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5.1. Introduction 

 
Having reviewed international regulation in Chapter 4, this chapter looks at bank structure 

and regulation in the United Kingdom, the United  States,  the  European  Union  and Japan. 

The UK is singled out for special scrutiny (section 5.2) for a number of reasons. London 

is a leading international financial centre. It has also undergone major financial reforms 

twice in just over a decade. Big Bang, 1986, ushered in a period of functional but self-

regulation, though the Bank of England was responsible for the prudential regulation of 

banks. However, by 1997 it was ‘‘all change’’ again: supervision was divorced from the 

central bank, and a monolithic single regulator created. Scrutiny of the British experience 

provides a unique insight into many of the debates on different types of financial regulation. 

Section 5.3 reviews the structure and regulation of the American banking system. New 

York is a key international financial centre, but the approach to regulation (and the 

resulting structure) provides a stark contrast with the United Kingdom and many other 

countries. The Japanese system is discussed in section 5.4. The world’s second largest 

economy underwent major financial reforms in the late 1990s, largely in response to a severe 

financial crisis. 

The situation in the European Union introduces a whole new set of issues. What is the 

optimal form of regulation in an economic union which, in 2004, will begin the process 

of admitting ten new diverse countries? As Europe struggles to integrate its banking and 

financial markets, American reforms make the emergence of nation-wide banking more 

likely. Why is it proving so difficult to achieve a single financial market, especially at 

the retail level, with a free flow of financial services across frontiers? There is also the 

question of the European Central Bank’s role in the event of financial crisis in one or 

several EU states, when prudential regulation is the responsibility of individual member 

states. 

This chapter also looks at how bank and other financial regulations have influenced 

bank structure, and vice versa. New trends appear to be emerging; such as the separation 

of responsibilities for monetary control and regulation, though the USA is an important 

notable exception. It is evident that no country has yet struck an optimal balance between 

the application of free market principles in the financial sector and protection of the 

public interest. 
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5.2. Bank Structure and Regulation in the UK 

5.2.1. Background 

The structure of the UK banking system was covered briefly in Chapter 1. The UK’s banking 

system falls into the ‘‘restricted universal’’ category, because banks are discouraged from 

owning commercial concerns. It is made up of: commercial banks consisting of the ‘‘big 

four’’ UK banks, HSBC (Hong Kong & Shanghai Banking Corporation), the Royal Bank 

of Scotland group, HBOS (Halifax-Bank of Scotland) and Barclays,1 with tier 1 capital in 

2002 ranging from $35 billion (HSBC) to $18 billion (Barclays),2 and the Group, together 

with about a dozen or so other major banks including Lloyds-TSB ($13.3 billion), Abbey 

National, Standard Chartered and Alliance and Leicester ($2.5 billion). The big four, and 

some of the other banks, engage in retail, wholesale and investment banking, and some 

have insurance subsidiaries. By the turn of the century, many of the traditional English 

merchant banks had been bought by foreign concerns, beginning with Deutsche’s purchase of 

Morgan Grenfell bank in 1988. Kleinwort-Benson was bought by Dresdner, and Warburgs 

by the Union Bank of Switzerland. Barings, having collapsed in 1995, was bought by ING, 

but later closed. 

Some building societies converted to banks following the Building Societies Act, 1986. 

Effective January 1987, the Act allowed building societies to convert to bank plc status,3 

to be supervised by the Bank of England, and protected from hostile takeover for five 

years. Most of the top ten (by asset size) building societies in 1986 had, by the new 

century, given up their mutual status. The early conversions were Abbey National (1989), 

Bristol and West, Cheltenham and Gloucester (1992; a subsidiary of Lloyds-TSB). Building 

societies that converted between 1995 – 7 were the Halifax (after a merger with Leeds BS), 

Alliance & Leicester, Northern Rock and the Woolwich (taken over by Barclays in 2000). 

Birmingham Midshires was purchased by the Halifax in 1999; Bradford & Bingley converted 

in 2000. 

Building societies have a long history in British retail finance. Members of a society paid 

subscriptions, and once there was enough funding, a selection procedure determined the 

member who would receive funds for house purchase or building. The early societies were 

attached to licensed premises (e.g. the Golden Cross Inn in Birmingham, 1775) and were 

wound up after all members had paid for their houses. The first legislation on them was 

passed in 1836.4 In 1845, permanent societies began to form, such as the Chesham Building 

Society. Members kept a share (deposit) account at a society and could, after a period of 

time, expect to be granted a mortgage. Over time, depositors and mortgagees were not 

necessarily from the same group.5 

As mutual organisations, every customer (depositor or borrower) has a share in the 

society, with the right to vote on key managerial changes. Each vote carries the same 

weight, independent of the size of the deposit mortgage or loan. 
 

 

1 With the merger of the Halifax and the Bank of Scotland, Lloyds TSB dropped to fifth place in 2002. 
2 Source: The Banker, ‘‘Top 1000 by Country’’, July 2002. 
3 Two-thirds of a building society’s ‘‘shareholders’’ (each with one vote) had to approve the conversion.   
4 The Benefit Building Societies Act in 1836, followed by the Building Societies Acts in 1874 and 1894.  
5 See Boddy (1980) and Boleat (1982) for more detail on the background to building societies. 
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In 1984, an informal but effective cartel linking the building societies dissolved after 

Abbey National broke ranks. By this time, many of the larger societies viewed the ‘‘big 

four’’6 and other banks as their main competitors. The Building Societies Act (1986) took 

effect in January 1987, and allowed building societies to offer a full range of retail banking 

services typical of a bank. The Act specified the financial activities a building society could 

undertake, namely: 

 
1. Offering a money transmission service through cheque books and credit cards. 

2. Personal loans, unsecured. 

3. Foreign currency exchange. 

4. Investment management and advice. 

5. Stockbroking. 

6. Provision and underwriting of insurance. 

7. Expansion into other EU states. 

8. Real estate services. 

 
However, there were important restrictions: 90% of a building society’s assets had to be 

residential mortgages, and wholesale money plus deposits could not exceed 20% of liabilities, 

subsequently raised to 40%, then 50%. 

The 1986 Act also gave these organisations the option of converting to bank status, 

and as a result, the number of building societies fell dramatically as Table 5.1 shows. The 

conversions between 1995 and 1997 resulted in two-thirds of the assets being transferred 

out of the sector. 

 
Table 5.1 Number of UK Building Societies, 
1900–  2002 

 
 

Societies Branches 
 

1900 2286 na 
1960 726 985 

1980 273 5684 

1984 190 6816 

1988 131 6912 

1992 105 5765 

1996 88 4613 

1999 67 2502 

2001 65 2101 

2002 65 2101 

2003 63 2100 

Sources: BuckleThompson (1998). Figures for 1999 – 2002 from 

Building Societies Association (2003), Building Societies Year- 
book, London: Building Societies Association. 

 
 

6 In 1984, the ‘‘big four’’ consisted of Barclays, the Midland, National Westminster and Lloyds. 
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Table 5.2  A Selection of UK Building Societies, 2003– 2004 
 

 

Rank (by 
Asset Size) 

Society Assets∗ 

(£bn/mn) 

 

1 Nationwide 85.41  bn 

4 Portman 14.09  bn 

18 Scarborough 1.29  bn 

52 Buckinghamshire 116  mn 

63 Century 18  mn 

Source: The Building Societies Association, www.bsa.org.uk/Information – ‘‘Assets of 

Authorised UK Building Societies’’. *Some firms reported in 2003, others during 2004. 

 

 

 

A revised Building Societies Act was passed  in  1997  to  make  mutual  status  a more 

attractive option. It relaxes the prescriptive 1986 Act by allowing mutuals to undertake all 

forms of banking unless explicitly prohibited.  In  addition,  any  con- verted building 

society which attempts a hostile takeover of another building society loses its own five-

year protection from takeover. Nonetheless, important restrictions continued to be placed 

on their  assets  and  liabilities.  At  least  75%  of  their  assets must be secured by 

residential property, and 50% of funding has to come from share- holder deposits. 

There is considerable variation in the size of the remaining building societies, as Table 5.2 

shows. In 2003, the building society sector had 18% of the outstanding household mortgage 

market and 18% of personal deposits. 

Building societies had been regulated by an independent Building Societies Commission 

(BSC). Under the Financial Services and Markets Act (2000), the BSC was subsumed 

by the Financial Services Authority (FSA – see below), and large parts of the previous 

legislation relating to building societies became redundant, though similar rules have been 

imposed by the FSA. 

An increasing number of non-bank firms offer some retail banking services. Good 

examples are the supermarkets, Sainsbury, Tesco and Safeway. They offer basic deposit and 

loan facilities. Virgin plc is one of several firms that offers a product whereby savings and 

mortgages (a condition of holding the account) are operated as one account. All these 

firms either operate as a separate subsidiary, subject to regulation by the FSA, or use an 

established bank to offer these services (e.g. as a joint venture), such as the Royal Bank of 

Scotland, HBOS and Abbey National. For this reason, it is debatable whether these firms 

are genuine non-banks. Insurance firms such as the Prudential and Scottish Widows offer a 

retail banking service without branches, relying on postal, telephone and internet accounts 

to deliver their services. 

Finance Houses or non-bank credit institutions account for a tiny proportion of UK 

funding. They borrow from banks, etc., provide instalment credit to the personal and 

commercial sectors, and are involved in leasing and factoring (purchase all or some of the 

debts owed to a company – the price is below the book value of the debt (assets)). 

http://www.bsa.org.uk/Information
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Box 5.1   Mutual Status versus Shareholder Ownership 

As the number of building societies fall, the question arises as to whether a mutual organisation in financial 
services is superior to a firm with plc (public limited company) status, that is, one owned by shareholders. The 
answer is equivocal. Mutual status means that each ‘‘member’’ of the building society (and in the UK, insurance 
firms) has a single vote on matters involving major changes in strategy. By contrast, plc or stock bank status 
means bank customers can ‘‘purchase’’ financial products from the firm without necessarily holding equity 
shares in the bank, making the ownership of the bank independent of the customers using it. Furthermore, the 
greater the number of shares held, the greater the voting power of that shareholder. This means mutual banks 
are less dependent on external finance than stock banks, which can be advantageous to management for a 
number of reasons. 

(1) Management has the choice between keeping interest margins high, thereby increasing the revenue for 
the firm, allowing it to increase reserves OR increasing market share with very narrow interest margins (subject 
to costs being covered). 

(2) Depositors and borrowers can be shielded from fluctuating interest rates, in the short to medium term, 
because managers can respond more slowly to changes in market rates of interest. For example, if interest 
rates are thought to be temporarily rising, homeowners can be protected by not raising mortgage rates in 
line with the rising market rate. Likewise, depositors can be protected in periods of falling rates. Even if the 

 
Box 5.1  (Continued) 

 

rate changes are thought to be long-term, borrowers or depositors can be cushioned from the changes for a 
period of time. Since the customers are also the owners of the society, they are likely to support this type of 
action, though any shielding of depositors will be at the expense of mortgagees, and vice versa. It is less easy 
to justify such action if it is at the expense of profits and shareholders are not necessarily the customer. 
More generally, the presence of mutual financial institutions increases the diversity of the retail financial sector, 
creating more competition and giving consumers greater choice. On the other hand: 

(3) Agency problems are present, independent of ownership structure. It means the interests of the 
customer–shareholder (building societies) or shareholder (banks) may be undermined by the manager trying 
to maximise his or her utility. In both cases, the source of the problem is asymmetric information (managers 
know more about the state of the firm) and incomplete contracts (owners can never draw up a contract with 
managers which specifies every action to be taken given that future events are unpredictable). Nonetheless, it 
is likely that the managers will be more accountable in a stock company, given that they are bound by some 
minimum profit constraint because of the threat of takeover. The constraint on the building society manager 
is less pronounced because depositors/mortgagees, with less information and higher switching costs,7 are 
less likely to move their accounts elsewhere. Also, management of the mutual is less concerned about the 
possibility of takeover, which again reduces the accountability of decisions and action compared those of the 
plc bank. 

(4) In the UK, the option to convert under the 1986 Building Societies Act left building societies vulnerable 
to ‘‘carpet baggers’’. These agents would open an account with a small deposit, then, as a ‘‘shareholder’’, 
demand that the society allow their members to vote on conversion to plc status. If the resolution is put 
forward by the required number of members, only a 50% majority of those voting is required. If put forward 
by the directors, then the resolution to convert is passed only if 50% of investing members vote, and 75% of 
those vote in favour. If there is a vote to convert, reserves of the society are divided up and distributed equally 
among members, meaning the new account holders could earn between £300 and £500, sometimes more. 
Most remaining building societies have tried to stop the practice by imposing restrictions on new members. 
For example, Nationwide, should it go plc, explicitly states that new shareholders (opening accounts or 
taking out mortgages, etc. after a certain date) would have their part of the windfall go to charity. Other 
societies restrict conversion windfalls to those who have been members for at least 2 years. Over 20 building 
societies agreed in 1999 general meetings that any resolution to convert would require a 75% majority 
to pass. 

(5) ‘‘Mutual’’ shares are not tradable on a secondary market, unlike shares held in the plc bank, making 
them far less liquid. 

 
 
 

Friendly Societies were first defined in law in 1793. As mutual organisations, members 

make contributions to a fund which in turn can provide relief for a member in times 

of hardship – e.g. sickness, old age, unemployment. Some provide a form of insurance, 

 
 

7 Shares can be sold with relative ease; switching accounts is more difficult, especially for customers with mortgages. 
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and often provide disproportionate amounts (in terms of the amounts paid in) to those 

who encounter hardship. Since the 2000 Financial Services and Markets Act, they have 

been regulated by the FSA, though many of the rules have been carried over from the 

1992 Friendly Societies Act. In 2001, 104 societies were authorised to engage in new 

business, and another 247 not authorised because of declining membership or their very 

small size. 

