP of
1.7, compared to 0.8 in the USA, and 2.8 in Japan.
Financial services represent a major source of
employment and exports for several countries. Table
1 reports the results of a recent study by the OECD
(1993) on the relative importance of financial services
in international trade. The figures, which refer to the
share of fees and commissions (excluding interest
revenue) in trade, show sharp differences across
countries, with France leading with a share of 5.7 per
cent of exports of goods and services linked to
commissions and fees.

As documented in Table 2, the type of ownership
of banks in Europe is rather diverse. Of the 100 larg-
est credit institutions, only 44 are privately owned.
This raises the issue of fair competition between
private and public institutions. So far and to my
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knowledge, no empirical studies have yet analysed
this in depth, nor has any case been brought to the
attention of the European Commission or the Euro-
pean court of justice.! The public ownership issue
could diminish in importance with the large privatiza-
tion programmes underway in several countries.
Over the last twenty years, banks from Belgium,
Denmark, France and Spain have benefitted from
regulations or »gentlemen’s agreements« on interest
rates paid on retail deposits. As Table 3 shows, inter-
est margins on demand deposits have reached 11

'In 1991, Mr Lilley, UK Trade and Industry Secretary, tried to
block the acquisition by Credit Lyonnais of Woodchester Invest-
ment, an Irish-based finance company with interest in Britain.
The argument was that the acquisition of a private firm by a
nationalized French bank was »nationalization through the back
door«. A British Monopolies and Merger Commission’s investi-
gation concluded that there was no justification for blocking the
deal on competitive grounds.
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percentage points on average in Belgium and France
over the period 1980-85.

In contrast, spreads were much smaller in Germany
and the Netherlands. The major reason for the diver-
gence in spreads was that the market (interbank)
interest rate was much higher in some countries than
in others, allowing banks from the former group to
realize more benefits from deposit rate control and
pricing arrangements. Interestingly enough, the more
recent period 1987-92 shows a clear pattern of conver-
gence. Interest rate margins are going down in
Belgium, France, Denmark and Spain, and up in the
Netherlands and Germany. The convergence of
spreads is a direct effect of the convergence of short
term interest rates brought up by the European
Monetary System and the abolition of capital
controls.

Besides the convergence of margins on retail
deposits, major impacts result from the competitive
deregulation undertaken by national regulators
attempting to enhance the attractiveness of their
home market. An example concerns the reduction of
taxes on interest income. The case of Belgium docu-
mented in Table 4 is symptomatic. Banks in that coun-
try used to benefit from tax-free low cost savings
deposits (»carnet de dépdts«), which were highly
competitive vis-a-vis other instruments, those being
taxed at 25 per cent. In April 1991, the Minister of
Finance lowered the tax rate on interest income to 10
per cent to reduce capital outflows to Luxembourg.
As a result of the lost advantage, the banks have seen
the low cost fraction of their funding base reduced
from 49 per cent to 34 per cent in less than two years.
It is my view that competitive deregulation and taxa-
tion have been much more powerful so far than
market penetration by foreign institutions. As Table
5 documents, the market share of foreign institutions
in domestic markets has not changed much over the
years, whether in an open market such as that of the
United Kingdom, or in a fairly closed market such as
the German.

The creation of competitive financial products is
forcing banks to reduce their costly branch network.
This is often achieved by domestic mergers between
the largest banks. Table 6 documents the major
mergers that have taken place in Denmark, the
Netherlands, Spain and Italy. As is quite apparent,
countries such as France and the United Kingdom
have not yet had a major restructuring.

Finally, besides domestic mergers, there has been
a major expansion into life insurance to exploit more
completely the distribution capacity of the branch
network. Table 7 documents the major penetration of
banks into insurance in Spain, France and the United
Kingdom.

These are early results of banking systems prepar-
ing for more competition. They raise substantial
issues of fair competition. Indeed, since individual
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countries are responsible for the type of ownership
(private or public) and the degree of concentration on
their domestic markets, there is the possibility that
some countries will try to create national »cham-
pions« to compete on world markets. One needs a
European authority to ensure that banks do not
subsidize their international activities with oligopolis-
tic rents earned on the domestic markets.2 One could
argue that oligopolistic rents will disappear in the
presence of free entry. However, some industrial
organization scholars, such as Vives (1991), take the
view that retail banking does not seem to fit the model
of »contestable markets«. In a contestable market,
potential competitors discipline established firms
since these are vulnerable to hit and run entry. In
retail banking, fixed costs entailed in branching, the
creation of networks (like ATM systems), the pres-
ence of switching costs for consumesrs, and reputation
effects, could be effective barriers to entry. Only time
will tell the significance of these barriers, which, in
view of the significant market shares built in some
domestic markets, should be monitored closely.

The EC approach to integration

In the context of banking, the 1985 White Paper calls
for a single banking license, home country control,
and mutual recognition. These principles are incorp-
orated in the Second Banking Directive. All credit
institutions authorized in one EC country will be able
to establish or supply financial services in all the other
countries without further authorization. The banking
model adopted by the EC is the universal banking
model. It permits banks to undertake investment
banking activities and leaves it to national legislators
and supervisors to regulate the eventual links between
insurance, commercial and industrial groups, and
banks. For instance, it is known that the Bank of
England would not favor the ownership of banks by
industrial groups, while this is allowed in Franceand
Belgium. The Second Banking Directive calls for
home country control on solvency,® but recognizes
explicitly that host country regulations will apply for
monetary policy reasons, for market risks, and to
protect »public interest«. To address a need for
minimal harmonization of regulations, the Directive
calls for minimal equity, harmonized capital adequacy
and large exposure rules, supervisory control of major

2 An alternative is to refer all mergers to a single European
authority. But this would run against the principle of decentraliza-
tion, very much in favour in Europe. Since September 21, 1990,
the European Commission can only investigate mergers involving
large firms operating in several countries.

3 As discussed in Norton (1991), the EC directives have basic ideas
in common with the Basle Concordat (June 1993) on guidelines
for consolidated supervision, and the division of supervisory
responsibilities between the home and host states.
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shareholders and of banks’ permanent participation
in the non-financial sector.*

A supportive legislation is the Directive on
complete liberalization of capital flows from June
1990. However, that directive contains a safeguard
clause authorizing Member States to take necessary
measures in the event of balance of payments prob-
lems.

The integration of investment services (investment
banking) proceeds in a similar manner. The Direct-
ives for Investment Services in the Securities Field
and for Capital Adequacy provide, from 1995, for a
single licence as well as home country regulation and
control of ownerships, capital adequacy, risk manage-
ment and compliance with prudential rules. A major
difference to the Second Banking Directive is that
substantial powers are given to host authorities
concerning rules of conduct of business. These
include share registration and new issues procedure,
securities prospectuses, investment management,
investor protection, insider trading and related
market practices.

The issue of reciprocity has received considerable
attention in non-member countries. Two concerns
have to be distinguished: The denial of national treat-
ment by a third country on one hand, and the denial
of effective market access comparable to that which
the Community grants to third countries on the other.
Article 9(4) of the Second Banking Directive deals
with the situation where, in a third country, there is
discrimination against Community financial institu-
tions, compared to domestic counterparts. In this
case, the directive provides for negotiation with the
option to suspend new banking licenses for institu-
tions from that country. In the second case ~ compar-
able access — Article 9(3) provides for negotiation
with the country, but without that option. A report on
the treatment of European financial institutions in
third countries was published by the Commission in
July 1992 (European Commission, 1992). Although it
recognizes the existence of discriminatory treatment
in some countries, the Commission recommends
negotiation in the framework of the Uruguay Round.
Moreover, the report makes no reference to a tempor-
ary suspension of authorization.

Finally, the December 1991 Maastricht Treaty on
Economic and Monetary Union will reinforce the
Single Market. Although the primary objective of the
European System of Central Banks shall be to main-
tain price stability, there are explicit references to
regulation and supervision.

»The European System of Central Banks shall
contribute to the smooth conduct of policies
pursued by the competent authorities relating

4 See Dermine (1990, 1993). Compliance with these regulations will
be enforced by national banking supervisors.
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to the prudential supervision of credit institu-
tions and the stability of the financial system . . .
The national Central Banks are an integral part
of the ESCB and shall act in accordance with
the guidelines and instructions of the European
Central Bank . .. The ECB may offer advice to
and be consulted by the Council, the Commis-
sion and the competent authorities of the
Member States in the scope and implementa-
tion of Community legislation relating to the
prudential supervision of credit institutions and
to the stability of the financial system ... The
ECB may fulfill specific tasks concerning
policies relating to the prudential supervision of
credit institutions and other financial institu-
tions with the exception of insurance undertak-
ings« (European Commission, 1992).

Although the exact rules governing the functioning of
the new system have yet to be worked out, the Treaty
is explicit on the principle of decentralization, and
allocation of regulatory and supervisory powers to
national central banks. It is only in very special
circumstances and with unanimity of the European
Council that the European Central Bank will be
allowed to regulate or supervise.

The nature of market failures in
banking markets

The EC approach of integration in banking leaves
Western Europe with an interplay of national regu-
latory systems, with only essential regulations being
harmonized. We can expect that regime to be subject
to various changes in the future, due to competition
in regulation as well as to Community efforts to
extend the scope of harmonization. In this section an
attempt is made to evaluate the EC regulatory system,
starting from the economics of market failure. Mainly
three types of market failures have been discussed in
the context of banking: imperfect (asymmetric)
information; the potential for bank runs and the
related fear of systemic crises; and trade policy related
issues.

Asymmetric information and consumer
protection

The most important case of asymmetric information
concerns imperfect knowledge about the solvency of
a banking firm. The difficulty to evaluate the solvency
of an institution raises an issue because an increase in
the riskiness of the asset of a financial institution or in
the degree of financial leverage (debt to equity ratio)
tends to transfer wealth from debtholders (depos-
itors) to shareholders, reducing the market value of
debt, while increasing the value of shares. The reason
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for this is that an increase in risk (variance of asset
return) allows the shareholders of a firm to reap
potentially large gains, while limiting the downside
risk to zero because of the limited liability character-
istic of shares. With perfect information, debtholders
(and employees) would react by increasing the inter-
est rate (salary) to offset that transfer to shareholders.
With imperfect information, depositors have difficult-
ies to prevent such transfers of wealth, leading to
suboptimal risk-taking in some financial institutions.’
However, the existence of imperfect information per
se does not yet justify public intervention. It has first
to be shown that private mechanisms cannot succeed
in solving the problem.

A natural solution to the imperfect information
problem would be the provision of information and
regulation of disclosure. However, the evaluation of
bank risks is a costly activity which could create a
»free rider« problem. The individual customer may
prefer not to engage in information search and
analysis on the assumption that other investors will do
this. In such a situation the provision of private
information is inadequate. Moreover, since informa-
tion once produced is available to consumers at a very
low transfer cost, the evaluation of banks should not
be undertaken by each depositor but could be deleg-
ated to a public agency or a private rating firm.
Furthermore, since small account holders may find
the cost of interpreting the rating too high or since
they care about risk-free deposits only, two alternat-
ives could be developed. The first is to have deposit
insurance, but it should be realized that this simply
transfers the information problem from depositors to
the deposit insurance agency. The second is to create
risk-free institutions, that is, intermediaries investing
all deposits in risk-free securities (the so-called
»narrow« bank proposal). Depositors would then
have the choice between institutions offering a higher
but risky return and those providing quasi-risk free
deposits. It would appear that the evaluation of risks
is not inherently more difficult in banking than in
other industries. A main difference is that it is quite
likely that a large fraction of depositors care for risk
free deposits, but these could be provided by the
markets.

In addition to the disclosure and evaluation of
information, there are two alternative private ways to
reduce the imperfect information problem: Reputa-
tion and industry insurance-warranty. Reputation
implies that firms who care for the value of their
franchise and long run profits have an incentive to
build internal control system to reduce risks and
fraud. However, a tradeoff will exist between (poten-
tially high) short term fraudulous profit and the bene-
fits of long term reputation. An alternative is for a

5 See L. White (1992) on the behavior of S&L institutions in the
US.
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firm or an industry to provide a warranty to guarantee
the quality of the services offered. For instance, a
private deposit insurance organized by the industry
could guarantee clients against potential losses. Peer
monitoring or industry self-regulation can also be
encouraged to prevent deviant behavior.

This analysis has shown that the information prob-
lem could be solved privately on the market in several
different ways: by disclosure, information gathering,
reputation, and guarantees. However, whenever
there is evidence that the market cannot discriminate
among firms,5 there is a case for the government to
regulate entry and ensure a minimal quality, as is done
for instance in the medical and legal professions. The
argument is that regulation is necessary to maintain
a minimum desired level of quality. In this context, a
question arises as to whether this should be done
privately or quasi-privately, as in Great Britain with
the Self-Regulatory Organizations (SRO), or whether
it should be public. The benefits of flexibility and
industry expertise provided by private self-regulation
have to be balanced against the risk of capture by the
SROs, whose members have an obvious incentive to
limit entry and competition. As there is currently no
empirical evidence in favor of one system or another,
we suggest allowing the national regulatory structures
to compete.’

Competitive deregulation immediately raises the
issue of the need to harmonize regulations at the
international level. The answer to this question is
again related to imperfect information. Competition
among national regulators or private clubs is desirable
whenever the parties can evaluate the quality of regu-
latory systems. For instance, competition among
regulators in Tokyo, Paris, Frankfurt, London and
New York will shape the developments of local stock
exchanges and the outcome will be optimal if particip-
ants can discriminate among different regulatory
systems. In this case, national treatment will be suffi-
cient. Harmonization of rules to ensure minimal qual-
ity would be necessary only if the market cannot
discriminate. This suggests that the degree of interna-
tional harmonization could vary for different activ-
ities and classes of investors, the »informed« and the
»non-informed«.

It has been argued that imperfect or asymmetric
information creates the potential for a market failure,
but appropriate rules on disclosure of information and
competition between firms or regulators can solve a
large part of the problems. One has to be careful to
avoid permanent regulatory interference, which can
create the »raison d’étre« of public intervention. For

6 Evidence is a strong word. In most cases, there will be a social-
political belief of the need to protect consumers.

7 An additional argument for this is that the »general equilibriume«
costs of regulation are not fully understood. With the exception
of a paper by Santomero-Watson (1977), most scholars have used
partial equilibrium models to analyse the effects of regulations.
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instance, the creation of a safe and publicly insured
deposits market reduces the incentives for informa-
tion gathering and the creation of risk free funds.®
This »laissez faire« policy should not imply that there
is no ground for public intervention to compensate the
unlucky or imprudent investors. The argument is that
transitory transfer policies should be used in these
cases rather than direct and permanent interference
with the functioning of private markets.

Thus, the analysis of the first type of potential
market failure, imperfect information, suggests that
sovereign countries should supervise the services
offered to the »non-informed«. In the European
Union, the »public interest« criterion could be used to
justify »host country« supervision. The second major
argument for the regulation of financial institutions is
the fear of bank runs and systemic risks.

Bank runs and systemic risks

Banks are by their inherent activities — funding illiquid
loans with short-term deposits — exposed to the risk
that depositors run to withdraw their funds. A run can
be triggered by bad news about the value of bank
assets or by any unexplained fear.® In both cases,
there may be a loss since illiquid assets will be sold at
a discount. Moreover, a bank failure could trigger
questions about the solvency of other banks, leading
to a systemic crisis. Here, a distinction should be
drawn between a »domino« effect and a systemic
crisis.

A »domino« effect exists if the failure of one bank
would directly endanger the solvency of other banks.
In my view, this risk is substantially reduced since
banks are collecting and controlling systematically
their counterparty exposure, helped also by netting
arrangements.

A pure case of systemic run could occur if, lacking
information, there is a run by depositors on all banks.
A market failure exists because a co-operative solu-
tion among depositors cannot be enforced. Collect-
ively, there is no incentive to run, but individually,
there is the incentive to be first in line to collect the
deposits at full value.

This market failure explains banking regulations
and the establishment of safety nets to guarantee the
stability of banking markets. They have taken the
form of deposit insurance and lender of last resort
interventions. I take the view that deposit insurance is
unlikely to contribute much to reducing systemic risk

® In a well known case in France (CODEC), a distribution company
was close to default on its commercial paper (held by money
market funds distributed by banks). The banks intervened to
absorb the losses. The first ratings on French money market funds
were made public in April 1991, ten years after the creation of the
market. .

9 Calomiris and Gorton (1991) argue that most of the bank runs are
linked to a decrease in value of bank assets.
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because it covers small deposits only, and that runs
are likely to be initiated by large firms or financial
institutions.!® Therefore, lender of last resort remains
the efficient tool to limit bank runs and systemic
crises.

The safety net with deposit insurance or lender of
last resort creates an additional problem in an interna-
tional banking system. It concerns the potential liabil-
ity of the lender of last resort. As lenders of last resort
will be concerned primarily with their domestic
markets and banks operating domestically,!! it would
seem legitimate that they keep some supervisory
power on all institutions operating domestically. That
is, host country regulation should apply to limit the
risks taken by financial institutions and the exposure
of the domestic central bank in cases of bailing out.
An alternative to host country control is to harmonize
completely the solvency standards of different coun-
tries, but experience has shown that it would be very
difficult to reach an agreement on common harmon-
ization. of regulations and supervisory practices.
Moreover, I do not believe that a centralized regula-
tion is desirable. Competition between national regu-
lators could produce efficient standards and prevent
the regulatory capture by the regulatees, as has
happened so often in banking in the last sixty years.
It thus seems reasonable to let domestic supervisors
keep some host supervisory powers on international
banks having substantial funding at risk in their
domestic market.

In this respect, the recent history of international
banking regulation is telling. In 1975, following the
failures of Franklin National and Bank Herstatt,
international supervisors adopted the Basle
Concordat, according to which bank solvency would
be assessed on a consolidated basis by the home coun-
try supervisor. A few years later, the failure of Banco
Ambrosiano Holdings in Luxembourg in 1982 forced
a revised Concordat (BIS, 1983), according to which
solvency would be assessed jointly by home and host
country supervisors. Finally, following the failure of
Bank of Credit and Commerce International (BCCI)
in 1992, the Basle Committee reinforced the power of
the host regulator. »If a country is unhappy about the
international supervision of a bank whose domicile is
elsewhere, it can impose restrictive measures on
branches of that bank on its territory. .. The most
draconian sanction would be to ban the branches.

However, a bank regulator might simply set a dead-

line for the bank and its home country regulator to
meet the acceptable standards« (Financial Times,
1992).

10 Eyropean deposit insurance is discussed in Section Four.

11 It js well known that the Bank of Italy did not intervene to prevent
the collapse of the Luxembourg-based Banco Ambrosiano Hold-
ing, because it created little disturbance on the Italian financial
markets.
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The analysis of the second type of market failure
(bank runs and systemic crisis) leads to the following
conclusion. Since domestic central banks will be
primarily concerned with the stability of their
domestic markets, they should have the right to
control the solvency of banks operating on their
domestic market. Since, in many cases, the solvency
would depend on the solvency of an entire group, I
would recommend joint supervision by the home and
host country authorities. The case for sole »home
country« supervision is weak as long as sovereign
countries are responsible for the stability of their own
financial markets.

Fair trade

Two issues will be dealt with in this context. The first
relates to implicit guarantees given by central banks.
The second refers to the possibility of cross-border
subsidization.

Public safety nets can entail an implicit subsidy that
affects competition. For instance, deposit financing
can reduce the cost of funding loans because of the
implicit guarantee given by the lender of last resort.
To foster stability and create a level playing field, the
Bank for International Settlements and the European
Commission have enforced minimal capital require-
ments, and lending limits on large exposure. From the
point of view of competition, the international
harmonization of prudential regulations is warranted
when the objective is to create a level playing field.
But harmonization should be limited to that object-
ive. Quite often the identification of a regulatory
subsidy will be difficult. For instance, do links
between banks and industrial groups provide a
competitive advantage that is subsidized by the cent-
ral bank, which takes a greater risk? It would seem to
me that there is a case for harmonization only when
the existence of a subsidy yielding a competitive
advantage can be demonstrated. Such a case was
pretty clear in the context of loan funding and capital
adequacy. It is much more debatable in the context of
the links between banks and industrial groups.

The second issue discussed earlier is the possibility
that oligopolistic home markets could generate rents
used to subsidize foreign activities. The issue arises
because of the fear that some countries could allow
concentration on their domestic banking markets.
Quite obviously, the trade policies in the Netherlands
and the United Kingdom seem to be quite different,
with the British Office of Fair Trading likely to
prevent excessive concentration on the domestic
market.

To sum up, three potential sources of market failure
calling for public intervention and harmonization
have been discussed: Imperfect information, bank
runs, and fair trade. 1t has been argued that in many
cases a market for private information will be
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developed so that regulations should apply to very
specific activities and classes of investors.

As sovereign countries will wish to protect their
domestic banking markets, it seems reasonable that
they keep some supervisory powers on all financial
institutions operating domestically. In the context of
international trade in banking services, this view is
consistent with the pre-GATT agreement on financial
services, i.e. the right for local authorities to enforce
solvency standards on both local and foreign firms
offering services. It is also fully in line with the recent
American Foreign Bank Supervision Enhancement
Act of 1991 (Misback, 1993), and the ruling of the
Basle Committee on Banking Supervision accepting
host country control for international solvency rules.

Unresolved issues in the EC legislative
system

The approach adopted by the European Union for
integration (opening of borders with minimal
harmonization) has speeded up considerably the
process of integration. However, one must recognize
that several important issues are pending, in particu-
lar deposit insurance, and taxation of income on
capital.

Deposit insurance

In the European Community, deposit insurance
systems have been created recently in most countries.

‘Y’:

Three features of the European insurance systems
make them unique. The first is that, contrary to the
FDIC in the United States or the CDIC in Canada,
they are largely unknown to the depositors. Publicity
is even forbidden in Germany. The argument seems
to be that the announcement of their creation could
reduce confidence in the banking system. Since the
coverage per deposit is small and even incomplete in
the United Kingdom and Italy, the systems are
unlikely to contribute much to stability and one would
have to rely on lender of last resort intervention of
central banks to ensure stability. Secondly, since the
coverage is different across countries, it could be
destabilizing if depositors start to chase the best
coverage. A third feature of the deposit insurance
systems is that they cover the deposits of domestic and
foreign banks operating locally. This could create an
»accountability« problem. Indeed, any insurance
activities require the monitoring of risks taken by the
insurer, but the principle of home country supervision
would not allow the control of the foreign entities by
the domestic lender of last resort or the deposit insur-
ance agency. The problem is well illustrated by the
January 1992 winding up order made for Bank of
Credit and Commerce International, a bank char-
tered in Luxembourg with significant activities in
Great Britain. It automatically created a liability for
the British Deposit Protection Board. This important
case led to a review of deposit insurance systems in
Europe.

A draft Directive on Deposit Guarantee Schemes
was accepted by the Council of Ministers in
September 1993 (qualified majority with opposition
by one country, Germany). In principle, it provides
for mandatory insurance for all EC financial institu-
tions. The coverage per depositor is a minimum of
ECU 20,000 (15,000 until 1999), with a franchise of
maximum 10 per cent. The principle of home country
would apply, that is, the insurance system of the
parent bank would cover the deposits collected by
domestic institutions and foreign branches. Two
important exceptions to that principle are being
made. In the case where the home coverage is too
large vis-a-vis the host coverage, for instance a French
bank operating in Belgium, the coverage of foreign
branches cannot exceed that of the host country, to
prevent unfair competition. In the case where the
home coverage is lower than that of the host country,
the foreign branch will have the right to obtain supple-
mentary insurance from the host state. Finally, for the
branches of non-EC banks, the host country will
decide whether they should join an insurance system,
with the provision that depositors will have to be
informed about the decision made.

The motivation for the Deposit Guarantee draft
Directive is illustrative, as it incorporates several of
the arguments discussed previously: »deposit protec-
tion is as essential as prudential rules for the comple-
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tion of the single market...the cost to credit institu-
tions of participating in a guarantee scheme bears no
relation to the cost that would result from a massive
withdrawal of bank deposits not only from a credit
institution in difficulties but also from healthy institu-
tions following a loss of depositor confidence. . .«.

The creation of this system has two problems. The
first, which is well illustrated by the German opposi-
tion to the draft directive, is that foreign banks could
join the German scheme, but the German deposit
insurance system would have no power to monitor the
risk taken by branches of foreign institutions. This
accountability problem has been mentioned earlier.
The second problem is that deposit insurance contrib-
utes further to reduce private incentives for monitoring
the solvency of banks. As I have discussed bearlier, the
creation of risk-free deposits could be organized by the
market (the »narrow bank« proposal), or alternat-
ively, it would be preferable to make insured deposits
»first order« claim. Since »first order (senior)« claims
have priority of reimbursement in the event of a bank-
ruptcy, customers holding uninsured deposits and
thereby bearing larger losses in case of bank failure
would then have incentives to monitor the solvency of
financial institutions.

Taxation of capital income

To enhance the attractiveness of their home market,
various countries have reduced the taxation of income
on capital, at least relative to the taxation of labour
income. From a fiscal policy perspective, it would
seem that the creation of a single EC banking market
should not affect the relative taxation of labour and
capital income. Obviously, this will not be the case as
long as there is no harmonization of taxation, or shar-
ing of information by tax authorities. Table 9 reports
the amount of liabilities of domestic banks vis-a-vis
non-bank non-residents.

Even acknowledging the expertise of some banking
centres, it would appear that the volumes of deposits
housed in a few small countries are abnormally large.
Commission proposals for a common withholding tax
on interest revenue have been rejected so far by
Luxembourg and the United Kingdom with the argu-
ment that the Euro-market would move to a non-EC
country. An alternative proposal, that would suffer
from a similar competitive concern, would be to lift
bank secrecy for EC-investors. That is, the fiscal
authority of one country would have the right to
obtain information about bank deposits in another
EC country. Similar information is currently available
to the US Federal tax authorities. To reduce the size
of potential capital outflows, I would recommend the
lifting of bank secrecy for EC investors only. Investors
from a non-EC country, being not affected by such a
proposal, would find EC financial markets quite
attractive. As concerns some EC investors, they
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might wish to migrate their bank account to a non-EC
country. Information on tax evasion in the United
States could help to estimate the likelihood of these
capital outflows.

Conclusion

The purpose of the paper has been to analyze the EC’s
internal banking market. While most international
agreements have used the national treatment prin-
ciple and kept domestic authorization and super-
vision, the European Commission has used a power-
ful innovative method of integration: Opening of
markets with single license, home country control,
mutual recognition and minimal harmonization.

The policy conclusions of the paper are the follow-
ing.

Firstly, early evidence of effects of European
financial integration demonstrates that the banking
industry is undergoing a major restructuring, driven
by competitive deregulation and taxation. This
process is only starting in some countries, such as
France and the United Kingdom.

Secondly, the analysis of the economics of banking
regulations calls for further work to maintain the solv-
ency of banking systems. The banking literature has
shown three main sources of economic failure calling
for national regulations and the eventual harmoniza-
tion of regulations. The first source of market failure
is the traditional need to protect investors. I have
argued that domestic regulation in that regard is only
warranted in those cases where investors cannot
evaluate the riskiness of the credit institutions’ activ-
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ities. Correspondingly, international harmonization
of regulation is necessary if the market participants
cannot discriminate among different regulatory struc-
tures. It is my view that information disclosure,
competition between public or private regulators and
the creation of risk-free funds will be satisfactory in
most situations. In any case, different products and
classes of consumers will require different regulatory
treatment. I suggest to limit the »public interest«
argument, which not only may limit competition but
also harm the spontaneous development of private
markets.

A second market failure calling for regulation and
harmonization arises from the need to provide a
safety net for liquid deposits and the legitimate need
to limit moral hazard and risk taking by banks in that
context. From this angle, host regulation may be justi-
fied to limit the exposure of the domestic lender of last
resort. I also suggest that the deposit insurance
scheme recently adopted by the European Council of
Ministers should be modified. Insured deposits
should be made »first order« claim, so as to increase
monitoring incentives for uninsured deposits. The
third policy issue is the »fair, level playing field«.
From a fair trade policy perspective, I argue that the
international harmonization of regulations is only
necessary to limit implicit public subsidies which
create a competitive advantage.

Thirdly, as domestic regulators will be responsible
for controlling the ownership of domestic banks
(public or private), and the degree of market power
in their domestic market, a European authority must
ensure that those banks do not exploit domestic rents
to subsidize their international activities.

Finally, the achievement of an internal banking
market should not lead to tax evasion. Substantial
work remains to be done to prevent competitive
moves to reduce taxation of income on capital.
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EEA and Banking in the EFTA Countries

EMIL EMS*

The financial markets in the EFTA countries have all been subject to domestic deregulation during the
past decades. As a result, markets have been opened from »within, leading to increased competition and
substantial structural changes. The adoption of the EEA legal system in banking will accentuate that
process, leading to increased foreign presence on domestic markets, increased cross-border trade and
sharpened competititon, in particular in the retail segment.

Introduction

The aim of the article is to discuss the effects of the
EEA Treaty on the banking industry in the EFTA
countries. This task is at the same time easy and diffi-
cult. The easy part lies in describing the legal and
institutional changes occasioned by adapting those
countries’ legal systems to the EEA legal system
governing banking. The difficult part consists of
trying to foresee the possible effects of such adapta-
tion.

Nonetheless, an effort will be made to carry out a
qualitative assessment of those effects, implying that
the article does not concentrate on a forest of detail;
rather, the discussion will relate to broad trends.

In the next section, the perspectives and methods of
the analysis applied will be presented. The subsequent
two sections deal with the internal liberalization of the
credit markets in the EFTA countries, which precedes
the adaptation to the EEA laws, and the effects that
this liberalization had on market conduct and struc-
ture in the banking sector. Thereupon follows a
presentation of the external liberalization due to the
EEA adaptation and of the possible effects that
adaptation will have on banking in EFTA countries.

Perspectives and methods

The analysis to be presented in this article is under-
taken from an outsider perspective, the perspective of
an industrial economist. In that vein, the main interest
lies in investigating how market conduct and structure
in the banking industry in EFTA countries would be
affected by the changes in the legal system induced by
participation in the integrated financial market within
the EEA.

* Emil Ems, formerly Head of the Financial Markets Department,
Sveriges Riksbank, is at present Special Adviser on monetary and
financial issues at the EFTA Secretariat.
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The methods of analysis used are qualitative and
inductive. To obtain the intuition needed to predict
future effects of institutional changes, the article takes
a look into the past. In particular, changes in the
EFTA countries’ regulatory systems during the 1980s
are described, together with effects of those changes
on market conduct and structure.

Results from the backward-looking analysis are
then applied to the future. As a starting point the
essential differences from the EC/EEA legal system
concerning banking have to be described. Having
identified them, an attempt is made te visualise how
removing those differences might affect barriers to
entry and thereby the conduct and structure of the
markets in banking.

A pervasive concept used in the analysis is that of
market contestability, which links the conduct and
structure of markets to barriers to entry (Baumol,
Panzar & Willig [1982]). We assume that changes in
contestability, or barriers to entry, caused by changes
in the regulatory system as well as by other factors,
constitute the main source of dynamism on the market
place.

Of course, the visualization of effects on market
conduct and structure has to be carried out with an
awareness of mutatis mutandis. In the 1980s, as well
as in the future, the environment of banking is
constantly subject to change, changes in regulation
and legislation being only one of several driving
factors. The ambition in this article is not, however,
to provide a comprehensive analysis of how develop-
ments in banking are being driven by the totality of
environmental changes. Instead, the ambition is to
isolate the specific influences of regulatory and legis-
lative changes. :

As a preliminary to deriving the impact of financial
integration, one has to consider the ways in which
basic legal concepts governing the EC Internal
Market are being communicated to the EFTA coun-
tries. Essentially three waves of influence can be iden-
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tified. The first was one of inspiration. Quite soon
_after the publication of the EC White Book on the
Internal Market (EC[1985]), the main principles put
forward there made the authorities aware of the
external barriers sheltering domestic markets. For
instance, a sudden surge in the removal of remaining
exchange controls in the late 1980s in Austria,
Finland, Norway and Sweden may to some extent be
attributed to this awareness.
~ The second wave was one of unilateral adaptation.
In Sweden, for instance, a Government bill prescribed
as early as 1988 that in future legislation, due regard
should be paid to adaptation to EC standards. Similar
decisions were taken in several other countries. As a
result, several restrictions on foreign penetration of
the market were lifted, €.g. the ban on branches of
foreign credit institutions in Austria, Finland, Norway
and Sweden.

The EFTA countries are now experiencing the third
wave of influence. Concurrently with the completion
of the negotiations on the European Economic Area
(EEA), the authorities prepared proposals for a
comprehensive adaptation, to EEA law, of the legal
systems governing banking. Parts of those proposals
have already been adopted as law by parliaments and
further implementation is proceeding according to
plan. Thereby, free establishment, free cross-border
trade and harmonized essential standards will be
introduced for banking, as well as a more competitive
business climate through adaptation to the EC legisla-
tion on competition.

The opening of markets from
»within«

By tradition, banking has been strictly and compre-
hensively regulated in EFTA countries, as indeed in
most other countries. Regulation by credit market
legislation, aimed at maintaining stability in financial
markets, usually included conditions for authoriza-
tion, operational rules and supervisory rules. Legisla-
tion was oriented towards institutions rather than
towards financial functions, different types of credit
institution being regulated by different laws. In addi-
tion, policy rules and recommendations issued by the
central banks as part of their monetary policies, as
well as exchange controls, determined to a high
degree the conduct of credit institutions, mostly
banks.

During a period from the late 1970s up to the end
of the 1980s, substantial domestic deregulation took
place in all EFTA countries prior to and concurrently
with developments in the EC. The main trend was to
abolish or diminish the rationing of credit volumes
and regulation of interest rates implied by Central
Bank rules and recommendations. This also made the
regulatory legislation more comprehensive, encom-

passing institutions that earlier had thrived on the
regulatory fringe, and provided more equal treatment
of, at least, the.various types of banking and savings
institutions.

Switzerland was the first country to abolish most of
the Central Bank rules, apart from liquidity require-
ments, in 1979. It is also an exception insofar as it has
always applied a broad definition of bodies subject to
credit market legislation and has imposed broadly the
same type of regulation on all types of bank.

In Austria, the picture is more disparate. In 1979
the banking laws there were partly liberalized and the
principle of universal banking established. Credit
control by the Central Bank was removed in 1981-82.
There was a partial reversal, however, when the
authorities supported a banking agreement about
interest rate setting in 1985 (»Ordnungspolitische
Vereinbarungen«), and credit legislation was revised
in 1986, reintroducing control of large credits and
tightening liquidity requirements. At the same time,
more modern elements were introduced, like raising
capital adequacy ratios to up-to-date level, improving
supervision and creating a realistic deposit insurance
scheme.

The Nordic EFTA countries, like Switzerland, had
introduced legislation before 1980 that treated the
various types of bank in a broadly equal manner. They
were late, however, in abolishing their credit control
systems; this was only done, fully or partially, in the
mid-1980s.

Effects on market conduct and
structure

In all EFTA countries, market behaviour in banking
in the first half of the 1980s can be described as oligo-
polistic, with the large commercial banks closely co-
operating with each other as well as with the Central
Bank on issues concerning credit volume and rates of
interest. On the fringe of this system, new unregu-
lated institutions appeared and grew, eventually
being regulated or, as in Finland, being absorbed by
the banks. Overbranching by established banks was a
prominent outcome of this co-operative behaviour, as
were other variants of non-price competition.

As deregulation gained momentum, this traditional
type of market behaviour came to an end, the road
towards its demise being somewhat different in the
various countries.

In the Nordic EFTA countries, the major change in
regulation came rather abruptly, in the mid-1980s,
and was unfortunately not co-ordinated with necess-
ary changes in the countries’ tax systems and supervis-
ory rules and practices. As a result, the changes in
financial markets were rather dramatic, resembling a
classic deregulation cycle, with an initial expansionary
surge, followed by elements of crisis and, eventually,
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Chart 1 Domestic credit as share of GDP
Index: 1980=100

Source: Yearbook of Nordic Statistics

market consolidation and restructuring, the latter not
yet fully accomplished.

Having been relieved of quantitative restrictions
and interest regulation, the credit institutions reacted
by rashly expanding credit. Lending by banks rose by
between forty-five (Norway) and eighty per cent
(Finland), in terms of GDP share, within a few years
after the domestic deregulation, each institution seek-
ing to take advantage of the more liberal business
climate by trying to expand its market share (Chart 1).
This sudden expansion in activities, concurrent with
the prolonged economic boom of the 1980s, fuelled a
speculative bubble in asset prices, especially real
estate prices.

It soon became apparent that credit institutions had
overextended their activities into high-risk projects.
Steeply rising rates of non-performing loans and
credit losses resulted in a sharp profit downturn in the
early 1990s and the advent of a financial crisis, when
the economic boom ended and the speculative
bubbles in the various countries burst. A major weed-
ing out and restructuring of enterprises occurred
during that downturn. In Sweden, for instance, the
number of banks decreased by some 25 per cent
between 1988 and 1992; mortgage institutions by
about 15 per cent. Finance companies (which earlier
had been unregulated) suffered most, more than half
of them disappearing. This consolidation phase will
continue in the Nordic countries in the years to come.

In the Alpine countries events were less dramatic,
but elements similar to those described above can be
discerned in Austria and Switzerland. In Austria,
after the liberalization of legislation and concurrently
with the abolishment of credit controls between 1979
and 1982, an expansionary phase was started, just as
in the North, with a strong expansion of branches.
This eventually also squeezed profit margins and
eroded the solvency of banks, leading to the
subsequent interest rate agreements and sharpening
of legislation and supervision in 1985-86.
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In Switzerland, when the Central Bank relaxed
liquidity requirements and changed the conditions for
participating in its clearing system in 1988, this like-
wise gave rise to an expansionary phase in the last
years of the economic boom, contributing to an over-
heating of the Swiss economy and the beginnings of
a speculative bubble in real estate prices. The Swiss
authorities reacted promptly with restrictive monet-
ary policies, which resulted in, for Switzerland, heavy
credit losses, especially in the Suisse Romande and in
some areas dominated by small cantonal credit insti-
tutions.

During the 1980s, considerable gross changes in the
number of domestic institutions took place in all
EFTA countries. Sweden and Switzerland experi-
enced a marked increase in the number of finance
companies. In Sweden, the trend was reversed in the
second half of the 1980s, for reasons already
explained. The number of Swiss companies also fell
but this was due to growing competition from foreign
finance companies. In all countries there was also a
marked decrease in the number of savings institu-
tions, mostly as a result of mergers.

As a result, concentration in banking has increased,
measured in market share for the four or eight largest
companies. However, these large companies have
become more equal in size, which could mean that the
fundamentals for competition did not suffer in this
concentration process.

In the aftermath of the deregulatory phase, the
financial crises in EFTA countries and the current
economic downturn, we now see that the credit insti-
tutions are working hard to trim administrative slack;
operating costs have indeed started to fall in recent
years. In addition, the companies are beginning to
apply modern methods for risk management, some of
them as a result of lessons learned in the financial
crisis. The leaders in this field are, of course, the
major Swiss banks, which are now in the forefront of
the international financial markets in derivatives.
Thus, on balance, it seems that the financial institu-
tions in EFTA now might be in a better position to
face the challenges of external liberalisation than if
domestic regulation had remained in the state of yore.

There are some lessons to be learned from these
experiences with domestic deregulation.

- Changes in the regulatory system have a sizeable
impact on market conduct and behaviour. In some
EFTA countries one might even have wished the
impact to be more modest.

— The structure of the financial markets cannot be
considered as basically stationary. Stationary mar-
kets were a feature of the old, comfortable days of
heavy regulation. Now that protective lid has been
lifted. When assessing future changes in these
markets, one better start by assuming that changes
will be the rule rather than the exception.
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- With the additional changes in external regulation
now before us, an open mind is needed in order not
to disregard the possible effects, which could be
substantial, at least in the long run.

The opening of markets from
»without«

In contrast to domestic deregulation, adaptation to
the EEA regime leads to increased competitive pres-
sure mostly from abroad, although some parts of the
adjustment could give rise to increased pressure also
by domestic contestants, as will be discussed below.

As in the EC, in 1980 the EFTA financial markets,
with the exception of Switzerland, were mostly closed
to foreign companies. During the 1980s the barriers
were gradually lowered. Still, as recently as in the late
1980s, subsidiaries of foreign credit institutions were
not allowed in Iceland, and foreign credit institutions
could not yet establish branches in any EFTA country
except Switzerland. In the Nordic countries,
foreigners were not allowed to purchase shares to an
unlimited extent in domestic institutions. Cross-
border trade was virtually impossible in Iceland and
basically limited to »wholesale« trade (interbank
trade and banking services provided to large enter-
prises) in all countries but Switzerland, modalities in
foreign capital transactions still presenting effective
barriers to ordinary (»retail«) customers.

Table 1 gives an overview of the status of liberalis-
ation prevalent at the end of the 1980s. This is an
appropriate bench-mark date because it was then that
the EFTA countries strove to adapt unilaterally to EC
principles to the extent permitted by national senti-
ment. Without the EEA there is doubt that further
liberalisation would have occurred beyond those
limits.

The EEA will of course abolish remaining obstacles
to the principles of single licence, home country
control and mutual recognition.! In addition it will
impose some harmonization of essential prudential
rules such as solvency rules, rules on large exposure
and accounting standards.

As to solvency rules, there is no large need for
further adjustments since all EFTA countries have
already incorporated the Basle Concordat in their
national rules. The rules on large exposure mostly
concern Finland, which by tradition has allowed a
heavy involvement by banks in ownership of the large
industrial companies. Adaptation to accounting
standards mostly concerns Austria and Switzerland,
which abide by the continental system of discretionary
accounting (allowing, i.a., large silent reserves).

1The question arises how to deal in this context with Switzerland,
which has rejected the EEA Treaty. Here it is assumed that Switz-
erland will adopt the legislative system concerning financial
services as a result of bilateral agreements with the EEA States.

In addition to the direct adaptation to EEA rules in
banking, however, there is the impact of other adapta-
tions of that sector in EFTA countries. These include
the EEA rules in company law in general, as well as
the legislative system guiding the sector of investment
services, or securities brokerage.

In that latter field, EFTA countries were more
restrictive, as a rule, than in banking. By end-1980s,
not even subsidiaries of foreign firms were allowed to
be established in the Nordic countries or in Austria
and the domestic exchanges had a monopoly. Further-
more, the countries usually reserved issuance services
concerning bonds for their domestic institutions and
did not look kindly on mutual funds placing their
assets abroad. These restrictions are now being
dismantled and will have to disappear completely with
the entering into force of the EEA Treaty.

Possible effects of financial
integration

When trying to foresee the ultimate effects of the
adaptation described above, there is the risk of falling
into the trap of the current visionary vogue. When the
basic ideas of financial integration were first put
forward, in the 1980s (EC [1988], Gardener &
Teppett [1992], Ems [1993a]), a generally held opin-
ion was that such integration would give rise to a
considerable wave of establishments by non-resident
companies, a substantially intensified cross-border
trade and intensified competition in domestic
markets. Through these developments the large
companies in the European financial markets were
thought to be able to exploit economies of scale and
scope, possibly attainable in full only at an interna-
tional level of business. Integration would finally be
manifested by an equalizing trend in prices of
financial services. Early estimates of such price
adjustments indicated huge consumer benefits of the
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integration, amounting to about 0.75 per cent of GDP
in EC countries (EC[1988]) and exceeding 1 per cent
of GDP in the EFTA countries (Gardener & Teppett
[1992)).

As the internal market is now taking its final steps
towards completion, this first view has largely given
way to a counier-proposition, albeit expressed in
more cautious terms. Studies on economies of scale
and scope do not indicate the substantial gains
predicted in the earlier analyses. Thus one of the main
incentives for Europe-wide establishment of banking
companies is proved to be weak. The individual
EFTA countries are also relatively small, and can be
conceived as not being worth the effort of costly large-
scale establishment.

As to cross-border trade, one can point to a number
of reasons why customers may continue to prefer
domestic suppliers of financial services, such as brand
loyalty, preferences for domestic products and coun-
terparts, differences-in the legal systems of the coun-
tries involved (in particular contract law), currency
risks and so on.

Granting that nobody can look into the future, an
appropriate approach might be to investigate how
barriers to market entry are being affected in different
market segments and in various EFTA countries.

To start with wholesale banking, this is already
thoroughly internationalised and thus a counter-
example to the above proposition. It is not by happen-
stance that most of the foreign institutions which have
been established in EFTA countries other than Switz-
erland, as result of a first external liberalization in the
1980s, deal in wholesale services. Although the initial
conditions for establishment were rather harsh, only
subsidiaries being allowed, foreign banks now hold
between 1.5 (Norway) and 3 per cent (Austria) of
bank balance-sheet assets in those countries.

The statistics, moreover, underestimate foreign
banks’ share of activities. The figures above do not
include off-balance sheet items, which largely relate
to wholesale trade, in which foreign banks are prom-
inent. Also, subsidiaries of foreign banks tend to
operate as figure-heads for financial activities carried
out by their parent companies abroad. Thus, in
Sweden, for instance, lending to large companies
related, directly or indirectly, to foreign banks estab-
lished in Sweden could easily amount to ten per cent
of total balance-sheet assets.

Switzerland is, of course, the main example of a
market place with a strong foreign presence. Of a
total of about 600 credit institutions, almost 240 are
foreign-owned, their activities not only directed
towards wholesale trade, but also towards private
banking.

Thus the main effects of adaptation to EEA legisla-
tion are to be expected, if at all, in retail banking.
Several factors indicate a lowering of barriers in that
segment.
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The costs of establishing a market presence have
substantially decreased — the forming of branches,
and the acquisition of domestic banks with a branch
network are now permitted. Foreign acquisition is
politically acceptable in Austria and Sweden, and
soon might be in Finland. Only in Switzerland can we
expect lasting efficient barriers against acquiring
banks with substantial branch networks.

Brand loyalty and preferences for services provided
by the domestic institutions are subsiding in the
Nordic countries in the aftermath of domestic deregu-
lation and the financial crisis. In particular, decreased
credibility of credit institutions that have incurred
substantial losses, and high interest margins in the
domestic institutions, contribute to such a weakening.
Similar effects have been observed in Switzerland,
with a distinct fall in retail deposits some years ago in
view of wider margins and access to alternative
receptacles for savings.

Customers seem to be getting more sophisticated
and educated as financial systems evolve. This is true
mostly of middle to high-income customers. In those
groups the elasticity of demand for financial products
is rising as the result of increased information about
alternatives.

Remaining differences in taxes on capital returns
increasingly encourage customers to place their
savings cross-border. Switzerland and, until recently,
Austria have no such taxes for sophisticated cus-
tomers. Luxembourg is another noteworthy haven for
tax-free savings. In the Nordic EFTA countries,
middie-income groups in particular will become more
aware of those differences and able to exploit them.

The opening of borders concerning securities trad-
ing will increase competition from both »within« and
»without« vis-a-vis banks. Examples are the loss of
the monopoly to issue bonds in Swiss Francs for banks
established in Switzerland and the recent emergence
of securities dealers in countries such as Finland and
Norway outside of the banks.

Open co-operation or collusion between major
domestic institutions, with a view to stifling minor
competitors, can no longer be condoned by the
authorities, since the EEA competition rules strictly
forbid such behaviour.

Thus the barriers to financial market entry in EFTA
countries will be subject to a multitude of erosive
forces.

In the longer run this will certainly lead to a larger
foreign presence in most EFTA countries. It will
probably start by enlargement of the scope of activ-
ities of foreign banks already established on the
domestic markets. Even in the near future, acquisi-
tion of a major commercial bank cannot be excluded
in Austria, Finland, or Sweden. Further ahead, we
may experience incipient competition, from foreign
affiliates as well as cross-border, in certain retail
sectors not so dependent on branch presence.
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Examples would be banking services to wealthy (or
even medium-income) customers and medium-sized
firms, offering a full range of products from just a few
offices established on the domestic markets or even
from abroad (Vesala [1993]).

At the same time, the large domestic banks will not
stand idly by while the foreign presence is increasing.
They will react internally, by keeping their internal
administration lean, continuously improving methods
for risk management and asset management,
rethinking their product strategies, introducing more
competitive pricing (for instance, doing away with
cross-subsidization of products). Externally they will
certainly continue a strategy of defensive regrouping
of companies. These reactions will most probably be
observed even if foreign presence in the domestic
markets were to remain modest, their main driving
force being the mere risk of foreign presence.

More offensively, EFTA banks might also rekindle
their strategies for internationalization. In that
respect, Switzerland has not been hampered to a large
degree by financial crises, so its major banks have
continued their expansion abroad, participating
actively in growing markets such as that in derivatives.
The major Nordic banks are occupied with consolida-
tion after the crisis and do not have the same impetus
at present.
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EEA and Swedish Banking — the Main Impacts

ERIK BLOMBERG*

In the past decade a number of factors have affected the structure as well as the competitive situation of
the financial sector in Sweden. While changes in regulation originating from within the country probably
were the most important driving force in the 1980s, adaptation to EEA considerations is prominent in the
1990s. As Sweden continues to adapt to EC standards, the more competitive and international environ-

ment will affect the market structure comprehensively.

Introduction

In the past decade conditions in the Swedish credit
market have changed dramatically. In the early 1980s
the financial system in Sweden was strictly regulated
and markedly institutional (mainly bank oriented).
Since then the framework within which banks and
other credit institutions operate has altered consider-
ably, due to changes in regulation as well as to other
factors. The framework will be subject to further
changes in the 1990s, mainly due to EEA adaptation.
The article provides a broad overview of these
changes.

The next section outlines the main influences on the
credit market as well as their effects on market struc-
ture in the 1980s. The following section deals with the
need for adaptation to the EC legal system for bank-
ing and investment services. The final section
attempts an outlook into the 1990s concerning the
structure and performance of the banking sector.

Factors affecting structural
developments

Chart 1 lists the main factors behind developments in
the banking sector. Changes in regulation have had a
major impact on the structure of the credit market.
Banks, in particular, used to be sheltered by high
regulatory barriers which successively have been
reduced. Changes in Swedish regulation can be
roughly divided into those which promote domestic
competition and those that facilitate competition
from abroad. During the 1980s the main impetus
came from changes in domestic competition.

For most of the post-war period, the policy rules
which regulated the business activities of banks and

“Erik Blomberg, Financial Markets Department, Sveriges
Riksbank.
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other credit institutions in Sweden had remained
basically unchanged. It was not until the 1980s that
the authorities adopted a policy of successive deregu-
lation, mainly because the existing regulatory system
was becoming inefficient, as new channels were
created for the extension of credit. One of the major
changes in regulation was the abolition of credit ceil-
ings in 1985, which triggered changes in the structure
of the credit market. Previously lending had been
considered a rationed service. When customers no
longer had to stand in line, in the course of a few years
the GDP share for lending by banks, finance
companies and mortgage institutions rose some 70 per
cent (Chart 2). Deregulation also had the effect of
permitting institutions to encroach on each others
territories and allowing market forces to work more
freely.

Besides domestic deregulation, internationalisation
and technological developments have also affected the
structure of the Swedish banking industry.

Both the real and the financial components of the
Swedish economy have gradually become more inte-
grated with the international economy due to the
expansion abroad of Swedish. non-financial firms as
well as to the imbalances in Sweden’s current account.
As a result, and with liberalised capital movements,
the Swedish financial sector has become largely inte-
grated with international markets.

Technological developments have enabled credit
institutions to supply new products and have reduced
transaction costs. Technological innovation in
computers and communications has facilitated the
introduction of new instruments, such as futures,
forwards, swaps and options. Furthermore, the
secondary money and bond market has grown
significantly. Another important impact of technolo-
gical developments is the improvement of accounting
and control systems within credit institutions.

A third factor that has affected the banking industry
is the development and growth of the securities market.
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Chart 1 Factors affecting the banking sector

The securities market satisfies essentially the same
need as the institutionalised part of the financial
system, namely the allocation of capital and risks. It
accordingly competes with the credit institutions.

Large, sophisticated creditors have explored other
sources of financing than bank credits, for instance
commercial papers. In this way, traditional bank lend-
ing meets more intense competition from securities.
Investors also have a wider range of investment
opportunities in non-bank financial institutions.
Consequently banks face increased competition on
both sides of the balance sheet. They have adjusted to
the new situation by broadening their activities,
increasingly acting as investment institutions and
intermediaries dealing in securities and as financial
advisors.

Fourthly, the Swedish tax system was reformed com-
prehensively in 1990-91. Tax bases were broadened
and marginal rates of income tax were lowered and
harmonised with capital taxes. This greatly reduced
the deductibility of interest expenditure, the aim
being to stimulate saving and capital formation.
Another important element of the tax reform is the
more equal tax treatment of different types of
financial institutions and of financial compared with
non-financial institutions. This was done, for
instance, by curtailing provisions for tax exempt
reserves.

A fifth aspect affecting the structure of the credit
market is the financial crisis. In Sweden, problems in
the financial sector became apparent when the long
economic upswing turned into a recession and
changes in the economic policy regime affected the
credit market concurrently. This had the effect of
bursting a speculative bubble in asset prices, mainly
in real estate, which triggered the financial crisis.
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As a result of the old regulatory system, which gave
priority to the financing of housing construction,
Swedish credit institutions had more real estate
related lending than their counterparts in most other
countries. A major part of the loan losses accordingly
stemmed from real estate related lending. Mostly, the
crisis affected banks and finance companies through
loan losses and drastically diminishing profits (Chart
3).

In the past decade or so the structure of the banking
sector has changed considerably (Table 1). The dimin-
ishing number of companies mirrors both an initial
over-establishment in some market segments and a
move towards a more cost-efficient structure as a
result of a more competitive environment.

The finance companies, being on the regulatory
fringe, increased at first in both number and market
share. The introduction of authorisation and cash
requirements in 1988 ended the finance companies’
competitive advantage stemming from liberal regula-
tion. From mid 1988 to end 1992 their number fell
instead from 320 to 133, of which no more than
approximately 40 were active. In addition to new
regulations, the over-established market for finance
companies led to narrower margins. Many finance
companies chose to expand total assets in order to
sustain profits. This resulted in a marked deteriora-
tion of asset quality and a wave of bankruptcies.

As a result of the financial crisis and attempts by
commercial banks to improve their competitive posi-
tion, mergers and acquisitions have taken place
among these banks, mainly in the late 1980s and early
1990s. In the early 1990s the savings banks and co-
operative banks followed suit by forming basically
one bank each. The result is that the degree of
concentration, measured as the four largest banks’
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Chart 2 Credit institutions’ total lending
‘ Per cent of GDP

Chart 3 Loan losses in per cent of average
balance sheet total

Source: The Riksbank

* No figures available prior to 1988,
Source: Financial Supervisory Authority

share of all banks’ assets, has increased from 54 per
cent in 1980 to 81 per cent in 1992. Within the group of
large banks, however, competitors have become more
similar in size. Thus, the increased concentration does
not represent a move towards absolute dominance by
a single firm and thereby to monopolisation.

Legislative and regulatory
adjustments occasioned by EEA
considerations
In contrast with domestic deregulation, adaptation to

the EEA regime introduces competitive pressure
from abroad.
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The EEA Agreement provides for free cross-
border trade in financial services, freedom to estab-
lish credit institutions in all EEA countries, mutual
recognition of regulatory regimes, and a set of
minimum supervisory and prudential rules. Through
the EEA agreement Sweden will adopt almost all of
the EC legislation relating to financial services, as well
as the EC’s provisions for free movement of capital.

Even before the EEA negotiations started, the
Swedish authorities were giving priority to the intro-
duction of EC standards in Swedish legislation
(Government Bill 1987/88:66). Sweden is therefore
well on its way in adopting these standards in financial
services. Parliament approved the basic legislation in
this vein in January 1993 and the rest is being imple-
mented from January 1994.
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When analysing the impact of changing legislation
and regulation, it is appropriate to use 1 January 1990
as the benchmark date for adjustments arising out of
participation in the EEA. The legislation at that date
reflects broadly the unilateral adaptation to EC rules
that Sweden would have desired to uphold without
being a member of the EEA or the EC.

Credit institutions

The internal market in banking rests on three prin-
ciples: a single licence, home country control, and
harmonisation of essential rules.

The purpose of the single licence and home country
control is to remove restrictions against foreign
competition by introducing free establishment. Together
with mutual recognition of regulatory regimes, these
principles also imply free cross-border trade.

On 1 January 1990, most restrictions on market
entry were still in force in Sweden. Establishment of
foreign owned credit institutions was still limited.
Neither were foreigners allowed to purchase shares in
Swedish credit institutions. This meant that foreigners
were at a disadvantage in competition with Swedish
credit institutions. In fact, the only way for a foreigner
to compete on the Swedish market was to open a bank
subsidiary.

Cross-border trade was also limited at that time.
Although trading in securities had been deregulated
the previous year, the modalities for transactions were
restricted. Payment had to be conducted through
authorised exchange banks, foreign securities had to
be deposited in a bank authorised by the Riksbank
and individuals were not permitted to have deposit
accounts abroad.

The loosening of restrictions for foreign credit insti-
tutions continued in 1990. As of August that year,
foreign banks were allowed to open branches in
Sweden. Foreigners were also permitted both to
acquire shares in Swedish credit institutions and to
establish subsidiaries in Sweden. At the same time,
the market need test! for granting licences was
replaced by a purely qualitative assessment. One year
later, non-bank financial institutions were also
permitted to open branches in Sweden. By the turn
of 1991, all legal restrictions on foreign ownership in
Swedish credit institutions had been abolished.
However, foreign citizens could still be prevented
from acquiring a company’s shares by means of a
restrictive clause in the articles of association. The
possibility for a Swedish company of having restricted
shares was revoked as of 1993.

Concerning cross-border trade, the restrictions on

! The bank authorisation (charter) procedure included a qualitative
judgement, in that the applicant had to provide proof of a need for
anew bank.
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the modalities for executing transactions and the ban
on deposit accounts abroad were lifted on 1 January
1993. _

Free establishment and free cross-border trade
imply that each EEA member state has to recognise
the other member states’ regulations. In order to
avoid undue »competition through rules«, a set of
common minimum standards has been adopted for all
EEA countries. This harmonisation of basic require-
ments concerns such matters as: own funds, solvency,
rules concerning large exposures, annual accounts,
and deposit guarantees.

On 1 January 1990, the Swedish rules had not yet
been adjusted to those in the Community, though the
regulations were not dissimilar. On 1 February 1990,
Sweden introduced uniform international capital
adequacy requirements for all credit institutions. Full
adoption of the 8 per cent capital requirement in
accordance with the EC Directive was implemented
at year-end 1992. In 1991, the Financial Supervisory
Authority in Sweden issued recommendations
concerning large exposures that follow the EC recom-
mendations from 1987,

In December 1992, the Community adopted the
Directive on monitoring and controlling large expos-
ures of credit institutions, which states that by year-
end 2001, not more than 25 per cent of own funds may
be placed with any one client or group of clients. This
Directive has not yet been incorporated in the
Swedish legal system. Some Swedish credit institu-
tions would not be able to comply with these rules
today, which means essentially that lending will have
to be redistributed. Sweden has been granted a trans-
itional period until 1 January 1995, to implement the
Directive on large exposures.

A problem for credit institutions concerning large
exposures stems indirectly from corresponding invest-
ment rules for life insurance companies, since the
latter might render funding more difficult and costly
for mortgage institutions. Today, several Swedish
insurance companies exceed the limit prescribed for
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them, implying a need to reduce their holdings of
bonds issued by mortgage institutions. However,
Sweden has been granted a transitional period until 1
January 2000 and those institutions will thereby have
a long period to adapt to the new rules.

Sweden has been granted a transitional period until
1 January 1995 to implement the Council Directive on
annual accounts and consolidated accounts of banks
and other financial institutions. However, during the
transitional period, Sweden is obliged to recognise the
annual accounts of other EEA countries in accord-
ance with the Directive. This means that branches of
credit institutions of other EEA countries established
in Sweden shall not be asked to publish separate
annual accounts.

The EC has adopted a common position for the
Directive on deposit-guarantee schemes. It contains
an anti-competitive measure in the form of a »no
export« clause, whereby branches are not permitted
to offer deposit protection exceeding that of the host
state. Sweden has not yet adjusted the relevant rules
to those of the Community, since it has been unclear
how the latter would be formulated. In the meantime,
the present unlimited guarantee from the Swedish
Parliament for banks’ obligations to depositors and
creditors in practice implies a comprehensive and
rather generous protection to depositors.

Sweden will in time also have to adapt to other EC
legislation, such as regulations and administrative
provisions relating to the reorganisation and the wind-
ing-up of credit institutions and prudential super-
vision of financial groups.

Securities market

The purpose of harmonising trade in securities within
the EEA, as well as in the Community, is to establish
a common securities market, where credit institutions
and other institutions acting on the market are treated
equally.

The principles of a single licence and home country
control for the securities market were enacted with
the adoption of the Directive on investment services
in 1993, thereby completing the common securities
market. The directive shall come into force no later
than 1 January 1996. Earlier, these principles applied
only to Undertakings for Collective Investments in
Transferable Securities (UCITS) and related areas.
Besides introducing those principles, the EEA agree-
ment contains rules such as minimum requirements
for stock exchange listed securities. Companies listed
on an official stock exchange shall regularly publish
information, report changes in major holdings of
shares, and prohibit insider trading.

In 1990, the securities market in Sweden was still
restricted in several ways, one being the Stockholm
Stock Exchange’s exclusive right to organise exchange
trading in shares.
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Since then, the securities market legislation has
been reformed to bring it into line with EC legislation.
The new Mutual Funds Act, from 1991, represents an
adjustment to deregulated capital markets and the
removal of currency restrictions, but is also an adapta-
tion to the UCITS Directive. In the same year, new
insider rules and the Securities Business Act replaced
earlier regulation as an adjustment to EC Directives
in these areas. When new Stock Exchange legislation
came into effect at the turn of 1992, the stock
exchange monopoly was replaced by freedom of
establishment in accordance with EC rules.

This freedom enables companies, including foreign
enterprises, to gain authorisation as an exchange or
market place. As a result, foreign UCITS and banks
that are permitted to participate in exchange trading
in their home country, can become members of the
Swedish stock exchange. Foreign companies’ branches
can also receive authorisation as an exchange or
market place in Sweden. Foreign companies may also
obtain approval for conducting clearing operations
for options and futures. Following the abolition of the
Foreign Payments Act, there are no restrictions on
cross-border provision of services related to securities
transactions.

As is evident from Table 3, the Swedish securities
market is today fully in line with EC standards. The
principles of a single licence and home country control
will, however, apply fully in the Swedish securities
market first after the implementation of the Directive
on investment services.

Implications of increased market access for
foreigners

The integration of the Swedish financial market with
that of other countries has been slow. So far foreign
penetration of the Swedish credit market can be
summarised as follows:

- In 1986, when subsidiaries to foreign banks were
permitted, 12 foreign banks were authorised to
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conduct banking business in Sweden. Of these, six
were from EC countries. Today, there are 8 foreign
banks present on the Swedish market. Thus, some
of the foreign banks, mainly Nordic, have exited
the market again.

— In 1990 foreign banks were for the first time
allowed to conduct banking business through
branches. This had, however, no immediate effect
since Swedish tax law prohibited the transfer of
deductions for losses from a subsidiary to a branch.
When this was changed in 1992, it initiated a
number of conversions from subsidiaries to
branches, starting with OKO-bank, a Finnish bank.

— The foreign banks held 2 per cent of banks’ total
assets in 1986 and 2.5 per cent in 1992. This increase
in market shares is attributable mainly to EC banks.
It is explained by the financial crisis, which has not
affected foreign owned banks as much as Swedish
banks. It should also be noted that the capital
adequacy requirements have tended to result in
foreign owned bank subsidiaries acting as interme-
diaries in lending to their parents abroad. Con-
sequently, the actual market share of foreign banks
is larger than the 2.5 per cent, and will soon show
in the statistics, as subsidiaries are converted to
branches.