There are also investment institutions such as pension funds, insurance firms, unit trusts, 

investment trusts, and so on. These are not banks in any sense of the term, but investment 

tools, often managed or offered by banks. 

Table 5.3 provides a snapshot of the UK financial structure in 2002. Table 5.4 reports 

the key ratios for the top 5 banks in the UK. 

 

 
Table 5.3  UK Banking Structure 2002 

 

Financial institutions Number Assets 
($bn) 

All banks resident in UK 517 4663 

Foreign 281 2161 

(branches & subsidiaries)   
UK incorporated 236 2472 

(1) Commercial 35 1455 

(2) BS + mortgage banks 78 683 

(3) Other UK owned 53 52 

(4) Foreign owned 70 281 

Insurance companies 782 1018 

Life 182 942 

Non-life 600 76 

Source: IMF (2003), which claim sources from the Bank of England, 

BIS, FSA, and their own estimates. 

 

 
 

Table 5.4  Top UK Banks (by tier 1 capital) in 2003 
 

Bank Tier 1 
capital 
($m) 

Assets 
($m) 

Cost:income 
(%) 

ROA (%) Basel risk 
assets ratio 

(%) 

HSBC Holdings 38 949 759 246 59.44 1.27 13.30 

Royal Bank of Scotland 27 652 649 402 55.65 1.18 11.70 

HBOS 23 836 512 168 50.70 0.92 10.43 

Barclays Bank 22 895 637 946 58.48 0.81 12.85 

Lloyds TSB Group 15 297 334 329 55.40 1.26 9.60 

Source: The Banker, July 2003.      
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5.2.2. UK Financial Reforms in the late 20th Century 

In 1986, the ‘‘City’’8 of London underwent ‘‘Big Bang’’, or a series of financial reforms 

to change the structure of the financial sector and encourage greater competition. The 

reforms gave UK banks and other financial firms opportunities to expand into new areas. 

At the same time, London wanted to maintain its reputation for quality, and new financial 

regulations were introduced, designed to ensure continued financial stability within a more 

competitive environment. Just over a decade later, banks and other financial sectors were 

subject to major changes in regulation again. One objective of this section is to explore 

how and why regulation changed in such a dramatic fashion. 

The Financial Services Act (1986) was the culmination of a number of radical reforms 

of the UK financial system, known as ‘‘Big Bang’’. The government put pressure on the 

London Stock Exchange to get rid of cartel-like rules. The first reform was in 1982 when 

ownership of stock exchange firms by non-members was raised from 10% to 29.9%. By 

1986, new firms could trade on the stock exchange without buying into member firms. 

Dual capacity dealing was introduced, eliminating the distinction between ‘‘brokers’’ and 

‘‘jobbers’’. Stock exchange members became ‘‘market makers’’, that is, making markets 

in a stock and acting as brokers: buying and selling shares from the public. Minimum 

commissions were also abolished. 

These reforms made it attractive for banks to enter the stockbroking business, and most 

of the major banks (both commercial and merchant) purchased broking and jobbing firms 

or opted for organic growth in this area. Around the same time, the traditional merchant 

banks became, effectively, investment banks by expanding into other areas, such as trading: 

equities, fixed income [bonds] and later, proprietary trading, asset management, global 

custody and consultancy. 

Some commercial banks purchased investment banks (e.g. the Trustee Savings Bank 

bought Hill Samuel) while others, having purchased firms to offer stockbroking services, used 

them as a base to expand into other areas of investment banking. The only exception was 

Lloyds Bank, which opted to focus largely on retail banking, with some commercial banking. 

There were other important reforms of the UK financial system that affected banking 

and the financial structure. 

 
● Competition and Credit Control (1972): terminated the banking cartel, among other 

changes. The cartel was an agreement among banks that the deposit rate would be 2% 

below base rate; personal loan rates would be 1 – 3% above base, and no interest was paid 

on current accounts. 
● The Special Supplementary Deposit Scheme:9  if interest earning deposits grew beyond 

a certain limit, banks were subject to an increasing reserve ratio (a tax on banks). The 

objective was to reduce deposit rates on accounts, which in turn would help to keep down 

building society mortgage rates and government debt servicing charges. 

 
 

8 London’s financial district is known as ‘‘The City’’ or ‘‘Square Mile’’. For many years, financial firms were 

concentrated in the square mile of the City of London, but over the past 20 years, have spread to Canary Wharf, 

east of the City. However, the term, ‘‘the City’’ continues to apply to all firms in the financial services sector. 
9 Also known as the ‘‘corset’’, it was used on and off from December 1973 – 74, December 1976 – 77 and 1978 – 80. 
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● End of exchange controls on sterling (1979). 
● The collapse of an informal but effective building society interest rate cartel (1984). 
● The Building Societies Act (1979; amended 1987). 
● The Banking Act (1979; amended 1987). 
● Financial Services Act (1986). 
● The 1998 Banking Act. 
● The Financial Services and Markets Act (2000). 

 
The legislation on Building Societies has already been discussed, and the last four acts listed 

are discussed below, to illustrate how the regulation of UK financial institutions evolved 

over a relatively short period of time. 

 
5.2.3. The Financial Services Act, 1986 

The main objective of this Act was the protection of investors in the ‘‘Big Bang’’ era. 

Self-regulation was introduced for all financial firms. A two-tier system, the lower tier 

consisted of SROs or self-regulatory organisations, which would regulate different func- 

tions. Originally, there were six SROs, each responsible for the regulation of futures 

dealers, securities dealers, investment managers, personal investment, life insurance and 

unit trusts. The number was later reduced to three: the Securities and Futures Associ- 

ation (SFA), IMRO (the Investment Managers Regulatory Organisation) and PIA (the 

Personal Investment Authority). These SROs reported to the Securities and Investment 

Board (SIB), the upper tier, which was an umbrella organisation with statutory pow- 

ers. Chart 5.1 shows the organisational structure under this regulatory regime. Together, 

they were responsible for ensuring the proper conduct of business by the investment 

community. 

The Act required all firms belonging to a SRO to adhere to a number of rules. Managers 

had to meet ‘‘fit and proper’’ standards. Depending on the nature of the business, adequate 

capital was to be set aside. General conduct of business rules set by the relevant SRO had to 

be met. All members contributed to a compensation scheme for investors should a member 

go bankrupt and/or default on their obligations. Claims up to £30 000 were met in full, 

and for sums between £30 000 and £50 000, 90% of losses were reimbursed, for a maximum 

payout of £48 000. 

In addition to the SROs, there were three prudential regulators, the Bank of England 

for banks, the Building Societies Commission for building societies, and the Department of 

Trade and Industry for insurance regulation. The self-regulating bodies were thought to be 

the best judges of the standards and rules of conduct for their members because they have 

more information and knowledge about the operations of the financial business in question 

(e.g. insurance companies, stockbroking, etc.). State regulators will always be less well 

informed. It was also argued that public regulators can develop a close relationship with the 

firms they regulate, causing laxity in their enforcement of regulations, and in some instances, 

a vested interest in trying to protect insolvent firms from closure, known as regulatory 

forbearance (or regulatory capture). The SRO system would prevent this problem from 

arising. However, though there is substantial evidence of this problem occurring among 
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Chart 5.1 UK Self-Regulatory, Functional regulation (based on the Financial Services Act, 
1986). 
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5.2.4. The 1979 UK Banking Act (Amended, 1987) 

Prior to this Act there was no specific banking law in the UK. Prompted by the secondary 
banking crisis in 1972, the Bank of England, for the first time in its history, was assigned 

formal responsibility for the prudential regulation of UK banks. The Bank of England was 

nationalised in 1946, and had been responsible for price and general financial stability, 

answering to Her Majesty’s (HM) Treasury. The 1979 Act covered clearing10 and merchant 

banks, finance and discount houses, and foreign banks. The Bank of England decided on 

whether a firm was given bank status.11 To qualify for bank status, the firm had to offer 
facilities for current and deposit accounts, overdraft and loan facilities to corporate/retail 

customers, and at least one of: foreign exchange facilities, foreign trade documentation 

and finance (through the issue of bills of exchange and promissory notes), investment 
management services, or a specialised banking product. Also, the Bank of England had to be 

satisfied that the ‘‘bank’’ had an excellent reputation in the financial community, the affairs 
of the bank were conducted with integrity and prudence, the bank could manage its financial 

affairs, and ‘‘fit and proper’’ criteria were applied to all directors/controllers/managers. These 

conditions ensured an ongoing supervisory function for the Bank, because it could revoke 
bank status at any time. 

A Depositors Protection Fund was established under the 1979 Banking Act – all 

recognised banks contribute to the fund. In line with EU policy the current protection is: 

compensation for up to 90% of any one deposit, for deposits up to a maximum of £35 000 or 

the equivalent in euros. The 10% co-insurance means no individual depositor is ever repaid 

the full amount of the deposit held in a bank that fails – the maximum payout is £31 500. 

The reason for co-insurance is to give each depositor an incentive for monitoring the health 

of his/her bank. 
The key 1987 amendments to the Banking Act included the following. 

 

1. A clause ‘‘encouraging’’ auditors to warn supervisors of bank fraud, with auditors being 

given greater access to official information. 

2. Exposure rules were changed – the Bank was to be informed if the exposure of any single 

borrower exceeded 10% of the bank’s capital, and was to be consulted if a loan to a 

single borrower exceeded 25% of its capital. 
3. Any investors with more than 5% of a bank’s shares must declare themselves. 

4. The purchase of more than 15% of a UK bank by a foreign bank may be blocked by the 

authorities. 

 
 

 

10 This book does not use the term ‘‘clearing bank’’. It was originally used for the ‘‘high street’’ banks which 

were members of the London Clearing House, that is the ‘‘big four’’ banks at the time, the Midland, National 

Westminster, Barclays and Lloyds. There were also a few smaller banks. The term is largely redundant now, 

because some of these banks fit the definition of commercial banks and some are financial conglomerates, offering 

commercial and investment banking services to varying degrees, along with insurance, real estate, stockbroking 

and other services. 
11 The 1979 Act recognised two classes of financial institution – banks and licensed deposit institutions – but the 

1987 amendment eliminated any distinction between the two. 
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5. A Board of Bank Supervision was established, the result of a recommendation of a 

committee set up after the rescue of the failing Johnson Matthey Bankers12 by a Bank of 

England led lifeboat. The new Board assists the Bank of England in its bank supervisory 

role. It is chaired by the Bank’s Governor but includes a number of independent members 

with a background in commercial banking. 

 

There was no single disaster or scandal which prompted demands for a reform of the system, 

though the closure of BCCI (1991) and the collapse of Barings (1995) raised questions 

about the supervisory abilities of the Bank of England. Nor was there evidence of collusion 

between the Bank of England and regulated banks. However, practitioners and regulators 

alike recognised that the system was increasingly cumbersome, and ill-fitted to financial 

firms which had to answer to more than one of the SROs. After 1986, banks expanded 

into securities, stockbroking, insurance and a host of other financial activities. A major 

bank could find itself having to report to the Bank of England, comply with the rules set by 

different SROs, and answer to other prudential regulators. Lead regulators were designated 

for certain large banks. For example, the Bank of England had sole responsibility for the 

supervision of Barings Bank because Barings had solo consolidation status. The parent bank 

and its subsidiary, Barings Securities, produced one set of capital and exposure figures. With 

greater expertise in the securities area, the SFA might have demanded explicit changes in 

the Singapore operations had they been regulating Barings Securities.13
 

Thus, it seems a number of factors were responsible for another major shake-up of the 

British financial sector. In just over a decade, the UK financial sector was the target of 

more regulatory change than it had experienced over the entire century. In May 1997 the 

Chancellor of the Exchequer announced that the Bank of England was to be ‘‘independent’’ 

of the Treasury. A Monetary Policy Committee, chaired by the Governor of the Bank, 

would meet monthly and announce what the central bank interest rate is to be, with a 

view to meeting inflation targets set by the government. Less than a fortnight later an 

end to self-regulation by function was announced. Responsibility for all aspects of financial 

regulation (e.g. prudential regulation and conduct of business) was given to a single state 

regulator, the Financial Services Authority or FSA. The role of the FSA is discussed below. 

The 1998  Banking  Act transferred the Bank of England’s supervisory and related 

powers to the newly created Financial Services Authority. Though the Bank of England’s  

formal role as prudential regulator was short-lived, it continues to share responsibility for 

financial stability, with the FSA and HM Treasury under a Memorandum of Understanding 

(see below). As a consequence of the Act, the FSA took over responsibility  for the 

authorisation, and, where applicable, the prudential regulation of all financial institutions, 

and the supervision of clearing and settlements and financial markets.14
 

The 1998 Act also transfers responsibility for the Deposit Protection Board, which 

administers the Deposit Protection Fund, to the FSA. The Deputy Governor of the Bank of 

 
 

12 See Chapter 6 for more detail. 
13 See Chapter 7 for more detail. 
14 The 1998 Act also transferred responsibility for the management of government debt from the Bank of England to 

an executive agency of government, the Debt Management Office. Treasury officials set the agenda for the Chief 

Executive of the DMO in the annual Debt Management Report. See Blair (1998). 



    [ 232  ]      
B A N K  S T R U C T U R E  A N D  R E G U L A T I O N:  U K,  U S A,  J A P A N,  E U 

 

 

England responsible for financial stability is a member of the board but the FSA Chairman 

chairs it. 

The membership of the Board of Banking Supervision was changed by the 1998 Banking 

Act. It now consists of six independent members (with no executive responsibility in the 

FSA) and two ex officio members from the FSA. The independent members15 decide who 

among them will act as Chair. 