Outlook and conclusion
Factors affecting developments in the 1990s

In this section, an attempt will be made to identify the
main factors affecting the development of the
financial system in the 1990s, as well as possible
outcomes in terms of changing market conduct and
structure. This is done against the background of West
European integration. Three broad groups of driving
factors are of relevance in this context.

First, changes in the legal system underpinning the
financial sector will continue to have an impact in the
1990s, mainly because of EEA and EC consider-
ations. This will give more leeway to market forces
and increase the contestability of the credit market.
The EEA Treaty reduces barriers for foreign compet-
itors both in the form of establishment and in cross-
border trade (see Tables 2 and 3 above).

Second, the financial crisis in Sweden and its after-
math will have implications for the structure of the
Swedish credit market. The financial crisis is likely to
speed up the process of broad restructuring triggered
by the earlier deregulation and reinforced by the
adaptations to the EEA system.

Third, technological changes will continue to play
an important role in the 1990s. In the 1980s, the rapid
introduction of new technology, mostly justified by
not losing ground to competitors, did not always leave
time for reflection and appraisal. In the 1990s, we can
expect investments in technology to be more struc-
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tured and geared to profitability. With an increased
awareness of the risks inherent in banking, a large
part of investments in production technology is likely
to be in systems for managing and reducing risk. On
the distribution side, technology might be put to use
in particular to improve retail payments, mainly cross-
border payments.

Emerging trends

The future trends that might arise as a result of the
three factors mentioned above will be discussed under
the following headings: contestability, profitability
and risk, business conduct, and market structure.

Contestability. One main conclusion is that competi-
tion in the banking industry is more intense today
than it was a decade ago, even though the financial
crisis is temporarily reducing the incentives for
competition. The adjustment to a new legal system as
a consequence of the EEA and the EC is likely to go
on reducing barriers to entry and increasing competit-
ive pressure. Retail banking is likely to be most affec-
ted by financial integration, while wholesale banking
to a large extent is already open to international
competition. Nevertheless, Swedish retail banking
will probably, at least in the short run, hold its ground
because of remaining implicit barriers to entry stem-
ming from national differences (e.g. history, lan-
guage, and tradition) as well as customer loyalty.

Barriers to entry are also diminishing as a result of
the financial crisis. Existing credit institutions are
cautious in expanding lending, while maintaining wide
interest margins in an effort to cover their loan losses.
This provides enticements for foreign institutions.
Moreover, the financial crisis has impaired confidence
in Swedish credit institutions, affecting customer
loyalty.

Previously, only one form of market entry from
abroad was available, namely subsidiaries. Today, all
four possible forms of market entry are permitted in
Sweden: subsidiaries, branches, acquisitions, and
cross-border trade. Given that a subsidiary is the most
difficult form of market entry, barriers to entry from
abroad have thus been lowered substantially.

The competitiveness of foreign owned credit institu-
tions is improving as a result of deregulation in accord-
ance with the EEA Treaty as well as of the financial
crisis. An institution with sufficient capital might find it
profitable to penetrate the Swedish market. Should the
foreign owned bank want to compete on a fullscale, the
most relevant way would seem to be to buy one of the
existing banks.

As a consequence of allowing foreign owned securit-
ies dealers in Sweden from 1990, banks are also facing
increased competition in the area of securities trading.

While competition between different types of
financial institution is becoming more symmetric,
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competition between credit institutions and non-
financial institutions remains asymmetric. It is becom-
ing easier for non-financial institutions to diversify into
banking, while credit institutions are having problems
with diversifying out of finance due to regulation.

Non-financial companies have been competing on
the wholesale market for a long time. They have done
this by setting up finance companies, obtaining funds
directly in the securities market and doing their own
currency dealing. A likely trend in the 1990s, in the
aftermath of the financial crisis, is intensified competi-
tion from non-financial institutions in the retail
market. Examples are already to be found in retail
food chains and housing co-operatives, inviting
deposits from customers and members. However, if
non-financial institutions intend to compete in this
field on a full scale, they would have to become credit
institutions, thereby losing the competitive advantages
stemming from the fact that they at present largely stay
outside the regulatory system.

With large budget deficits, the Government will
have a great need to borrow in the money and bond
market in the years to come, thus increasingly compet-
ing with credit institutions for domestic funds. In addi-
tion the Government, as well as other issuers, will be
forced to seek funding abroad to a greater extent than
previously. However, this is getting easier in an integ-
rated European financial area. The role of rating will
probably grow and interest rates will have to be further
differentiated to attract investors to riskier non-
Government securities.

Profitability and risk. Profits in banks were high
throughout the 1980s but have subsequently fallen to
historically low levels due to the financial crisis. A
return to the high levels earned before the deregulation
is unlikely since both the deregulation and interna-
tionalisation have created an environment where a
high economic rent cannot be maintained in the long
rum.

With the phasing out of untaxed reserves and
reduced profitability, credit institutions will be more
vulnerable to credit risk. Nor will these institutions be
able to reap short-run profits by acquiring high risk
assets at the cost of ultimately having to face loan
losses. After the events in the 1980s, supervision is
likely to become stricter and the banks’ attitude more
cautious. The risks, moreover, are likely to be more
interrelated with the rest of the world. In addition,
increased disintermediation will mean that the more
risky parts of the portfolio are likely to stay in the credit
institutions, thereby raising their overall risk expos-
ure.

Since risk will prevail while profit margins may not
be as high as before, volatility will have more severe
implications than previously. In such an environment,
the appropriate managing and pricing of risk is likely to
be one of the keys to success in the years to come. We
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can expect to see new and better techniques for
managing risk in all viable credit institutions, for
instance, internal systems that adjust the returns on
capital for the amount of risk taken (Risk Adjusted
Return On Capital, RAROC).

Business conduct. Heavier competition and reduced
profitability will have a strong impact on business
conditions. These changing conditions are likely to
lead credit institutions to search actively for new ways
of conducting existing business, as well as for new areas
of possibly profitable activities.

In the 1980s, the prevalent pricing strategy was cross
subsidisation, which means that the price of a specific
product or to a particular customer did not exactly
mirror the cost and risk involved. For example, savings
accounts have traditionally subsidised transaction
accounts. However, as competition is intensified, this
cross subsidisation will no doubt be more difficult to
uphold. Enterprises specialising in narrow niches
would be prone to compete in market segments where
diversified banks overcharge due to cross subsidisa-
tion. Thus, for instance, the number of institutions
specialising in savings accounts could well increase if
banks continue to use those accounts to subsidise
transaction accounts and advisory services. Under
these conditions the financial groups can be expected
to have more directly cost-related pricing in the
future.

The earlier regulatory regime enticed domestic
banks to over-extend their branch networks. The large
number of branches today is an implicit barrier for new
entrants. However, the main activities of branches lie
in the provision of standard products. In the years
ahead, these services will probably be available to a
greater extent by telephone and computer links.
Branch networks will then be a less effective barrier to
entry. In that the Swedish market appears to be over-
branched, at least locally as in major cities, a reduction
in the number of branches can be foreseen. This
process had in fact started before the financial crisis
and was accentuated by it.

As discussed previously, in order to comply with the
limit on large exposures, several Swedish insurance
companies will have to reduce their holdings of mort-
gage bonds. Under the new conditions, some of the
largest mortgage institutions will no doubt have
trouble in finding sufficient alternative buyers for their
issues on the Swedish money and bond market.
Conceivable solutions will be more active issuing of
bonds abroad or securitization of assets (asset-backed
securities).

As a response to increased competition from the
securities market, credit institutions might attempt to
compartmentalise assets by degree of risk and collat-
eralize them in a more systematic form to attract
investors, e.g. by securitization. In the 1980s this was
done on a very limited scale. In the 1990s it might be an
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attractive alternative for achieving lower borrowing
costs and a better use of capital. Another advantage is
that the institutions might find it easier to satisfy the
international capital adequacy requirements. Finally,
it might become easier to attract foreign funding, since
the new type of instrument would be more transparent.
At present these developments are hampered to some
extent by the fact that the Government guarantees all
commitments made by bank groups and other major
credit institutions. Thus, in the short run these guaran-
tees distort the market incentives for urgently needed
changes in risk management.

One can expect bank groups to expand into some
new areas, while individual mortgage institutions and
finance companies return to their basic activities, at
least in the short run. Banks might offer more extens-
ive advisory services, partly in response to competition
from securities dealers. This might also be needed as
the financial system becomes increasingly complex and
sophisticated, confronting savers and investors with a
wider range of investment opportunities. Related
areas where advisory services might be needed are
taxation and insurance.

Further expansion into non-banking areas, such as
insurance services, is also likely. For instance, in an
attempt to increase the competitive environment for
insurance, from 1994 onwards, banks in Sweden will be
allowed to offer pension savings schemes with
premiums deductible for income tax. This is an area
with growth potential, particularly as the state pension
scheme is due to be reformed.

Moreover, as a result of the financial crisis, banks
will have large portfolios of real estate which formerly
constituted collateral for failing loans. The way these
portfolios are managed will have implications for
future bank profits as well as for other companies in
these segments of the market.

With the growth of the securities markets, banks will
further expand their off-balance sheet activities, trying
to gain shares in those markets. Thus, banks may get
more involved in assisting investments through guar-
antees and back-up facilities.

Finally, in the 1990s, banks will again put more effort
into low-risk activities that did not have priority in the
1980s. This implies more emphasis on possibly profit-
able segments of retail banking.

Market structure. While the existence of economies
of scale in banking may be questionable, there are
other arguments in favour of large banking groups.
One is the gain from producing and providing new
instruments, due to economies of scope and estab-
lished credibility on the interbank market.

At the same time, the existence of new financial
instruments tends to erode the potential economies of
scale and scope. Thus niche-companies can use the new
instruments to diversify risk even with small and homo-
geneous portfolios. So while one can expect the major
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banking groups to maintain large shares of the financial
market, there is also likely to be a parallel trend
towards specialisation or niche-playing.

The presence of foreign owned banks in Sweden is
currently tending to change from subsidiaries to
branches. This is a natural consequence of legislative
amendments following the EEA Treaty permitting
branches. For foreign banks, the main advantage of a
branch compared with a subsidiary is that the former
relies on the parent bank’s capital base, giving it more
leewayin lending. Another aspect is that home country
control will apply, which can confer a competitive
advantage instead of previous disadvantages if regula-
tion is less restrictive in the home country.

The Swedish securities market is also being trans-
formed from a virtually closed market to freedom of
establishment under EEA rules. This will provide
opportunities for specialisation and niche-playing
which are likely to spur the emergence of new, smaller
enterprises that trade on own account, participate in
securities issues or as back-office companies. On the
stock market, the abolition of the exchange monopoly
may lead to additional exchanges (market places). A
larger share of »cross-border« trade in securities is also
likely, in which case foreign market places, such as
Copenhagen, could take even larger shares of the trade
in Swedish securities.

Since technology is fuelling innovation in financial
instruments and market places are becoming
sophisticated, a growing number of investors and
borrowers will find the securities market an attractive
alternative to the market for institutionalised credit. It
is therefore to be expected that the securities market
will continue to grow at the expense of the credit
market.

Given free capital movements and liberalised cross-
border payments, tax evasion may become more
prevalent as a consequence of higher taxation on
capital income and wealth in Sweden compared with
some other countries. Swedish credit institutions
might then be induced to assist customers by main-
taining a presence in the form of subsidiaries in tax
havens such as Luxembourg. On the other hand,
Swedish establishments abroad will remain restrained
in the near future by the current financial fragility. In
addition, the benefits of having foreign establishments
have been reduced by the abolition of exchange regula-
tions, making cross-border trade easier. With the inter-
national harmonisation of capital adequacy require-
ments, moreover, there will be less scope to exploit
lower requirements elsewhere. On balance, one might
expect that some Swedish banks will withdraw from
foreign locations.

Conclusion

In the aftermath of the financial crisis and the adapta-
tion to the legal system in the EEA, barriers to entry
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are being reduced. This points to a further increase in
credit market competition in the 1990s. The structure
of the financial market can be expected to move
towards further diversification across traditional
boundaries. Atthe same time, the degree of concentra-
tion on the Swedish credit market is likely to remain
high, with a few bank groups as dominating players.
However, smaller niche-companies may compete for
profitable segments, thereby ultimately reducing the
scope for cross-subsidies in the major groups. Compet-
itive pressure also has the effect of eroding profits,
making the credit institutions more sensitive torisk and
thereby necessitating more advanced risk manage-
ment systems.

The securities market is likely to grow at the expense
of the market for institutionalised credit in the 1990s,
due to ongoing innovation in financial instruments and
market development. Besides being a strong compet-
itor with the market for institutionalised credit, the
securities market will also provide more opportunities
for credit institutions to participate with off-balance
sheet activities. Furthermore, changes within the
securities market, permitting freedom of establish-
ment in accordance with the EEA Treaty, will also
make the securities market itself more contestable.
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Regulation of Swedish Banking after the Crisis —
Making Deposit Insurance Work

STAFFAN VIOTTI*

In the aftermath of the financial crisis, credit institutions should be discouraged from excessive risk-taking
while being under the umbrella of public protection. When an explicit deposit guarantee according to
EEA rules is introduced it should be accompanied by an explicit monitoring scheme. Under that scheme,
supervisory authorities should be empowered to intervene actively as soon as a bank shows signs of getting

into financial difficulties.

Introduction

The Swedish banking system is currently in a state of
transition which might prompt quite different
considerations depending on the perspective taken.
On the one hand the Swedish banking industry is
involved in the worst financial crisis since the 1920s.
Gigantic loan losses accumulated over the period
1990-93 have seriously affected all Swedish banks. In
September 1992 the Swedish government felt it had
no choice but to issue a general guarantee to the bank-
ing sector. Even though it is far from clear to what
extent bad management and senseless loan behaviour
within the banks are to blame for the financial crisis,
the banking sector has suffered considerably in terms
of lost good-will and confidence in the eyes of the
general public.

On the other hand the economic situation for most
Swedish banks seems to have improved considerably
during the second half of 1993. Although provisions
for loan losses have continued to grow, bank earnings
have risen markedly, partly as a result of falling inter-
est rates and widened spreads between loan and
deposit rates, but also due to huge profits from
brokerage and market-making activities, not least in
foreign currency dealing.

A year after the general guarantee was issued it
seems that the reconstruction process in the Swedish
banking industry has come a long way, with most of
the banks showing clear signs of being back in busi-
ness.

Although the bank crisis cannot be said to be defin-
itely over until loan losses begin to come down to
normal levels, more attention should now be given by
the authorities to long-run issues.

* Staffan Viotti is associate professor at the Stockholm School of
Economics. The author is grateful for comments from Emil Ems,
Lars Horngren, Karl-Henrik Pettersson and Gabriel Urwitz.
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One such issue that must be considered, though
it has yet to be clearly confronted in Sweden, is
deposit insurance. The aim of this paper is to analyze
deposit insurance from various angles and to provide
broad recommendations concerning deposit insurance
schemes for the Swedish scene. The analysis takes its
inspiration from the U.S., where the design of various
deposit insurance schemes has been a hot topic for
some time.!

Government guarantees — implicit or
explicit

It should be clear that in the current Swedish regu-
latory system there is no explicit deposit insurance
scheme. Of course the general guarantee offers
government insurance not just to depositors but to all
stakeholders in the banks except shareholders and
some low-priority bond holders. But before the guar-
antee was announced in September 1992 there was no
explicit guarantee that the government would bail out
depositors in the event of a bank failure. On the other
hand there was probably widespread agreement that
the government would most certairly come to the
rescue in an emergency. In other words there was
general consensus about implicit deposit insurance.

Before the deregulation of the Swedish financial
system began in the 1980s, banks had limited oppor-
tunities to expose themselves to risk. The regulatory
and prudential controls associated with the privilege of
a bank franchise largely prevented risk-seeking beha-
viour. Instead, the regulatory system exacted costs in
terms of general inefficiency, inertia and inflexibility in
the banking sector.

With the erosion of tight controls on bank activities
the situation changed. It is all too evident today that

!The European perspective on deposit guarantee schemes is
presented in Professor Dermine’s article in this volume.
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risk-taking in banking became excessive in the late
1980s. One should, however, be careful about inter-
preting this as evidence that banks deliberately
exploited the implicit government insurance by enga-
ging in risky ventures on a large scale. A more reason-
able interpretation is that the banks and other players
in the financial sphere were not fully aware of their risk
exposure. The rapid deregulation took banks by
surprise and gave them freedom to expand lending
before they had established appropriate systems to
measure, evaluate and manage credit risk. In too many
cases bank executives were blinded by the immediate
positive effect on net income of additional loans. The
seemingly safe positions in terms of high (book-value
based) equity capital levels most certainly did not
convey a sense of high risk exposure to bankers.
Furthermore, most Swedish banks had (and still have)
a rather diffuse ownership structure. Bank manage-
ment has less incentive to exploit implicit government
guarantees, since they lose their jobs if things go badly
and get less of the upside if things go well than equity
holders.

Even if deliberate excessive risk-taking may not have
been prevalent before the financial crisis, incentive
problems of this kind must be considered when think-
ing about financial sector behaviour after the crisis. It
is obvious that the long-run effects of having an explicit
but vaguely formulated -~ and non-priced ~ general
guarantee like the one in the Swedish financial sector
will be rather detrimental. First, with general govern-
ment backing, incentives to handle risk are relatively
weak in the »insured« sector. Second, competition
from players not covered by the guarantee, for instance
insurance companies and foreign-based financial insti-

tutions, will be hampered. Altogether the pricing of

risk in the economy would gradually become distorted.

One way to handle this problem would be reregula-
tion. In a thoroughly regulated system a guarantee ~
explicit or implicit - would not in itself be the cause of
perverse risk behaviour. Such an approach is not
recommendable for a number of reasons. One is that it
would prevent the economy from taking advantage of
the huge potential welfare gains that the technological
breakthroughs in the financial sphere might confer.
Experience shows that reasonably unfettered market
forces are the prerequisite for such innovation
processes. But even if this view of the benign effects of
deregulation and decentralisation is not shared, far-
reaching reregulation is hardly a viable alternative for
Sweden, at least not in isolation. Technological
changes have tied national financial markets much
more tightly to world markets. Financial innovations in
response to regulatory interventions quickly create
means to circumvent the regulations. It seems there-
fore that reregulation would have to be very drasticand
all-encompassing to be effective. Such a process would
mean a derogation from the EEA legal system for the
financial sector, which is unrealistic.
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The alternative for Sweden, as for most other Euro-
pean countries, is therefore to design a system in which
banks are allowed to play an active role as innovators
and entrepreneurs at the same time as there are cred-
ible and cost-efficient guarantees for system stability
and consumer protection. Finding the appropriate
design for such a system is not an easy task. The usual
starting point for the economic’s analysis is to acknow-
ledge that an instability problem seems to be inherent
in the traditional bank. By a traditional bank we mean
a financial institution that combines a liquid liability
side of par-valued deposits, with opaque, illiquid assets
in the form of loans. The instability problem arises
from the fact that the »first-come first-served« charac-
teristic of deposits may lead to a bank run caused
merely by self-fulfilling rumours. Contagion effects on
other banks might then lead to a general flight to
currency.

Even though careful study of the mechanisms
purportedly causing these instability tendencies may
somewhat downplay this potential threat against the
payment system, it is fair to say that it would be
politically impossible in Sweden, as well as in other
countries, to propose a free banking system with no
elements of state guarantees — explicit or implicit - to
bank depositors. Therefore some kind of government
scheme is needed that credibly signals that the banking
and payment systems are fail-safe.?

Three approaches to deposit insurance
reform

The US deposit insurance system has provided this
safety, but evidence from for instance, the S&L crisis
shows that this has been done at too high a price in
terms of social costs. Reform proposals have therefore
been put forth in abundance. Three main approaches
to reforming the US system can be distinguished. The
first is an attempt to improve the existing deposit insur-
ance schemes by introducing appropriate insurance
premiums. The second, the narrow bank proposal,
takes the opposite approach. Instead of trying to refine
the deposit insurance system, it envisages radical
change in the structure of the banks themselves, insuch
a way that deposit insurance - if needed — becomes a
rather simple issue. The third approach, reflected in
the recent reforms that have actually taken place in the
US, is less radical. It takes the traditional bank and
deposit insurance as given and recommends a more
elaborate scheme to handle banks that seem to be
getting into trouble. In the following we will briefly
discuss each of these approaches.

2 1t should be added that as a member of the EEA, Sweden will prob-
ably have to adopt a deposit insurance scheme.
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Appropriate pricing

In the US, the Federal Deposit Insurance Corporation

. (FDIC) charges flat premiums with no risk adjust-
ment. In the 1970s Merton (1977) analysed deposit
insurance in an option pricing framework and laid out
the principles for fairly priced insurance premiums.
Although straight-forward in principle, the imple-
mentation of risk-based insurance premium schemes
turns out to be quite difficult in practice. One major
reason lies in the typical opaqueness of the asset port-
folio in the traditional bank. This makes it hard for an
outsider to monitor the bank on a regular basis. But
even with a relatively transparent portfolio the prob-
lems of constructing risk-related premiums are formid-
able.

There seems to be growing awareness even among
academics — bankers and regulators have been scep-
tical all along - that the approach with refined risk-
related insurance premiums is not fruitful, at least not
without further reforms. It tries to solve the problems
within the framework of the traditional banking
concept. But if the problems are built into and funda-
mental to that bank model, it may seem necessary to try
a radically different approach. A basic question is
whether the traditional institutional links between
liquid deposits and illiquid loans could be uncoupled.
This relates to the question whether these links have to
do with economic factors as opposed to being a historic
relic. To be more specific, are the economies of scope
and other economic advantages of having one insepar-
able institution combining loan and deposit-taking
activities the main reason behind the actual predomin-
ance of such institutions? Or was this true only in the
more primitive financial systems of the past, when
alternatives to banks were scarce, and the foundation
was laid for the legal and regulatory framework, which
is largely still in place?

The narrow bank approach

The so-called narrow bank approach® proposes
reforms, starting from the latter view. The narrow
bank model has been presented in a variety of versions.
Their common basic ingredient is restrictions on the
assets that can back deposits with government insur-
ance. Those assets should have low risk and easily lend
themselves to market valuation. In the extreme case
only short-term default-free government debt would
be allowed. Other versions include long-term govern-
ment debt and high-grade corporate debt instruments.
With such transparent and continually market valued
assets, the risk exposure of the deposit bank is limited
or at least easily evaluated. Fair insurance premiums
are relatively easy to charge.

3 For an overview, see Merton & Bodie (1993) and references there.

There are also a number of suggestions on how a
narrow bank reform could be implemented. In the
most clear-cut version there would be a breaking up of
the bank into different legal units — loan banks and
deposit banks. It has been pointed out, however, that
such drastic institutional measures are not necessary.
One possible alternative is a holding company con-
struction, with the loan bank as one of the subsidiaries,
legally related to other subsidiaries only via the holding
company. In the most traditional version, insured
deposits would be backed by collateralized govern-
ment and high-grade debt instruments within the
original bank unit. Instead of breaking up the bank,
there would thus be earmarking of assets to specific
liabilities, i.e. insured deposits.

There is little doubt that most of these narrow bank
proposals are feasible in the sense that they do achieve
credibly safe deposit banks which make it easy to price
a possible deposit insurance. The key question,
however, as pointed out by critics of the narrow bank
model, is what would happen with the loan bank. Bank
loans would have to be financed one hundred per cent
with borrowing not covered by government insurance.
Partly this would consist of direct capital market issues
of bonds and commercial papers—the finance company
model. But it could also be achieved through the chan-
nelling of long-term household savings which, for
instance, households choose to hold in uninsured
accounts to earn higher returns.

In my view the narrow bank approach to reform is
worth serious consideration and should not be seen as
just an academic construction. Perhaps its main virtue
is that it stimulates a rethinking of the role of banks in
the economy and focuses on functional rather than
institutional aspects. Such a focus is becoming increas-
ingly important with the rapid development of new
financial instruments and markets, which make it poss-
ible to create near-substitutes to traditional productsin
ever increasing variants.

Narrow banks - too drastic a step?

Both among academics and among practitioners and
regulators there are fears that narrow bank reform
would be too drastic a step.* One argument is that such
reform would inevitably require some break-up of the
traditional bank. This would lead to costs in terms of
lost synergy and also considerable restructuring costs
in the transition phase.

The synergy argument is perhaps not so convincing.
For example, the proposals for building on collat-
eralized deposits within a loan-making bank need not
lead to much loss of synergy between deposit-taking
and loan-making activities. They are still performed in
the same institution. Granted that the transitional

4 See for instance Goodhart (1993) and Benston & Kaufman (1993).
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costs are easily underestimated, both by economists,
who prefer to focus on »grand design« and long-run
benefits, and by practitioners, legislators, and regu-
lators, who may focus too much on immediate prob-
lems of a practical and legal nature.

There are, however, some structural issues that need
to be dealt with in narrow bank proposals, even in their
collateralization versions. How do we know that loan
banks, whether as independent units or as part of a
universal bank with collateralized deposits, can find
the appropriate funding channels? And even if such
channels are found, will the financing of small and
medium-sized companies, which have no direct access
to the capital market, become more expensive? In
other words, one would like to know more about what
constitutes a loan bank and about the credit allocation
mechanisms in which banks seem to play a vital role,
before one dares to recommend reforms involving
narrow bank solutions.

Another important question is whether the distinc-
tion between insured and uninsured deposits inherent
in the narrow bank framework can be credibly upheld.
Could politicians really resist the pressure to bail out
uninsured savers in a failing loan bank? If savers gener-
ally believe in bail-outs there is not much point for
them in paying the higher price for explicitly insured
deposits. On the other hand, if savers are not certain
about being bailed-out, flight-to-quality problems may
appear, with detrimental consequences for the supply
of bank credits. If the economy is expected to enter a
downturn-maybe leading to a depression-savers may
want to convert their high-interest uninsured deposits
into insured deposits to meet the threat of possible
bank failures. This may in turn cause disruptions in the
loan intermediation process, which would further
contribute to the downturn in the real economy.

All in all, even if there are reasonable answers to
most of the questions raised concerning the viability of
narrow bank solutions, conservative bias and a »we
know what we have, but not what we get« perspective
among bankers and regulators would lead to a
favouring of less radical solutions.

Deposit insurance with more efficient
monitoring

The so-called Federal Deposit Insurance Corporation
Improvement Act (FDICIA) from 1991 is an example
of a scheme with more intensive monitoring. That
reform is very much in line with proposals put forward
in the Shadow Financial Regulatory Committee by,
among others, Benston and Kaufman. These
proposals aim for solutions to the deposit insurance
problem that supposedly do not require modifications
in the existing institutional structure. In other words,

5 See Benston & Kaufman (1993) and references there.
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the traditional bank is accepted as the benchmark insti-
tution for deposit insurance reform.

The reform proposal has two basic ingredients; one
consists of stricter, more accurate and more market
oriented bank capital requirements and the other of
more elaborate schemes to handle situations in which
bank capital has fallen below adequate levels. Bank
capital would include equity and all debt not explicitly
insured. Capital-to-asset ratios would be specified with
assets measured at market values and appropriately
including off-balance sheet items.

The idea is then to formulate a system that makes
explicit which actions will be taken vis-a-vis the bank in
the case where bank capital falls below specified levels.
These actions should be such that it would be in the
interest of the bank and its shareholders to ensure that
capital is kept on adequate levels.

An illustration

The basicingredients in the Act can be elucidated by an
example, presented by the Shadow Financial Regu-
latory Committee (see for instance Benston & Kauf-
man 1993). Four explicit, predetermined tranches of
capital-to-asset ratios are specified in the example.

1 Banks are considered to have adequate capital if it
amounts to, say, 10 per cent or more of their total
assets, preferably measured in terms of market or
current values. Those falling into this first tranche
would be subject to minimum regulation and super-
vision.

2 Banks with capital-to-asset ratios of, say, 6 t0 9.9 per
cent would be at the first level of stricter supervisory
concern. A bank in this second tranche would be
subject to increased regulatory supervision and more
frequent monitoring of activities. It would be required
to submit a business plan to raise more capital. At its
discretion, the supervisory authority could require the
bank to suspend dividend payments and obtain
approval before transferring funds within a holding-
company system and could restrict the bank’s asset
growth.

3 The third tranche is the second level of supervisory
concern; it is reached when a bank’s capital ratio falls
below 6 per cent and is at least 3 per cent. Banks in this
range would be subject to intense regulatory super-
vision and monitoring. The supervisory authority
would be required to suspend dividends, interest
payments on subordinated debt, and outflows of funds
to the bank’s parent or affiliates. The institution wouid
have to submit an emergency plan for its immediate
recapitalization to the tranche-one level.

4 Finally, when a bank’s capital falls below 3 per cent
of its assets, it would be in tranche four: mandatory
recapitalization and reorganisation. The supervisory
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authority must place the bank in a conservatorship,
which could be charged with recapitalizing the bank or
liquidating it in an orderly fashion within a short period
by merger or sale of individual assets. The present
owners and subordinated debt-holders would have the
option of implementing quickly the plan submitted
when the institution moved into tranche three, or of
electing not to inject additional funds into the bank. If
the owner and debt-holders chose not to recapitalize
the bank, any residual value from its sale or liquidation
of its assets would be returned to them, after allowing
for costs incurred.

According to its proponents this system would give
adequate incentives to banks to correct a deteriorating
situation before the supervisory authorities are forced
to intervene. And through the tranche system it would
give the supervisory authorities a chance to intervene
intime. Furthermore, there is no doubt about when the
authorities have to take measures. It is interesting to
note that the above scheme could also be seen as an
improvement and refinement of the capital adequacy
rules according to the Basle Concordat - the so-called
Cooke rules. One way to interpret those rules is that
they introduce default and bankruptcy rules for banks
(and other financial institutions) that are considerably
stricter than for other corporate firms. The problem is
that virtually nothing is said about what actions will be
taken by government authorities (and possibly other
creditors) once a bank has dipped below the 8 per cent
level prescribed by the Concordat. The FDICIA
tranche system can be seen as an attempt to remedy this
deficiency by stating explicitly the rules of the game
between the existing shareholders and the creditors,
e.g. the deposit insurance corporation.

Weakness of FDICIA type solutions

As should be expected, FDICIA type solutions also
have weak points. One main concern is with the
proposed market valuation of bank assets and collat-
eral. Because of the inherent opaqueness of the bank
loan stock, it would be difficult to implement. Another
problem, which paradoxically may be caused by too
effective market valuation, is that high volatility in
asset values could give rise to drastic and unnecessary
changes in bank ownership and management. Accord-
ing to Dewatripont and Tirole (1993): »Unlike histor-
ical cost accounting, market value accounting makes
the solvency measure very volatile and generates inap-
propriate transfers of control rights«.

Is there a remedy to this unattractive »automaticity«
in the reaction scheme of bank regulators? Dewatri-
pont and Tirole argue »in favour of an intermediate
method of accounting, in which, as under historical
cost accounting, market specific fluctuations are not
reflected in the solvency measure, but in which, unlike

historical cost accounting, an automatic adjustment of
the net worth offsets the change in the shareholders’
incentives«. Their basic suggestion is that a distinction
is made between macro shocks and bank specific
shocks. To quote Dewatripont and Tirole again:
»Because (bank) managers (by definition) do not
control macroeconomic shocks, their welfare, and
therefore their compensation and the interference
they face from outsiders, should be insensitive to such
shocks. Because interference by shareholders depends
onthe bank’s capitalisation, the macroeconomic shock
should be perfectly offset by an equal distribution of
dividends if the bank’s performance exceeds the
minimum solvency ratio.

Conversely, if the macroeconomic shock puts the
bank’s solvency below the minimum ratio, managers
are unduly punished if control shifts to debtholders, or
(in the context of voluntary recapitalization as in the
Basle agreement) if shareholders refuse to recapitalize
and leave control with the regulator. On the other
hand, a mere adjustment in the minimum solvency

© ratio to the average solvency of banks is too lax a
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policy, as sharecholders are more prone to take risk (sic)
when the bank is poorly capitalised. This reasoning
thus calls for a recapitalization requirement softened
by some contribution of the regulatory agency in bad
times, for example through pro-cyclical deposit insur-
ance. «

These arguments indicate that there may be ways to
handle the problems that would come upin an FDICIA
type system. They would, however, require more
discretionary behaviour from the regulatory author-
ities. We know from experience that in such a system
there is always a risk of misdirected regulatory interfer-
ence.

Swedish reforms

For several reasons a scheme of the FDICIA type
would perhaps fit the Swedish environment better than
the US. First, as in most European countries, the
Swedish banking system consists of a relatively small
number of banks. In comparison with the US, with its
unique banking structure with over 12,000 banks, the
task for the supervisory authorities is considerably less
complex. Second, the handling of supervision and
control is carried out by a single regulatory body in
Sweden, while this responsibility in the US is shared by
a number of institutions. Conflicts and competition
between regulatory authorities is thus not a problem in
Sweden, whereas in the US such conflicts are supposed
to have contributed to regulatory inefficiencies. Third,
the present handling of the Swedish crisis banks by the
Bank Support Authority has taken on some important
features of the above scheme. Although, of course, it
was set up after the crisis was a fact, it has operated
according to the idea that the deeper the bank is in
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trouble the firmer will be the Authority’s grip over it
and the more costly it will be for the current share-
holders if they do not manage to recapitalize the bank.
It is interesting to note that uncertainty about what
would actually happen with a bank dipping below the
required 8 per cent level, probably aggravated the
Swedish banking crisis. Judging, for instance, from the
extremely low market valuation of S-E-Banken shares
at the beginning of 1993, most shareholders seem to
have feared that further erosion of the capital base
below 8 per cent would lead to financial support from
the state against a substantial issue of new shares to the
government. Such an issue would drastically dilute the
value of existing shareholders’ equity stakes.

When investors, in early 1993, started to notice the
improvement in the general macro-economic environ-
ment, especially the impact of lower general interest
rates, they realized that the banks’ financial situation
might improve rather quickly. Also S-E-Banken,
investors thought, could possibly manage without state
financial support or with support in forms or amounts
that only partially reduced earlier shareholders’ equity
value. As aresult, the S-E-Banken share started to sky-
rocket, increasing its value ten times compared to the
bottom notation within a couple of months.

As demonstrated above, the FDICIA type solution
is not problem-free. While a solution along these lines
is probably the best in a shorter perspective, the prob-
lems may turn out to be serious enough to call for new
reforms. Maybe in a longer perspective the develop-
ment of the financial system will create new and better
conditions for a narrow bank solution to the regulatory
problems. In many respects this functional solution is

63

more in line with the new view of banking and financial
intermediaries. With securitization and the develop-
ment of new contracts and designs for the financing of
small and medium-sized firms, it may turn out that the
potential problems in the loan bank are less serious or
could be handled by appropriate policy measures.
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EEA and the Insurance Industry — Chairman’s
Summary

LARS HORNGREN*

The purpose of this note is to try to identify the main themes in the conference concerning future develop-
ments in the structure and regulation of insurance markets in Europe. Given the broad range of interesting
issues raised in the following papers and the discussions at the conference, and the inherent complexity
of the processes governing the future of the various segments of the insurance industry, e.g., in the inter-
play between market forces and regulation, this is a difficult task. It goes without saying that the EEA
agreement is but one of the elements shaping the future. A unified view on these issues, let alone definite
answers to the crucial questions, is not to be expected.

However, 1 will try to present some of the insights from the conference on the major forces shaping the
insurance industry in the years to come, supplemented by some personal reflections. To narrow the scope,
1 will put special emphasis on the Swedish situation. To organize the presentation, I will take advantage
of the questions raised in the introductory speeches of the conference and discussed in plenary session.

In markets for consumer oriented insurance prod-
ucts, both life and non-life, the potential for change is
greater, these segments in most European countries

Will adaptation to EEA legislation lead to a
substantial removal of barriers to enter insurance

2

markets? having been closely regulated for a long time. So far,
The answer to this question depends to a large extent the regulatory changes in the direction of more liberal
on the relative importance of regulatory and natural ' rules have also been relatively modest in scope.
barriers to entry. Access to a national market can be However, in Sweden at least, there are indications
made by new resident competitors and by foreign that regulatory changes can have substantial effects
firms starting to market their services across national on industry structure. Perhaps the clearest case is the
borders. The EEA agreement will affect the ease with rapid expansion of unit-linked life insurance after its
which cross-border trade can take place. It will also introduction in 1990. The process of deregulation is
lead to deregulation at the national level, in particu- likely to speed up in the years to come. Adoption of
lar, due to the third generation insurance directives. the third generation EU directives will require aboli-
Consequently, both types of market access need to be tion of price regulation and control of product
considered when discussing the future industry struc- innovation as well as relaxation of asset management
ture. rules. This will probably lead to increased competi-

In this context, as so often when discussing insur- tion, potentially also in the form of new entry.

ance, it is essential to look at different segments of the It is difficult to assess the role of foreign entry in this
industry separately. At the one extreme is reinsur- process. There may be technological scale economies
ance, which is a wholesale activity that for a long in some areas of insurance, giving large, internation-
period has been internationalized and characterized ally active firms a potential advantage. However, as
by limited regulatory concern. Here, the impact of noted by Dickinson,! insurance products are sold on
EEA legislation is likely to be small, as the industry the basis of trust, implying that reputation, brand-
structure is already conditioned by market forces. name recognition, etc. are important, in particular in

consumer oriented insurance. This creates natural
barriers to establishment of new entities in foreign
* Lars Horngren is Senior Adviser, Sveriges Riksbank. The author s markets. As pointed out also by both Zweifel and

gratefulfor comments on a previous draft from Eva Blixt. The opin-

ions expressed are those of the author and need not coincide with T L
those of Sveriges Riksbank. ! All references in the text refer to articles in this volume.
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Blixt, this means that cross-border expansion is likely
to take place through take-overs and joint ventures,
rather than through branch establishments. As the
option to make acquisitions is already available in
Sweden, at least in non-life insurance, it is not obvious
that the EEA agreement will make that much of a
difference in this sector.

In the life insurance sector, on the other hand, there
is an important constraint on acquisitions in that
Swedish companies are not allowed to pay dividends
to shareholders. This means that they function as
mutual companies irrespective of their formal legal
status and that the equity capital is minimal and
economically uninteresting. However, the ban on
dividend payments is likely to disappear within the
next couple of years, opening up new possibilities for
foreign market penetration also in life insurance.

Local presence is normally important in non-life
insurance, since in property insurance, for example,
ex ante risk assessments and ex post loss assessments
must be made at the place where the property is
located. On the other hand, many life insurance prod-
ucts, such as pension insurance, can be distributed
without local presence, e.g., via independent insur-
ance brokers. Such brokers may gradually come to
play a more important role as insurance markets
become more and more internationalized, as pointed
out by Blixt and by Héagg and Skogh. A crucial ques-
tion is whether sufficient consumer confidence can be
established for foreign insurers acting via third party
brokers to make a significant impact on the position
of the incumbent national firms. On this issue, only
time can tell.

A remaining constraint on cross-border trade is that
many countries have favorable tax rules for pension
savings that apply only to premiums paid to resident
insurers. In Sweden, this advantage to domestic firms
is partly offset by higher tax rates than in many other
EEA countries on the return on assets held by life
insurance companies. This implies that so called
capital insurance, i.e., life insurance for which pre-
miums are not tax deductible, is likely to continue to
migrate to insurers in countries with more favorable
tax systems, unless tax rates are harmonized.
Consequently, divergent tax rates will affect trade in
insurance. However, it is difficult to predict the degree
of tax harmonization in the EEA in the years to come,
which means that it is hard to assess the quantitative
importance of this factor.

To summarize, barriers to entry in the insurance
industry are likely to be reduced. This is partly due to
the EEA agreement and the single licence system. The
competitive conditions are also influenced by the
changes in the national regulatory systems that are
under way as part of the broad-based revision of insur-
ance legislation in the EEA countries. Consequently,
the main impact from the EEA agreement will perhaps
not be in more widespread cross-border trade or estab-
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lishment, but in the generalincrease in contestability of
insurance markets, putting increased pressures on
established insurers.

What changes in the structure of insurance markets
are to be expected?

From the tentative answer to the first question, that
market access will be improved, it follows that changes
in industry structure are likely, at least in the areas of
insurance most affected by the new rules. These are
retail (mass risk) non-life insurance and life insurance.
Reinsurance and large non-life risks, on the other
hand, are already highly competitive and internation-
alized.

The greatest changes can be expected in life insur-
ance markets. Thisis traditionally the area most closely
regulated, both in terms of entry and price and product
regulation. As mentioned above, many countries have
favorable tax rules for pension savings. This has given
the companies providing pension insurance an advant-
age in the competition for long-term household
savings. Although promotion of savings in illiquid
forms may be motivated on the grounds that it encour-
ages people to complement public pension systems, it
is not obvious why such tax incentives should be limited
to savings in a certain class of life insurance policies. In
general, it can be argued that any form of savings that
cannot be touched before a certain point in time should
be eligible for such favorable treatment.

In Sweden, this line of argument has led to the intro-
duction of a new type of tax deductible savings, in the
form of individual retirement savings accounts that
have no insurance element. Accounts eligible for
favorable tax treatment can be offered not only by
insurance companies, but by banks and authorized
fund managers as well. As the system was introduced
asrecently asin January 1994, it remains to be seen how
attractive it will be, but it is likely to add to the erosion
of the position of the traditional insurance companies.
The success of unit-linked insurance indicates that
savers prefer alternatives that are more transparent
and give them greater flexibility and stronger influence
over the financial risks. The financial opaqueness of
traditional life insurance companies has become a
competitive disadvantage.

The major Swedish life insurance companies
provide unit-linked insurance and will also compete for
their share of the new individual retirement savings.
However, banks, using their branch networks as distri-
bution systems, have been more successful in the unit-
linked market so far. Banks have also made substantial
inroads into the market for traditional life insurance by
setting up or buying insurance subsidiaries, selling in
particular highly standardized pension insurance
policies. It thus appears that life insurance companies
in Sweden, and elsewhere, face major competitive
challenges and may need to revise their distribution
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methods in order not to lose shares in the market for
long-term savings.

Legislative change is one force reshaping the insur-
ance industry. Another important element is the devel-
opment of new techniques, particularly in the area of
information processing and distribution. The insur-
ance industry is information intensive. Not surpris-
ingly, therefore, it has been fundamentally affected by
developments in computer technology.

This process is far from over. Finsinger points to the
potential for using computer-based expert systems to
classify customers and make more accurate risk assess-
ments. Similar systems may be used in life insurance to
create insurance contracts suited to the individual
customer’s needs by freely combining standardized
components available on the computer. The customer
can, at the point of sale, see what various combinations
cost and what benefits they will provide.

The demand for savings plans that provide addi-
tional coverage for the retirement period is likely to
grow for demographic reasons and because of growing
concerns for the sustainability of public pension
systems (cf. Blixt). These are problems faced by all
European countries, although perhaps to varying
degrees. In Sweden at least, the major source of
growth in private life insurance has been the sale of
standardized pension insurance contracts to people
wanting to complement their compulsory pensions,
derived from the public sector and from employment
based pension plans. Over time, it is likely that
customers will become more sophisticated and
demand insurance policies better adapted to their indi-
vidual needs. Whether distributed with the help of
computer based expert systems or not, life insurance
products will have to offer greater flexibility than in the
past, not least in the choice of financial instruments and
financial risk levels, to satisfy these demands.

What will be the future tasks of regulators and
supervisors?

Consumers turn to insurance companies to obtain
protection from various major risks to life and prop-
erty. Failure on the part of the insurer to fulfil an insur-
ance contract, after an accident has occurred, say, may
have disastrous consequences for the individual. He is
therefore concerned about the solvency of the insurer.
At the same time it is quite difficult for an individual
consumer to assess the reliability of an insurance
company, especially in life insurance where the
contract often stretches over several decades. There is
thus demand for (centralized) monitoring of insurers
and for control of their solvency.

The fundamental raison d’étre for supervisory
authorities and for regulation of the insurance industry
is therefore to protect policyholders from the con-
sequences of the default of an insurer. In contrast to
banking, where systemic risks related to self-fulfilling

expectations of insolvencies are important, regulation
and supervision in insurance markets can be analyzed
exclusively in terms of consumer protection.

In addition to the concerns for the solvency of the
insurer, customers (and regulators) care about the
»fairness« of the contracts, the treatment of insurance
claims etc. These types of consumer protection issues
are not specific to the financial services industry,
however, but appear in virtually all areas. What sets
insurance, together with banking, apart is the concern
about insolvencies among the providers of the services.

The goal of protecting policyholders from insolv-
encies can be achieved by preventing bankruptcies
from ever occurring. This strategy has dominated the
regulatory systems in most countries, not least in
Sweden, as noted by Hiigg and Skogh. It tends to lead
to strict material rules and the use of de facto anti-
competitive regulations. Consumer protection thus
comes at the price of low efficiency, not least in a
dynamic sense.

A process of liberalization of insurance regulation is
under way all over Europe, based on the conviction
that the traditional regulatory regimes have become
too confining and, in many respects, inefficient. The
system being in a phase of transition, it is difficult to
predict the shape of the future regulatory framework.
It is therefore easier to comment on the direction in
which the development should go.

One desirable feature would be a stronger focus on
policies aimed at protecting consumers from the
consequences of defaults, as opposed to preventing
bankruptcies from occurring. Systems of guarantee
funds would be one way to achieve such a shift in focus,
as discussed by Finsinger. A guarantee fund is effect-
ively a form of reinsurance, protecting the insured
without necessarily rescuing the insurer, no matter
what difficulties the company may get into.

Since a guarantee fund transfers risks to another
party, such a system must be combined with super-
vision in order to control the moral hazard incentives.
Consequently, guarantee funds do not eliminate the
need for regulation and supervision, but may permit a
shift in focus. Given that the interests of the consumers
are taken care of by the guarantee fund, the super-
visor’s task is clearly defined to protect the guarantee
fund from assuming undue risks from insurers. Solv-
ency control comes to the fore and insurers with low
insolvency risks can be given a wider mandate than in
a system based on direct controls that do not take into
account the health of the individual company.

The tasks of insurance supervisors are still formid-
able. Even though better equipped to determine the
quality of insurance companies than individual
consumers, the information that the supervisors need
is exceedingly complex. To argue that they should give
up trying does not make sense, however, if for no other
reason than the political necessity in any democracy to
offer some protection to insurance customers, just as
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depositors in banks are always covered by explicit or
implicit deposit insurance. Seen from this point of
view, guarantee funds for consumer insurance make
this government protection explicit and may in fact
enable the government to limit its exposure, e.g., by
introducing elements of coinsurance and deductibles
in the guarantee fund systems.

Although guarantee funds should be financed by
premiums paid by the insurance companies, the costs
will ultimately be borne by the insured. However, the
insured also bear the costs of regulations aimed at
preventing defaults, e.g., in the form of low efficiency
in the insurance industry. Provided that a system based
on guarantee funds can make way for more efficient
regulations, it is possible that the consumers will get
.the same or even better protection at lower costs.

In my opinion, more widespread use of guarantee
fund systems is the appropriate direction in the devel-
opment of the regulatory system, although the likeli-
hood of such a development is difficult to assess. More-
over, there are problems that must be solved in setting
up such systems. For example, they must be con-
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structed so that they do not involve subsidies to the
companies that can sell their policies by advertising
that they are reinsured. Determining fair reinsurance
premiums in such a system may prove a difficult task.

Mispriced guarantee fund systems would be a prob-
lem also in the context of the EEA. Exporters of insur-
ance based in a country with an overly generous guar-
antee fund system would have a competitive advant-
age. The incentives for the home country to provide
such a subsidy would seem to be weak, however, as the
beneficiaries are citizens of other countries.

Efficiently priced guarantee funds, on the other
hand, introduced nationally in a setting with free cross-
border trade and home country control, may be an
interesting case of competition between regulatory
systems. If customers want protection from guarantee
funds, companies having their home base in countries
with such systems will gain market share. The pres-
sures to introduce guarantee funds in other countries
will mount, not least, one would expect, from
representatives of the insurance industry, who other-
wise often tend to oppose such proposals.



Changing Pattern of Insurance Markets within Western
| Europe

GERARD M. DICKINSON*

Insurance markets in Western Europe have grown rapidly over the last two decades, with life insurance
and private pensions increasing faster than non-life insurance. Especially since the mid 1980, the compet-
itive structure of most national insurance markets has exhibited major change: consumer awareness has
increased, banks have become more active as distributors and producers of insurance products, and
foreign insurers have secured, mainly through cross-border take-overs, larger market shares. The
prospect of even greater change can be expected during the second half of the 1990s in the light of greater
deregulation brought about by the implementation of the 3rd Insurance Directives and a greater exploita-
tion by producers, intermediaries and consumers of information and communication technologies. The
number of independent insurance groups within Western Europe can be expected to continue to fall,
possibly declining from its current level of some 2500 groups to about 1500 by the end of the decade.

Growth of insurance markets in a
global context

In discussing the changing pattern of insurance
markets within Western Europe, it is useful to look
first of all at the overall growth of these markets in a
global context. Table 1 shows the distribution of
global spending on insurance into four major regions
between 1970 and 1991 for both non-life insurance
and life insurance. Non-life insurance includes a wide
range of property, liability, transportation, credit and
health insurances, while life insurance embraces
conventional life insurance and annuity policies,
linked-life insurances and insured pension contracts.
Reinsurance represents transactions between insur-
ance companies to spread risk and hence are included
in these overall spending figures for personal and
corporate consumers.

It can be seen that the global demand for non-life
and for life insurance has grown rapidly over the last

two decades. Even though these figures are in money Table 1 also shows that insurance markets within
terms, the demand for insurance has also increased in the Western European countries have been growing
real terms in all regions. Indeed, insurance has grown faster than those in North America. To a significant
faster than local GDP in most markets. Spending on degree this reflects the fact that private insurance
life insurance and other long term insurances has markets in the United States and Canada developed
increased at a faster rate than on non-life insurance, at an earlier stage than those in Europe and are now
reflecting to a significant degree the growing long- showing signs of maturing. The dramatic growth of
term saving by ageing populations, which have often  Japanese insurance markets is apparent, although the
been encouraged by national governments through rates of growth are a little overstated due to the
fiscal incentives. strengthening of the Yen against the US dollar over
the period.

i . { International Insurance and If one looks at the pattern of growth within'the ind?-
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University Business School, London. general picture confirmed. In Chart 1 the proportion
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Chart1 Growth of insurance spending to GDP in Western Europe 1978 to 1991

69



INSURANCE

of insurance spending relative to local GDP in 1991 is
graphed against insurance spending to local GDP in
1978, for both life and non-life insurance. It can be
seen that spending on insurance relative to local GDP
increased for all countries between 1978 and 1991, a
pattern that would be confirmed if other end dates
were used for comparison. The faster growth of life
insurance spending compared to non-life insurance is
again evident. Insurance markets in southern Europe
have been expanding faster than those in northern
Europe, largely reflecting a catching up process. The
significant variations that exist across Europe are due
to a complex interplay of factors; these include differ-
ences in the pattern of economic development, the
historical evolution of national insurance markets, the
structure and ownership of industry and commerce,
demographic characteristics, cultural attitudes
towards risk-taking and personal saving and the
degree of pervasiveness of social security systems.
While life insurance markets have overall been grow-
ing at a faster rate than non-life insurance, the vari-
ations between countries have been greater.

Changing structure of insurance
markets within Western Europe

A general characteristic of most insurance markets
within west European economies is that they have
been mainly dominated by domestically-owned insur-
ance companies. Market concentration has not
usually been high, even in smaller economies. One
reason for this is the fact that insurance has tradition-
ally been a conservative industry, both from a
consumer and supplier standpoint, having grown up
within a given country with a strong local character.
Apart from motor insurance, consumers have tended
in the past to display a significant degree of loyalty to
their insurance companies or to the insurance agents
and brokers through whom they effect their purchases.
Many insurances are rather standardised products,
particularly in non-life insurance, and so the oppor-
tunity for insurance companies to secure a dominant
market position though product differentiation is
difficult, while in many parts of Europe price competi-
tion has been reduced by the existence of tariffs (i.e.
agreed prices) which the regulatory authorities have
tended to encourage in the interests of minimising
insurance company bankruptcy. Moreover, where
product differentiation is possible, such as in life
insurance and private pensions, the fact that no patent
laws exist for new products means that they can be
copied quickly and so any potential advantage from
product innovation does not persist for long.
Because of consumer inertia, standardised products
and regulatory restrictions on product and price
competition, the concentration that has taken place
within national markets has mainly come about
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through take-overs and mergers rather than through
organic growth. In most Western European countries,
the market share of the largest insurer in non-life
insurance currently lies between 10 per cent and 15
per cent, while in life insurance it is in a higher range
between 10 per cent to 25 per cent. Across the region
as a whole, there were in 1993 some 2,500 independ-
ently controlied insurance groups (about 4,000
licensed insurers), a number that has fallen from
about 3,500 at the beginning of the 1980’s. Despite
this reduction in number, it is clear that there is still a
large number of enterprises, certainly larger than
exists in the commercial banking sector. But it should
be noted that in the insurance sector there has been a
tradition for mutual or co-operative insurance com-
panies to exist in most markets and many of these tend
to be small in size.

Since the mid-1980’s, in the face of greater deregu-
lation and the impact of the 1992 process, there has
been signs of increasing competition within markets
and a greater propensity for consumers to be more
active and to switch their insurers. To some extent,
this increase in competitive pressure has been due to
the more active role that banks have been playing as
intermediaries for insurance products. At the same
time, there has been an increase in the market entry
of foreign insurers into domestic insurance markets
which has also caused a spur to competition. Advances
in information and communications technologies
have also been having a transforming effect on
competitive positions, by allowing insurance com-
panies that efficiently use these new technologies to
obtain a cost advantage over their less adaptive rivals.

Increasing entry into other European
insurance markets

It has been evident throughout the 1980’s, particularly
since the mid-eighties, that insurers have been
increasing their penetration of other insurance
markets within Western Europe. In the main, it has
been the larger insurance groups that have been the
main prime movers. Table 2 provides a grouping of
the extent to which the market shares within indi-
vidual countries were held by foreign-owned insur-
ance companies in 1991. As can be seen, foreign
penetration has been greatest in the developing
markets of southern Europe - Italy, Spain and Portu-
gal and in the smaller, more open markets of northern
Europe - Belgium, Ireland, Luxembourg. Austria
also has, mainly for historical reasons, a high degree
of foreign penetration. In contrast, it is interesting to
observe the lower market shares held by foreign
insurers in Sweden, Norway and Finland, due in no
small measure to statutory restrictions on foreign
ownership as well as to the major role that mutual
insurance companies play in these markets.
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This foreign penetration has been achieved in part
through the establishment of new branches and
subsidiaries and the expansion of existing operations.
But take-overs have been by far the most important
means by which foreign insurers have strengthened
their market presence. The reason why take-overs
have been the principal means through which market
shares have been enlarged, reflects the inherent diffi-
culty facing new entrants that wish to quickly increase
their penetration of a foreign market, when their
reputations are unknown by local consumers and
when local regulation and market practices inhibit
significant price or product differentiation.

Reasons for the increasing
regionalisation of insurance markets

What are the reasons behind this greater regional
expansion of European insurance enterprises? First,
the larger insurance companies, the prime movers in
this regional diversification, have seen diminishing
returns from expansion within their domestic markets
compared with better growth and profit prospects in
the wider regional market. This has been particularly
so for insurance groups in northern and central
Europe, which have wished to position themselves to
take advantage of the potential of the less developed
markets in southern Europe, especially in the fields of
life insurance and private pensions. Second, the
prospect of expanding within a more economically
integrated European Community, which has been
further stimulated by the 1992 programme, has given
an additional spur to this expansion. This has come
about not just because of the wish of insurance groups
to acquire a stronger regional presence themselves,
but because their major corporate clients have also
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been expanding across Europe. As their large manu-
facturing, commercial and trading customers have
extended their operations across Europe, insurance
companies have been under competitive pressure to
strengthen their own regional networks in order to
supply the on-the-spot services demanded by these
customers. In a service industry, such as insurance,
companies need to have a local presence to provide
pre-sales (risk assessment and product tailoring) and
post-sales (loss assessment and claims settlement)
support.

The larger insurance groups have had the internal
capital and management resources to develop their
own regional networks to service their corporate
clients. On the other hand, some of the medium-sized
insurance groups without adequate resources have
sought to combine forces to create jointly-owned
networks, through strategic alliances and joint ven-
tures, in order to keep up with their larger rivals.
These strategic alliances and joint ventures have,
however, usually been second best solutions.

In analysing these strategies of European insurers
in more detail, it is important to make the following
distinction. Pan-European networks have only been
commercially necessary in servicing the insurance
requirements, especially the non-life insurance require-
ments, of their larger corporate clients. For the
personal and small business sectors, there is no such
commercial imperative and so insurance companies
have entered European markets on a more selective
basis when seeking to expand their operations in these
market segments.

Growth of cross-border take-overs
and joint ventures

The increase in penetration of other European insur-
ance markets by European insurance companies
deserves a little further discussion. The author has
estimated in a recent study for the European
Commission! that between 1984 and 1990 there were
171 cross-border take-overs,”? mergers and joint
ventures. Cross-border mergers have been very few in
number. Their distribution by size is given in Table 3.
As can be seen, most of the acquired companies have
been small, with over 80 per cent having had a market
value of less than 50m Ecu.

If one looks at the pattern of these take-overs and
joint ventures in more detail, one find that it has been
mainly the larger insurance groups that have been the
initiating agents in these acquisitions. Particularly
active in this take-over activity have been the large
state-owned French companies and the Swiss com-

TSee Dickinson, [1994] pp 183-210.

2 A take-over was defined as one where over 50 per cent of the
issued shares of a company has been acquired.
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panies. To a significant degree it has been the larger
insurance groups based in northern and central
Europe that have been acquiring the small to
medium-sized companies both in northern Europe
and in the fast growing southern European markets,
especially in Italy, Portugal and Spain. The geograph-
ical pattern of cross-border take-overs, joint-ventures

and mergers from 1984 to 1990 across the EC, Switz-
erland and Sweden is given in Chart 2.

Clearly, take-overs have featured more in these
amalgamations than joint ventures or acquisitions of
minority stakes. Where possible, large insurance
groups usually prefer to exercise management control
over their foreign affiliates, wishing to integrate them
into their wider strategic, financial and reinsurance
systems. Joint ventures have tended to take place
where large companies cannot obtain full control of a
local company or where medium-sized companies
have joined forces in order to create a European
network.

As these acquisitions have been taking place, there
has been a reaction within many national insurance
markets. Small to medium-sized companies, and
indeed some large companies, wishing to avoid being
taken-over have set up a variety of defence mechan-
isms. These defence mechanisms have included cross-
shareholdings, the issuance of preference shares with
significant voting rights or changes in the articles of
association to disenfranchise unwanted shareholders.
In some countries existing legislation has, directly or

Chart2 Cross-border take-overs, joint ventures and mergers among insurance companies 1984 to 1990

Source: G.M. Dickinson »Insurance Sector« in Market Services and European Integration, European Commission, 1994
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indirectly, deterred foreign take-overs. Another con-
sequence of this take-over process has been that a
number of small to medium-sized companies have
merged among themselves to avoid unfriendly
advances.

Cross-border mergers have been few in number.
The principal one was the merger between the
Belgium insurer, Groupe AG, and the Dutch insurer,
AMEYV, in 1990.

Strategies of European insurance
groups in a global setting

Analysing the corporate strategies of the major Euro-
pean insurance groups throughout the 1980s, one sees
that although there has been a strong emphasis on
extending operations across Europe, this expansion
has not been restricted to the region. A number of
European insurance groups without an existing pres-
ence in North America have entered these markets,
again usually through acquisition. Similarly, expan-
sion into the fast developing economies of the Far
East and Latin America has also been in evidence. A
number of large European insurance groups would
have wished to enter the large and relatively profit-
ably Japanese insurance market. This has been
proved difficult to achieve, since the Ministry of
Finance in Japan has been restrictive in its granting of
licences to new companies, while the availability of
companies for acquisition has also been restricted and
in any event the cost of acquisition would generally be
too high, because of high Japanese stock market
values and the strong Yen. A few of the large Euro-
pean insurance companies have managed to obtain a
licence to set up new operations in Japan in recent
years, but their market share is low, under 1 per cent
in non-life insurance and negligible in life insurance.
While some large European insurance groups have
been expanding in the North American markets, it is
interesting to observe that few of the large US insur-
ance groups have been involved in a significant recip-
rocal action in Europe. For the most part the large US
insurers have mainly sought to consolidate their Euro-
pean networks to service their multinational clients
and this has been done primarily by setting up new
companies across Europe. The author estimates that
the share of Western European insurance markets as
a whole held by US companies is less than 4 per cent
for non-life insurance and less than 2 per cent for life
insurance. Japanese penetration of the European
markets is even less. For the most part Japanese insur-
ance companies have mainly confined their activities
to servicing the needs of Japanese multinationals in
Europe. In servicing their multinational clients,
Japanese non-life insurance companies have either set
up joint ventures with local insurance companies in a
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particular market or have used the pan-European
networks of the large insurance brokers. In respect of
personal insurances and insurances for non-Japanese
corporations, Japanese insurers have not to date
shown a very active interest. One reason for this is the
relatively lower profitability of non-life insurance in
Europe compared with Japan. Similarly, Japanese
insurance companies have not shown much interest in
expanding into the European life insurance market;
the buoyancy of their own domestic market has been
such that they have not so far needed to look abroad
for profitable expansion opportunities.

The changing co-operative and
competitive interfaces between
insurance and banking

One of the features of the last decade has been the
changing relationship between the insurance and
banking systems, which in many countries have
historically been kept apart through government
regulation. With greater deregulation within the
financial system, and the ensuing greater competitive
pressures within both the banking and insurance
industries, the boundaries between insurance and
banking have become more blurred. Banks, and to a
lesser extent insurance companies, have begun to
diversify their activities into each others’ territories.
The process of change has not been limited to market
entry; through greater product innovation, new
substitute products have emerged for the more tradi-
tional insurance and banking products. The growth of
the investment sector, particularly the growth of
private pension funds and mutual funds, has intensi-
fied this area of competitive interface.

One particular area of development has been the
role that banks play as marketing outlets for insur-
ance. The entry of banks (commercial, saving and
mortgage banks) into selling insurance has been the
feature of most European countries in recent years.
The form of the relationship has varied. Sometimes
the bank has set up a distribution agreement with a
particular insurance company and sometimes a new
insurance company has been formed as a joint
venture, with the insurance company managing the
underwriting and claims functions and the bank
managing the marketing functions. However, over
time banks have realised that the marketing of insur-
ance, especially life insurance and private pensions, is
a profitable activity and a number of the larger banks
have gone one step further. They have used their
holding company structures to set up their own
wholly-owned insurance companies or have bought
existing insurance companies.

It has not always been the banks that have been
initiating these changes. The larger insurance com-
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panies have also seen the benefit of using the reputa-
tion of banks to sell their products and to increase
their market shares. Moreover, the large pan-Euro-
pean insurance groups when entering another market
have seen cross-border tie-ups with local banks as an
efficient means of market penetration.

It is interesting to observe that insurance companies
are much less able to act as distribution outlets for
banking products. This is because insurance com-
panies have historically tended to be less close to their
customers, often using insurance agents and brokers
as their links with customers. This contrasts with
banks where the distribution and production opera-
tions has always been integrated. This lower degree of
contact with the customer, and indeed in some cases
a poorer reputation, has meant that insurance
companies have been less able to market banking
products, even if they had wished to.

While banks have set up or acquired insurance
companies, there have been a few cases of insurance
companies setting up or acquiring smaller banks,
although it must be said that these acquisitions have
been much less frequent and on a lower scale than in
the case of bank diversification strategies.

One has seen recently in the Netherlands that the
relationship between banks and insurance companies
has gone one stage further, with mergers between the
two. The merger of Nationale Nederlanden and NMB
Postbank group to form the ING group and the
merger of the second largest Dutch bank, RABO,
with the insurer, Interpolis, are the notable cases. The
Dutch regulatory authorities approved these mergers.
Whether mergers between insurance companies and
banks will be allowed to become a general feature
within Europe is still an open question. Central banks
and the regulatory authorities are likely to be worried
about the undue concentration of power and the
potential vulnerability to the financial system as a
whole arising from such a concentration. An interest-
ing economic question is whether a financial system is
potentially more or less stable over time if there are
fewer yet stronger financial conglomerates compared
with a system that is more diffuse.