The Financial Services and Markets Act (FSM Act) was passed on 12 June 2000, after 

a record 2000 amendments, and established the Financial Services Authority as the sole 

regulator of all UK financial institutions. The FSA assumed its full powers by November 

2001. It is bound, by statute, to: 
 

● Maintain confidence in the UK financial system. 
● Educate the public – with special reference to the risks associated with different forms 

of investing. 
● Protect consumers but encourage  them  to  take  responsibility  for  their  own  finan- cial 

decisions. 
● Reduce financial crime. 

 

The FSA is also obliged to be cost effective. It is required to use cost benefit analysis to 

demonstrate that the introduction of a regulation will yield benefits that outweigh any costs 

(e.g. compliance costs for banks). 

The government has instructed the FSA to adopt some recommendations made by the 

Cruickshank (2000) bank review team. They include the introduction of CAT (charges, easy 

access, reasonable terms) standards for credit cards. The FSA is also reviewing the Banking 

Code, which sets the standards of service for personal banking. The banks’ adherence to 

the code is thought to be weak. It is likely to be extended to include small business. 

Cruickshank recommended the FSA be given an additional statutory objective of 

minimising any anti-competitive effects in markets arising from FSA regulations. Instead of 

imposing a fifth statutory obligation, the Financial Services and Markets Act emphasised the 

need to minimise any such effects, which will be monitored by the Office of Fair Trading, 

the Competition Commission and the Treasury. The need for the FSA to encourage 

competition among the firms it regulates was also noted in the Act, and it was given 

responsibility for developing a set of disclosure of information rules for mortgage lenders. 

In May 2001, the FSA employed just over 2000, with regulatory responsibility for about 

660 banks, 7500 investment firms, insurance firms with annual premiums of £48 billion, 

and over 40 000 investment advisors. The business generated by the firms regulated by the 

FSA accounts for just under 6% of UK GDP. The FSA is a private company, funded by 

levies paid by the financial firms it supervises. 

The regulators merged to make up the FSA (see Chart 5.2) included the following. 
 

● The Self-Regulatory Organisations: Securities and Investment Board, Securities and 

Futures Association, Personal Investment Authority and Investment Management Reg- 

ulatory Organisation. 
 

 

15 Chosen by the Chancellor and the Chair of the FSA. 
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Chart 5.2   A Single Financial Regulator in the UK (based on the Financial Services and Market 
Act,  2000). 

 

 
 

Source : Jackson, P. (2000), Unified Supervision the UK Experience, Financial Regulator, 5(3), 50–59. 

 

● The banking supervision division of the Bank of England. 
● The Register of Friendly Societies, Friendly Societies Commission. 

In addition, in 2000, the FSA was given responsibility for: 

● The Building Societies Commission. 
● The Insurance Directorate at the Department of Trade and Industry. 
● The UK Listing Authority, which regulates solicitors, accountants and actuaries, if their 

businesses offer financial services to a substantial degree. 
● Credit unions. 

 

The FSA reduced the 14 rule books associated with the different regulators to one FSA 

Handbook. The Handbook is more than several feet thick, and therefore, difficult to grasp! 

However, it is smaller than the sum of the 14 books it replaced. There are four prudential 

regulation regimes: banks, building societies, friendly societies and insurance. 

To date, FSA rules focus on three areas: to ensure firms have the right systems and 

controls, to require management, especially senior management, to be responsible for 

complying with FSA rules, and to make staff aware of the FSA’s view of what constitutes 

desirable behaviour. Tables 1 through 3 of the FSA Discussion Paper (2002) illustrate 

what the financial firms (e.g. banks, building societies, insurance) report in relation to 

financial information, systems and controls, and conduct of business. The large differences 

Building 

Societies 

Prudential supervision, conduct of business for investment activities (including 
information on morgages and market conduct). 
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and discrepancies identified by the FSA is one of the reasons why it favours adopting a risk 

based approach to regulation (see below). 

An inevitable consequence of a rule based regulatory system is the use of lawyers hired 

by firms not only to ensure compliance but also to look for any loopholes that might benefit 

the firm, which will lead to more rules. Their presence at meetings will discourage the 

free flow of information. Firms are reluctant to reveal information about their activities 

(especially those which are problematic) for fear of having new rules imposed on them. 

This problem is potentially very serious for contagion inclined sectors, such as commercial 

and retail banking. 

The success of the ‘‘City’’ (London’s financial district) has been partly due to get- 

ting regulation correctly balanced, that is, being adequately regulated but at the same 

time, allowing various firms to innovate, to maintain a competitive edge over  other financial 

centres. However, a rule based system discourages  innovation.  When  new ideas have  

been  put  to  the  FSA  for  approval,  firms  have  to  answer  extensive  lists of questions, 

and, it is reported, some are confronting  long delays before a decision is taken. 

Finally, though the FSA is considered a ‘‘one stop’’ integrated regulator of financial firms, 

there are other regulators. For example, there are numerous ombudsmen, the Office of Fair 

Trading, consumers groups and, in the case of non-investment markets such as foreign 

exchange dealing, firms still have to comply with codes laid down by the Bank of England. 

 
5.2.5. Prudential Regulation by the FSA 

The FSA’s Handbook of Rules and Guidance consists of very long volumes, which cannot 

be covered in any detail here. For example, in the Handbook, the section on standards 

consists of a 686 page document, ‘‘The Interim Prudential Sourcebook for Banks’’, together 

with sourcebooks for building societies (503 pages), friendly societies, insurers and invest- 

ment businesses. 

Even though the FSA deals with the prudential concerns of all financial firms, the 

emphasis here is on how it regulates banks. The interim sourcebook for  banks  and building 

societies includes many of the regulations derived from the Banking Act, and its 

amendments. However, readers are reminded that regulation of banks (and other financial 

firms) is increasingly being driven by the European Union’s directives and the Basel 

agreements and accords. Thus, rules governing capital and liquidity adequacy are largely 

determined by the EU and Basel agreements. Also, as a member of the European Union, the 

UK is committed to adopting the IASB accounting standards by 2005 for listed companies 

in the first instance (see Chapter 4 for more detail). However, there is nothing to stop the 

FSA from imposing additional rules and regulations. One of the most important is the risk 

based approach to regulation. 

 

The FSA’s Risk Based Approach to Regulation: RTO 

As supervisor for all financial institutions, the FSA is trying to move away from specific 

rules for each of the different types of financial institution. Of course, it is not possible to 
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introduce a single system of supervision, because the prudential concerns vary depending 

on the institution. For banks, the issue is contagion caused by a problematic bank or 

banks which causes liquidity to dry up, leading, in time, to insolvency. For insurance firms, 

customers worried about the value of their policies will try to cash them in early. Keeping 

the financial markets liquid is critical to the success of the securities sector. So while some 

aspects of the regulation are unique (hence the different sourcebooks), the FSA is keen 

to introduce rules which apply across all financial institutions. They have done this by 

introducing a risk based, as opposed to competition based, approach to regulation. 

The competition based approach has been adopted by the telecommunications and 

utilities sectors in the UK. After these industries were privatised, the decision was taken 

to place competition and good value for customers ahead of security of service supply 

(electricity, gas, water, etc.). This was achieved by creating several suppliers (e.g. gas, 

electricity, telephones) and encouraging competition. Firms are allowed to increase prices 

by the rate of inflation less some predetermined percentage, announced by the regulator.16 

The idea was to have the real price of these services fall over time. 

The FSA opted for the risk based route, also known as RTO (risk to our objectives), 
indicating that they consider the financial sector to be of such importance to the economy 

that risk management must take priority. According to the FSA, such an approach is 

necessary because of its statutory responsibility for maintaining the financial sector,17 

including minimising any adverse effects of competition between FSA regulated firms. 

The RTO approach involves computing a score for each firm supervised by the FSA. 

The score will show the probability of the firm having an impact on the ability of the FSA 

to meet its four statutory objectives outlined earlier. The score is obtained from a simple 

equation: 

IMPACT SCORE = [Impact of the problem] × [Probability of the problem arising] 

A firm’s score will determine how closely the FSA monitors it. If the impact score is 

low, then the firm is likely to be monitored through the completion of various checklist 

forms, while a high impact firm will require continuous meetings and regular visits made by 

the FSA. 

Each firm is scored varying from A (very high risk) to D (low risk). The risk is not confined 

to the risk of financial instability, but any risks that might prevent the FSA from meeting 

its statutory obligations. So for example, firms might be designated high risk because: 

 
● As deposit takers, the firm could be the target of panics about the quality of the bank. 
● The firm conducts a business that could prevent the FSA from protecting consumer 

interests. For example, for the average consumer, valuation is difficult for products such 

as unit trusts, insurance and endowment mortgages. 

 
 

16 The formula used is the well-known ‘‘RPI – X’’, where RPI is the retail price index and X is determined by 

the regulator. 
17 However, as Farrant (2000) and others argue, the collapse of the electricity grid would pose as serious a problem 

to the infrastructure of an economy as would the collapse of the financial system. So why treat the financial sector 

(in particular, banks) as special? 
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● The activities of a firm might encourage a financial crime, such as money laundering 
and/or insider trading. After ‘‘9/11’’, banks, bureau de change outlets, and other financial 
firms have been asked to tighten procedures to guard against money laundering. In 2003, 

Northern Rock was fined £1.25 million by the Financial Services Authority for failing to 
comply with the rules on money laundering set out in the FSA’s Sourcebook. 

 

Note the emphasis on high impact financial firms in terms of how their actions affect 
the FSA’s ability to fulfil its statutory obligations; NOT, say, systemic risk. However, any 

threats to systemic risk are dealt with through the special rules applied to different 
types of firms such as banks, building societies, insurance firms, and so on. For example, 

in Chapter 2, the special approach adopted for the supervision of financial conglomerates 

was discussed. In addition, the FSA has a memorandum of understanding with the Bank of 
England and HM Treasury – see below. 

The FSA anticipates that 85% of the firms supervised by it will be given the lowest risk 

rating, D. High impact groups will include: major banks, the large insurance firms, the big 
broker-dealers, stock exchanges and big networks of independent financial advisors. 

When the Bank of England was responsible for the supervision of banks, it was well 
known for employing a consensus approach to bank supervision. There was no formal 
examination of a bank’s books by the supervisor, and ratios (with the exception of the Basel 

minimum and European directives) were negotiated rather than imposed. The BE relied on 
guidelines rather than strict rules. This approach had been eroding over time with the large 
increase in the number of banks. 

In addition to computing an impact score, the FSA makes a number of specific demands 
on banks. 

 

● The FSA sets the criteria for licensing banks and can reject an application or withdraw 
an existing licence. 

● ‘‘Fit and proper’’ criteria are applied to key positions. The FSA must be notified if any 
person plans to take (or increase) control of a bank, and can refuse to sanction the change. 

● In addition to the Basel risk assets ratios and requirements, the FSA sets an individual 
capital ratio for each bank, based on its risk profile. Capital requirements must be 
satisfied on a consolidated and solo basis. The risks of each bank are assessed by a 
firm-specific  model. 

● The FSA is in the process of developing a new approach to monitor banks’ liquidity 
which is closely aligned to the systems used by the banks themselves. 

● As part of the EU, UK banks must comply with the EU’s large exposures directive (see 
section 5.5). 

● There are no explicit rules on credit/investment policies, which is considered the domain 
for each bank’s management group. However, the FSA must be satisfied with banks’ 
procedures for taking, monitoring and controlling risk. 

● Banks can be asked to supply regular information on asset quality if there is a reason to be 

concerned about them, but there is no established system for supplying data on classified 
or non-performing loans. 

● Each bank must be externally audited, and have a system for independent internal audits. 
The FSA or external auditors can examine the internal audits, and external auditors must 
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inform the FSA of any concerns they might have. The FSA has the power to dismiss 

external auditors. 
● On-site examinations are reserved for high impact firms. FSA supervisor staff may be 

supported by its risk management specialists and/or it may call in ‘‘skilled persons’’ 

(normally from an independent accounting firm) to help with any inspection. As has 

been noted, high impact banks may expect regular visits and frequent contact with 

senior management and directors. By contrast, low impact banks will be supervised 

off-site through monitoring of key ratios unless some event or revelation of excessive 

risk taking prompts site visits/contact with bank management. The FSA defends this 

approach on the grounds that this group of banks account for only 0.02% of deposit 

liabilities. 
● Banks will face restrictions on overseas activities if the FSA is not satisfied with a bank’s 

risk management system in one of its foreign business units. 
● Banks are required to appoint a money laundering reporting officer who is approved by 

the FSA. 

 

5.2.6. The Bank of England and Financial Stability 

A central bank will always be involved in the preservation of financial stability because it 

will act as the lender of last resort, and/or play a key role in any lifeboat rescue, injecting 

any liquidity needed to stabilise markets. Financial stability is also a statutory obligation 

of the FSA, hence a Memorandum of Understanding was deemed essential. The MOU 

(Appendix 5 of the 1998 Bank of England Act) is between the Treasury, the FSA and the 

Bank of England. These organisations are jointly responsible for financial stability, including 

the reduction of systemic risk and undertaking official operations to prevent contagion. A 

tripartite standing committee was established, consisting of the respective heads of the three 

organisations, and chaired by the Chancellor. Though their deputies meet on a monthly 

basis, additional meetings take place in the event of any problem (e.g. a threatened bank 

failure) which could exacerbate systemic risk. 

Under the MOU, an information sharing system has been put in place to ensure the 

FSA fulfils its obligation to supply the Bank with all the information needed to allow the 

Bank to meet is responsibilities in this area. In a recent IMF report (2003), the MOU 

is praised for its information sharing and clear line of responsibilities for each player. 