It should also be noted that there has been a
strengthening of the interface between insurance
companies and banks in other areas apart from the
marketing and production of insurance. The insur-
ance sector has increased the underpinning role that
it provides to banks as financial intermediaries. This
support has manifested itself in the form of a growing
supply of credit risk transfer facilities, through credit
insurance and various types of financial guarantees.

In addition, through their investment activity in the -

bond and swap markets, life insurance companies
have indirectly assisted the banks to manage their
interest rate risk exposures and as major purchasers
of bonds arising from loan securitisations have thus
assisted them in their liquidity management.
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Changing interaction between the
state and the private insurance sector

The relationship between the state and private insur-
ance sector within Western Europe has always been
one of relatively close contact. The intensity of inter-
action has varied across Western Europe, reflecting
different political and economic traditions.

In recent years there has been a general trend
across western democracies for governments to play a
less pervasive role in social insurance than they have
hitherto. This reflects in part political changes, but it
also reflects the fact that governments are unable to
justify to voters the higher taxes (or state borrowing)
necessary to support this government role. In recent
times a major change has been the transfer of more of
the responsibility for income-maintenance pro-
grammes within social security systems onto the
private insurance sector. This has been particularly
evident in the fields of pensions, health-care financing,
workmen’s compensation and other disability insur-
ance programmes. The cost of supply of these social
securities programmes, in the face of ageing popula-
tions with high expectations, has been a major deter-
minant of this shift. In most countries in Western
Europe there exists some form of tax incentive to
encourage this process of transfer. These tax subsidies
are viewed by governments as a good investment for
the tax payer, since the taxes foregone are expected
to be more than offset by lower tax support needed
in the future. Not only have governments sought to
encourage the role of the insurance sector, but they
have recognised the need for a more co-ordinated
approach between the state and private insurance
sector. This gradual shift away from the state to the
private sector is something which should provide a
major stimulus to the growth of the private insurance
sector in the rest of the decade and beyond.

In the area of non-life insurance, there has also
been evidence that governments wish to transfer more
responsibility to the private sector. One such area is
export credit insurances, particularly those related to
short-term credit risks. It is gradually being recognised
that the private sector has better information systems
for pricing such insurances and can spread the attend-
ant risks more effectively through national and inter-
national reinsurance networks.

At the same time there still exists across Europe a
number of government-owned insurance enterprises,
reflecting in part traditional market structures and in
part post second world war nationalisations. State-
owned or state-controlled insurance companies exist
in France, Greece, Italy and in certain Linder n
Germany. There is a general move towards the pri-
vatisation of these state-owned companies. Apart
from changing political attitudes, the motivation for
change has come from a recognition that state-owned
companies need to be able to tap the market for
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equity capital to finance their future growth. In the
early 1990’s Portuguese insurance companies were
privatised, and there are plans in place for the French
and Italian state-companies in the near future. The
extent of the privatisations will vary, since some
governments may still wish to retain some equity
stake in the companies after privatisation. Where
governments still plan to retain equity stakes, this
suggests that the motivation behind the privatisations
is primarily financial rather than political.

Regulatory progress towards a
common market in insurance

As a part of the Treaty of Rome, there has been the
aim to create a common market in insurance. The
process by which this common market would be
created was planned to entail two stages. In the first
stage, there would be the right of establishment, i.e.
the right for a community insurer to set up a branch
or a subsidiary in another member state. In the
second, there would be right for insurers to sell insur-
ance on a cross-border basis. Separate directives for
establishment and cross-border provision were
considered necessary for life and non-life in view of
their different legal and financial characteristics. The
freedom of establishment and of cross-border busi-
ness for reinsurance was agreed early on in 1964, since
reinsurance was already essentially international in
nature. The Establishment Directive for non-life
insurance was agreed in 1973 and for life insurance
1979 and by the mid-1980’s the Directives had been
implemented into the national insurance laws of most
member states. Despite their slow introduction, the
Establishment Directives have in general worked
well. Insurance companies have found it relatively
easy to obtain licences to set up branches or to form
new insurance companies in member states. The fact
that a national regulatory authority would require a
branch of another Community insurer to adhere to
the same regulatory system as a local insurance
company was a key reason why the implementation
of the Establishment Directives did not prove unduly
contentious. The introduction of »Services« Direct-
ives, i.e. freedom to sell on a cross-border basis, has
been less easy. Partial agreements on these freedoms
were introduced for non-life insurance in 1988 and for
life insurance in 1990, although their implementation
into national law has been relatively slow.

Gaining agreement to create a common market in
insurance, i.e. the full freedom of an insurance
company to supply either through a local establish-
ment or on a cross-border basis, and the concomitant
freedom of consumers to buy cross-border, has been
proved difficuit. A breakthrough in what was essen-
tially a regulatory impasse occurred with the introduc-
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tion of the principle of the single licence, which
allowed for home country regulatory control. But
there is little doubt that the political pressure brought
on by the relatively speedy agreement on the Banking
Directive acted as a major spur. The single licence
principle was made much more acceptable by the
concept of mutual recognition, since it essentially
allowed the regulatory authorities in member states to
retain their own systems of supervision, subject to
some minimum agreed standards. The alternative
route, which had been previously pursued of seeking
the prior harmonisations of regulation, tax and
contract law were abandoned, because of the length
of time that such an approach would entail. Following
close on the agreement of the Banking Directive, the
Life and Non-Life »Framework« Directives (3rd
Insurance Directives), combining both establishment
and cross-border freedoms, were adopted in June
1992 for non-life insurance and November 1992 for
life insurance. These Directives are planned for
implementation by member states by July 1st 1994. In
the past national governments have been slow to
implement insurance directives into national legisla-
tion, but there is sufficient political determination
behind the current Directives so that they are likely to
be implemented on time by most member states.

One major consequence of these new Directives is
that they will also address issues of competition policy
within national insurance markets. With the main
exception of compulsory insurances, price agree-
ments, known as »tariffs«, will be phased out, and the
prior approval for the introduction of new insurance
products by regulatory authorities will be removed.
Moreover, greater freedom has been accorded to the
investment policies of insurance companies, by
widening the range of approved securities and by
reducing the quantitative restrictions on investment
holdings, especially in the holding of shares and
foreign investments. This reduction in investment
restrictions will be particularly important for life
insurers, since it will permit greater productinnovation
as well as allowing them to earn higher rates of return
on policyholder savings and thus strengthening their
competitiveness in the long term savings market.

The EEA Agreement in October 1991 resulted in
the existing EC Insurance Directives being agreed to
be extended into the EFTA countries. Current negoti-
ations are being carried out on the timing of the intro-
duction of the more liberal 3rd Insurance Directives.

As the GATT prepares to widen its terms of refer-
ence to incorporate trade in financial services into
future rounds of negotiations, it is worth observing
that an initial view has been taken that the EU experi-
ence will be good model to adopt for insurance and
banking. However, the extension of the EU model
into the global context will be a slow process, requir-
ing a step by step approach.
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Outlook for insurance markets in
Western Europe

In view of continuing economic integration within
Europe, it is likely that there will be a greater concen-
tration within European insurance markets, particu-
larly as there are still a relatively large number of
insurance groups. It would seem reasonable to specu-
late that the number of independently-controlled
insurance groups will fall from its present level of
some 2500 to about 1500 by the end of the decade.
The process by which this concentration takes place
will be complex. It has already become evident to
acquisitive insurance groups that there is a shortage of
companies available for purchase. This has been due
in part to the fact that many insurance companies
which were willing to be acquired have now been
acquired, while those that did not wish to be
purchased have set up defence systems against predat-
ory attack. The ownership structure of insurance
industries in a number of countries has also reduced
the scope for take-overs, since there are many mutual
insurers and small to medium-sized insurers, which
are either privately-owned or owned by industrial or
commercial groups. With an imbalance between
demand for and the supply of insurance companies for
purchase, acquisition costs have risen and this itself
has deterred demand, at least in the short term. There
are a number of instances of companies that have
bought smaller insurers, especially in southern
Europe, and have subsequently realised, when profit
expectations have not been met, that they had paid
too high price for them; a number of these small
insurers have subsequently been sold, usually to
larger local companies. :
Thus the process of concentration will in future b

achieved to a large degree through agreed take-overs
and mergers. Larger companies will still be able to
persuade owners and management of the benefits of
take-overs. There will continue to be pressure on
some of the smaller mutual insurance companies to
merge in order to pool their capital, IT and manage-
ment resources in the interests of survival. And with
greater competition, it is possible that the rate of
insurance company insolvencies may increase in the
future, which tends to be handled in many European
countries by the regulatory authorities finding a larger
and financially sound insurer to take-over the failing
company. While there are economic and commercial
reasons to expect that there will be further concentra-
tion within the European insurance industry, espe-
cially when the current recession ends, it should be
noted that it will still be possible for smaller insurance
companies to survive. Apart from reinsurance and
insurances for large multinationals, there is no evid-
ence for major economies of scale in either insurance
production or distribution and so smaller insurance
companies can specialise in product and consumer
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niche markets. This is especially so in the field of life
and private pensions where there is greater scope for
product differentiation.

It should also be recognised that most of the larger
European insurance groups now have their own
network of operations across the EU. When the
Insurance Directives are implemented into EFTA
countries under the EEA Agreement, some of the
larger European insurance groups might also seek to
enter some of the more protected markets within
EFTA. While there remain restrictions on foreign
ownership of national insurance companies, this will
deter large scale entry, although these restrictions will
also have to be gradually phased out in compliance
with the Agreement. At the same time, medium-sized
insurance companies that have hitherto not ventured
significantly outside their domestic markets may well
be encouraged to do so, if in a more limited way than
their larger competitors, possibly in collaboration
with other medium-sized insurance groups which do
not possess the resources on their own.

If one looks at the take-overs that have taken place
within Western Europe over the last decade one finds
that there have only been a few take-overs or mergers
between large insurance groups. Because of the diffi-
culty of finding suitable targets for take-over, it is
possible that in the mid 1990s the larger insurance
groups may decide to embark on agreed mergers.
These mergers could well be within national markets
or cross-border. Such mergers, if they occur, are likely
to be second preferences to a full take-over, as they
would be seen as the only way of gaining a more
dominant position quickly in the regional, and indeed
global, market place. There is no commercial imper-
ative for such mergers, but if a few of these mergers
do take place this will tend to cause a reaction across
the industry, with other large groups feeling that they
must respond. Such an occurrence would lead to a
more rapid restructuring of the European insurance
industry.

The implementation of the 3rd Insurance Direct-
ives, which will allow cross-border marketing of life
and non-life insurances and cross-border purchases of
insurance by customers, will add an extra dimension
to competition within insurance markets. But there
will be a limit to the extent to which cross-border busi-
ness will replace business supplied through a local
establishment, since in providing insurance there is
often the commercial need to have an on-the-spot
presence. However, for certain insurance products,
which are standardised or commodity-like in nature,
and for particular well-informed consumer segments,
cross-border insurance business will grow. It is more
likely to develop in non-life insurance than in life
insurance, apart possibly from term life insurances,
since life insurance products are less commodity-like
in nature and usually need to be integrated into local
tax and social security systems.
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For large industrial and commercial enterprises,
many of whom already operate through their own
insurance companies, called »captives«, cross-border
business already takes place in the form of reinsur-
ance. Indeed, one reason why captive insurance
companies have been set up by multinational firms is
in order to exploit the greater freedoms that have
existed for reinsurance transactions, both within
Western Europe and indeed globally. The large insur-
ance brokers will prove to be an important catalyst in
the speed of change in the growth of cross-border
business. Insurance brokers acting for clients can
supply them with the requisite on-the-spot services
through their own networks of offices and can handle
claim settlements for insurers, as well as arranging
their insurance cover outside national boundaries.
Indeed, banks themselves could play a similar role
with respect to personal insurances. A key determin-
ant of the speed with which cross-border business will
take place is advances in communication and informa-
tion technologies. Increased compatibilities of
networks, lower costs and greater user awareness of
these technologies will be conducive to the growth of
cross-border business.

The growing competitive interface between banks
and insurance companies will also pose interesting
chalienges in the future. The competitive tensions
between the large insurance companies and the large
banks have already begun to manifest themselves, as
banks have set up their own insurance companies or
bought existing ones. Insurance companies are likely
to respond by strengthening their own links with
smaller insurance intermediaries which because of
their size will be less able to set up their own insurance
companies. There will, most probably, be greater
efforts towards the direct marketing of insurance,
since an insurance company can thereby exercise
greater control over its distribution channels. Parallel-
ing the recent experience in the Netherlands, the issue
of whether banks and insurance companies will tend
to merge across Europe is unclear. Whether the larger
banks and insurance companies will wish to merge is
one issue; whether the regulatory authorities will
allow such mergers to take place is quite another. One
can argue on either sides of these two sets of issues.
My personal view is that such mergers could take
place within the smaller markets in order for these
combined enterprises to meet the competitive chal-
lenges from the larger pan-European banks and pan-
European insurance companies. There may also be
mergers in countries with less developed financial
systems, where the cultural differences between the
two sectors is less entrenched.

For the larger European economies, with estab-
lished financial systems, it is less likely that govern-
ments will allow a significant degree of merger activity
between the banking and insurance sectors. This is
not only because such mergers would pose concerns
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for regulation and for competition policy, but also
because the stability of the financial system as a whole
may be made more vulnerable. Whether shareholders
of insurance companies would support such amal-
gamations is also open to debate, as stock markets
have tended to favour the unbundling of operations,
in view of the fact that shareholders can themselves
diversify across the financial sector through adjusting
their own investment portfolios. For shareholders to
be convinced, the synergy gains (economies of scope)
from such amalgamations will have to be clearly iden-
tifiable and the existing management be seen to be
capable of exploiting them.
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An Integrated Insurance Market in Western Europe -
- Selected Issues

JORG FINSINGER*

Although the integration of insurance markets in Western Europe is making headway, obstacles to foreign
presence on national markets remain. Differing contract law and national taxes and subsidies are
examples of such barriers to establishment and cross-border provision of insurance. In particular, tax
breaks for life insurance may be closely related to the performance of life insurance policies.

Concomitant to increasing integration, the traditional regulation of the behavior of insurance business
is giving way to new approaches to safeguarding customers’ interests, such as solvency regulation
combined with early warning systems, a procedure for detecting and controlling companies at risk and a
guarantee fund to bail out customers in the case of bankruptcy.

Introduction

Insurance business in Europe will change markedly as
a result of European integration. In this paper some
basic economic issues relating to that change are dealt
with. As a background for the analysis, a new perspect-
ive on the nature of insurance and on the reasons for
foreign market presence is presented.

For most European insurance markets, integration
requires deregulation with respect to the supervisory
laws. Financial supervision will be largely harmon-
ized. Premium and profit regulation, as well as
contract approval procedures characterizing the so
called »material« regulatory systems, will be abol-
ished by the third generation of directives. Deregula-
tion opens up new dimensions for competition and
will bring larger market shares to independent agents.
Market shares will become more volatile and hence
the value of insurance companies will fall along with
their profits.

National contract laws and discriminatory tax
systems are examples of remaining barriers to entry.
Taxes not only distort the competition between
national markets but perhaps more importantly
between different forms of savings instrument. If life
insurance saving is subsidized by tax breaks while
other savings instruments are not, the performance of
life insurance contracts can be lower than that of
competing savings contracts and still be attractive to
consumers. The evidence on life insurance perform-
ance in 14 selected countries is not sufficient to prove
this point but is at least consistent with the hypothesis.

" Jorg Finsinger is Professor of Financial Services at the Business
Economics Institute of the University of Vienna and Director of
the Wissenschaftliches Institut fiir Marktentwicklung und Manage-
ment in Cologne.
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Electronic underwriting may facilitate foreign
market entry. In particular, life insurance contract
offers can be »transported« onto any intermediary’s
personal computer via modems or other electronic
networks. Electronic underwriting will increase the
possibilities for risk selection.

While many national supervisory systems place
emphasis on regulations affecting all businesses in an
industry, in order to rule out bankruptcies completely,
and thus feature a high level of intervention, many US
States, France and also Great Britain rely on ex-post
solvency control. With ex-post solvency control, only
businesses at risk are subject to far-reaching interven-
tions. The criteria according to which businesses are
classified as »healthy« or »at risk« are of great import-
ance. They are the core of early warning systems.
Early warning systems, combined with guarantee
funds, can protect consumers without subjecting the
industry to excessive regulations. Guarantee funds
insure policy holders against the failure of their
insurer. In order to keep moral hazard at bay, the
protection of the policy holder should not be full;
rather there should be a deductible (excess) and some
coinsurance.

The nature of insurance

Insurance is a financial transaction. The insured trans-
fers funds to the insurer, and expects to receive money
back in the case of claims. If there are no claims, the
funds paid to the insurer are lost. If the insured has a
legitimate claim, he may well draw out considerably
more money than his accumulated premiums. For the
entire set of policy holders, it is true that they expect
to receive back approximately what they put in, plus
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interest, minus administrative costs and profits to the
insurer. Policy holders, like the depositories of banks,
are creditors to the firm. When the insurer sells the
policy, it incurs a liability.

The basic principles of insurance are spreading and
diversification of risk. Some insurance theorists hold
the law of large numbers to be the natural law govern-
ing insurance business. However, the law of large
numbers requires the risks, which are pooled, to be
independent and identically distributed. Most insur-
ance lines, however, are composed of highly correl-
ated risks. More generally, the losses in many lines
partly depend on secular causal factors. Losses in
automobile insurance, for instance, are closely linked
to general economic activity and to gas prices. In
boom periods and in periods with lower gas prices,
demand for driving rises. Immediately after the oil
price shock, insurers’ losses fell dramatically. As
another example, liability claims in the US rose
dramatically, not as consequence of the stochastic
nature of the underlying risks, but rather from secular
changes in the way the legal system (in particular
juries) perceived the liability. Thus, the profits of
insurance companies depend, as in any other busi-
ness, on secular changes in systems and markets. The
stochastic aspects focussed on by some insurance
theorists are of minor practical relevance.

The trade and balance of payments consequences
of insurance reflect two streams. The inflow of
premiums and the outflow of benefits. The services
that consume real inputs constitute only a part of total
revenues. Administrative and selling costs rarely
exceed 50 per cent of revenues. Insurance can be
regarded as an investment transaction and a service
rolled into one.

When a foreign subsidiary is established, the bulk
of the transaction services, such as selling, claims
processing, and management, will be furnished by
nationals of the host country. Liquid assets to back
reserves will usually be held in the currency of the host
country. The major consequences of such investment-
type activities for the home economy will be an initial
outflow of capital to establish the subsidiary and the
export of some management manpower and manager-
ial expertise, and finally the repatriation of the profits
the subsidiary earns.

Reasons for foreign market presence

There are a number of apparent reasons for insurers
to provide insurance services across borders or to
establish insurance subsidiaries in foreign countries:!

~ They follow businesses to other countries. If a busi-
ness cannot use its preferred insurer with whom it

! Cf. Schroath, F.W., (1988).
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has a long-term relationship, in foreign markets, it
is as if an additional cost were to be imposed on it.
Thus, requirements to use host country insurers, or
regulations which have that effect, can be a subtle
but effective way of deterring entry.

- Insurance profitability in particular in expanding
economies may be higher than in the home country.
If risks are large in absolute terms (e.g. environ-
mental liability), there may be insufficient capacity
in some countries to cover the risk.

— Insurers seek risk diversification. In spite of the
general availability of reinsurance, geographic
dispersion may help to spread risks. This is particu-
larly true for catastrophic losses. From a cost
perspective, risk diversification is similar to exploiting
economies of scale and scope.

~ Insurers seek prestige and use international opera-
tions for public relations. An international image
may enhance an insurer’s reputation.

~ Insurers seek to diversify investments across coun-
tries. To the extent that national regulations
prevent the spread of investment risks across coun-
tries, the establishment of a subsidiary in the
foreign country may provide an attractive solution
to this problem.

— Insurers seek countries with regulatory frameworks
facilitating their operations.

The operation of an insurance company does not
require any specific resources other than capital and
the know-how necessary for underwriting. From a
theoretical perspective, international trade in insur-
ance is beneficial only to the extent that the exporting
company has a comparative advantage. As trade
barriers for capital have disappeared, comparative
advantages can mainly be traced back to either long-
term relationships with domestic customers or to the
fact that the domestic legal system and regulatory
framework are better adapted to the provision of
specific types of insurance. It may well be that Lloyd’s
plays such a dominant role in unusual types of insur-
ance cover because British law is more flexible than
continental law. The doctrine of »Utmost Faith« and
the use of warranties allow the British insurer to
request information about the insured risks which
would not be possible in some other EC countries. For
instance, it is well-known that to some extent in
France, but even more in Germany, the insured may
withhold information or give wrong information with-
out the insurer being able to cancel the policy or with-
hold the payment of claims. Also, it is well-known
that in some countries the regulations concerning the
investment of capital and reserves are stricter than in
others. Stricter regulations often mean a lower return
on investments and hence a higher price of insurance.
Thus, less strict regulations may confer a competitive
edge to insurers operating in foreign markets with
stricter regulations.
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Applicable law rules as barriers to
entry

The EC Directives are meant to open up insurance
markets across Europe, but in the mass markets entry
barriers will persist and thus true freedom of service
will not be established. An insurance policy is the set
of legal rights conferred to the parties involved. The
Directives subject mass insurance products to the
respective national insurance contract laws. There-
fore, a contract exported into a foreign country actu-
ally is transformed into a new contract with quite
different legal properties. In other words, an insur-
ance policy of country A cannot be sold as such in
country B. To the extent that the risks or the costs
associated with a policy change as it crosses the
boundary of a legal system, freedom of service is
indeed limited.

Take for example a policy designed under the legal
doctrine of »Utmost Faith«. The risks and costs of
such a policy under a less strict legal system will be
higher. Therefore it must be sold at a higher price. But
it could well be that certain elements of moral hazard,
enticed by the incentives generated under a less strict
system of warranties and obligations on the part of the
policy holder, may undermine the viability of the
policy.

This limitation will still shield national markets and
thus protect national insurers from competition. At
the same time, exporting insurance is made somewhat
more difficult.

European integration, deregulation
and the value of firms

As more freedom of service is permitted, highly regu-
lated markets will have to be deregulated. Otherwise
the companies subject to stricter regulations will be
disadvantaged. So far the process has been very slow,
with small adjustments at each step. At first glance,
markets in transition from a highly regulated to a
more competitive environment should provide good
opportunities for entry. A closer look at the mech-
anics of regulation and deregulation shows, however,
that an ongoing process of deregulation discourages
entry and thus represents a temporary barrier to
entry. Regulation affects the value of certain invest-
ments. In particular, it affects the value represented by
a set of insurance contracts. More concretely, consider
the substantial costs of acquiring business. Typically
the cost of acquisition runs from one tenth to a half of
total premium volume. Clearly, these costs are
reflected in the value that a portfolio of insurance
policies represents for a company. Regulation gener-
ally raises the cost of acquisition and at the same time
reduces competition, which results in a stabilization of
market shares. The causal chain is complicated.
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Regulation favours tied distribution channels, which
in turn raises the cost of acquisition and substantially
limits marketing strategies via independent sales
organizations.? It can be shown that the shares in
highly regulated markets are more stable. Regulation
thus increases the assets of insurance companies.
Regulation brings windfall gains to the industry.
Hence, it is profitable to enter a market before it
becomes regulated in order to benefit from these
windfall gains. In contrast, deregulation reduces
acquisition costs and hence devalues the intangible
capital represented by insurance policy portfolios.
Deregulation brings windfall losses to insurers. Hence,
entry into markets which are in a process of deregula-
tion must bring losses. The process of deregulation
thus discourages entry prior to its completion.

It was hypothesized that an insurance contract is
worth more to a company in a regulated than in a
competitive environment. This is tantamount to
saying that regulation induces rents.3 There is no easy,
accurate test of this hypothesis. It is obvious that such
rents would be reflected in the value of companies. If
firm value is measured by market capitalization (the
total value of outstanding stocks, calculated from
current share prices), the hypothesis suggests that this
value relative to the volume of business must be
higher in regulated than in competitive marktes. The
difficult problem is how to measure the volume of
business. Clearly, premium volume is the wrong
measure because it represents the volume of contracts
weighted by their respective prices. The prices in
regulated markets, however, tend to be substantially
higher, the price differential being the »source« of the
regulation induced rents. Premium volume itself
incorporates these rents. It is then obvious that the
frequently used measure, market capitalization
divided by premium volume, cannot reflect these
rents — they appear in the numerator as well as the
denominator. The correct procedure requires an
adjustment of premium volume. The appropriate
correction factor is an index of the price level.

Table 1 provides average values for market capital-
ization divided by the price-adjusted volume of busi-
ness. Unfortunately, data were available on just a few
companies* for each country. The averages, there-
fore, are not necessarily representative of the respect-
ive countries. But they are consistent with the
proposed hypothesis. The companies in the least
regulated countries, the United Kingdom and the
Netherlands, are indeed worth less than those in the
highly regulated countries — in the sense explained
above.

2 An in depth statistical analysis is provided by Finsinger J. and
Schmid F.A. (1994) pp. 30.

3 This does not necessarily mean that the firms in regulated settings
are more profitable.

4 They were selected by Fox-Pitt, Kelton (1990).
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the special role of life insurance as a supplement to
old-age pensions. However, it is clear that any form
of safe long-term saving can be regarded as a means to
supplement old-age security. The fact that such other
forms of saving are not subsidized means that they do
not command the same intensive lobbying.

The subsidies have a threefold impact. First,
subsidies mitigate the competition from non
subsidized products, mostly savings plans and invest-
ment funds offered by banks and other institutions.
Hence, the performance of life insurance products
can be lower than in a world with symmetric tax laws
on different forms of savings. Second, capital is
attracted to investments which do not yield the high-
est return for society as a whole. Finally, they act as a
barrier to cross-border trade, since only domestic
companies enjoy the priviliges.

As a simple rule, tax laws should be symmetric and
treat long-term savings equally. In some countries tax
authorities hold the view that tax breaks should be
given to those who save for old age. But then all
saving instruments which provide capital for old age
must be favoured. Some tax authorities emphasize the
risk aspect and give tax breaks for contracts which
combine savings and life insurance as long as there is
a risk element. The latter philosophy reflects a will-
ingness to subsidize the risks covered by life insur-
ance. However, rational economic arguments in
favour of such a subsidy do not exist.

Chart 1 indicates the performance of life companies
in the European Communities. Corresponding figures
for Sweden were not available to the author.
However, for the period from 1987 to 1992 rates of
return on endowment policies were supplied to the
author.’ The average nominal return was 8.8 per cent,
while the average real return was 2.4 per cent. Rela-
tive to the performance of the EC countries presented
in Chart 1, the returns appear to be average. However,
capital policies in Sweden are taxed inside the life
insurance companies. As Table 2 indicates, the invest-
ment returns were taxed at the rate of 40 per cent until
1992. In view of this fact, the performance of the
Swedish life insurance companies seems to compare
favourably with the other countries.

The conclusions from the above performance
comparison are the following:

— British life insurance policies exhibit the highest
yields (6.3 per cent) next to Channel Island policies
(9.6 per cent, see below) for the 10 year contract
period. This contract period is characterizced by a
booming stock market. For a contract period of 25
years the German and the Danish life policies
performed slightly better than the British policies.
However, British insurance policies are implicitly
taxed while German and Danish policies are not. In

51 am grateful to Eva Blixt for the charts.
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Chart 1 Real rates of return of life insurance
savings to consumers in the respective
national currencies for contracts written 10
years and 25 years ago and maturing today

0

tohirat{_P;riod 10 Years o

CI* Channel Islands
E* Not available

Source: Versicherungswirtschaft, Heft 6, 1993 (inclusive Jersey,
Isle of Man and Guernsey)

Great Britain, the investment income from the
policy holder’s savings are taxed within the firms at
arate equal to 25 per cent. Expenses, however, can
be deducted. The tax system is called the income
minus expenses method. As a result, British
insurers must show high pre-tax returns to beat
other forms of investments.

- Life companies subsidized by tax privileges can
compete favourably with other forms of investment
in spite of low returns.

- Channel Island policies are simply British policies
issued on territories where the British income
minus expenses tax does not apply. Hence policies
from the Channel Islands enjoy the same privileges
as the policies from most insurance industries on
the continent. Their excellent performance proves
the British life insurers to be the unrivaled leaders
in Europe.

Today tax rules are applied in a discriminatory
manner. The Bachmann case is often cited as a justi-
fication. However, the circumstances of the case were
rather specific and it is likely that in another typical
case the European Court would rule that discriminat-
ory rules favouring national industries, i.e.giving priv-
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iliges to nationally provided contracts only, are not
legal. It is also likely that the Commission will not
tolerate, in the medium run, that European Market
Integration in this area is thwarted by protectionist
national tax laws. The tax privileges for life insurers
will ultimately be coordinated on a European level.

The political reasons given for the tax breaks differ
across countries. The starting point of all arguments
is the encouragement of savings for old age. However,
not only mixed life insurance contracts maturing after
the age of 60 can be said to provide funds for old age.
Other forms of savings can be said to fulfil the same
objective and therefore should obtain an equal tax
treatment. Sometimes it is said that the pure risk part
is crucial for the justification of the tax break. But all
forms of savings can be packaged with a pure risk
policy to match the mixed life policy. Clearly, a
consistent argument for the exclusive tax privilege of
life insurance policies does not exist. If economic logic
prevailed, similar forms of savings would be taxed
along the same lines and therefore life insurance
mixed savings products and other forms of invest-
ments, in particular the relevant bank products when
combined with some sort of pure life cover, would
become close substitutes. Banks and insurance
companies might then co-operate more closely all
over Europe. An industry such as the Swedish insur-
ance industry with long experience of co-operation
with banks, may have a competitive edge in such an
environment.

Electronic challenges to insurers in an
integrated European market

Given the strict regulation and standardization of
insurance products under the traditional national
systems of »material supervision«, the principle of
insurance came to be regarded as risk elimination by
pooling. Providing very different policy holders with
the same contracts and even the same premium
(tariff), was conceived as a virtue of good insurers.
The basic principle of insurance was regarded to be
the pooling of risks rather than underwriting. The law
of large numbers was misinterpreted as the central law
of insurance.®

It is, however, well known that pooling different
risks in the same type of policy and at the same
premium creates severe moral hazard effects and thus
increases the total risk borne by society and ultimately
makes insurance more expensive. If a policy holder
can choose to become a higher risk without having to
pay the corresponding higher premium or without
having to accept a larger deductible or other less
favourable conditions, then he will do so and behave

6 Cf. the section on the nature of insurance at the beginning of this
paper.

less carefully or invest less in risk reduction or damage
prevention. Thus pooling is costly and inefficient.

In more deregulated markets, insurance companies
will begin to tailor contracts to the individual risk.
Insurance companies in the formerly regulated coun-
tries will have to acquire more expertise in risk selec-
tion and pricing. At the same time, considerations of
risk management will become more widespread. This
is what underwriting in the full sense of the word
means.

Underwriting can be supported by electronic
means. Some insurance companies’ already have a
fully integrated system of electronic underwriting for
typical mass risks. The agent or broker types the
relevant client information, his characteristics and his
demands, into a computer and the software classifies
the risk of the client and calculates a premium rate.
Various expert systems assessing the client’s risk are
on the market.® The policy can be approved by the
expert system and printed immediately. In the even-
ing the agent parks his computer in the docking
station. Overnight, the computer links up with the
central data processing unit of the insurer. The new
policy data is transfered and the corresponding
commission together with other relevant information
flows back to the computer so that the agent sees his
performance and corresponding commission as well
as the latest news on the screen the next morning.
Clearly, the computer helps with all aspects of admin-
istration, not just bookkeeping.

For life insurance such systems supply the agent
with a financial planning instrument. Key data on the
client are typed into the computer. The computer
calculates the pension or invalidity or sickness pay-
ments to which the client is entitled. The computer
also calculates the pension of the wife and children in
the event of the father dying. The more sophisticated
versions analyse the time profile of incomes,
consumption and capital requirements, such as for
housing, education of children etc. Thus, the cost of
advice as well as of underwriting in the mass risk
markets can be reduced. ,

The consequences of introducing such electronic
underwriting and financial planning tools could be
dramatic. First of all, the costs of selling insurance will
be reduced while at the same time the quality of the
marketing will be improved. Cross-selling opportun-
ities increase. If banks make intelligent use of the new
technologies, they can gain large market shares at the
cost of the traditional sales forces of insurance
companies. If brokers are not successful in setting up
their own electronic underwiriting and marketing
networks, they inevitably will be driven out of the
non-commercial markets.

7 For instance the Laurentian in Great Britain.

8 A leading expert system for assessing the risks of life and health
cover has been developed by the Koélnische Riichversicherung
(Cologne Reinsurance).
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Information networks for independent agents could
be set up, going beyond simple quoting services. New
offers could be sent to the agents’ personal computer
in such a network at virtually no cost. Expert systems
will be of help to the agent to choose the right market-
ing strategy, to assess individual risks and to accept or
refuse risks along the guidelines set by the insurer.
This can be done across any national border provided
the network costs do not increase much with distance.

From a legal perspective the age of electronic
underwriting offers the possibility of documenting the
sales process. Thus, an obligation to file the sales
communication could be introduced, making »best
advice« principles enforceable.

Regulation — new rules of the game

The consumer can estimate the solvency of a financial
services agency, a bank or an insurance company less
well than the management of the business. This
unilateral information advantage can lead to insolv-
ency problems occurring more often than desired
from the policy holders’ or depositors’ perspective.
This is the primary reason for setting up regulatory
bodies, which attempt either to decrease the likeli-
hood of insolvencies occuring or to reduce or neut-
ralise their undesirable consequences. Financial
services, bank deposits and insurance contracts are,

. therefore, more secure than they would be in unregu-
lated markets.

Regulation, however, is costly. The costs of the
regulatory authority are visible; but regulation costs
for business are mainly invisible. Therefore it can
easily happen that the induced costs of regulation
exceed its benefits. Such over-regulation should be
avoided. Some regulatory interventions meant to

.. prevent insolvencies can be abolished or can be modi-

. fied, if a guarantee fund is set up. In the following the
role of insurance guarantee funds in regulatory
systems that focus on financial supervision rather than
on price, product and conduct control, is analysed.
This form of protecting the consumer from the
consequences of insolvencies is applied in the UK, the
US and in a more rudimentary version in France.

In the UK and the US?’ the continuous supervision
of solvency has become part of an early warning
system. As long as there are no signs of solvency prob-
lems, the regulatory authority does not resort to
discretionary intervention into the behavior of indi-
vidual firms. Only when a business has been classified
as being at risk, is direct interference with the
management’s freedom to act considered. These
interventions may consist of the request to increase

9 Regulation is largely standardised in the US, although there are
great differences between individual States in other respects. See
Finsinger (1987) and Harrington, S. (1984).
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equity capital, restrictions on the disposal of asset
investments, the appointment of a special emissary, as
well as the withdrawal of the licence to trade and the
initiation of bankruptcy proceedings.

An essential element of an early warning system
is the solvency criterion, with which businesses
eligible for public interference are singled out. The
solvency criterion can be strict or less strict,
depending on which deviations of financial ratios
from the standard values are still regarded as healthy
(or solvent). Accordingly, most impending insolv-
encies are recognised early if there is a strict solvency
criterion. In this case, the likelihood of insolvent busi-
nesses being classified as healthy (type I error)
is small. However, the likelihood of healthy busi-
nesses being classified as at risk (type II error) is
correspondingly large.!!

Some of the arguments presented in the following
carry over to solvency control and deposit insurance
in banking. However, banking is different for at least
three reasons. First, banks are susceptible to runs.
Second, bankruptcies of banks destroy less customer-
specific knowledge than do bankruptcies of insurance
firms.!2 Third, financing the insurance guarantee fund
by levies proportional to premium volume shifts the
cost of the fund to policy holders (analogous to a sales
tax) and thus the beneficiaries of the funds can be
made to pay. Such a financing rule is not as easily
applicable to deposit insurance.

Principles of solvency regulation and
guarantee funds

Most regulatory solvency rules in traditional systems
of »material supervision« restrict all businesses’ free-
dom to act, no matter whether they are highly solvent
or close to insolvent. A case in point is price regula-
tion. Such restrictions of the freedom to act are ulti-
mately directed at the prevention of insolvency. In
principle, they should not go any further than abso-
lutely necessary, since the interventions tend to
distort market behavior. The level of intervention
should, therefore, not be any more than is necessary
to accomplish an appropriate level of security.
Regulatory intervention in business at risk of
becoming insolvent has to be viewed in a different
light. The restrictions on the freedom to act, for
example, can be justified by the acute danger of

10 There are states in the USA where the scope of interference is
limited to withdrawal of the license and liquidation. However,
the management of a business with financial problems may be
susceptible to moral suasion in the face of such threats.

11 Through the analysis of more solvency information or the intro-
duction of more efficient classification criteria, both mistakes can
be reduced concurrently to a certain degree. See corresponding
stastic methods like, for example, the discriminant analysis.

12 See Finsinger, J. (1990) for a more detailed discussion.
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insolvency. There is a case of unjustified intervention
only if a business is classified as at risk but is actually
healthy. Such wrong classifications occur more often
when the solvency criterion is more strict. The need
to avoid unjustified interference in the freedom to act
of a business accordingly calls for a minimisation of
the Type II error for a given probability of Type I
error.

An insurance company’s risk of insolvency depends
on its capital, its size, the choice of risk categories, the
insurance contract clauses, the size of premiums, rein-
surance, the composition of the capital investments,
its involvement in other business and a multitude of
other factors. In addition, the total risk depends not
only on the risks of its capital investments and the loss
or damage risks (eg. measured by their variance) but
on their interdependency (eg. measured by the co-
variance).

It is difficult to calculate the insolvency probability
of individual firms, taking into account all these
factors and their intercorrelations. There is a promis-
ing theory, but it is far from being applicable to regu-
latory policy.” It is, however, possible to recognise
businesses at risk by their business data.

A solvency audit must be designed to enable early
recognition of financial problem situations. If the
outcome is negative, supervisory measures are
started. Therefore the solvency audit can always be
seen as a kind of warning system.

Warning systems can work well or badly; they have
to be closely monitored. Fortunately, there is hardly
any other area of supervision where more innovations
have been made possible in the last decade. With the
help of computers great amounts of data can be easily
processed, insurance companies can be closely
observed and better early warning systems can be
developed using other statistical procedures. Better
warning systems allow earlier and safer recognition of
insolvencies and in more than one respect they create
more space for freedom of competition.

As a result of the audit, businesses are classified as
belonging either to the group of »non-suspicious«
solvent businesses or to the group of businesses at risk
of insolvency. In the first group as few insolvencies as
possible should occur in the course of the coming year.
The Type I error ought to be small. Even for another
2-3 years the occurrence of insolvency in this group
should be unlikely. Secondly, in the absence of further
supervisory measures, as many businesses as possible
should become insolvent in the next few years in the
group of businesses at risk. In other words, no healthy
businesses are to be classified as »sick«, i.e. the Type
I1 error is to be small.!* To summarize, with the help

B Cf. Cummins, J. D. (1988).
4 See note 11. Discriminant analysis can be used to find the optimal
solvency criteria.
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of the solvency criterion the businesses can be split
into two groups: the solvent and the critical.

In the case of a business being classified as risky
according to the solvency criterion, the first step of
intervention would be to prescribe measures for the
prevention of insolvency. If these measures are not
successful, the supervisory body would search for an
insurer willing to take over the company, which by
that time may be insolvent or on the brink of insolv-
ency. Given solvency rules of the EC type, an insolv-
ent company would still be one with positive equity.
Hence, the company would continue to have a posit-
ive value. Taking into account the large acquisition
costs of a portfolio of insured risks, which typically lie
in the range between 5 per cent and 30 per cent of the
premiums, companies eager to acquire the portfolio
would often exist. Only if a takeover could not be
arranged, would bankruptcy proceedings have to be
started. In a regulatory system with a guarantee fund,
the claims of the policy holders would be met out of
the fund. As a method of financing the fund, the total
sum of fund payments could be apportioned to the
insurance companies according to their market share
measured in premium volume.’ The allocations
(levies) could be smoothed over time so that they
remain approximately constant over the years. The
costs of the supervisory body are often allocated to
the businesses in the market according to their market
share.!® Chart 2 shows plausible curves of allocation
(levy) depending on the stringency of the solvency
criterion.

When the solvency criterion is lenient, the
allocation (levy) required to fund the bankruptcy
guarantee is large. The allocation does not fall much
until the solvency criterion reaches a certain critical
level. The reason is that one of the most important
elements of a solvency criterion, indeed in bank regu-
lation the single most important element, is the
minimum capital requirement. When the capital at
stake is small, the management of a financial interme-
diary may find it rational to take high risks in the hope
of realizing high returns and thus to restore adequate
capitalization. Such a strategy will often fail and lead
to bankruptcy. The best example of this effect is given
by the recent failures of Savings and Loan Associ-
ations in the US.V

The experience with insurance guarantee funds in
Great Britain and the US shows that under the
currently applied solvency rules the probability of
insolvencies is small and therefore the allocations

15 For the advantages and disadvantages of various financing proced-
ures see the descripton of the U.S. schemes in the following
section.

' In Germany, the costs of the Federal Supervisory body for insut-
ance are financed by up to 90 per cent by the businesses through
allocation (See Section 101 VAG). For other countries such a
view is still interesting from a welfare perspetive.

17 Cf. Scott, K.E. (1990) and Finsinger, J. (1990).
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Chart 2 Allocation (levy) of regulation costs and bankruptcy guarantee fund depending
on the stringency of the solvency criterion

(levies) required for the financing of the guarantee
fund are small.18

It has been argued!® that bankruptcy guarantee
funds contradict the principles of a market economy,
because well-managed businesses have to finance the
bankruptcies of badly-managed businesses or those
whose prices are too low. This view is wrong, not least
because the cost of the bankruptcy guarantee fund is
shifted to the policy holders. Thus the policy holders
basically pay a premium for the protection of their
claims.

In the long run all businesses have to allow for the
allocation when calculating their prices.? According
to well-known theorems, a full shifting?! of the cost
takes place with perfect competition when the supply
curve? is elastic, or with imperfect competition in an
oligopoly when mark-up pricing rules are applied.?
Put differently, the businesses cannot possibly bear
the allocation burden. In a competitive environment
they earn the appropriate market return on their
investment. This holds in the absence as well as in the
presence of bankruptcy guarantee funds.

18 See the descriptions of the US and UK schemes in the following
section. In the US the average levy (allocation) was 0.06 per cent
of premium volume. In the UK the levies were even lower on
average.

19 For Germany, see Farny, D. (1987). The Commission of the EU
has recently held a similar view and also Angerer (1985).

20 Contrary to current practice, allocations should not be linked to
market shares of the previous year, but only to the current year.
Thus the businesses would be burdened equally in proportion to
the current turnover.

21 §ee Due, J.D., and Friedlaender, A.F., (1981), p. 376 and p. 380.

2 The supply function of the insurers is regarded as being extremely
elastic. As a consequence the thesis of the »unlimited capacity«
of supplying insurance has been developed. Critically to this see
Finsinger, J., (1988), Chapter IV, pp. 57-60.

2 This kind of premium calculation is prescribed to West German
insurers in important areas by the supervisory body. See
Finsinger, J., (1988) Chapter V, pp. 73—75, as well as Finsinger,
J. and Kraft, K., (1984).
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It is interesting to note that the allocations (levies)
can be analysed in exactly the same way as taxes.
Consistent with the tax equivalence principle, the
incidence of the tax does not depend on the side of
the market on which it is levied. The incentives of two
parties, and the resulting allocation, would not
change if the policy holders paid the insurance
premium. In this sense it can be said that policy hold-
ers pay for the insurance which covers them in the
event of an insolvency of their insurer; policy holders
pay for the insurance of their insurance.

It has been argued that guarantee funds may change
management incentives to engage in price wars.
However, the setting up of a bankruptcy guarantee
fund has no direct influence on the interest of business
in a solid price policy. The risk of losing their equity
capital as a result of ruinous prices is not reduced
through the existence of the fund. This is because the
fund only settles claims of the policy holder and not
of the businesses. The principle of the market
economy is not reversed — as is claimed by some insur-
ance companies, the German supervisory body and
even some officials of the Commission of the EC.%
There is only a lack of incentive on the consumer’s
side. Policy holders select their insurance company
with less care, for they are now insured against the
insolvency of the insurance company through the
bankruptcy fund. Also, more risky firms do not have
to charge lower premiums in order to attract policy
holders. This is a typical example of »moral hazard«.
The solution to this lack of incentive lies in estab-
lishing the appropriate »excess« (franchise or co-
insurance). Clearly, the excess will not succeed in
creating the fully informed customer. But this could
not have been the purpose of the excess. For with fully
informed customers there would be no need to set up
a guarantee fund in the first place.

2 See Farny, D., (1987), p. 1019.
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Experiences with solvency control and
guarantee funds

France

In France all price regulations in insurance have been
abolished. Until the late 1960s a guarantee fund did
not exist. Since then such a fund has been established
exclusively for 3rd party automobile insurance; the
fund has only been used twice.

The ability to fulfil the insurance contracts is guar-
anteed in France through an ex post control of the
financial decisions. This makes the solvency audit the
core of the French supervisory system. Since 1938
there has been no »faillite«. In this sense the ex post
control system has been successful.

Solvency control is administered by 30 active
controllers and two executive controllers. They are
mainly graduates of the elite school »Ecole Polytech-
nique«. Many of them are mathematicians and actuar-
ies.

The controllers are each responsible for certain
businesses and areas. They are therefore able, with
time, to gain a great deal of experience. Because of
their many years’ experience it is not considered
necessary, for the time being, to create a system of
solvency indicators (financial ratios) which can be
used schematically for early recognition. The control-
lers are not bound by fixed rules for their audit. The
frequency and intensity of controls depend on the
assessment of the business risk. Although controls are
to be carried out at least every 3 years, businesses at
little risk are not even controlled every 5 years. On
the other hand, up to 3 audits per year are carried out
in the case of problem businesses or in branches which
incur losses. In some years of crisis, 30 per cent of the
market was subject to a »Rapport Complet«.

If the aditors discover solvency problems, they give
advice on how to deal with them. The business has to
present a »Plan de Redressement«. This plan for
convalescence is examined by the auditors. The
subsequent management decisions are monitored. If
no »Redressement« is possible with these measures,
an attempt is made to arrange a »Transfer d’office«.
If such a takeover cannot be achieved, the stock of
policies is distributed among all companies in the
market (»Transfer de Contract«). Any losses associ-
ated with these policies can be regarded as the contri-
butions (or levies) of the healthy insurers to the bank-
ruptcy insurance created by this instrument. Thus the
setting up of a guarantee fund can be avoided. If such
a fund exists at all in third party automobile insur-
ance, it is only because it orginally served a different
purpose. It had been created as a safeguard against
the demands of those drivers who were not insured or
insolvent. Over time the old function lost in import-
ance and the fund was able to take over a new func-
tion.
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In a typical year like, for example, 1986, two »Plans
de Redressment« and one »Transfer de Contract«
were demanded by the supervisory body and success-
fully applied.

Early warning system in the US property-
liability insurance market

In the USA the level of public involvement varies
from state to state. While some states are almost
unregulated, others have price regulation, often of
the »file and use« type, which is less strict than under
material supervisory systems. It could never be that
strict in any case as a comparatively large product
variety makes the evasion of price regulation possible.

The insolvencies of some property-liability insur-
ance companies in the USA led to a revival of the
discussion about insurance supervision. Some reform
proposals were worked out by the legislator. A bill,
proposed by Senator Magnuson in 1986, was intended
to provide the federal government with significant
control facilities. Not only were the insurers’ behavior
to be centrally supervised, but the federal supervisory
body was to be given extensive rights of intervention
for rehabilitation or liquidation of financially weak
insurers. Additionally, a standard insurance protec-
tion system was to be created after the model of
Federal Deposit Insurance.

Vigorous opposition formed against these proposals
to create a strong supervisory body on a federal scale.
Until then, supervision had generally been the indi-
vidual state’s concern. Some states rejected interven-
tion in insurance markets because they believed it was
to their advantage to have worked with fairly unregu-
lated markets. Other states had operated with active
solvency control, others still put the main emphasis on
price control.

Already at the turn of the 1960s, the states began to
move away from the tendency of increasing ex ante
controls of insurers’ behavior. In some states - in the
eyes of the legislator - a proliferation of regulations
restricted the freedom of businesses.? In »liberal«
states, though, some strict ex ante regulations existed
as well. A less restrictive but at the same time more
efficient system of consumer protection was to take
their place. The years 1968-74 are regarded as the
phase of deregulation. Fifteen states drastically
reduced the regulation intensity of insurance markets.
An early recognition system?® for insolvencies with
graded supervisory measures was combined with the

¥ However, nowhere has the same regulation intensity been
reached as exists in the Federal Republic of Germany.

2 Originally the system was called »Early Warning Systemc«, later
it was referred to as NAIC Insurance Regulatory Information
System (IRIS) where NAIC stood for »National Association of
Insurance Commissioners«,
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setting-up of so called guarantee funds, i.e. funds to
protect against bankruptcy.

The early recognition system is based on eleven
solvency indicators (financial ratios)?’ which have to
be calculated and presented by each business at the
beginning of the year. For each indicator, standard
intervals are set. If more than 4 values lie outside
these intervals, the indicators and other data of the
business concerned are examined in detail. This is
done at a conference of state auditors which lasts for
about 6 weeks, where those businesses which »came
to the attention of the auditors« in the previous year
are also monitored. The conference takes place in
March. The businesses are analysed and divided into
three groups. The first group consists of the financially
sound businesses. As explained later, the device of the
solvency indicators and their standard intervals guar-
antee that only a few businesses are allocated to this
group. The second group consists of businesses which
have to be specifically monitored since sooner or later
a precarious situation will arise unless the policy of the
business changes. The third group consists of busi-
nesses which are in need of immediate regulatory
measures. The division into groups is not made avail-
able to the public.

The measures for the »rehabilitation« (the French
call it redressement) of businesses in group three are
neither decided nor carried out by state auditors but
by the appropriate supervisory body at state level.
The mildest form of intervention is a talk with the
management. Intervention can, however, involve a
continuous supervision of the business decisions or
additional audits. The businesses can be persuaded to
use rehabilatation measures through »moral suasion«
or by threatening to withdraw the permit/licence.? In
states with price regulation, higher premiums can be
stipulated.

Critics of the American supervisory system claim
that a rehabilitation or liquidation in many cases does
not succeed because these measures can only be
enforced through the courts.”? The courts first
demand total certainty about the financial situation of
a business before they make possible the enforcement
of the rehabilitation measures or the liquidation
demanded by the supervisory body. An overall view*
of the individual state procedures in the case of rehab-
ilitation or liquidation suggests that enforcement of
supervisory measures through the courts does not
place too heavy a burden of evidence on the supervis-
ory body. After 1978 the criticisms no longer seem
valid, not least because 20 states, at the time,
accepted the regulations of the NAIC Insurers Super-

77 The solvency indicators are explained in some detail by Harring-
ton, S. and Danzon, P. (1986).

28 See Harrington, S., and Danzon, P., (1986), p. 18.
® See Bailey, R., (1986), and Bailey, R., (1977).
¥ See Alliance of American Insurance, (1986).
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vision, Rehabilitations and Liquidations Model Act,
which allowed for certain rights of intervention for the
protection of capital investment before the formal
enforcement of the rehabilitation or liquidation
through the supervisory body.

The selection criterion for the solvency indicators
and the basis for the standard value intervals was the
likelihood that a business with anormal values became
insolvent in the following years. The IRIS Early
Warning System was set up in such a way that it
recognises insolvency within one to three years. It
seems that the prediction accuracy has worsened over
the years. Therefore proposals for improvements
were developed in a multitude of studies, mainly
through the method of discriminant analysis.’!

What do the guarantee funds in the USA look like?
After the judicial »liquidation order« for an insolvent
insurer, the claims of policy holders are met except for
a small deductible.?

Only in the »workers compensation« insurance is
the total claim paid. There is an upper limit, though.*
The deductible is meant to give insurance purchasers
an incentive to look for a sound company. The upper
limit does not primarily exist for private clients,
having been created for the commercial policy holder;
as in other areas, he should check the insurer’s solv-
ency before taking out insurance.

There has been a long discussion about whether the
funds ought to be raised through annual premiums or
whether it is sufficient simply to reallocate the pay-out
of funds in'proportion to the market share of the busi-
ness. The supporters of »pre-funding« believed that a
reallocation among the surviving businesses would
not only be unfair, since healthy businesses would be
punished twice (once through the loss of business to
price undercutters and again through the reallocation
as a consequence of the undercutters’ ruin) but that
the ex-post reallocation might place such a burden on
marginal businesses that they found themselves in
financial difficulties. The insurers, among others,
vetoed the »pre-funding« proposal. They feared
abuse of the fund for the purpose of rehabilitation
before »liquidation«. Apart from that it was obvious
that in the long run the reallocation would be passed
on via higher premiums. Later it became clear that the
reallocation on average only accounts for half a
promille (over 16 years 0.06 per cent)* of premium
volume. Only once in 16 years has the average
allocation accounted for more than one promille,

3 8ee Pinches, G., and Trischmann, J., (1974), Kramer Capital
Consultants, Inc., (1976), Aetna Life and Casualty, (1979),
Herschbarger, R., (1979).

32 Originally a standard $100 was envisaged.
33 At the beginning of the 1970s it was a standard $300,000.

3 See Finsinger, J. (1988), Chapter II1, Part 5. The data from which
this average was calculated are contained in Harrington, S. and
Danzon, P. (1986). More recent data could be collected and
would not show a significantly different picture.
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namely in 1975 (1.03 promille). If, therefore, insurers
have been in favour of the ex post allocation and still
are, the fairness argument cannot carry great weight.

It was rather experts who had been interested in an
»insurance of the insurance« via the »pre-fund« solu-
tion. Premiums could have been made to depend on
the risks of the individual business.* The possibility
of »having a free ride« at the expense of healthy busi-
nesses could be avoided. The only problem was how
to determine the individual insolvency risk. An
appropriate number would have to take into account
the joint distribution of the losses and capital invest-
ment risks as well as of the administrative costs. At
present, we do not have the means for this; we could
only make the premium dependent on the solvency
indicators. That, however, would contradict the prin-
ciple of insurance insofar as the premiums would be
linked to the solvency and thus implicitly to the loss
experience that is already taking shape. Such a
procedure would burden businesses that are already
at risk. On the whole, the danger of attaching the
premium to the wrong risk indicators would be great.
Consequently, this system might have an effect similar
to an inefficient tax on certain business dispositions.
If the »pre-fund« were to be organised as a private
insurance company, a super-cartel epicentre might
develop from it. If it were organised on a statutory
basis, the cost-benefit analysis of the »risk-based«
premiums could have a negative ending: a lot of
bureaucracy with little success.

The United Kingdom

In Britain, the level of intervention is low. Regarding
the solvency of the insurer, only the control of market
access (minimum capital requirements on the EC
pattern) and solvency monitoring by actuaries are
relevant.* There is no price or profit regulation.
Great Britain can be said to enjoy the least regu-
lated insurance market in Europe. In spite of this,
company failures do not strain the guarantee fund.
Since 1976 only two allocations of bankruptcy funds
have been necessary.’” The first allocation of £ 1
million was raised in 1990 and amonted to 0.0039 per
cent of premiums. The second allocation of £ 37.9
million was raised in 1992 and amounted to 0.1487 per
cent of the total premium volume. Most of the time
the payments made by the fund are recovered from
the liquidation of the assets of the bankrupt company.
The conclusion must be that the company failures do

3 Cummins, J.D., (1988).

% A comprehensive description of the British insurance markets
and the regulation instruments which are applied is included in
Finsinger, J., Hammond, E., and Tapp, J., (1985).

37 To provide the starting capital, a one-time levy at 0.25 per cent
of the premium volume was raised initially, in 1975. See
Finsinger, J., Hammond, E., and Tapp, J., (1985), p. 27.

not affect more than a negligable fraction of total
premium volume.

Guarantee funds in an integrated
European market

Some insurers and some policymakers argue that
guarantee funds are not compatible with the idea of
freedom of services and that companies established in
nations with such a fund would be disadvantaged.

Clearly, the impact of guarantee funds depends on
how they are designed. Suppose they are designed
according to the line of argument presented above, as
funds protecting the policy holders of the membership
companies financed by ex post levies proportional to
premium volume,

It could be argued that insurers who are
»covered«® enjoy a competitive advantage over those
who are not. Thus, British insurers exporting policies
to the continent, beginninng as of July 1994 with the

‘third generation of EC Directives taking effect, will

be able to advertise this safety-net of which they are
part. Perhaps, policy holders concerned about the
solvency of their insurers will prefer British insurers.
As long as the levies are equally raised on the
premiums paid by these out-of-state benificiaries of
the freedom of service, it cannot be said that the Brit-
ish policy holders subsidize the export of insurance.
However, we could speak of an element of competi-
tion between regulatory systems in which the British
system confers competitive advantage to its com-
panies. Much can be said in favour of letting regu-
latory systems compete. Only in this way can con-
sumers choose the system they prefer. The market test
is possible. The disadvantage of this competitive solu-
tion of course is that the guarantee fund levies would
not automatically be shifted to the policy holders.
As an alternative one could consider a rule whereby
national governments set up guarantee funds as a
national affair. Then, exported insurance contracts
would not be covered by the guarantee fund system
and consequently all insurance companies would
compete on the same level in this respect. The price
of exported contracts could be lower by the amount
of the levy (which during most years is anyway close
to zero). Of course, contracts imported into a market
with guarantee funds would be covered and the levies
would have to be raised on these imports. However,
as pointed out above, solvency regulation must be
cautious and failures infrequent if a guararantee fund
system is established. Given the principle of home
country control, countries with a guarantee fund
system could not design the early warning system
applying to the foreign companies, because they are

3 Note the confusion: in practice it is policy holders that are cover-
ed.
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subject to the solvency rules of their home countries.
If substantial differences in the actual practice of solv-
ency control persist across the member countries of
the EC and if as a consequence companies in coun-
tries with insufficient solvency control become insolv-
ent, policy holders of these insolvent companies in
countries with a national gurarantee fund system will
be compensated. However, all policy holders of this
(host) country will pay the corresponding allocation.
Therefore, organizing guarantee funds as a national
affair might be criticised as facilitating market entry
of unsound foreign competitors. However, if solvency
control is enforced in a similar way across Europe,
bankruptcies will be similarly infrequent. A case in
point is Great Britain, which had the least strict regu-
latory system in the past and nonetheless negligable
guarantee fund levies.
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EEA and Insurance in the EFTA Countries

PETER ZWEIFEL*

Despite recent moves towards deregulation, insurance regulation in EFTA countries is still rather compre-
hensive. It is also strikingly similar, reflecting a common heritage, that of the German model of material
supervision. Insurance markets in EFTA countries are clearly more concentrated than the EU average,
while profitability is lower. Especially in the Nordic countries, foreign presence is very limited. The
adaptation to EEA legislation in insurance will require regulatory adjustments in every EFTA country.
The industry specific costs of adjustment appear to be small in the short run. In the longer run, the markets
will undergo substantial structural changes which will put an end to the present similarity of the markets.

Introduction

The article aims at answering the following questions.
Do insurance markets of EFTA countries have
common features setting them apart from other insur-
ance markets, in particular those of EU countries? If
so, are these features likely to survive, or will they
disappear in an integrated insurance market within
the European Economic Area? Will the cost of
adjustment to a new regulatory standard be particu-
larly high to some EFTA countries, or will it be
comparable to that borne by EU countries? The
analysis is based on results from an EFTA project
dealing with the impact of the liberalization program
»EC 1992« on the services sectors (EFTA [1994]).
This project constitutes the first attempt to compare
the service industries of EFTA countries using a
common statistical grid, the scope of EFTA having
traditionally been limited to the liberalization of trade
in industrial goods. Despite problems of comparabil-
ity, the data base compiled in the course of this project
is rich enough to permit at least some tentative
answers to the questions raised at the beginning.
The article is organized as follows. In the next
section, the insurance industry will be described in
terms of size in order to see whether there are similar-
ities and differences between EFTA and EU coun-
tries. The third section will be devoted to an analysis
of regulations governing insurance activities, since the
structure of the insurance industry cannot be under-
stood without knowing its regulatory framework.
Subsequently, developments in the market structure
of the sector will be studied in the light of regulation
and regulatory change. Much of this regulatory
change, however, constitutes an adjustment to the

* Peter Zweifel is Professor at the Institute for Empirical Research
in Economics of the University of Ziirich, Switzerland.
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regulatory regime of the EU. Therefore, insights into
the relationship between regulation and the structure
of the industry can provide some guidance for the
future outlook, the latter being provided in the
concluding section.

Insurance in the general economy

As far as private insurance is concerned, EFTA coun-
tries form two camps. In the Nordic member coun-
tries, its contribution to GDP clearly falls short of 1
per cent, whereas it is at least double in the Alpine
member countries (Table 1).! At least three factors
come to mind for explaining this difference. First,
since an increase in income tends to result in a more
than proportional increase in the demand for insur-
ance, EFTA countries with a high per capita income
such as Switzerland should have large insurance
markets. However, Austria had the lowest per capita
income of all EFTA countries throughout the 1980s.
Second, the Alpine EFTA countries export more
insurance services than the Nordic ones. Reinsurance
services, which could always be exported, account for

It is common practice to calculate the »insurance density« by
comparing premiums written in a country to its Gross Domestic
Product (GDP). As shown in Table 1, this indicator ranges
between 3.8 per cent (Iceland) and 8.3 per cent (Switzerland).
These figures overstate the importance of insurance, however,
because the density indicator compares premium income, which
is in good part used for claim payments, i.e. redistribution
between the fortunate and the less fortunate, with the GDP, which
is the total of value added in the economy. The actual contribution
of insurance to total value added in the economy is far lower,
amounting to a mere 0.8 per cent in Norway and 0.6 per cent in
Sweden. Thus, insurance appears to be slightly more important to
the Norwegian than to the Swedish economy.

Too much should not be made of these differences, however,
because Sweden’s labor insurance may well have been counted as
social insurance in the OECD statistics, whereas recent develop-
ments are about to bring it back into the domain of private insur-
ance. Inclusion of labor insurance would put the Swedish figure at
roughly 0.8 per cent of GDP as well.
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some 24 per cent of premiums domestically generated
in Austria and Switzerland but only 18 per cent in
Norway and Sweden. Third, judging from the case of
Sweden, the Nordic EFTA countries seem to have
met the increased demand for insurance predomin-
antly by an expansion of their social security systems,
whereas this expansion was much less marked in the
Alpine EFTA countries (Sigma [11/87), Streissler
[1988]).

In spite of the Nordic-Alpine difference, the insur-
ance markets of EFTA countries are more homogen-
eous in terms of relative size than their EU counter-
parts. At first sight, this is astonishing because the EU
have long had a high degree of trade integration, the
share of intra-Community trade in total volume
amounting to some 60 per cent (Jacquemin and Sapir
[1988]). This high degree of mutual penetration might
be expected to apply to private insurance as well,
whose non-life part is closely linked to trade. More-
over, the establishment of common EU insurance
regulation has been on the European Commission’s
agenda for twenty years. On the other hand, and
especially if Iceland and Luxembourg are disre-
garded, it becomes clear that the economies of the
EFTA countries are much more similar than those of
EU countries, both in terms of GDP and GDP per
capita (Gardener and Teppett [1992]) and in terms of
regulation, as is shown in section 3.