However, the report recommended that the FSA require banks to submit data (regularly) 

on classified/non-performing loans, pay greater attention to the supervision of market risk, 

improve the supervision of low impact firms, and address the issue of the potential for 

conflict of interest because it has to meet four statutory objectives. 

 

5.2.7. A Single National Regulator? 

There is a wide variety of regulatory systems around the world. In addition to the UK, 

Sweden, Denmark, Norway, Germany, Greece and Austria have single regulators for all 

financial firms. Canada has combined the supervision of financial and insurance firms 

(Office of the Superintendent of Financial Institutions) but securities firms are regulated by 
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the provinces. Australia employs a ‘‘twin peaks’’ model, where the Australian Prudential 

Regulation Authority is separate from the central bank but conduct of business is the 

responsibility of the Australian Securities and Investment  Commission.  In  Italy,  the Banca 

d’Italia is responsible for prudential regulation and financial stability for banks and securities 

houses, while another body (CONSOB) deals with conduct of business issues. The 

Netherlands adopted a similar approach in 2002, but cross-sector activities are jointly 

regulated by the central bank and the insurance supervisor. In Japan, after recent reforms, 

the central bank shares bank supervision with the new regulator (since 2001), the Financial 

Services Authority; the system is reviewed in section 5.5. 

In the United States, numerous bodies, both state and national, but including the central 

bank (the ‘‘Fed’’), are responsible for prudential regulation with separate agencies regulating 

securities and insurance firms. Multiple regulation is regarded as an important means of 

guarding against collusion within the financial sector. However, some aspects of ‘‘self 

regulation’’ have come under fire. Recall from Chapter 1 the discussion of the settlement 

between the authorities and investment banks, following findings of a serious conflict of 

interest between banks’ research departments and their investment banking divisions. The 

banks are members of the NYSE and NASD – both groups have been criticised for failing 

to spot the problem. The US system is discussed at length in the next section. 

The UK introduced a single regulator relatively recently, as have other countries, though 

the UK has gone further in terms of the different types of financial firms the FSA supervises, 

and the wide range of objectives it must fulfil. This prompts the question of which regulatory 

model, if any, is superior. There are two issues. The first is the extent to which the central 

bank should be involved in the regulation of banks. The debate on the role of a central bank 

was aired in Chapter 1. The second issue to be discussed here is whether a single body should 

be given responsibility for regulation of the financial sector. First, as was noted earlier, the 

growth of financial conglomerates favours a single regulator, because functional regulation 

is not only costly for conglomerates but may leave gaps. Functional supervision is also less 

effective as product boundaries become less well defined: securitisation and the growth of 

derivatives means risks can be unbundled and traded, weakening the distinction between 

equity, debt and loans, and the firms which supply them. Subjecting firms to a system of 

functional regulation could create difficulties. In the UK prior to the creation of the FSA, 

a lead regulator was often assigned to the financial firms engaging in multiple financial 

activities, but this procedure did not prevent regulatory failures such as the mis-selling of 

pensions, the Maxwell theft of pension funds, and a spectacular case of fraud at Barings. A 

single authority may be better at spotting potential difficulties at an earlier stage, and the 

adoption of a risk based scoring system should contribute towards integrated supervision. 

However, there is a danger that supervision will continue along functional lines when there 

is a single regulator employing about 2000. 

The main case for a single regulator is that greater efficiency is achieved because of 

economies of scale and scope. These include: 

 
● A single system of reporting for all firms. On the other hand, the data reported vary 

according to activities a given firm engages in. For example, the statistics for a bank are 

quite different from those of a stockbroking firm. 
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● Financial firms only need answer to a single regulator, which allows for a more effective 

system of communication, cooperation and coordination. This should mean the regulator 

can promote a public understanding of the financial services sector. In the UK, it is one 

of the FSA’s statutory obligations. 
● A single point of contact for regulated firms and consumers. 
● A common approach can be adopted for issues which affect all firms; an example is the 

FSA’s risk based approach. 
● More efficient resource allocation is also achieved if the single regulator can pool resources 

for the regulation of firms and activities. The risk points system developed by the FSA is 

one example but there are also many instances where separate rules must be developed for 

specific sectors. In the case of the FSA, this point is illustrated by the numerous, lengthy 

sourcebooks that have been produced for each major financial sector. 
● The FSA has developed a single framework for authorisation, supervision and inves- 

tigation/discipline, training and competence, consumer relations and central services. 

However, it is too early to judge whether the obvious advantages from such a framework 

will be realised. 
● A single regulator is more likely to be able to recruit from the pool of experts, who, for 

example, are able to assess market risk models and other bank systems. 

 
Bannock (2002) argues three types of costs must be included to obtain an accurate measure 

of the cost of regulation. These are: 

 
● Direct administration costs incurred by the FSA; 
● Compliance costs borne by different parts of the financial sector; and 
● Deadweight losses arising from market distortions created by regulation. 

 
For example, the higher cost of regulatory compliance by independent advisors increases 

the cost of advice, which makes it uneconomic for them to assist the lower income groups, 

which may have the most to gain from such advice. There is also the potential for welfare 

gains (not mentioned by Bannock) if more financial firms are attracted to the UK because 

of the perception that the regulatory regime improves market quality and reputation. It is 

very difficult to measure deadweight losses (or gains). Excluding deadweight gains/losses, 

Bannock estimates the cost of UK regulation is £200 million (the FSA budget, 2001 – 2) 

plus £800 million in compliance costs, or in excess of £1 billion. These figures are at odds 

with those cited below, and disputed by Sykes (2002). 

However, costs will be incurred by any type of regulation, and the challenge of the 

FSA/single regulator is to minimise the costs. The FSA must eliminate areas of overlap 

which existed under functional regulation with its multiple regulators. One of the FSA’s 

statutory obligations is to be cost effective. The FSA’s budget for 1999/2000 was lower 

in real terms than the sum of all the regulatory bodies that existed in the previous two 

years.18 Its actual budget for 1999/2000 was £154.5 million, which rose to £164 million in 

2001/2, an annual increase which is well below the rate of inflation. The budget is lower 

 
 

18 Source: Sykes (2002). 
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than Canada’s Office of the Superintendent of Financial Institutions,19 and less than 10% of 

US regulatory costs. Certainly, in these early years, it appears to be cost effective. Costs are 

met by fees charged to the supervised firms: determined by the size of the business and the 

number of financial activities in which it is engaged – the more diversified the firm, the higher 

the fees.20
 

Under multiple regulation, inconsistencies are more likely to arise, and a single regulator 

can ensure any differences reflect the unique features of a given financial sector. For example, 

retail banks or credit institutions face different types of liquidity risk, and the single regulator 

needs to ensure that more liquidity resources are allocated to the retail bank rather than 

being spread through the entire organisation. 

There are a number of arguments against a single regulator. First, as a government agency, 

it lacks the expertise found in a system of self-regulation, where practitioners run the 

regulatory body. Government salaries tend to be low, making it difficult to attract experts 

from financial firms. One way to counter this problem is to establish a body similar to the 

Board of Banking Supervision, which has a large number of independent practitioners. The 

FSA could set up the equivalent in other areas such as securities and insurance. 

Anticipating concern about accountability, the Financial Services and Markets Act has 

built in certain procedures to deal with this issue. The FSA Chairman and board members 

appointments are controlled by the Treasury, and the majority of its board members are 

non-executive. It is required to submit an annual report to Parliament on the extent to 

which it has met its objectives, and public meetings must be held to discuss the report. 

Consumer and practitioner bodies can examine the FSA’s performance, and any firm 

affected by FSA decisions (e.g. sanctions, excessively onerous regulations) can appeal to an 

independent  tribunal. 

Multi-function firms have expressed concern at the cost of building up new systems to 

meet new rules of compliance under the FSA. In the short run, these costs offset the gains 

from having a single regulator, but only in the short run, as firms adjust to the new regulatory 

regime. Smaller firms may have a more legitimate concern because for the first time, they 

are having to employ compliance officers full-time, which was not necessary in the past. 

Another issue the FSA has to confront is the danger of imposing too many rules to ensure 

equitable treatment of different firms it supervises. As a counter to this problem, the FSA 

must employ cost benefit analysis to evaluate whether the benefits of introducing a new 

regulation will outweigh the costs. 

A single regulator can be so large that the accompanying bureaucracy makes it unwieldy 

and inefficient. It also has a great deal of power over financial institutions which can prove 

dangerous if not checked. Furthermore, any benefits from competition between regulators 

are lost. 

There is also the potential for regulatory forbearance, especially with the FSA’s determi- 

nation to focus most of its resources on high impact firms. Regulators adopt policies which 

favour the regulated firms at the expense of the consumer and/or taxpayer, because the 

regulator, over time, begins to have a vested interest in the survival of the firms it regulates. 

 
 

19 Canada’s population is just over half that of the UK. 
20 Source of these figures: Lascelles (2001). 



    [ 241  ]      
B A N K  S T R U C T U R E  A N D  R E G U L A T I O N:  U K,  U S A,  J A P A N,  E U 

 

 

Various US authorities have been accused of regulatory forbearance (e.g. the US thrift crisis 

of the 1980s) and there is no reason why a single regulator might escape the problem. 

The size of the FSA has caused it to be organised along the lines of functional supervision 

(see Chart 5.2), i.e. divisions are allocated responsibility in terms of insurance, banking, 

securities and futures, etc. While this type of organisational form may improve information 

flows, it increases the danger of regulatory forbearance or collusion between the two parties, 

if the same regulator(s) are assigned to firms. However, investor protection is a statutory 

objective, which should counter any tendency for FSA officials to try and protect or collude 

with badly run financial firms. But the FSA has more contact with the firms it regulates 

than the public, which could tip the balance away from protection of the consumer. 

The statutory objective of investor protection has raised concerns that the FSA may 

attempt to apply new rules in the wholesale markets, which would undermine London’s 

international position. To date, the view has been that wholesale customers are financially 

sophisticated, and therefore, the principle of caveat emptor (let the buyer beware) applies. If 

considerably less monitoring and regulation is needed for the wholesale markets, compliance 

costs will be minimised. However, there are many cases where sophisticated investors have 

found themselves in trouble. For example, corporate finance/treasurers of non-financial 

firms, on the advice of investment banks, have entered into complex swaps which have 

subsequently resulted in significant losses. Also, as has been pointed out before, if deposit 

insurance is limited to retail customers, wholesale depositors will withdraw their money at 

the first hint of financial trouble. 

The FSA is required to meet four quite diverse statutory objectives, and has added duties 

imposed more recently. Given its limited (especially human) resources, the potential for 

conflict of interest is high because the FSA may have to sacrifice one of its objectives for 

another. For example, scarce management resources could result in consumer protection 

and financial crime being given priority over maintaining stability in financial markets. As 

a result, firms are less closely monitored than they should be, which could cause more firms 

getting into difficulty, thereby undermining confidence in the financial sector. 

The potential for moral hazard among consumers and financial firms may arise because 

they believe the FSA is ensuring that risks posed to a sector and the system as a whole is 

minimised. The incentive to monitor these firms by customers is reduced. Financial firms 

may think they are fully protected if they implement the regulator’s rules because of a false 

sense of security. Though moral hazard will be a problem under any type of regulatory 

regime, it is more likely to arise in a rule based system. 

Finally, the MOU between the Bank of England, HM Treasury and the FSA has yet to 

be tested. Even though the Bank of England is no longer directly involved in regulation, 

since it is the Bank which will be supplying liquidity in the event of systemic problems, it 

is critical that the memorandum ensures the requisite information flows between the FSA 

and the Bank if the Bank is to head off any potential crisis. 

Some experts advocate the introduction of a systemic regulator. Banks and other financial 

institutions would be singled out for special regulation if their failure is likely to pose a 

systemic risk to the financial infrastructure of the economy. If adopted (at national, European 

or international level), and the firms falling into this category were made public, then 

everyone would know which firm was going to be bailed out. Again, moral hazard 
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could be a serious problem if the ‘‘systemic risk’’ firms engaged in led to greater risks and 

depositors or shareholders were less vigilant in their monitoring. 

Is there an optimal way of supervising banks and other financial institutions? The 

answer is no – most countries mentioned in the opening paragraphs of this chapter have 

experienced varying degrees of bank crises and/or other problems at some point over the last 

two decades – these problems are discussed in greater detail in Chapter 8. Japan’s reforms 

(see below) are largely a reaction to the financial collapse in that country which began in 

late 1989. Until ‘‘Big Bang’’, Japan had, effectively, a single regulator. The United States, 

home of the multiple regulators, experienced serious problems with its thrifts and some 

banks in the 1980s. Most banks in the Nordic countries came close to being insolvent in 

the 1980s. The UK and Canada, to date, are part of a small group of countries with no 

recent history of serious banking problems, though the UK has witnessed some spectacular 

collapses, notably BCCI (1991) and Barings (1995). These collapses partly contributed to 

the decision to overhaul the system. It is too early to judge the success or otherwise of the 

relatively new FSA. The UK’s system of a separate monolithic regulator, which is required 

to meet four potentially conflicting statutory objectives, has yet to be tested. 

 

5.3. Bank Structure and Regulation in the USA 

5.3.1. Background 

The central bank and bank supervisory functions in the USA have evolved to create a 

US banking and financial structure which, by the late 20th century, was notably different 

from those in other western countries. Several factors explain its unique structure. First, 

US regulators have been far more inclined to seek statutory remedies in the event of a new 

problem, resulting in a plethora of legislation. Second, the protection of small depositors 

has been considered an important objective since the 1930s. Third, concern about potential 

collusion among banks and between banks and regulators has received as much weight in 

the USA as measures were put in place to preserve the stability of the banking system. 