Finally, a comparison with banking is instructive.
The banking sector is typically four times larger than
insurance in terms of its contribution to GDP (Table
1), a likely consequence of the fact that there is no
social banking but a great deal of social insurance.
Possibly for the same reason, the homogeneity of
Nordic EFTA countries in terms of their banking
industries is less marked, with Iceland coming close to
Switzerland, where banking is the nation’s single most
important industry.

Conclusion 1: If measured by its contribution to
the Gross Domestic Product, private insurance is
a small industry, accounting for less than 1 per cent
of GDP in Nordic EFTA countries and less than 2

per cent in the Alpine EFTA.

94

The smallness of the insurance industry contrasts with
its importance for the functioning of an economy. In
fact, insurance systematically influences many
decisions taken in the economy. Specifically, it
permits decision makers to opt for more risky courses
of action, e.g. business investments, in return for
higher profitability, thus fostering economic growth
(Zweifel [1987]).

Regulation of insurance in EFTA
countries

When thinking of regulation, it may be helpful to
imagine a stylized product cycle. A firm establishes
itself, hires workers and other factors of production,
launches a product, sells it at a price, pays taxes, and
(hopefully) makes a profit. Each stage of this cycle
may be subject to regulation, and is indeed so in the
case of insurance (Table 2).

Regulation of market access

In all EFTA countries, a license is required for
conducting insurance business, the main condition for
its granting being a minimum paid-up capital. At the
low end of the range, Norway and Sweden require a
capital of some ECU 1.4 million, with Norway having
an escalator clause for adjustment to inflation (Blixt
[1993], Husevég [1993]). In Sweden, this applies only
to general agencies, established by non-resident
companies. At the high end, there is Austria with a
maximum of ECU 7 million, which however applies
to a composite insurer doing business in all lines,
reflecting the fact that Austria has not adhered to the
»principle of separation« (Brandner [1993]).

Regulation of factor market

In most EFTA countries, but not in Sweden, an insur-
ance company is somewhat restricted in its filling of
top management positions in that the chief executive
officer generally has to be a national citizen. In Switz-
erland, hiring restrictions are much more far-reaching
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due to the country’s foreign labor policy. Allocation
of migrant workers is by administrative fiat rather
than the market mechanism, with preference given to
agriculture, hotels, and hospitals (see Zweifel &
Prioni [1993] for details).

Regulation of product

Again, EFTA countries have been sharing much the
same philosophy. In particular, life insurance is to be
kept separate from non-life insurance, which makes it
easier to check the solvency of a company with regard
to a given line of business but does not answer the
question of how to proceed with a company that is
insolvent in line A but very sound in line B. Austrian
authorities, while permitting the combination of life
and non-life insurance, retain the right to veto a
particular combination.

Regulation of price

Here, Finland and Norway differ from the rest of
EFTA countries by permitting price competition in
general, which of course does not preclude price
fixing by associations. Incidentally, Sweden and
Switzerland share an especially elaborate scheme for
fixing premiums in motor insurance (Blixt [1993];
Zweifel and Kleeb [1993]), which does not square too
well with the consumer protection argument for justi-
fying price regulation because this regulation dates
from a time when only the rich could afford to own a
car.

Regulation through taxation

Especially in the case of life insurance, tax deduct-
ibility of premiums paid and taxation of benefits
received determine the competitiveness of insurance
vis-a-vis banks as intermediaries for old age provision.
All EFTA countries grant preferential treatment to
life insurance in at least one of the two aspects. In this

vein, the full 22 per cent turnover tax is applied to
nonlife insurance only in Finland. Austrian author-
ities even use taxation to discriminate against insurers
operating from outside the country, levying a
surcharge of 400 per cent on the sales tax applied to
the purchase of their policies (Brandner [1993], p. 3).

Regulation of use of profits

Contrary to a »normal« business firm, a private insur-
ance company must not use retained profits for buying
assets as it sees fit. The common standard of regula-
tion is to prescribe fixed shares for certain classes of
assets, in particular government bonds, serving the
interests of the treasury.

General remark

In all, the similarity in regulatory regimes across
EFTA countries is striking. This seems to be due to a
common underlying philosophy, the so-called risk
community model of insurance that has been quite
popular in Germany (Eisen, Miller, & Zweifel
[1993]). According to the risk community model,
insurance is organized as a co-operative association,
charging an equitable premium, with the insured in
his capacity of member of the collective ultimately
assumning risk-bearing responsibility while being
subject to special behavioral obligations. By way of
contrast, some of the EU countries (such as the
United Kingdom) are closer to the competitive entre-
preneurial model, according to which insurance
companies are in the market for making a profit, a risk
is priced in view of its contribution to the portfolio,
and the risk-bearing responsibility lies with the
owners of the company, with no special obligations
falling on the insured. Since the mid-1980, authorities
of EFTA countries appear to be moving slowly toward

~ the competitive entrepreneurial model of insurance,
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following the lead of deregulation in banking.
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Once more, differences between the major EU
insurance markets are much more marked than
between EFTA markets. In particular, the very tight
material supervision by German authorities contrasts
with the British system of self-regulation through
royal actuaries (Finsinger & Pauly [1986]).

Conclusion 2: Despite recent moves toward dere-
gulation, insurance regulation in EFTA countries
is still very prevalent, covering all stages of the
stylized product cycle. Moreover, it is character-
ized by a striking degree of similarity, reminiscent

of the German model of material supervision.

There is, however, one interesting difference with
regard to locus of regulatory control (see last line of
Table 2). Whereas the supervision of insurance is in
the hands of the Ministry of Finance in the case of
Austria and Finland, authority is vested with a
Financial Supervisory Authority in Norway and
Sweden. In view of the fact that banking and insur-
ance both constitute instruments of portfolio manage-
ment for households and firms, their traditional
separation in terms of regulation seems above all to be
a reflection of regulatory convenience in conjunction
with adherence to the risk community model of insur-
ance. In the future, joint supervisory authorities may
well serve as the vanguards of a more global regu-
latory approach.

Structure and development of
insurance in EFTA countries

Size and structure of a national insurance market can
be described by the number of companies and their
average size in terms of premiums generated domest-
ically, i.e. excluding affiliates located abroad. Differ-
ent regulatory policies leave their traces in this regard.
For instance, the slow growth of the number of
companies in Austria (item No. 1 of Table 3) should
not be misinterpreted as a sign of stagnation. Rather,
there is less need to found specialized companies
when composites may legally be formed. Conversely,
Sweden had relatively few companies back in 1980,
reflecting the belief of its regulatory authority that
size is associated with lower cost per policy; therefore,
market entry was discouraged and mergers were
permitted to reap these so-called returns to scale
(Blixt [1993]). However, this belief did not appear to
be too well founded in the light of research (Skogh
[1982]). A more condescendent stance of regulators
in matters of establishment has since contributed to a
marked growth in the number of companies. More-
over, there is no indication that Sweden’s companies
have become smaller compared to others in the mean-
time.
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This change of policy is also reflected in a decrease
in concentration, measured as the share of the leading
four companies in total premium volume (item No. 3
of Table 3). With values between 50 per cent (Austria)
and 75 per cent (Iceland), EFTA insurance markets
are rather concentrated. In the EU, the largest three
companies account for 44 per cent of national life
premium volume and 29 per cent of non-life premium
volume (unweighted national averages, calculated
from Dickinson [1992]). A conservative extrapolation
from Dickinson’s measure to ours yields 59 per cent
and 39 per cent for the EU, respectively. Thus, EFTA
insurance markets are more concentrated than their
EU counterparts. In addition, they are again rather
homogeneous in this respect. In life insurance e.g.,
shares amount to a mere 20 per cent in the United
Kingdom but 70 per cent in Greece.

Conclusion 3: EFTA insurance markets are rather
similar with regard to number of companies, their
size, and degree of concentration. They are clearly
more concentrated than the average EU insurance
market, which however should not be taken as a
sign of competitiveness.

Since the issue of advantages to size (the so-called
increasing returns to scale) preoccupies policy makers
in the whole EEA, it is interesting to compare the
share of the leading four companies in premium
volume (item No. 5 of Table 3) with their share in
employment (item No. 4). With the important excep-
tion of Sweden, premium shares exceed employment
shares in the countries for which data are available,
which means that the leading companies generate
higher premiums per employed person than the rest.
It does not mean, however, that they are more
efficient, efficiency requiring optimal use of all inputs.
Indeed, a recent Swiss study in that regard, using
premium volume as output and labor costs, capital
costs, and claims payments as inputs and applying
Data Envelopment Analysis (Fire, Grosskopf, &
Lovell [1983]), failed to indicate increasing returns to
scale among the leading Swiss companies during the
entire 1980s (Zweifel & Kleeb [1993]).

On the other hand, an industry characterized by a
high degree of concentration may still be very compet-
itive, provided newcomers can enter the market at
reasonable setup costs. Regulation almost invariably
increases these costs, especially for foreign firms. If
foreign competitors nevertheless succeed in attaining
a nonnegligible market share, then the market evid-
ently is not really closed in spite of concentration and
regulation. Table 3 contains some estimates of the
share of the premium volume currently accounted for
by foreign competitors (item No. 5). Austria stands
out with a share of no less than 44 per cent, mainly
due to German firms. Similarly, the 12 per cent in the
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case of Norway can be traced to a neighboring coun-
try, Sweden. Foreign competitors are just about
absent from the other Nordic EFTA insurance
markets, with Switzerland constituting an interme-
diate case.

Conclusion 4: While the leading insurers in EFTA
countries employ fewer persons per unit premium,
the issue of whether this transforms into a global
cost advantage is not settled. Until this day, the
high degree of market concentration has not been
neutralized by the presence of foreign competitors
in Nordic EFTA countries.

Not much is known about the profitability of insur-
ance companies. From an investor’s point of view,
return on equity constitutes the indicator of primary
interest. However, insurance companies in several
EFTA countries will have to increase their equity base
in order to conform with EU solvency margins. Thus
it seems more appropriate to use return on total assets
as the indicator of profitability, since this measure
compensates for differences in leverage that would
have to disappear before long under the EEA Agree-
ment.

The scanty available information seems to suggest
that shareholders in insurance companies may have a
high rate of return on their assets only at the price of
a good deal of risk. E.g., the figure of 10 per cent
shown for Norway in the year 1990 (see item No. 6 of
Table 3) was accompanied by a high variance already
in the 1980s, a qualification that could only be rein-
forced in view of the fate of UNI Storebrand, the
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market leader of Norway. In the wake of heavy losses
on its Skandia engagement, UNI Storebrand had to
be placed under public administration (Husevag
[1993)).

At the low risk end of the range, the insurance
companies of the two Alpine EFTA countries display
rates of return of 1 to 2 per cent. This compares rather
favorably with banking performance in a sample of
OECD countries, where rates of return on total assets
invariably fall short of 1 per cent (Wirth [1993]).

Conclusion 5: While the profitability of insurance
companies in EFTA countries cannot be compared
to that of EU insurance companies, it is somewhat
higher than that of banking in a sample of industri-
alized countries.

Induced regulatory adjustments

In non-life insurance, Nordic EFTA countries still
have a few legal provisions that are not in line with the
relevant EU directives. In Norway, distinctions between
large risks and mass risks and between active and
passive cross-border sales will have to be dropped
because the Third EU Directive permits direct trade
in insurance. Under the EEA Agreement, Sweden
and Finland will also have to grant EEA-based
companies the right of actively marketing their prod-
ucts without the intermediation of a domestic broker
or company. In Austria, the needs test for access to
the domestic market will have to be formally abol-
ished, authorities having already abstained from its
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use for several years. In the case of Switzerland, a
bilateral Insurance Agreement with the EU came into
force in 1993, stipulating full national treatment of
EU companies. This Agreement contains very much
the same provisions as the EEA Agreement with
respect to insurance. However, it still permits prior
approval of general terms and conditions, a clause
that may be repealed before very long, e.g. in
exchange for application of the EU home country rule
to Swiss-based companies.

For these adjustments, there is a transition period
of several years because implementation of the Third
Non-life Directive by the EU is scheduled for the end
of 1994, which amounts to a deferral of the original
deadline of the »EC 92« program.

In life insurance, the Nordic EFTA countries, with
the notable exception of Sweden, still prohibit the
purchase of life insurance abroad, a relic from the
days of foreign exchange controls that recalls the
traditionally close connections between the regulation
of insurance and general economic policy. Austria will
quite likely see its tax surcharge on the sale of policies
by non-established foreign companies challenged.
Finland, with its pension schemes farmed out to
private insurers, may be asked to admit foreign
competitors to this market, although these schemes
be considered part of social insurance, which is
exempted from the EU Directives on Life Insurance,
pursuant the 1987 decision of the European Court of
Justice.

Conclusion 6: The completion of the »EC 92«
program will require some additional regulatory
adjustments by every EFTA country. The industry
specific costs of adjustment do not appear to be
very large at this stage.

As stated, Conclusion 6 entails a certain risk of
understatement. As described in national studies
(Blixt [1993], Husevag [1993]), regulation of insur-
ance interacts quite closely with taxation. Especially
life insurance written by a foreign company can be
used as a vehicle of tax avoidance, which is of particu-
lar importance in the Nordic countries with high
marginal tax rates on income. Prior to the EEA
Agreement, a government was able to deregulate
insurance while having an eye on its domestic tax
base. Under the EEA Agreement, home country
control takes precedence, enabling foreign insurance
companies to act as conduits for capital movements.
On a longer run, it may thus be the domestic system
of taxation and even social security that has to be
adjusted to increased foreign competition rather than
the other way round. This also means that the cost of
adjustment to be borne might be substantially higher
than estimated on the basis of a purely sectoral
analysis.
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Outlook

Until recently, only reinsurance was an internationally
traded commodity. The successful completion of the
Uruguay Round of the GATT prepares also the
ground for global liberalization of non-life insurance.
This adds to the European integration of insurance
within the EEA. Long-run trends emanating from
increased economic integration might however take
some time to evolve, for several reasons.

First, the freedom of direct cross-border trade is not
yet established in the Uruguay Round of the GATT,
causing only competition among EEA-based com-
panies to intensify at first. Yet there is no reason why
Japanese and U.S. insurers should not follow the lead
of their banks before long. In this context, it should
be recalled that among the 30 major insurers
worldwide, 11 are Japanese (Sigma [1/1992]). Second,
even intra-EEA competition will not pick up as
quickly as originally envisaged. The group exemp-
tions from the anti-cartel provisions of the EEC
Treaty by the European Commission (European
Commission, 1993) in fact amounts to a partial
delegation of regulatory authority to national associ-
ations, who will tend to protect their domestic
markets (Eisen, Miiller & Zweifel [1990]). Of course,
these endeavors will not have the same impact as the
previous public regulation, but they can be counted
on to slow down the process of mutual market penet-
ration — at an increased cost of adjustment later on.

Barriers to trade are less artificial in the domain of
life insurance. For some time to come, provision for
old age etc. will continue to be provided by social
security, whose volume is at least four times as large
in Switzerland and may even be seven times as large
in Nordic EFTA countries (Blixt [1993]). This implies
that private insurance policies must be tailor-made to
fill in the gaps left open by social security. For
example, some countries impose larger reductions of
pension benefits on workers opting for early retire-
ment than others, creating a market for complement-
ary life insurance that is particularly flexible in the
time domain. These same differences will hinder the
marketing of all-EEA life insurance products in the
near future, preventing the new opportunities for
direct cross-border trade to fully materialize in the
short run. In the more distant future, possible reforms
of the social security systems might enlarge the scope
for private insurance and enhance the structural
effects of integration.

Some of the similarity between EFTA insurance
markets will be lost in the longer run. As the experi-
ence of the EU suggests, economic integration will
serve to accentuate rather than diminish sectoral
differences due to the workings of the law of compara-
tive advantage. The enlargement of markets will
permit countries such as Austria and possibly Sweden
to specialize even more strongly in the provision of
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financial services in general and insurance in particu-
lar. Countries remaining outside the EEA Agreement
will have to strive hard to develop a regulatory regime
that lowers the cost of doing business sufficiently to
render their markets attractive nevertheless. In all,
the Nordic EFTA countries will have to bear some-
what larger adjustment costs than the Alpine ones,
not least because of their higher level of taxation, but
this cost will still be small compared to that falling on
some EU countries such as Italy.
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EEA and Swedish Insurance — the Main Impacts

EVA BLIXT*

A process of deregulating the Swedish insurance market since the late 1 980s, together with the adaptation
to the EEA legal system, is affecting the conditions for Swedish insurance companies. The barriers to
entering the Swedish market will be subject to withering forces. The immediate effect on market structure
is unlikely to be entry by large numbers of companies. Instead, competitive pressure will increase and
induce the existing companies to adopt a more competitive behaviour. In the longer run, entry is likely to
be more pronounced, leading to structural changes in the insurance market.

Introduction

The legal conditions for the Swedish insurance market
will change dramatically in the 1990s, going from a
heavily regulated market in the early 1980s, via a
partial deregulation in the late 1980s, to an almost
totally changed legal framework due to adaptation to
the EEA legislation from January 1, 1995. This article
provides a broad overview of these legal changes as
well as other driving forces, and of their consequences
for the Swedish insurance market.

The next section deals with the deregulation
process and the main structural changes in the 1980s.
Thereafter the necessary adjustments to EEA legisla-
tion are outlined. In the final sections an attempt is
made to identify emerging trends for the insurance
market in the 1990s.

Deregulation and structural changes
in the 1980s

Broadly speaking, the Swedish insurance market
consists of three sectors, to be compared with the
EC’s »three pillar system« for life insurance.

The first sector is the public social security system,
which includes, among others, old age pension, sick-
ness benefits and unemployment schemes. All public
insurance services are organised as »pay-as-you-go«
systems.

The second sector is labour market insurance,
which provides virtually all employees with benefits
supplementary to public insurance such as pension,
group life, sickness and industrial injury benefits.
These insurance benefits are agreed upon by the
parties on' the labour market and administered by
labour market insurance companies.

* Eva Blixt, Financial Markets Department, Sveriges Riksbank.
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Figure 1 The framework of Swedish
insurance
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The third sector, private insurance, consists of life
and non-life insurance as well as reinsurance. The
market is dominated by a few large nation-wide
groups, each of which handles all kinds of private
insurance. Besides these national groups, there is a
large number of small local companies. Both private
and labour market insurance operate according to the
»premium reserve principle.

In the 1980s, the relative size of the three sectors
hardly changed, with over 80 per cent covered by
public insurances. The analysis in the following
concentrates on the second and third sectors, unless
indicated otherwise.

The markets for labour and private insurance,
being subject to a comprehensive regulatory system
that encouraged co-operation among companies,
were shielded by rather efficient barriers to entry in
the 1980s. These barriers, being higher for life insur-
ance than for non-life insurance, led to an oligopolis-
tic market structure with rather homogeneous prod-
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ucts. A notable exemption was reinsurance, which
was practically unregulated and already then interna-
tionally traded.

In the 1980s some barriers were lowered, both legal
and other more implicit barriers. Initial deregulatory
moves came in the first half of the 1980s, with some
amendments to the Insurance Business Act. The dere-
gulation then gained momentum around the turn of
the decade, aiming at a more competitive market,
partly in view of a possible future EC membership.
Most important was the abolition of a needs test in
1985, which tended to lower the regulatory barrier
and paved the way for new companies, both Swedish
and foreign, and the introduction of unit-linked insur-
ance in 1990.

As a result the number of Swedish nation-wide
(both life and non-life) companies increased sharply,
from 53 in 1985 to 89 in 1992, including seven unit-
linked companies, which illustrates the earlier
conserving effects of the legal system.

The rules concerning access for foreign companies
were hardly altered during this period. At the outset,
the regulatory framework in that regard had a superfi-
cially liberal appearance. Foreigners were allowed to
acquire domestic companies or establish general
agents, provided they deposited securities with a
Swedish bank. Cross-border trade was also seemingly
open, Swedish citizens being free to buy foreign
policies on their own initiative.

Nevertheless, the incentive to acquire Swedish
companies was low, since domestic life insurance
companies were not allowed to distribute profits. In
addition, a majority of the domestic companies, both
life and non-life, were mutual, not being for sale due
to their associative statues. Also, foreign companies
were not allowed to establish branches or actively to
market their products from abroad.

As a consequence, foreign presence remained
limited throughout the 1980s. The total number of
foreign companies today is 14 (twelve general agents
and two subsidiaries) compared with 15 in 1980. All
are non-life insurance companies, and their market
share fluctuates around 2.5 per cent, increasingly held
by EC companies during the 1980s.

Adjustments to EEA legislation

The forthcoming EEA integration will bring increased
opportunities to trade insurance cross-border as well
as increased opportunities for establishment from
abroad. In particular, the EC’s principles of home
country control, single licence, mutual recognition
and harmonisation of essential rules will have to be
applied. In order to identify the full range of adjust-
ments that are needed in Swedish legislation and regu-
lation to adapt them to the emerging EEA legal
system for insurance, the present account starts from
the situation on January 1, 1990.
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Some EEA legislation has already been incorpor-
ated into Swedish law since that date. The 1990 Insur-
ance Brokers Act incorporated national provisions for
insurance brokers. Unit-linked insurance was also
introduced in 1990. The three Directives on civil liab-
ility in respect to motor vehicles have been largely
implemented by amending the Motor Traffic Damage
Act. A general bill covering all the Directives that are
part of the EEA Agreement is due to be passed by
Parliament in 1994. This bill and other forthcoming
legal changes imply a far-reaching reform of Swedish
insurance legislation, although still not providing all
the necessary adjustments to EC legislation.

Single licence and home country control. Authorisation
of insurance companies within the EEA will be
governed by the principle of a single licence. This will
permit an insurance company to do business through-
out Western Europe, under either the right of estab-
lishment or the freedom to provide services cross-
border. An insurance company still has to obtain
authorisation in the EEA state which is its home
country. But branches and agencies of authorised
companies are treated as integrated parts of those
companies and may be established throughout the
EEA without a separate licence. In accordance with
the principle of mutual recognition, it will also be
possible to sell insurance in another EEA country
without establishment, that is, to carry out cross-
border trade.

Under the Swedish provisions, an authorisation is
granted provided the planned activity is not deemed
to be incompatible with a sound development of the
insurance system. As this rule cannot be said to
exclude some assessment of need, it will probably
have to be modified to comply with the EC’s funda-
mental principle of freedom of establishment. More-
over, in 1990, establishment from abroad was allowed
only in the form of subsidiaries and general agents
(Table 1). The Act concerning the right of foreign
insurance companies to conduct insurance business in
Sweden therefore has to be amended so that com-
panies in the EEA countries do not face more strin-
gent requirements than Swedish companies.

In 1990, cross-border trade was still restricted in
that, without an establishment or co-operation with a
broker or a Swedish insurance company, foreign
companies could not actively market their policies in
Sweden. In the EEA the insurance companies will be
free to market their policies cross-border, as will be
the case in the EC from mid July, 1994,

As said above, the EEA introduces the principle
that participating countries recognise each other’s
regulations. At present, the supervision of all insur-
ance business in Sweden is carried out by the
Financial Supervisory Authority. Foreign subsidiaries
and general agents will continue to be supervised by
this authority. Under EEA ruies, however, the home
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country authorities supervise branches and agencies
of their insurance companies and thus supersede the
Swedish authorities. In the forthcoming legal frame-
work, the Swedish supervisory authorities will accord-
ingly play a subsidiary role as regards those affiliates.

Minimum harmonisation of essential rules. To avoid
negative effects of applying the principles of single
licence and home country control, such as »competi-
tion through rules«, the EC legislation contains provi-
sions on minimum prudential standards for the scope
and size of technical provisions, investment rules for
those provisions, solvency margins, and guarantee
funds. These rules apply to both life and non-life
insurance companies.

Technical provisions in the EC include every form
of bonus to which the insured is entitled. The Swedish
definition of technical provisions includes only vested
bonuses. In order to comply with EC standards, tech-
nical provisions in Swedish life insurance companies
may have to encompass the allocated bonuses.!

Investment rules for technical provisions in the EC
concern diversification, spread, localisation of assets
and currency matching. The basic rule prescribes that
the mix of asset categories must match the maturity
profile and other undertakings of the insurance busi-
ness. To satisfy this principle, almost all kinds of asset
are accepted as cover for the technical provisions,
provided they give good risk diversification.

In 1990, the Swedish legislation had no rules for
matching or for risk diversification. For Swedish
insurance companies only some categories of asset
were permitted for covering technical provisions. An

!t 50, the technical provisions would then amount to 90-95 per cent
of the official balances of the life insurance companies, compared
to roughly 65 per cent in 1990. For non-life insurance companies,
they would include about 60 per cent of the balances.
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adjustment to EC rules will mean allowing new types
of asset such as shares and foreign investments of all
categories. The investment rules for life insurance
companies will be more liberal’> and more oriented
toward risk management. For non-life insurance
companies, these legal changes mean more regula-
tion. The only investment rule that applied to them
in 1990 was the five per cent rule, which limited an
insurance company’s ownership in another insurance
company to five per cent of the total voting rights.

The EEA investment rules also prescribe caps on
shares for a particular asset category and propose
limits to the size of holdings in one entity or in a
certain asset. The above-mentioned liberalisation will
to some extent balance these caps. In 1990, no such
restrictions existed in the Swedish legislation. One of
the EEA caps concerns insurance companies’ large
exposures to mortgage bonds issued by housing
finance institutions and some Swedish insurance
companies will exceed the cap. The EC has, however,
agreed to a transitional period up to January 1, 2000.

Assets must also be localised within the EEA and
the national legislator is forbidden to specify in which
EEA country to localise them. In addition, rules for
currency matching and localisation of assets apply.3
Swedish life insurance companies were prohibited
from investing in foreign assets in 1990, with the
exception of assets covering commitments in foreign
currency. In the new regime, assets covering the tech-
nical provisions can be located anywhere in the EEA.

Solvency margin is defined in the EEA as a margin
that an insurance company must maintain to provide
against business fluctuations. The directives contain
detailed regulations for the calculation of the margin,
which varies with the nature and extent of the insur-
ance business. The margin consists of paid-up share
capital, retained profits and free reserves. With the
present definition of technical provisions, Swedish
companies have no difficulty in meeting this require-
ment. With the forthcoming redefinition of the tech-
nical provisions (i.e. larger provisions and thus
smaller free reserves), difficulties may arise, at least
in a transitional period.

The guarantee fund represents a minimum capitalis-
ation requirement that insurance companies must
possess before obtaining authorisation to conduct
business. If this fund falls short of a minimum require-
ment, it constitutes a signal to the supervisory author-
ities to intervene. Introducing this rule in Swedish
legislation will facilitate the Swedish supervisory
authority’s control of solvency.

2 At least for the part of assets assigned to the technical provisions,
according to the traditional Swedish legislation.

3 Not more than 20 per cent of technical provisions may be placed
in currencies other than the currency in which the commitment is
to be met.
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Factors affecting developments in the 1990s

An attempt will be made to identify the effects of
West European integration on the structure of the
Swedish insurance industry. The adaptation to the
EC’s legislative framework is, of course, only one of
several influences on the industry. The account there-
fore opens with a brief look at the broader group of
driving forces, namely socio-economic developments
and legislative changes in general. As a rule, their
effects on market structure are not possible to
describe separately as they affect each other as well as
the structure.

Considerable demographic changes are foreseen in
Sweden, as in most EEA countries, including a signi-
ficant increase in the retired relative to the working
population over the coming decades. Social security
reforms can also be expected, with the result that
some administrative systems are transferred either to
the parties on the labour market or to the insurance
companies.

Economic development affects insurance companies
in several ways. The recession that began in 1989, for
instance, has slowed the growth of premium income
compared with the early 1980s and impaired returns
on assets. Together with the financial crisis, this has
contributed to low insurance profits. In the years
ahead it seems likely that the economic recovery,
instead of accelerating into another prolonged boom,
will resume the historical pattern of milder ups and
downs. This will put increasing demands on asset
management, since mistakes will not be disguised by
rising asset prices as readily as in the 1980s, prior to
the recession.

Adaptation to EC legislation is likely to contribute
to increased internationalisation in the 1990s. In
particular, the EEA Treaty reduces barriers to entry
for both foreign companies in Sweden and Swedish
companies abroad. The EEA drive towards a single
licence is likely to accelerate the pace of change. The
insurance industry can be expected to review its
policies and strategies in the light of new opportunit-
ies of operating throughout the EEA and the threat
from increased competition. In addition, the adoption
of the EC’s prudential standards will have an impact
on asset management in the companies.

Domestic legal changes in the Swedish legal frame-
work are already taking place and will no doubt
continue, particularly in response to the above-
mentioned demographic trends. In addition, the dere-
gulation process will continue to affect insurance
companies. In a more deregulated environment, as in
the United Kingdom, the industry’s profitability has
fallen in some cases to levels only one-third of the
profits earned in a regulated environment, as in
Germany (Mutch, [1993]). Insurance companies are
increasingly aware of the new environment they are
likely to face and have begun restructuring opera-
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tions, e.g. by cutting operating expenses in order to
maintain profitability.

Among domestic legal changes affecting the indus-
try are also the authorities’ ambition to open the
pension savings market to banks and mutual funds,
which will have substantial impacts on the life insur-
ance markets. Moreover, there are effects of possible
changes in tax rules for Swedish insurance companies,
such as taxation of returns on pension retirement
schemes and capital policies.

Emerging trends

Given these factors affecting the development of the
insurance industry, future trends can be discerned.
These trends will be discussed under three headings:
contestability, market structure, and opportunities.

Contestability.® In the 1990s, further deregulation,
related directly or indirectly to EEA adaptation and
to other foreseen changes in the legal system, is likely
to continue lowering the barriers to entry. This
process had already started in the late 1980s. With this
adaptation, it will be easier to trade cross-border.
More cost-effective means to establish a presence on
the Swedish market are also being introduced in the
EEA context. In addition, the EC legislation does
not, in general, permit agreements that reduce
competition. In the long run this is likely to have a
considerable impact on the domestic Swedish insur-
ance market.

EEA integration will afford opportunities to trade
insurance cross-border, since it will allow active
marketing in Sweden by non-resident companies. At
least in the short run, non-life mass risks will no doubt
continue to be traded mainly locally, influenced by
local differences in legal systems, different currencies,
buying preferences, and other remaining barriers
favouring domestic suppliers. However, cross-border
trade is likely to increase concerning risks that require
less administration and claims adjustments, like
standardised policies in life insurance and large,
commercial risks in non-life insprance.

In this context, differences in tax systems are
affecting Swedish life insurance companies in com-
petition with foreign companies’ cross-border sales.
In several EEA countries, taxes on the return on
assets allocated for life insurance are considerably
lower than in Sweden. The Swedish tax system may
lead to a continued reduction of demand for capital
policies (policies without favourable tax treatment,
see below) offered by domestic companies. This trend
was already evident in the late 1980s and is likely to
be reinforced. »Competition through taxation« may

4 See Baumol et al. [1982] for a presentation of this concept.
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eventually lead the authorities to lower the tax on
returns on assets reserved for capital policies.

This would reinforce the competitiveness of
Swedish life insurance companies at home as well as
abroad (through cross-border trade). In contrast to
this, tax deductibility for premiums for retirement
pension schemes paid to resident companies (policies
with favourable tax treatment) has the effect of shel-
tering life insurance companies in Sweden from
competition from cross-border trade, even though the
returns on assets reserved for this kind of policy are
taxed at 10 per cent. This element of the tax system,
being compatible with the EEA Agreement, is expected
to remain.

The increased cross-border trade in large commer-
cial risks has to been seen in the light of looser ties
between commercial customers and domestic insur-
ance companies. These customers are already looking
more actively for the best alternative among a broader
range of suppliers. Liberalised in July 1991, industrial
insurance in the EC has displayed an increasing price
competition. After joining the EEA, the Swedish
industrial insurers may increasingly be subject to this
harsher competition as well.

The EEA Agreement also implies increased oppor-
tunities for direct investment from abroad. The prin-
ciple of a single licence does away with the need for
authorisation when establishing branches. This prin-
ciple also renders it unnecessary to deposit funds
when entering the market with a general agent, from
an EEA country. Indeed, the concept of general
agent is likely to disappear, arising anew in the form
of agencies proper.

Acquisitions of existing Swedish firms from abroad
would, however, continue to be of little interest as
long as the Swedish articles of association and the
principle of no dividends remain unchallenged. At
present, with the exception of unit-linked companies,
Swedish life insurance companies are not allowed to
pay out any dividends to the shareholders regardless
of the form of organisation. Introducing the solvency
and asset management rules prescribed in the EEA
legal system and an abolition of the prohibition to pay
out profits would open the way for profit-making
stock companies, possibly leading some Swedish
companies to become incorporated in the true sense
of the word. This might induce acquisitions or Mergers,
e.g. to cover the North European market with larger
groups with a presence throughout the region.

Affecting the desirability of establishment in
Sweden would also be a possible extension, to resid-
ent branches, of the deductibility of premiums paid
for retirement pension schemes. If so, branches might
become a prominent way of organising the provision
of life insurance services from abroad, supplementing
to some extent the cross-border trade and the inter-
mediating functions of agencies, brokers and claim
adjusters.
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Other factors tend to reduce barriers to, above all,
domestic entry. These include the abolition of the
needs test, the-introduction of unit-linked insurance
and the opening up of the market for pension savings
to banks and mutual funds, all of which represents a
changed supervisory attitude to competitiveness in
the industry. The authorities are also trying to
increase transparency by facilitating the comparison
of performance between Swedish insurance com-
panies. As of 1993, Swedish insurance companies are
thus obliged to publish solvency information at regu-
lar intervals.

Until recently, only pension retirement schemes
provided by life insurance companies were tax
deductible, which was a competitive advantage com-
pared to other financial institutions in Sweden, as well
as to foreign insurance companies. From January
1994, the deductibility is extended to pension savings
schemes (capitalisation products) offered by banks,
funds or securities brokers. This faces Swedish life
insurance companies with keener competition from
non-insurance companies for the long-term savings in
pension insurance. Although the overall market
potential can be expected to grow with this reform,
one can foresee increased pressure on the underwrit-
ing results for life insurance companies.

To sum up, the barriers to entering the Swedish
insurance market will be subject to a multitude of
withering forces. The immediate effect is unlikely to
be entry by a large number of contestants. Instead, at
least in the short run, there will be an increased
awareness of this threat among the Swedish
companies, inducing them to adopt more competitive
behaviour. In the longer run, entry is likely to occur,
with intensified cross-border trade and competition.
This will eventualty lead to structural changes,
through market exit, mergers, acquisitions, etc. Thus,
lower barriers pave the way for new configurations on
the insurance markets. The full scope of these future
events is naturally obscure but an effort is made below
to identify some developments that seem plausible in
the light of past experience and the new opportunities
and pressures discussed above.

Market structure. An important consideration con-
cerning future changes is the insight that the insurance
market will not develop uniformly over the short and
long term, the various segments being subject in
different ways to changed contestability and to new
market opportunities.

Substantial changes in the life insurance market can
be expected within the next few years. The introduc-
tion of pension savings in banks and mutual funds on
the insurance market implies an expansion of pension
saving mainly in the direction of bank deposits or man-
aged funds, to the detriment of traditional pension
insurance and partly that of unit-linked insurance.
The Swedish market for capital insurance might
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continue to shrink through increased cross-border
trade, due to tax differentials and modes for tax
evasion. In the longer run, some establishment of
foreign life insurance firms seems likely, especially if
tax deductibility of premiums paid to retirement
pension schemes is extended to branches of foreign
companies.

The Swedish non-life market for mass risks is more
mature than the Swedish life insurance market.
Incentives for entry by foreign companies do not seem
to be strong. The Swedish general public will continue
to buy Swedish non-life insurance products, since
neither tax nor other incentives seem to give a strong
impetus to cross-border trade, particularly as brand
loyalty still is considerable.

The market for large risks is already subject to
strong competition.and rather internationalised. This,
together with the industrial customers’ efforts to find
»alternative coverages« like self-insurance, pools, and
captives, is likely to lead to a smaller market segment
for the existing domestic insurance companies,
possibly even forcing some of them to exit the market.

For the reinsurance market, the adaptation to EC
legislation will not involve any changes. As reinsur-
ance has always been internationally traded, this
market will be much less affected than life and non-
life insurance.

As a consequence of increased cross-border trade,
insurance companies can be expected to enlarge their
co-operation with brokers to reach larger groups of
customers and lower distribution costs. Brokers are
also likely to receive more requests from customers to
find the most suitable insurance policy within the
EEA. Thus, brokers will play an important role for
the internationalisation of the market. Increased
cross-border trade also raises the issue of claim adjust-
ments, since policies sold cross-border usually require
settlement of the claims in the policy holder’s country
of residence. Therefore, we are likely to see the estab-
lishment of independent resident claim adjusters; this
need is probably enhanced by non-life customers’
preferences for domestic contacts in this regard.

The major nation-wide insurance companies will
not stand idly by as their business is being dispersed in
the wind of change. The diminishing returns on assets
during the recession and financial crisis, together with
the competition from unit-linked funds and, soon, the
pension saving schemes in credit institutions, are
causing companies to increase the transparency of and
improve the methods for asset management. One can
also expect continuing efforts to increase the overall
efficiency of those companies.

In this context, the introduction of EEA rules
prescribing diversification of assets covering the tech-
nical provisions may lead to increased flexibility in the
composition of assets. At the same time, the »free
funds« with an unregulated composition, are likely to
become smaller. The improved conditions for appro-
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priate asset management are likely to put insurance
companies in a better position to compete with banks
and fund managers.

As one result, the management of risks can be
expected to become more comprehensive, with
increased attention to various market and credit risks
inherent in the companies’ assets, in addition to the
insurance risks traditionally monitored by actuaries.
A continued slimming of administrative expenses can
also be foreseen in order to maintain competitiveness.

As to business strategies, earlier, more active
efforts by the large insurance companies (i.e. groups)
to diversify into other segments of the financial
market from 1991, by acquiring banks, finance
companies and other institutions, have come to
nought during the recession and financial crises.
Instead, a more defensive form of financial broadening
can be seen in response to increased competition in
the pension market. The larger insurance companies
will strive for special solutions to consolidate their
earlier acquisitions and to face the competition from
credit institutions. For instance, some insurance
companies have recently started a bank so as to be in
a position to participate in the market for pension
savings.

A possible threat to these larger companies would
be increased competition from companies concentrat-
ing on specific market segments or niches, such as a
particular product, customer group, or distribution
channel. Recent analysis reveals that most of the top-
performing companies in the EC are »niche com-
panies« (Mutch, [1993]); these companies have lower
cost structures than the larger entities, because they
concentrate on the most profitable market segments.
The large Swedish companies seem to be burdened by
the size and complexity of their business activities.
This posed no threat to their viability in the former
regulated system but could be a competitive drawback
in the new business environment. One can foresee
efforts by some of the large companies to »mirror« the
behaviour of niche companies by weeding out rela-
tively unprofitable product segments and reorganising
themselves into »multi-niche companies«.

Opportunities. Of this long list of possible outcomes,
almost all seem to point to increasing competitive
pressure on the existing companies. At the same time,
the future offers these companies new possibilities.

The EEA Agreement affords Swedish companies
greater opportunities of establishing operations abroad
or selling policies cross-border. Most of the Swedish
companies seem, at present, to be concentrating on
the domestic market, although a few companies may
go on expanding on the international market through
their existing subsidiaries. In the longer run, it is not
unlikely that Swedish companies will again seek to
expand abroad, as they began to do before the
financial crisis.
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Another opportunity is opened by the demographic
changes and reforms of the social security system. It
is now generally recognised that the existing public
pension and health insurance schemes, together with
other public insurances, are an increasing burden on
- the public budget and will have to be reformed in the
near future. Old age pension as well as other public
insurance services are likely to be partly transformed
into private solutions.

We may thus witness a supply-driven shift of
responsibility away from public insurance towards
private schemes with private insurance increasingly
encroaching on the public territory. In addition,
increasing uncertainty about the future of public
systems is already tending to boost the demand for
supplementary private insurance as well as private
savings. Allin all, it can be expected that the potential
for products providing retirement income will grow
substantially for life and labour market insurance
companies.

This reform will result in an increased market
potential, to be realised by the insurance companies.
This might also result in a greater number and variety
of enterprises, both life as well as labour market insur-
ance companies. Thus, the future insurance system
might change in shape and public and private insur-
ance become more equal in importance.

Conclusions

The 1990s will lead to both new opportunities and
increased competitive pressures, with a changed
market structure as a result. A reformed social secur-
ity system is likely to lead to new business opportunit-
ies for the Swedish nation-wide insurance companies,
both life and non-life as well as labour market insur-
ance companies. At the same time, barriers to
entering the Swedish market are being lowered,
through adaptation to EC legislation and domestic
legal changes. Swedish companies are likely to meet
more competition from abroad even in the short run.
Contestability from domestic credit institutions will
also grow after the recent introduction of tax deduct-
ible pension schemes. This will tend to force the
existing companies to adopt more competitive behavi-
our, thereby further weakening the traditional co-
operation among firms in Sweden.

The lower barriers to entry will pave the way for
new configurations on the insurance market. New
contestants in the form of banks, have entered the
pension market. Also, if the deductibility of pension
insurance premiums is extended to foreign branches,
foreign life insurance companies may well establish in
Sweden for the first time. In the light of increased
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cross-border trade, there might be an increased
demand for brokers as well as for independent claim
adjusters.

The large insurance groups will not be inactive
during this process. They are likely to reduce operat-
ing costs and also to increase the transparency of
policy conditions and asset management, the latter
encouraged by new investment rules. These new rules
might also pave the way for better risk management,
which would strengthen the competitiveness of these
insurance companies against new pension market
contestants such as credit institutions. In addition,
some large insurance groups are starting banks to
further improve their position relative to these institu-
tions on the pension saving market.

There is also likely to be room for niche companies
specialising in specific market segments, which poses
an additional threat to the larger companies. The
latter may then try to react by rethinking their product
strategies and even possibly by reorganising into
»multi-niche« companies.

Over time, the EEA Treaty will open up the
markets in other countries, since the Directives and
the increasing mobility of people within the EEA will
make it possible to market standard policies over a
wider group of countries. This, together with a necess-
ary recovery after the financial crisis, could rekindle
strategies for internationalisation in the large insur-
ance groups.
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The Future of the Swedish Insurance Industry -
Structural Changes and the Regulatory System

"GORAN T. HAGG AND GORAN SKOGH*

As a result of adaptation to the EEA legal system governing insurance, regulation and supervision by the
Swedish authorities will become less geared towards preventing insolvencies in insurance companies and
more towards identifying and administer them. Structural changes in the industry are expected to be
extensive, especially in consumer insurance that is not yet internationalised. The Swedish insurance indus-
try is not altogether prepared for the new conditions and might run into difficulties during the restructuring

process.

Introduction

This paper analyses the expected impact of European
integration on the Swedish insurance industry. In the
following section we briefly present the former and

prevalent Swedish regulatory system. Then we discuss

the expected changes in the regulatory system and, in
the fourth section, the expected institutional trans-
formations. Finally the comparative advantage of the
Swedish industry is analysed.

The Swedish regulatory tradition

The Swedish tradition in regulating the insurance
industry is similar to that of Germany. The Supervis-
ory Board has had a strong position. The aim of the
regulation has been to maintain market stability,
consumer protection and market efficiency, as con-
ceived by the authorities.! At an early stage, priority
was given to market stability and consumer protection
at the expense of market efficiency.? The main meas-
ures included solvency control, narrow limits for new
products and prevention of extensive structural
market changes.>

* Goran Higg is Research Assistant and Goran Skogh is Associate
Professor at the Department of Economics, Lund University.
Financial support from HSFR is gratefuily acknowledged.

1 See for example SOU 1991:2, p. 16.
2 gee for example Gabrielsson, (1987) p. 11.

3 The objective of market efficiency was embodied in the guiding
principle of reasonable prices. The principle was an expression of
the belief that the supervisory agency was able to supervise and
steer the pricing process of the insurance contracts in the interest
of the consumers. See for example SOU 1946:34, p. 35; regering-
ens prop. 1948:50, p. 248; and SOU 1986:8. The principle was
later extended to comprise reasonable contract terms, SOU
1961:11, p. 336.

107

The regulations can be classified in codified rules,
guiding principles and self-regulation. Codified rules,
such as the statutory rules in the Insurance Business
Act, cover business restrictions, rules of establishment
and regulations on prices, products, investment and
solvency.*

The implementation of the codified rules has tradi-
tionally been based on practice and guiding principles.
The guiding principles, which express regulatory
intentions and govern overall regulatory policy, have
been said to agree with the codified rules.’ Likewise,
self-regulation was accepted as long as it was in
harmony with the principles.® Hence, regulation is
actually more comprehensive than the codified rules
would suggest.

The guiding principles gave far-reaching authority
to the Supervisory Board. The Board had a broad set
of instruments to prevent insolvencies and bankrupt-
cies. It had authority to intervene on vague grounds
concerning a variety of variables, such as the size of
the company, trends outside and inside the company,
foreign business, stock of debts and assets, reinsur-
ance, solvency, contracts, premium calculations and
dividends to customers.’

The power wielded by the Board may, however, be
questioned. The rules were vague and thus difficult to
interpret.® Far-reaching regulation requires substan-
tial information — information that the Supervisory
Board did not possess. Lack of information made the

4 The codified regulation is described by Skogh (1986), and Blixt
(1993).

5 For a brief survey, see Blixt (1993).
6 See for example Skogh and Samuelsson (1985).
7See SOU 1986:8, pp. 195-202.

8 Examples are the principle of need and the principle of reasonable
prices. See SOU 1983:5 and SOU 1986:8.
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supervisors dependent on co-operation with the
industry, with a risk of them becoming more or less
captured by the industry’s interests. For instance, the
industry’s preference for limits to entry and for a
peaceful market also became the interest of the
board.® This tendency was reinforced by the conceived
main task of the board to maintain consumer confid-
ence in the market. Uniform products and stable
growth thus became a common interest for the indus-
try and the Board.

One consequence of regulation was concentration.
Today, a few large insurers dominate the Swedish
market. The market share of foreign insurers dimin-
ished during the post-war period from around 10 per
cent to 2 per cent today. Another effect of the regula-
tion was uniform products and vertically integrated
distribution. Independent brokers were not permitted
until 1988. Administrative costs appear large by inter-
national comparison.!! The efforts to obtain a stable
market were successful, however. for decades there
were no bankruptcies in Sweden. 12

The future regulation

Sweden has, under the EEA treaty, to abide by the
EU rules, including minimal solvency rules, a single
licence system with the right of free entry, home-
country control and the right of free cross-border
provision of service. A certain amount of self-regula-
tion will also be permitted within the EEA. The group
exemption from the EC treaty 85(1) grants the indus-
try an opportunity to co-operate on premium tariffs,
statistics, standard policy conditions, common cover-
age of certain types of risks and common rules on test-
ing and acceptance of security devices.

Other principles will presumably soon be estab-
lished. One is on portfolio diversification applied to
assets of the technical provisions. Another principle
may be one of internal control, aimed at strengthening
the responsibility of board-members. Such a principle
may also be used to increase the responsibility of actu-
aries and auditors regarding the timely reporting of
mismanagement. A third principle may be a principle
of disclosure and responsibility that would require
companies to present information in a form that
policy-holders, brokers, other companies and super-
vising authorities could evaluate.

? See Skogh (1982).
10 See for example SOU 1991:2, p. 22.
! See Finsinger & Pauly (1986).

12 Bankruptcies have not been common in Sweden during the twen-
tieth century. Only one life-insurance giver, Kronan, fell in 1913,
The bankruptcy was caused by high administration costs, adven-
turous real estate business and internal schisms, Bergander
(1967), p. 361; and Englund (1982), pp. 5657 and p. 60. Several
life insurance companies were in financial difficulties during the
first haif of the 1930s, but were saved by support from the
remaining life insurance providers co-ordinated by the Supervis-
ory Board, Grip (1987) pp. 59—71.
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Adapting to EEA rules

Adapting to the European legislation gives rise to
considerable changes in relation to Swedish stand-
ards, affecting the role of the Swedish regulatory
body. The position of the current supervisor - Finans-
inspektionen — will be weakened. It may become
harder to control the industry in detail before
financial distress or insolvencies appear. It will not be
possible for the supervisor to adhere to the traditional
use of the guiding principles, developed and inter-
preted in close connection with the industry.!3

The home-country principle makes it possible,
within limits, to maintain Swedish standards of solv-
ency, business separation, reasonable contract terms
and claims adjustments for firms based in Sweden.
However, the opportunity to maintain anti-competit-
ive regulatory practice is strongly limited, for at least
two reasons. First, if the regulation is considered to
conflict with the EU rules on competition, action may
be taken in the EU Commission or the EU court.
Second, the regulatory practices may harm the
Swedish industry’s ability to compete relative to
foreign insurers.

Some supervision specifically directed to domestic
insurers may, however, still be used to strengthen
their competitive position. For instance, guiding prin-
ciples may be used in a way that increases the credibil-
ity of the domestic insurance industry. This could be
done, for example, through larger solvency require-
ments than the minimum EU standard. Public
control of contract terms as well as of claim settle-
ments may also be used to increase the trust of
Swedish consumers in Swedish firms.

Consequences for regulation

The market will not forgive mismanagement, mis-
guided strategy and investment, insufficient internal
control, excessively optimistic business strategies or
unduly risky asset strategies when the protective regu-
lation is suspended. The ongoing deregulation of the
Swedish economy has already resulted in bankrupt-
cies, primarily related to the financial crisis. Three
credit insurers have gone bankrupt recently. Bank-
ruptcies will also be probable in the future, both by
Swedish and foreign insurers. Dynamic efficiency

13 It is now apparant that a critical discussion of several of the guid-
ing principles is in the offing. For example the official report from
Forsikringsutredningen would like to repeal the principle of
sound development of the insurance market (SOU 1691:89, pp.
194-199). It also argues that solvency control should be
restricted to the minimal rules of the EC directives, (pp.
154—162). However, in the view of the minister of finance, it is
possible to maintain more restricted rules and a more extended
solvency regulation than the EC rules demand (Prop
1992/93:257, pp. 116—-118).

14 Equity that generates yields is a cheap way to increase the insur-
ance companies’ ability to survive different types of crises.
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requires new firms, mergers, closures and sometimes
bankruptcies.

It is not in the interest of the consumers that public
authorities strive to prevent bankruptcies entirely. As
long as customers’ claims are covered by the assets of
the firm, insolvency is not usually a problem for the
insured.!® The coming EU rules will normally be suffi-
cient to guarantee claims of policy holders.

Nevertheless, there are situations where regula-
tions may fail to protect the policy holders. One such
instance is misleading information, frauds and other
crimes. Rules concerning disclosure of information
will not eliminate the problem of delayed dissolution
of insolvent firms.! Financial problems may be
hidden for a long time by companies in the hope that
the problems will be solved. The willingness to
increase risk-taking tends also to grow during times of
financial distress.”” These problems should, there-
fore, not be underestimated. The experience with
insolvencies that harm the policy holders shows that
the cause is often mismanagement together with
misleading information or criminal behaviour.!® It is,
therefore, most important that the national control
and supervisory systems are organised efficiently.

Another reason why the policy holders’ claims
cannot always be protected is the case of large
dependent risks. As far as the liabilities of the insurer
are concerned, the problem is normally solved by
diversification of the portfolio, and by reinsurance.
Undiversified risks on the asset side may, however,
cause serious solvency problems due to, e.g., national
or international crises. For instance, the market value
of the insurers’ assets was greatly reduced in Sweden
in the early 1990s due to sudden structural changes in
the economy. The recent recovery appears to have
solved this problem.

Regulation cannot protect policy holders from
losses during serious financial crises, war or political
disorder. The primary task for the supervisory agency
is therefore to maintain the credibility of the insur-
ance business under relatively normal economic
conditions. That can be done reasonably well by
implementing the EU system of regulation, by
information collection and by the control of crime,
i.e., mostly by ex post reactions to insolvencies -
including reconstruction of businesses in financial
distress.

15 In mutual firms where the policy holder is also an owner, the situ-
ation is, of course, different.

16See »O’Sullivan« (1993) regarding the problems of auditing
insurance companies in Great Britain.

17 See Scott (1989) concerning the bankruptcies of the Saving &
Loan banks during the 1980s.

18 See for example Finsinger et. al. (1985), pp. 153—161; and Scott
(1989). The bankruptcy of the credit insurance company Njord is
a Swedish example of possible crimes that have preceded bank-
ruptcy, SOU 1992:30.
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The future insurance market will be more complex
and dynamic, with more entries and exits. While the
former supervisory process aimed to anticipate and
prevent insolvencies, the emphasis in the future will
rather be to identify fraudulent behaviour and to
administer insolvencies. The main assignment will, to
some extent, shift from ex ante control to reactive
interventions concerning problems that have arisen in
the industry.

Institutional aspects of insurance

The Swedish, as well as the European, insurance
industry is facing important structural changes, due to
EU regulation, the financial revolution and new
information technology. All these changes tend to
result in a more competitive market. Competition will
increase for most mass-risks, i.e. consumer insurance.
Large industrial risks, as well as reinsurance, are
already competitive and international. The discussion
in the following will concentrate on consumer insur-
ance. Prior to assessing the industry’s ability to adapt
to the new environment, some institutional aspects of
insurance are discussed in the present chapter.

Business lines

Mergers of banks and insurance firms, as well as the
formation of financial »super markets« or »Allfi-
nanz«, have initiated a debate on the viability of vari-
ous separated business lines. We believe that tradi-
tional areas of business, such as property, liability and
life insurance, will continue to exist.”” Banks, guar-
antors and credit insurers will maintain their special-
ised interest in business risks, while property and liab-
ility insurers will concentrate on accident risks.

One reason for this division of labour is that acci-
dent risks differ from business risks. By insuring a
large number of similar low probability events, the
insurer obtains information about actuarial relations
between damages, presence of safety devices, levels
of deductibles, and costs of various claim settlement
procedures. Accident risks involving water, storm,
traffic, and fire have much in common, and their
claims-adjustment procedures are similar. The com-
mon features and similarities in risk assessment and
claim adjustment are important sources of economies
of scale. It is often advantageous for the insurer to
transact a whole bundle of contingencies by the
purchase of a single property and liability policy.
These circumstances indicate that property and liabil-
ity insurance will remain a specific line of business in
insurance.

19 See —Skogh (1991).



INSURANCE

Similar arguments apply for life insurance. The
stable nature of mortality and disability risks makes
actuarial information mainly a public good. One
obstacle in the assessment of mortality rates is the fact
that the insured often knows more than the insurer
does about histher own health status. This informa-
tional asymmetry increases when the insured is older.
As long as the insured is relatively young, expected
claims may be calculated from observable factors such
as age, sex, health, etc., which explains why most life-
insurance and pension schemes are based on long-
term contracts. Claim settlement is simple relative to
property and liability insurance — there are usually no
question about whether a person is dead or has
reached a certain age. The life-insurance policy’s
character of a long-term contract contributes to the
accumulation of large funds. The life-insurance firm,
or fund, is usually a mutual institution. One explana-
tion is the problem of estimating the long-term value
of the assets. A system with stock companies and
nominally fixed life-insurance contracts would result
in large insolvency risks, as well as very large potential
profits. Therefore, the risks are shared by the policy
holders.?

The characteristics of business risks, accident risks
and risks of life and death thus indicate that the areas
of credit, property, liability and life insurance will
persist. This is supported by the fact that these speci-
alities exist in all market-oriented systems, independ-
ent of the regulatory system in specific countries.

Integrated or separated production of
services?

In the typical Swedish insurance firm all activities
from risk assessment, contract design, marketing and
distribution to administration of funds and claims
settlement are performed within the company. The
services could be separated, of course, and executed
by independent producers. Risk calculation and
design of contracts could be executed by one firm,
settlement of claims by a second, distribution and
marketing by a third, fund administration by a fourth
and the bearing of the risk by a fifth party. Economies
may be exploited by contract. For example, reinsur-
ance represents a well-established method of utilising
the economies of pooling and brokers separate the
distribution from the insurer. Hence, survival on a
competitive market is not necessarily a question of
comprehensive provision, but rather a matter of co-
operation, services, cost-efficiency and channels of
distribution.

We expect some integrated firms to break up in the
future. One reason is that regulation does not favour
them anymore. Another is that splitting up the insur-

20 This is also the case for unit-linked insurance, where the policy
holder owns shares of the fund.
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ance business will simplify cross-country services.
Albeit, the saying »business is local« is relevant in
marketing. Local information is also important in the
settlement of claims. Risk calculation, design of mass
contracts, the administration of the funds, and the
bearing of risks can, on the other hand, be executed
internationally.

Brokers and agents will open the national market
to foreign companies, and Europe to domestic com-
panies. The industry no longer has full control over
the distribution channels. In addition to own distribu-
tion channels, there are brokers, banks, retailers,
labour unions and others. This gives European
companies the possibility to sell mass risks, both
within the property-liability and the life area, via
brokers, organisations, retailers, national insurance
companies and banks. It may be argued that the
Swedish customers are conservative and will thus
remain loyal to the Swedish firms. If so, European
companies may co-operate with Swedish insurers, or
purchase established domestic companies.? Hence, it

-is not necessary for foreign firms to establish their

own expensive distribution networks on the Swedish
market, and vice versa.

Adaptation to the new environment

The former regulatory process had created and under-
pinned a structure of the industry that now appears to
be inefficient.”? Administrative costs are relatively
high. marketing and distribution are expensive. The
ability to adapt to new needs, to innovate and to
increase productivity has been curtailed. The new
environment with price and product competition is
still relatively unfamiliar to most of the established
industry.®

The view prevailing until recently was that insur-
ance is a mature industry with limited options to
innovate. For many years, market growth came from
the increase in wealth and the demographic structure.
Fine-tuning of large-scale distribution of mass insur-
ance was regarded as a main source of further success.
However, the recent changes should be sufficient to
support the opposite view, i.e., that the structure of
the industry will change and develop rapidly. Indeed,
the insurance industry is still a young business — many
risks are still uninsured.

The view of insurance as a mature business may be
a sign of the industry’s inability to anticipate future
possibilities and future threats. Thus, it is unlikely

21 See for example Woolcock et. al. (1991), pp. 92-93.

ZSee Roos et. al. (1980); Rinsinger (1989): and Rinsinger &
Schmidt (1993).

B A sign of this is that the established companies on the Swedish
insurance markets lose market share to both independent
brokers, foreign insurers, banks and newly established spe-
cialised insurance companies.
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that the established industry will be in the forefront of
this structural development. The change will presum-
ably be initiated by other financial intermediaries and
from foreign insurance companies utilising cross-
border services. Moreover, firms outside the industry
will develop insurance, or insurance-like products.
Risk management and captives are already estab-
lished mainly by outsiders. Prepaid services like
health care, or plumbing and leasing contracts includ-
ing insurance are already in the market. The estab-
lished insurers have not offset lost market shares with
new products. For instance, banks have been more
successful in distributing insurance services than
insurers’ have been in selling bank services.

The Swedish insurance industry has the advantage
of a well-established domestic reputation. Insurance
is a trust-sensitive form of contract.? It is, of course,
difficult to forecast the ability of foreign insurers to
establish a similar trustworthiness in Sweden. How-
ever, if credibility can be tied to domestic brokers or
distribution networks, it will be easier to outweigh the
advantage of the Swedish industry.

What are the main issues?

We have painted a picture of an increasing number of
foreign insurers in Sweden. Swedish insurers will also
be more involved in international affairs. The reinsur-
ance business, the insurance of large risks and the
capital market are already largely international.
Financial administration and claim settlement services
may be farmed out to some extent. We also expect
firms that are traditionally external to the insurance
industry to take over parts of the business. The tend-
ency to distribute via banks, real estate agents,
brokers, etc. will continue. Other industries will also
be providing insurance, or insurance-like services,
such as risk and captive management, pension fund
administration and prepaid services like health care
and car finance. Note that the specialisation of the
insurers along the business lines of property and liabil-
ity, credit and life insurance will remain because of the
difference in the insured risks, as explained above.

These developments will on the whole benefit
customers. Nevertheless, along the way there will be
financial difficulties, insolvencies and bankruptcies,
due to competition, mismanagement, failed strategies
and crime. Provided that the regulators are able care-
fully to monitor developments, this will not be a
major problem for the customers in ordinary times.
Bankruptcies, including losses to policy holders
caused by major financial or political crises cannot,
however, be fully eliminated by regulation.

It is in the nature of internationalisation to reduce
national regulatory power. The Swedish government

% See Hagg (1993).
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will have to adjust taxation to international levels, and
supervision will have to submit to international stand-
ards. The loss of power may for political reasons be
negative per se. However, from an economic point of
view, nationalism has no specific value.

The demand for insurance will presumably
increase. Unloading some of the public sector’s »over-
load« will create a large potential for insurance busi-
ness as a substitute and complement to social security.
Innovations may also open up new areas of demand.
Hence we expect an increasing insurance business in
Sweden, supplied by Swedish and international insurers
in complex networks.

What really matters from a Swedish economic point
of view is the extent to which the demand for insur-
ance services will be met in Sweden. Will Sweden be
a net importer or exporter of insurance services? Will
the insurance business flourish in Sweden or will we
be an European backwater?

One argument in favour of the Swedish industry is
that specific local information is important and that
the Swedish public is conservative and not easily won-
over by foreigners. This may be true, but only
temporarily. Foreign insurers may overcome the
resistance by using Swedish distribution channels. In
the long run, price and service differentials will
become known, and demand for specifically Swedish
insurance will decline.

Another argument is that the long tradition of co-
operation between the industry and the Supervisory
Board has maintained credibility for firms with home-
country regulation in Sweden. A counter-argument is,
of course, that Swedish regulations cannot continue to
maintain this co-operation without conflicting with
the EC rules, which would result in complaints from
foreign insurers, and corrective measures from Brus-
sels.

A third argument is that the industry’s labour force
is skilled and well prepared for the future. That may
be true of specific employees, especially those that
have been active on the international market, but not
in general. The industry has for decades mainly
recruited personnel directly from high-school (except
for lawyers and a few engineers, actuaries and
economists). Training is mainly internal. Such a
system may create loyal employees with a knowledge
based on the older generation’s experience. It does
not, however, encourage creative experimentation
and development of new products. This, as well as the
long regulatory tradition, could have led to the view
that insurance is a mature business. Innovations in
risk management, captives, unit-linked insurance,
etc. have usually originated outside the insurance
industry.

The winners on the future market will not base their
success solely on cost-efficiency and specialisation.
They will also build on knowledge, competence and
creativity. An open international mind and under-
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standing of customers’ needs and expectations will be
essential. Training in business administration, finan-
cial economics, contractual economics and law will
also be of importance. In Sweden, however, there is
no training at university level directed towards future
or current employees in the insurance industry
(except for actuarial science and law). There is noth-
ing compared to, for instance, the specific university
training for the agricultural and engineering sectors or
the university education and research in the fields of
construction, architecture and real estate. Moreover,
the research and development units in the large insur-
ance firms are rather samll compared with similar
units in, for instance, the manufacturing, health-care,
pharmaceutical and weapons industries or in banking.

Conclusions

The Swedish regulatory system is now changing from
substantial national regulation to a more deregulated
system that is common to all EEA-countries. The
structural changes will be extensive, especially for
consumer insurance that is not yet internationalised.
The all-inclusive insurance firm, comprising distribu-
tion, risk assessment, fund administration and claims
adjustment, will tend to split into components of a
contractual network, parts of which might be interna-
tional. However, we expect the business areas of
property, liability, life and credit insurance to remain
as basic areas. The influence of the Swedish regulators
will diminish and to a large degree change from ex
ante anticipation and preventive regulation, to ex post
regulation. The future monitoring of the industry will
mainly be directed towards the identification of
misleading information, fraudulent management and
the administration of insolvencies.

The Swedish insurance industry is poorly prepared
for the new situation. We argue that the future insur-
ance industry will be knowledge-intensive. Tradition-
ally, however, the industry has recruited personnel
without higher education. Insurance training is
mainly internal. The system has fostered loyal and
able employees, but has failed to encourage the devel-
opment of new businesses. Research and develop-
ment are lacking. We therefore foresee that difficult-
ies lie ahead for the Swedish insurance industry.
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