However, two important financial reforms could result in gradual but major changes in the 

structure of US banking over the first decade of the new century. 

As Table 5.5 shows, the most striking feature of the US banking system is the large 

number of banks, despite recent consolidation. In 2000, there were about 7770 commercial 

banks, down from approximately 14 500 in 1984. Until the Gramm Leach Bliley Financial 

Modernisation Act of 1999 (GLB), these banks were severely constrained in the amount 

of securities related business they could undertake. Unlike most other western economies, 

the banking system is not highly concentrated. Commercial banks hold over 80% of total 

US banking assets, 50% of the commercial banking assets are held by 107 banks, and just 

under 80% of commercial bank assets are controlled by 373 commercial banks. By contrast, 

in the United Kingdom, the five largest banks21 control up to 80% of the country’s assets. 

Table 5.6 shows the ‘‘big 6’’ American banks by tier 1 capital. Citicorp has assets in 

excess of $1 trillion and tier 1 capital of just over $39 billion. By contrast, Wachovia, the 

 
 

21 HSBC, Royal Bank of Scotland Group, HBOS, Barclays and Lloyds TSB. 
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Table 5.5   US Banking Structure, 1997 and 2004. 
 

 

Type of Bank US Assets ($bn) Number % of Total Assets 
 

   

1997 2004 1997 2004 1997 2004 
 

Commercial 4 771 7 603 9 308 7 769 77.6 79 

Savings institutions∗ 1 030 1 474 1 852 1 413 16.7 15 

Credit unions 349 599 11 328 9 529 5.6 6 

Total 6 150 9 676 22 488 18 711 100 100 

Securities firms   7 776 (1996) 5 286   

∗ Savings and loan or thrift associations and savings banks. 

Sources: Table constructed from 1997 figures quoted in Saunders and Cornett (2003), chapters 1, 3, which in turn 

are supplied by the FDIC (www.fdic.gov – FDIC Quarterly Banking Profile) and the Federal Reserve Bulletin. 2000 

figures obtained from websites for the FDIC.gov and the National Association of Securities Dealers Regulation 

(NASDR.com) and National Credit Union (www.ncua.com). In the USA, the official term for securities firms, 

including investment banks, is ‘‘broker dealer’’, and virtually every firm operating in the USA is registered with 

NASD and NASDR. 

 
Table 5.6  Top US Banks (by tier 1 capital) in 2003 

 

Bank Tier 1 Capital 
($m) 

Assets ($m) Cost:Income 
(%) 

ROA (%) Basel Risk 
Assets Ratio (%) 

Citigroup 59 012 1 097 190 54.99 2.08 11.25 

Bank of America Corp. 43 012 660 458 53.45 1.97 12.43 

JP Morgan Chase & Co. 37 570 758 800 76.87 0.33 11.95 

Bank One Corp. 23 918 277 383 57.30 1.72 13.71 

Wells Fargo & Co. 21 512 349 259 56.78 2.55 11.31 

Wachovia Corp. 21 411 340 788 65.53 1.37 12.01 

Source: The Banker, July 2003.     
 

sixth largest, is about a third of Citicorp’s size, measured by assets. Commercial banks with 

assets of less than $1 billion are known as community banks – controlling just over 20% 

of commercial bank assets. Commercial banks with assets in excess of $1b are known as 

regional or super-regional banks. There is virtually no nation-wide banking, i.e. banks with 

branches throughout the US, but this may change due to recent reforms (see below). 

In common with other industrialised nations, the USA has savings banks and ‘‘thrifts’’ – 

savings and loans associations. Some are mutually owned, others are stock banks. Their 

original function was to make long-term residential mortgages funded by short-term savings 

deposits. Changes in regulations in the early 1980s allowed them to offer money market 

accounts, current or notice of withdrawal (NOW) accounts, flexible rate mortgages (in 

addition to the traditional fixed rate) and some commercial and personal loans. Mortgages 

make up just under 80% of their assets. 

Serious problems with savings and loans/thrift associations (see Chapter 7) throughout 

the 1980s led to a sharp reduction in their number, from 2600 in 1987 to 1481 in 1989 and 

http://www.fdic.gov/
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1230 in 2000. Over 700 were closed by the Resolution Trust Corporation, which operated 

from 1989 to 1995. Deposits are insured by the FDIC controlled Savings Association 

Insurance Fund. 

In the 1980s and 1990s, most of the mutual savings banks converted to stock banks under 

state charters, and a few under federal charter. Nearly three-quarters of their assets are in 

the form of mortgages, though they have been allowed to offer corporate bonds and stocks. 

In 2004, there were 1413 savings institutions;22 their deposits are insured by the FDIC. 

There were just under 10 000 credit unions in 2004, which are owned by members (e.g. 

employees, police and fire associations, teachers). A member’s salary is paid into the credit 

union, which provide customers with basic deposit and loan facilities. In common with 

British building societies, deposits are known as shares. As non-profit maximising firms, net 

income is tax exempt, allowing them to offer more attractive deposit and loan rates than 

commercial or savings banks. 

Regulatory reforms in the 1980s resulted in just over 4000 new investment banks and 
securities firms. They numbered about 9500 in October 1987, but the stock market crash 

(October 1987), together with higher capital requirements, gave rise to mergers so that 

by 1996 their number had dropped to under 8000. Further consolidation reduced their 

numbers to 5286 by 2004. There was a correspondingly large increase in concentration. For 

example, the largest investment bank in 1987 (Salomon’s) had capital of $3.21 billion, but 

a decade later, the largest is Merrill Lynch with $33 billion of capital. 

It is increasingly difficult to distinguish between these firms. As was noted in Chapter 1, 

US investment banks tend to specialise in underwriting and new issues of bonds and equity 

(IPOs), though they have expanded into trading, research and consultancy, among other 

activities. Though Morgan Stanley is often thought of as a typical investment bank, it also 

offers stockbroking services. Securities firms such as Merrill Lynch have a large number of 

retail outlets, as well as offering investment banking services to corporate clients. 

Other financial firms in the USA include insurance firms and finance companies. Over 

the last two decades, the finance company sector has grown rapidly. As in the UK, they are 

not banks, because they rely on loans from banks to fund short and long-term lending. In 

1997, total assets stood at about $900 billion (larger than the thrifts), with the top 20 firms 

controlling more than 80% of these assets. They consist of sales finance firms which lend 

to a particular retail or wholesale group (e.g. Sears Roebuck Acceptance Corporation and 

Ford Motor Credit), personal credit firms such as Household Finance Corporation, which 

make loans to consumers and business credit firms that specialise in finance to corporations 

in the form of equipment leasing or factoring. General Motors Acceptance Corporation is 

involved in several activities. For example, they purchase debt from firms at a discount, 

then collect the debt. Another one of its subsidiaries is the largest commercial mortgage 

lender in the USA. 

 

5.3.2. Bank Regulation in the USA 

The USA has been inclined to seek statutory remedies whenever a serious problem in 

the banking/financial sector arises, which is one reason for its somewhat unique financial 
 

 

22 Savings Institutions: Savings and Loan (or Thrift) Associations and Savings banks. 
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structure. Given the extensive amount of legislation passed since the 1930s, and related 

litigation, US regulation is best understood if reviewed under a number of subject headings. 

 

Creation of a central bank and bank supervision 

The National Bank Act was passed in 1863 and amended in 1864. It outlined the power, 

duties and regulations covering national banks, which are federally chartered by the 

Comptroller of the Currency (and the US Treasury Department). The Federal Reserve Act, 

1913, created a central bank for the US banking system, following panics over a number 

of banks and trust companies, which originated in New York, in October 1907. Concerns 

about other banks spread to different parts of the USA, causing banks to restrict payments 

in New York and in other states. The 1913 Act allowed the Federal Reserve Bank to 

provide an ‘‘elastic’’ currency, that is, to supply liquidity in the event of crises. In 1934, the 

Federal Reserve Bank (or Fed) was granted the authority to adjust its reserve requirements, 

independent of the legislators.23
 

In contrast to most other countries, there has always been a great deal of concern that 

a central bank with lender of last resort/lifeboat functions could add to and/or encourage 

oligopolistic banking behaviour, going against the American philosophy of free competition 

in all sectors. As a result, the Federal Reserve System (FRS) had a number of checks and 

balances built into it to discourage the development of cartel-like tendencies. The emphasis 

was placed on decentralisation – the FRS consists of 12 regional Federal Reserve Banks and 

a Board of Governors. The primary function of the Federal Reserve Bank was to pool the 

reserves of each of these banks. 

The Federal Reserve System is one of several regulators of US banks. To operate as a 

bank, a firm must obtain a national or state charter (hence the term dual banking system), 

granted by either the Comptroller of the Currency or by a state official, usually called the 

Superintendent of Banks. The origin of the charter determines the banks’ main regulator. 

In a national charter, the bank must be regulated by the FRS, which is optional for state 

chartered banks. Regulations applied to state chartered banks are historically less stringent 

than for national banks. In 2004, about 2000 banks held national charters, and just under 

6000 (75%) were state chartered. The top 10, with national charters controlled 55% of 

assets; the top 5 controlled 66% of assets.24
 

There are costs and benefits arising from membership of the FRS. The costs are bank 

examination, conducted by officers from the Comptroller of the Currency at least three 

times every two years. Bank examiners use composite scores from the CAMEL scores system 

to evaluate banks. Banks are scored on a scale of 1 (the best) to 5 (the worst), using 

five criteria. 

 
● C: capital adequacy 
● A: asset quality 

 
 

23 This authority was part of the Glass Steagall Banking Act, 1934, discussed below. Friedman and Schwartz 

(1963) dispute that there was any inelasticity of the currency (pp. 168–173) during the panic. 
24 Source: FDIC: www.fclic.gov. 

http://www.fclic.gov/
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● M: management quality 
ž E: earnings performance 
ž  L: liquidity 

 

A composite score is produced and banks with scores of 1 or 2 are considered satisfactory. 

Additional supervision is indicated if the score falls between 3 and 5. Banks scoring 4 

or 5 are closely monitored, and a 5 signals that examiners think the bank is likely to 

fail. The examinations are meant to prevent fraud and to ensure a bank is complying 

with the various rules and regulations related to its balance sheet and off-balance sheet 

holdings. For example, banks can be ordered to sell securities if they are considered too 

risky, or to write off dud loans. Bank examiners may declare a ‘‘problem bank’’ if it is 

deemed to have insufficient capital, has too many weak loans, an inefficient management 

or is dishonest. Since the 1991 Federal Deposit Insurance Corporation Act (see p. 44), 

regulators are obliged to undertake a well-defined set of actions if banks are deemed to be 

under/significantly/critically under-capitalised. 

Three organisations have the authority to examine banks, and the Federal Deposit 

Insurance Corporation has the right to examine insured banks. To avoid duplication, the 

Fed, Comptroller of Currency and FDIC normally examine, respectively, state member 

banks, national member banks and the non-member (of the FRS) insured banks. 

Banks which are members of the Federal Reserve System must meet a tier 1 capital assets 

or leverage ratio of at least 5%. An unweighted version of the 1988 Basel ratio, it is defined 

for a given bank as: 

Tier 1 capital (i.e. equity capital + long-term funds) 

Total assets 

The higher the ratio of capital to assets, the more secure the bank. If a bank’s capital ratio 

is 5% of its assets, then the bank can afford to lose 5% of these assets (for example, unsound 

loans) without undermining its ability to repay depositors. Only shareholders will lose. This 

ratio is one of several banks report; others are used to assess the premium a bank pays for 

deposit insurance, and are reviewed below. 

Federal Reserve membership for larger banks means they can attract deposits from smaller 

banks, in a correspondent relationship. FRS membership confers an image of quality and 

reputation, because of the requirements to which all members must conform. 

Over the years, the piecemeal legislation has resulted in complex bank supervision in the 

USA, with a great deal of overlap between supervisory authorities. Table 5.7 summarises the 

key national supervisors and their responsibilities. However, there are also state supervisors, 

too numerous to list here. They include, for example, the State of New York Banking 

Department, the different regional reserve banks (e.g. Federal Reserve Bank of Boston, the 

Federal Reserve Bank of St. Louis, The Federal Reserve Bank of Cleveland), each with 

some supervisory responsibilities in their respective regions. 

 

Separation of commercial and investment banking 

The Glass Steagall sections (20, 32) of the Banking Act (1933), which became known 

as  the  Glass  Steagall  Act,  separated  commercial  and  investment  banking  from  1933 
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Table 5.7 Key Regulators of Financial Firms 
 

 

Regulators Financial Firms 
 

 

OCC (1863) National commercial banks – includes foreign branches, branches of foreign 

banks, Edge Act∗ corporations 

FED (1913) FHCs/BHCs, national commercial banks (includes foreign branches), 

foreign banks, state banks which are members of the Fed 

FDIC (1933) Any bank (national/state) covered by FDIC insurance – may/may not be 

members of the Fed 

OTS (1989) Savings & loans (national or state) 

NCUA (1970) National Credit Union Administration: for national or state credit unions 

State regulators State chartered banks licensed by the state 

FTC Uninsured state banks or savings & loans, credit unions, US banks’ foreign 

branches, branches of foreign banks 

SEC (1934) Securities firms/investment banks, investment advisors, brokers 

NAIC, DTI Insurance firms 
 

 

Abbreviations: () : year established; OCC: Office of Comptroller of the Currency, part of the Treasury; FED: 

Federal Reserve System/Federal Reserve banks; FDIC: Federal Deposit Insurance Corporation; OTS: Office of Thrift 

Supervision; NAIC: National Association of Insurance Commissioners – NAIC insurance firms are state chartered 

but the NAIC coordinates supervision and regulation; NCUA: National Credit Union Administration – state 

regulators, for banks licensed/chartered by a state rather than the FED; FTC: Federal Trade Commission; SEC: 

Securities and Exchange Commission; DTI: Department of Trade and Industry. 
∗ Edge Act Corporations: banks allowed to set up out of state subsidiaries which can take deposits and make loans 

provided they were related to international trade and finance. Took effect after the 1919 Edge Act, and extended 

to foreign banks after 1978. 

 

 

until it was repealed in 1999. It was largely responsible for the somewhat unique struc- 

ture of banking that prevailed in the United States for the rest of the 20th century. 

Under the Act, the securities functions of commercial banks were severely curtailed: 

they were limited to underwriting and dealing in municipal government debt. Invest- 

ment banks can engage in securities and underwriting, but are prohibited from taking 

deposits. 

The Glass Steagall Act was passed during the Great Depression, after a special Commission 

persuaded Congress that separation of commercial and investment banking would prevent 

another financial crisis arising from the large number of bank failures (over 10 000) between 

1929 and 1933.25 The Act also reflects the American obsession with the potential for 

collusion and anti-competitive practices. In this instance, the Act prevented the possibility of 

collusion between bank and customer which could arise if a bank both held a firm’s equity and 

underwrote its securities. 

 
 

25 The case for separating the two types of banking is not supported by empirical evidence. White (1986) showed 

that, before the Act was passed, banks offering both commercial and investment banking services were less likely to 

fail. 
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Bank holding companies 

Until the 1960s, bank holding companies (BHCs) were a minor part of the US banking 

scene, controlling about 15% of total bank deposits. By the 1990s, 92% of banks were owned 

by BHCs. They became popular in the 1950s when banks found they could establish a bank 

holding company to circumvent the regulations: only wholly owned banking subsidiaries 

were required to conform to banking regulations. 

The Bank Holding Company Act, 1956, defined a BHC as any firm holding at least 25% 

of the voting stock of a bank subsidiary. It required BHCs to be registered with the Federal 

Reserve. The purpose of the Act was to restrict BHC activity but by granting them legal 

status, it actually encouraged their growth. BHCs could circumvent the interstate branching 

laws, via ‘‘multi-bank’’ holding companies. The BHC organisational framework also meant 

banks could diversify into non-bank financial activities such as credit card operations, 

mortgage lending, data processing, investment management advice and discount brokerage. 

They were also attractive for tax reasons. However, they could not engage in certain 

financial businesses (for example, securities) excluded by Glass Steagall, or in businesses 

not closely related to banking, as specified in the regulations. 

The Amendment (1970) to the 1956 Act increased control by the Federal Reserve over 

BHCs, which in turn tried to limit BHCs to offering banking products, and engaging in 

non-banking financial activities. However, the bank holding company structure continued 

to expand, with BHCs acquiring domestic and overseas banks. 

In 1987, the Supreme Court ruled that section 20 of the Glass Steagall Act did not 

extend to subsidiaries of commercial banks. It meant they could offer investment banking 

services, provided they were not ‘‘engaged principally’’ in the said activities. In 1987, the 

Federal Reserve allowed BHCs (see below) to create section 20 subsidiaries which could 

undertake securities activities if the revenues generated did not exceed 5% (later raised 

to 10%, then 25% in 1996) of total BHC revenue. These subsidiaries captured substantial 

market share in some areas. For example, in 1997, JP Morgan and Chase were in the top 10 

underwriters of domestic equity and debt. 

Pressure to repeal the Glass Steagall Banking Act increased, especially in the 1990s. 

In June 1991 a key House of Representatives Committee, considering a Banking Reform 

Bill, voted in favour of breaking down barriers between banking and commerce. But most 

aspects of this legislation collapsed in November 1991. In October 1993, Lloyd Bentsen, 

the Treasury Secretary, set out an agenda for banking reform. Unlike the failed attempt 

at reform in 1991, the Bentsen agenda did not call for a repeal of Glass Steagall, but did 

support reforms for interstate banking (see below). The Chairman of the House banking 

committee (Mr Leach) claimed his top priority was to repeal Glass Steagall. Finally, in 

November 1999, the Gramm Leach Bliley Financial Modernisation Act (GLB) was signed 

into law by President Clinton. 

The GLB Act was passed at a time when technology and other factors were eroding 

the boundary between commercial and investment banking. Investment banks had been 

able to enter retail banking through money market funds, cash management accounts and 

non-bank banks – though legislation put an end to the latter (see below). Merrill Lynch, 

an investment bank, owns two thrifts, and together with other subsidiaries engages in a 

limited amount of deposit taking and lending. From 1987, commercial banks began to offer 



    [ 249  ]      
B A N K  S T R U C T U R E  A N D  R E G U L A T I O N:  U K,  U S A,  J A P A N,  E U 

 

 

some investment banking services through section 20 subsidiaries. According to Sweeney 

(2000), 43% of banks offered insurance products in 1998, a year before the new legislation 

(see below) was passed. Perhaps the greatest pressure was competitive: it was increasingly 

difficult for US banks to compete in global markets with the European universal banks. 

 
Financial holding companies 

Under the GLB Act, US bank holding  companies can convert into financial holding 

companies (FHCs) which, in turn, can own commercial banking, investment banking and 

insurance subsidiaries, but are prohibited from cross-share ownership or directorships of 

non-financial firms. 

Supervision of the FHCs is functional, i.e. insurance firms continue to be supervised 

by the Department of Trade and Industry, investment banks (securities activities) by the 

Securities and Exchange Commission, and the banking subsidiaries by the Federal Reserve 

Bank (Fed). However, the Fed acts as an ‘‘umbrella’’ regulator because it has the power to 

approve the conversion of the bank holding company into a financial holding company. 

Nonetheless, for the insurance and securities activities, the Fed is expected to defer to the 

supervisory authority of the other regulators. 

US banks may convert from BHC to FHC status provided the Fed has deemed them 

to be ‘‘well capitalised’’ and ‘‘well managed’’ – see below. In addition, they must be rated 

‘‘satisfactory’’ under the 1977 Community Reinvestment Act.26 FHCs can engage in a 

broad range of financial activities listed in the GLB Act; they must seek the permission of 

the Federal Reserve and Treasury should they wish to offer services not explicitly listed. 

However, unlike the German universal banks, FHCs fall into the restricted universal 
category, for a number of reasons. As subsidiaries, they must be separately capitalised, which 

is more costly than if they are part of a single legal entity. In addition, the cross-share 

ownership of non-financial firms is largely prohibited. In the USA, BHC/FHCs may not own 

more than 5% of a commercial concern. Furthermore, a firewall has been imposed between 

the commercial and securities subsidiaries – they are prohibited from cross marketing with 

each other, and a bank can sell but may not underwrite insurance. 

As of July 2003, 636 (up by 76 since 2001) BHCs converted to FHCs, leaving thousands 

of banks that have opted to keep their BHC status, nearly four years after the legislation 

was passed.27 Of the 636, 39 are foreign banks – they include the six big Canadian banks, 

four from the UK,28 Deutsche Bank, Dresdner Bank, ABN Amro, Credit Suisse Group and 

Union Bank of Switzerland. 

The large American BHCs (e.g. Citigroup, JP Morgan Chase, Bank of America) have 

converted. Citibank, an insurance firm, Travelers and Salomon Smith Barney, a securities 

 
 

26 The 1977 Community Reinvestment Act requires all commercial and saving banks to demonstrate (through 

records) that loans granted in the local community are not discriminatory. The 1975 Home Mortgage Disclosure 

Act was passed to stop discrimination in mortgage lending; since 1990 banks are required to supply reasons for all 

mortgage decisions to their main regulator. 
27 Source: Federal Reserve Board, Financial Holding Companies as of 11.07.03 website www.federalreserve.gov/ 

General. 
28 Abbey National, Barclays, HBOS plc, HSBC Holdings. 

http://www.federalreserve.gov/
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house, began merger talks in 1998 and subsequently merged to form Citigroup.29 Some 

insurance firms, such as the State Farm Insurance Company, have set up a bank subsidiary, 

State Farm Savings Bank, to offer some banking products through their insurance offices, 

located across the USA. 

Merrill Lynch has not converted to a FHC, but was one of the first investment banks 

to offer a cash management account, that is, a money market account with a cheque book 

and loan options. Nor has ING (a universal Dutch bank) sought FHC status even though it 

launched ING Direct in 2000, a savings bank which offers FDIC insured deposit accounts, 

mortgages and personal loans. Many on-line brokerage houses also offer banking services, 

and banks offer brokerage services and mutual funds. 

Not many insurance firms or securities houses have sought FHC status, for a number of 

reasons. Unlike the FHC banks, the Fed becomes their umbrella supervisor for the first time, 

which is a considerable change in the way they are regulated, and compliance costs increase. 

If they fail to meet the ‘‘well capitalised’’ and other criteria, they are likely to be required to 

divest of any banks, loan companies and other depository institutions. Also, there are cases 

where securities or insurance firms engage in banking activities without becoming a FHC, 

as Merrill Lynch and ING illustrate. There are notable exceptions. The insurance giant 

MetLife used its new FHC status to purchase a small bank and Charles Schwab (a discount 

broker) became a FHC after purchasing a firm offering private banking. 

The GLB Act has a potential drawback for banks engaged in securities or investment 

advisory. Before the Act, they were not required to register with the Securities and Exchange 

Commission as broker dealers or investment advisors. The Act emphasises functional 

regulation which means any banks which underwrite or broker corporate securities must, or 

so the SEC claimed, set up separate broker/dealer subsidiaries, subject to SEC regulation, 

and become members of the National Association of Securities Dealers (NASD).30 This 

will raise their compliance costs because they are subject to SEC regulations, and their 

employees face examinations to acquire the appropriate licences. After complaints from 

bankers and regulators, the SEC extended the deadline for compliance to May 2002. 

To understand the potential complexity of functional regulation, consider Citigroup.31 It 

is keeping its banking operations, which means it continues to have a BHC. The BHC is 

regulated by the Fed, but the various banking subsidiaries, etc. are regulated by state and 

federal bank authorities including the FDIC and relevant state regulators (for state 

chartered bank subsidiaries and thrifts), the Office of the Comptroller of the Currency 

(for nationally chartered bank subsidiaries), and the Office of Thrift Supervision (for 

federal savings subsidiaries). In the USA, insurance is regulated at state level, which means 

Citigroup’s insurance subsidiaries must comply with all the state insurance regulators. The 

broker-dealer subsidiary, Smith Barney, is regulated by the SEC, the exchanges where they 

trade (e.g. the New York and London stock exchanges), and the National Association of 

 
 

 

29 The creation of Citigroup put pressure on Congress to pass the GLB Act, since it involved the merger with an 

insurance firm. 
30 If a firm’s activities are limited to government or municipal securities, trust, safekeeping or custody, then they 

continue to be exempt from registering with the SEC. 
31 Part of the Citigroup discussion is from Soifer (2001), p. 78. 
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Securities Dealers (NASD). In addition, Citigroup is subject to the regulations of other 

countries where it has subsidiaries. 

 

Branch banking regulations 

To discourage concentration in the banking sector, the United States has a long history of 

limiting the extent to which banks could set up branches, unlike most of the other banking 

systems in the industrialised world. Heffernan (1996) reviews the relevant legislation, which 

discouraged interstate branching, that is the branching across states, and in some states, 

intrastate branching or branching within the state. 

Since 1933, legislation meant the regulation of branching was largely a matter for 

individual states, and as a result, each state had different degrees of restrictions. Most states 

prohibited out of state banks from collecting retail deposits, which effectively excluded them 

from setting up branches. Bank holding companies might establish bank subsidiaries in each 

state, but each was an individual legal entity, which had to be separately capitalised. In 

most western countries, such as the UK, Australia, Canada, France and Germany, customers 

with an account at one branch of a bank can do business in other branches throughout the 

country. For example, a customer with an account at a London branch of HSBC could also 

bank at a branch in Manchester or Leeds. Or a customer with an account at the Bank of 

Montreal in Quebec City could attend one of the branches in Vancouver.32 However, in 

the United States, a customer with an account at the subsidiary of a bank holding company 

in one state cannot bank at another subsidiary of the same bank holding company. There 

are exceptions. For example, California has a history of liberal intrastate branching laws, 

and with few branching restrictions. At the other extreme there are states such as Illinois, 

where no branching was allowed until very recently. 

The failure of thousands of banks and thrifts during the 1980s put pressure on individual 

states to revise their legislation to allow out of state bank entry through the merger of healthy 

bank holding companies with unsound local banks and thrifts. Also some neighbouring 

states entered into regional reciprocal agreements to allow branching across state lines. 

The passage of the Riegle Neal Interstate Banking and Branching Efficiency Act 

in 1994 (henceforth, the RN Branching Act or Riegle Neal) largely eliminated these 

restrictions. The Act allowed all US banks to acquire banks in other states from September 

1995, and from June 1997 BHCs could convert subsidiaries into branches. Any out of state 

bank taken over by another bank can be converted into a branch. State laws requiring out 

of state BHCs to enter by acquisition only continue to apply, though the BHC may opt 

to take over an existing branch or branches rather than an entire bank. States have the 

option of passing legislation to stop de novo branching (setting up a new branch) by out of 

state banks, but the FDIC can override these restrictions if a bank has failed or is failing. 

The Federal Reserve has a final say over interstate bank acquisitions. To prevent excessive 

concentration, a BHC/FHC may not hold more than 30% of total deposits in any given 

 
 

32 Customers might be subject to an additional charge if they bank at a branch other than where their account is 

based. With the advent of debit cards and ATMs, customers with suitable identification could conduct business at 

any branch, free of charge. 
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state,33 and 10% nationally. The changes make nation-wide banking possible in the USA 

for the first time in its history.34  Nationwide bank, after its merger with Bank of America 

in 1998, claimed to be America’s first national bank, with branches in 22 states and a share 

of insured deposits of just over 8%. 

The general view of several studies is that the Act conveys benefits such as increased 

efficiency and lower costs as subsidiaries become branches. Using a sample of bank holding 

companies, Carrow and Heron (1998) report that the Act had a positive welfare effect. 

Jayaratne and Strahan (1997) show that the reciprocal/regional agreements (1978 – 1992) 

which deregulated branching laws resulted in substantial permanent increases in economic 

growth in these states. However, Freeman (2002) cautions that the Jayaratne and Strahan 

findings are over-estimated because, in the sample they used, real incomes in the states 

that deregulated were on average 4% below trend, and recovered slowly. The states 

deregulated branching laws to encourage new bank entry because their own state banks 

were severely troubled or failing as a result of poor economic conditions. The authors 

conclude Riegle Neal did not have a powerful impact on growth rates. Nippani and Green 

(2002) looked at the performance of banks (in six different asset categories) pre- and 

post-Riegle Neal, using measures such as return on equity, return on assets, net interest 

margins and the ratio of non-performing loans to total loans. Their findings confirm a 

significant increase in the degree of consolidation in the US banking sector following 

the RN Act. However, the improvement in most performance measures was largely due 

to a stronger macroeconomy, as shown by the significance of real gross domestic product 

and the bank prime rate in their regression analyses. The finding that the new Act had 

little impact on the economy or bank performance may be due to a simultaneous increase 

in consolidation. The reduced competition that accompanies increased consolidation can 

offset any efficiency gains. 

However, the two  reforms together,  Riegle Neale and GLB, make it highly  likely the 

new century will see a major change in the  structure  of  the  American  banking system. 

Universal banking, albeit restricted, together with nation-wide branching, creates new 

opportunities for financial institutions. But caution should be used when predicting the 

impact on performance of banks or economic growth rates. Branching across states comes 

just when banks in other countries are cutting back on bank branches, because new 

technology makes the remote delivery of  most  banking  services  possible.  With GLB, 

financial institutions opting for FHC status face substantial compliance costs, a 

consequence of functional regulation. Other countries with universal banking tend to 

have a more concentrated banking system, with all the potential drawbacks arising from 

reduced competition. However, the reforms make an important contribution: they increase 

banks’  choice  of  financial  structures  within  the  USA,  with  greater  opportunities  for 

a mixed banking system, ranging from highly specialised banks to mammoth financial 

supermarkets. 

 
 

33 States can opt to waive the 30% limit. 
34 The Act allowed individual states to opt out of the second part of legislation on interstate branching, i.e. the 

1997 provisions, and to date, Texas and Montana have, though both states added provisions in their statutes 

which would allow them to opt in quickly. For more details of this Act, see Carrow and Heron (1998). 
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Deposit insurance 

Deposit insurance has been an important part of the US system since the Federal Deposit 

Insurance Corporation (FDIC) was set up after the 1933 US Banking Act. The FDIC 

was created to protect small depositors from ever experiencing the losses which were a 

consequence of massive bank failures that occurred between 1929 – 33. All member banks 

of the Federal Reserve System are required to join the FDIC; non-members may join 

if they meet the FDIC admission criteria. Membership is important for any bank if it 

is to attract depositors, effectively giving the FDIC veto power over the formation of 

almost any new bank. 97% of US banks, representing 99.8% of deposits, are insured by 

the FDIC. 

The FDIC member banks pay an insurance premium to the FDIC, which is used to 

purchase securities to provide the insurance fund with a stream of revenue. With these 

funds, the FDIC insures deposits of up to $100 000.35 Initially, the FDIC was allowed to 

borrow up to $3 billion from the Treasury, but in the 1980s FDIC resources were seriously 

threatened because of the increase in bank failures, and for this reason the limit was raised 

by Congress (see below). 

From 1933 until the savings and loans/banking problems in the 1980s (see Chapter 7), 

there was little in the way of debate about the need for deposit insurance in the USA. 

The scheme was devised with a view to protecting small depositors to prevent them from 

initiating runs on banks thought to be in trouble. It is argued that small personal and 

business depositors are most inclined to initiate runs, because of the absence of detailed 

information about the quality of the bank, which is too costly for small depositors to 

obtain, even if the information were available. Unlike the UK, small depositors do not bear 

some of the cost of failure through co-insurance. Large depositors are expected to have the 

information necessary to make an informed judgement and to impose market discipline 

on the banks. However, runs are still possible. For example, when Continental Illinois 

got into trouble in the 1980s, it was the very large depositors who withdrew their money 

first, because their deposits would not be protected by insurance if the bank failed. Two 

years earlier, wholesale depositors had lost deposits held at Penn Square bank when the 

authorities made no attempt to rescue it.36
 

Looking at US commercial bank failures as a percentage of healthy banks in the period 

1934 – 91, the annual average was 0.38% from 1934 – 39 and did not rise above 0.08% 

between 1940 and 1981. In 1981 it jumped to 0.29%, rising steadily to peak at 1.68% in 

1988. The FDIC tried to reduce demands on its insurance funds by merging problem banks 

with healthy banks. 

The Federal Savings and Loan Insurance Corporation (FSLIC), the insurance fund for 

the thrift industry, was declared insolvent in early 1987, because of the large number of thrift 

failures during the 1980s. The FDIC was also on the brink of insolvency. Under the 1989 

Financial Institutions Reform, Recovery, and Enforcement Act (FIRREA), the FSLIC 

was dissolved, as was its regulator, the Federal Home Loan Bank Board. Two new deposit 

 
 

35 In 1933, the amount insured was $2500. Over the years, this was gradually increased, to the current amount of 

$100 000. 
36 See Chapter 7 and the Continental Illinois case study. 
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funds were created, the Bank Insurance Fund and the Savings Association Insurance Fund 

(SAIF) – both administered by the FDIC, even though it, too, was bordering on insolvency. 

The law also imposed higher deposit premiums for commercial banks and thrifts, to raise 

the reserves for the respective insurance funds. Under the Act, the regulation of thrifts was 

tightened by creating the Office of Thrift Supervision, modelled after the Comptroller of 

the Currency. The Act also authorised $50 billion of government-backed bonds, to help 

pay off depositors at insolvent thrifts. 

A system of 100% deposit insurance is the only way to stop banks being threatened from 

runs by depositors, but it can create serious moral hazard problems, a point discussed in 

Chapter 4. Protected depositors have no incentive to monitor a bank’s activities, and a 

bank with difficulties is likely to undertake riskier activities. In fact, the looting hypothesis 

(see Chapter 4) was developed to explain the behaviour of managers during the US thrift 

crisis in the 1980s. The experience of costly rescues of banks and thrifts (the rescue of 

the savings and loans sector alone cost the taxpayer $160 – $180 billion in the 1980s37) 

increased the pressure for reform of deposit insurance schemes. 

In 1991, the Federal Deposit Insurance Corporation Improvement Act (FDICIA) was 

passed by Congress to reform the role of the FDIC. The Act requires the FDIC to take 

prompt corrective action should a bank fail to meet the criteria for being well capitalised 

(see below). A ‘‘least cost’’ approach (from the standpoint of the taxpayer) must be adopted 

to resolve bank failures. The FDIC must use a present value approach to evaluate the costs 

of alternative ways (e.g. closure, merger with a healthy bank, etc.) of dealing with the 

problem bank. The new changes were introduced to reduce regulatory forbearance and give 

the FDIC clear rules for dealing with troubled banks. Collusion between banks/thrifts and 

their regulators and the absence of clear guidelines were thought to be contributory factors 

in the 1980s bank and thrift crises (see Chapter 6 for more detail). 

However, if an insured bank’s failure poses a threat to the US financial system (because, 

for example, it initiates runs on other banks, etc.) then it is exempt from the least cost 

criteria. Known as the systemic risk exemption, it is really ‘‘too big to fail’’ by the back door. 

With the rapid rate of consolidation in US banking and reforms allowing restricted universal 

banks with nation-wide branches, the number of banks qualifying for the exemption is 

likely to rise. To limit its use, the exemption can only be applied if the boards of the FDIC 

and the Fed agree by a two-thirds majority, with subsequent approval by the US Treasury 

Secretary and the US President. The cost of any rescue is funded by higher premia on other 

FDIC member banks.38
 

Under the FDICIA, the FDIC had to establish a system of risk based deposit insurance 

premia, based on the risk category of the bank, and the size of the FDIC fund. 

Three ratios are used to categorise banks: 

 
● Tier 1 Capital Assets or Leverage Ratio: tier 1 capital/assets 
● Tier 1 Risk Assets Ratio: tier 1 capital/weighted risk assets 
● Total Risk Assets Ratio: tier 1 & 2 capital/weighted risk assets 

 
 

37 See Chapter 7 for more detail. 
38 The bigger the bank (measured by size of deposits and borrowed funds), the greater the premium. 
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The different categories include: 

Well capitalised banks 

Total risk assets ratio ≥ 10% 

AND tier 1 risk assets ratio ≥ 6% 

AND tier 1 leverage ≥ 5% 

Adequately capitalised banks 

Total risk assets ratio ≥ 9%  

AND tier 1 risk assets ratio ≥ 4% 

AND tier 1 leverage ≥ 4% 

Under-capitalised banks 

Total risk assets ratio < 6%  

OR tier 1 risk assets ratio < 4% 

OR tier 1 leverage < 4% 
 

Significantly under-capitalised banks 

Total risk assets ratio < 6%  

OR tier 1 risk assets ratio < 3% 

OR tier 1 leverage < 3% 
 

Critically under-capitalised banks 
Equity: assets < 2% 

 

Under the Act, a receiver must be brought in if the tier 1 leverage ratio is ≥2%. There 

is also a list of mandatory and discretionary actions to be taken if any bank falls into a 

group below well capitalised. For example, brokered deposits39 may only be accepted by 

well-capitalised banks and, subject to FDIC approval, by adequately capitalised banks. 

The prompt corrective action clause also requires supervisors to ensure action is taken 

if capital ratios fall, even if this means re-capitalisation. Capital trigger points were set, 

but Hawke (2003) identifies a flaw that could give rise to forbearance. The supervisor 

determines what constitutes capital, which makes it relatively easy to move the goal posts. 

In addition to the risk category dimension, banks are also ranked by regulators, based   

on the supervisor’s view of a bank’s financial health, determined by the quality of assets 

and other risk indicators. For example, suppose two banks fall into the category ‘‘well 

capitalised’’. If one is designated a regulatory concern, it will pay a higher premium than 

the other bank. 

Basis points are assigned to determine the premium rates; in January 1996, the premia 

ranged from 0 to 0.27% of deposits.40 Risk classifications are kept confidential and based 
 

 

39 Brokered deposits are deposits which are spread among banks by deposit brokers, to take advantage of the deposit 

insurance scheme, which operates per bank. In the 1980s, weak banks used higher deposit rates as a means of 

raising funds and staying liquid because they were unable to attract funds from the wholesale markets. 
40 Initially (January 1993), the premia ranged from 23 to 31 cents per $100 of deposits. The premia were reduced 

because the FDIC’s funds improved. The same rates were introduced in 1997 for thrifts insured under the Savings 

Association Insurance fund. 
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on supervisory evaluations, rather than credit ratings from private agencies. It is notable 

that banks wishing to be in one of the first two categories will have to conform to more 

stringent requirements than the 8% risk assets ratio laid down in the Basel 1 accord. This 

may explain why US banks have declared that only ten US mega banks will be required 

to comply with Basel 2, and the rest with Basel 1. Regulators are confident of their own 

systems, and do not consider it worth subjecting the majority of banks to the high costs of 

switching to a new system of risk management. 

By the late 1990s, about 92% of insured banks paid no premium to the FDIC – the 

premia were lowered in 1996 because under FDICIA (1991), the FDIC cannot charge 

premia to highly rated banks provided their fund reserve exceeds 1.25% of insured deposits. 

Effectively, although the USA has a risk based system, the vast majority of banks are exempt 

from it because the fund reserve is large enough under FIDCIA rules. It means the Act has 

an element of procyclicality built into it; the fund reserve is likely to fall during a downturn 

in the economy,41 and will have to resume its contributions during a period of recession, 

when credit losses are higher and profits are being squeezed. The FDIC, anxious to have a 

bigger reserve, has proposed that some premium be paid based on additional measures of 

banks’ risk levels, such as CAMEL and other financial ratios. 

The purpose of these reforms was to reduce moral hazard problems by computing deposit 

insurance premia on a risk-related basis, thereby effectively curbing bank risk-taking. It is 

hoped that the ‘‘least cost’’ requirement will expose depositors to greater risks than was 

true in the past, which in turn should increase their incentive to monitor bank activities. 

However, explicit co-insurance continues to be absent. 

Another proposal  to combat  the problems  created by deposit  insurance is  to limit 

coverage to narrow banking activities. Insurance, with no upper limit, would be available 

for transactions-related purposes or a minimum level of non-transactions deposits (e.g. 

$250 000). Banks would be required to invest these liabilities in safe government bills 

and top-rated commercial paper. Any other activities undertaken by banks would not be 

covered by deposit insurance. Effectively, this would mean banks could become financial 

conglomerates, but without the special protection of insurance, except for their transactions- 

related deposit business. To date, this proposal has not been implemented. 

 
Regulation of foreign banks 

The International Banking Act (1978) eliminated some of the differences in the way 

domestic and foreign banks were regulated in the US market. For the first time, foreign 

banks were bound by the McFadden,42 Bank Holding Company and Glass Steagall Acts. 

Foreign bank branches and agencies were to be regulated by the Fed. Foreign subsidiaries 

could apply for a federal charter, which would give them access to federal services such as 

the discount window, cheque collection and clearing. 

 
 

41 Marginal borrowers will default on their loans and the weakest banks/savings and loans could be declared 

insolvent, leading to closure or a drawing down of the fund as insured deposits are paid off. 
42 The McFadden Act (1927) allowed national banks to have branches but required them to obey state branching 

regulations. Hence the proliferation of different rules on interstate and intrastate branching, until the Riegle Neal 

Interstate Banking and Branching Efficiency Act (1994). 
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Reserve requirements were imposed on all federal and state licensed foreign bank branches 

and agencies which had a parent with more than $1 billion in international assets, thereby 

covering virtually all foreign banks based in the USA at the time. FDIC insurance was 

made mandatory for all foreign banks that accepted deposits. Finally, the Act introduced a 

reciprocity principle for foreign bank entry; foreign banks were only permitted to enter US 

banking markets to the degree that US banks could enter into the foreign market. 

The Foreign Bank Enforcement Supervision Act (1991) was passed to establish uniform 

federal standards for entry and expansion of foreign banks in the USA. The Act extended 

the supervisory powers of the Federal Reserve over foreign banks, in response to their rapid 

growth – their numbers had more than doubled in the 1980s. The Act also ensures that 

foreign bank operations are regulated, supervised and examined in the same way as US 

banks. For example, foreign banks wanting to set up state licensed branches/agencies or 

purchase an existing bank must obtain approval from the Federal Reserve Board, and are 

subject to examination and supervision by the Board.43 The principle of reciprocity was 

replaced by equal treatment: foreign and domestic banks receive identical regulation and 

supervision, provided US banks are treated the same way (i.e. subject to the same regulations 

as domestic banks) if they have subsidiaries in the foreign bank’s country of origin. 

The 1991 Act gave the Fed the right to close any foreign bank which violates US laws 

or if the bank’s home country regulation is deemed inadequate. In 1996, the Fed used the 

Act to stop Daiwa Bank from operating in the USA44 after one of its bond dealers lost over 

$1 billion in bond sales. The trader had concealed the losses from Daiwa for a considerable 

period of time, but what angered the US authorities was Daiwa’s failure to report the matter 

until six weeks after the trader owned up. In addition, the bank was fined $340 million. In 

2001, the State Bank of India was fined for what the Fed considered unsound practices in 

some of its branches. 

US banking activities overseas are regulated by the Federal Reserve. US banks are 

required to seek permission to open foreign branches, and may only invest in foreign banks 

through bank holding companies. Edge Act corporations can invest in financial activities 

such as leasing, trust businesses, insurance, data processing, securities and dealing in money 

market funds. 

 

5.3.3. A US National Banking Structure? 

US regulatory authorities have largely abandoned trying to regulate bank interest rates 

or bank products,45 accepting that it is not possible to  do  so  in  an  environment  of rapidly 

changing technology and financial innovation. Foreign banks can expect to be 

 
 

43 For more detail, see the Federal Reserve Bulletin (1993). 
44 Sumitomo bank purchased Daiwa’s US operations in January 1996. At the time it was ranked the 14th largest 

Japanese bank by tier 1 capital; Sumitomo was the 2nd largest. (Source: The Banker, July 1998.) 
45 There are numerous examples of US legislation which illustrate attempts to control interest rates and new 

products. Under regulation Q, the Federal Reserve Bank could set ceilings on interest rates offered on savings 

and time deposits, and the 1933 Banking Act prohibited banks from paying interest on demand deposits. The 

Fed allowed thrifts to pay 1 % more interest than commercial banks, which gave them a competitive advantage. 

Banks reacted by introducing new products which were not classified as savings or time deposits; such as Notice 

of Withdrawal (NOW) accounts, money market mutual funds and sweep accounts. In 1980, under the Depository 
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subject to the same regulations as US domestic banks provided the foreign country applies 

the principle of equal treatment. More important, the RN Branching (1994) and GLB 

Financial Modernisation (1999) Acts, taken together, mean that the US banking and 

financial structure could change beyond all recognition in the 21st century. 

For the first time, there are few barriers to prevent the development of a nation-wide 

banking system (e.g. the ceiling on state (30%) and nation-wide (10%) deposits one bank 

can hold), which has eluded the USA to date, but is taken for granted in most other 

countries. Now that BHCs (and the banking subsidiaries of FHCs) can have a national 

branch structure and FHCs can cross-sell some financial services through those branches, 

there is an increased likelihood that a national banking system could emerge. The large 

number of mergers and acquisitions among BHCs, commercial banks, investment houses 

and insurance firms over the last 15 years should bring about a more consolidated national 

banking system. New technology will mean the scale of national branching is smaller but 

at the same time, US banks do not have to face the unpopular branch closure programmes 

witnessed in many countries such as Canada, the UK, France and Germany. 

 

5.4. Bank Structure and Regulation in Japan 

5.4.1. Background 

In the post-war period, Japan faced a severe shortage of capital and weak financial 

infrastructure. World War II virtually wiped out the household sector’s financial assets. 

The priority of the US occupying force and the new Japanese government was to increase 

assets, which in turn could finance recovery of the real economy. The outcome was a 

highly segmented financial system, with strong regulatory control exerted by the Ministry 
of Finance (MoF), backed by the Bank of Japan. Domestic and foreign and short and 

long-term financial transactions were kept separate, interest rates regulated, and financial 

firms organised along functional lines. Table 5.8 illustrates this high degree of functional 

segmentation. This arrangement fitted in with the keiretsu system. A keiretsu is a group of 

companies with cross-shareholdings and shared directorships which will normally include 

a bank, trust company, insurance firm and a major industrial concern such as steel, cars, 

property and construction. The bank supplies services to the other keiretsu members, 

including loans. 

The MoF was  the key regulator,  through  three  MoF  bureaux:  Banking,  Securities and 

International Finance.46 Responsibilities included all aspects of financial institution 

supervision: examination of financial firms, control of interest rates and products offered by 

firms, supervision of the deposit protection scheme, and setting the rules on activities to be 

undertaken by financial firms. 

The MoF used regulatory guidance (combining the statutes with its own interpretation 

of the laws) to operate the financial system. Banks, in exchange for providing low interest 
 

 

Institutions Deregulation and Monetary Control Acts (DIDMCA), regulation Q was to be phased out by 1986 

(it had been largely ineffective since 1980), NOW accounts were allowed and restrictions on the use of remote 

terminals lifted. 
46 The MoF also had tax and budget bureaux. 
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loans to large industrial firms, were protected from foreign competition, and the highly 

segmented markets (see Table 5.8) limited domestic competition. In return, until 1995, 

there was an implicit guarantee that virtually any financial firm getting into trouble would 

be protected – a 100% safety net. MoF officials were often given jobs by banks when they 

retired – evidence of the cosy relationship between the MoF and regulated bankers. 

The Bank of Japan (BJ) was responsible for the implementation of monetary policy, 

but was not independent. MoF officials exercised strong influence through its membership 

on the Bank’s policy board. The Bank and MoF conducted on-site inspections of banks 

in alternate years. The Bank of Japan also acted as banker for commercial banks and 

government, regulated the interbank market and was consulted about regulatory issues, 

though the MoF took all final decisions. 

Functional segmentation and restrictions on international capital flows resulted in an 

excessive dependence on the banking sector compared to other major industrialised coun- 

tries. In 1998, 60% of domestic corporate finance in Japan consisted of loans, compared to just 

over 10% in the USA. Capital markets were underdeveloped. Participation by foreign finan- 

cial firms in the Japanese markets was also low compared to other financial centres, mainly 

because the Japanese believed their interests were best served if foreign firms were kept out. 

Token gestures were made, to avoid criticism from the world community. In 1997, there were 

94 foreign financial firms, compared to 290 in New York, 533 in London and 560 in Frankfurt. 
 

5.4.2. Japan’s Big Bang, 199647
 

Following the crash of Japan’s stock market in late 1989, Japan’s financial sector went into 

severe decline, so that by the beginning of the 21st century most Japanese banks were 

insolvent. In an attempt to revive the financial sector, ‘‘Big Bang’’ was announced in 1996. 

The programme of reforms was designed to fulfil two objectives. First, the financial sector was 

to be restructured, putting an end to functional segmentation. Second, to restore financial 

stability, the Financial Supervisory Agency and Financial Reconstruction Commission were 

established. The Bank of Japan was granted independence. 

Big Bang was announced in November 1996 by Prime Minister Hashimito. The somewhat 

optimistic objective was to place Tokyo on a level playing field with New York and London 

by 2001.48 The package of reforms is based on three principles: FREE, FAIR and GLOBAL. 

FREE: Free market principles were to apply to the financial sector. Integration of the 

banking, securities and insurance markets was encouraged. Financial products and prices 

were to be liberalised. Rules which prohibited banks from jointly engaging in short and 

long-term operations were to be abolished. Fees and commissions, especially on the stock 

market, would be liberalised. 

FAIR: A transparent, fair financial market was to be created through the complete 

disclosure of information at all levels, including government, with clear rules on market 

operations. Investors were to be encouraged to take responsibility for their actions, but at 

the same time, new laws of investor (especially retail) protection were to be introduced. 
 

 

47 Some financial reforms were introduced earlier, such as the deregulation of deposit rates in 1994. 
48 Financial deregulation was part of a larger package of reforms in telecommunications, property and labour 

markets, and an overhaul of the medical and welfare systems. 
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GLOBAL: Tokyo was to become an international financial centre, raising Japan’s 

international profile. Accounting, legal, supervisory and tax procedures would be changed 

to meet global standards set by international organisations such as the Basel Committee 

and the International Organisation of Securities Commissions. 

Space constraints prevent a detailed outline of the reforms; for more detail, see Heffernan 

(2001) or Appendix 8.1 in Chapter 8. The thrust of the reforms was to largely eliminate the 

segmented markets characteristic of the Japanese financial sector since the end of World 

War II. In its place is a form of ‘‘restricted’’49 universal banking. Using the financial holding 

company structure introduced in the United States, banks will be able to own separately 

capitalised securities firms and vice versa. Global expansion is largely unrestricted and 

foreign firms are given improved access to Japan’s financial markets. In addition, Japan is 

party to the key international agreements, such as Basel 1 and Basel 2. However, as was 

noted in Chapter 4, Japan’s interpretation of tier 1 and tier 2 capital means the ratios are 

not strictly comparable with those produced by other countries. 

The combination of reform and financial difficulties caused a large number of mergers, 

even among the top banks. Table 5.9 reports the top 5 Japanese banks (by tier 1 capital), 

together with a few key ratios. The banks listed did not exist a few years ago, and testify to the 

large amount of merger activity. These mergers will affect the keiretsu system – some of the 

banks which have merged belonged to different keiretsu (e.g. Sumitomo and Mitsui). Note 

the negative ROAs, and the high cost:income ratios, compared to other major countries. 

The regulatory system was also reformed. The MoF (given a new name, ‘‘Zaimisho’’), 

blamed for much of Japan’s financial malaise, had its responsibilities sharply curtailed. The 

opaque system of regulatory guidance was replaced with transparent rules. The Bank of 
Japan Act, 1998 gave the Bank a large degree of autonomy, with a remit to focus on 

price stability. The Cabinet appoints the Governor, Vice-Governor and Policy Board, but it 

cannot dismiss them. The MoF is no longer a member of the Policy Board, though 
 

Table 5.9  Top Japanese Banks (by Tier 1 Capital) in 2003 
 

Bank Tier 1 
Capital 
($m) 

Assets 
($m) 

Cost:Income 
(%) 

ROA (%) Basel Risk 
Assets Ratio (%) 

Mizuho Financial Group 29 092 1 080 764 55.40 −1.74 9.53 

Sumitomo Mitsui 

Financial Group 

27 099 844 764 94.54 −0.58 10.10 

Mitsubishi Tokyo 

Financial Group 

26 039 781 060 110.37 −0.36 10.84 

UFJ Holding 21 310 641 523 129.69 −0.80 9.96 

Norinchukin Bank 12 695 411 726 76.99 0.17 10.02 

Source: The Banker, July 2003.      

49 It is restricted because unlike the German model, insurance firms cannot be subsidiaries of financial holding 

companies, and there is an upper limit on the percentage of commercial (i.e. non-financial) companies that a 

FHC can own. Insurance firms can offer banking and other financial products, and banks are allowed to sell their 

own insurance. 
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representatives can express their opinions at meetings. In addition to maintaining price 

stability, the Bank of Japan, together with the Financial Services Authority, conducts bank 

examinations. The power of the Finance Minister to issue directives to the Bank of Japan 

has been revoked. However, the MoF has been left with responsibility for the yen’s stability. 

The Finance Minister also has the right to approve the Bank’s budget, and can require the 

Bank to make loans to troubled financial institutions. 

After an interim arrangement, the Financial Services Agency (JFSA) was formed in 2001, 

through a merger of the Financial Reconstruction Commission and the Financial Supervisory 

Agency. It reports to the Prime Minister’s Office (not the MoF). The FSA both formulates 

policy and regulates the financial sector. As new institutions, establishing creditability is a 

major challenge for both the Bank of Japan and the Financial Services Agency. 
 

5.4.3. Deposit Insurance 

Temporary changes in the deposit insurance scheme were also designed to restore financial 

stability. Established in 1971, the Deposit Insurance Commission (DIC) currently reports 

to the Financial Services Agency. The Deposit Insurance Act was amended in response to 

the large number of bank failures in 1998. Levies on banks’ deposits fund the DIC,50 but ¥17 

trillion was injected into the fund to assist banks and allow for 100% deposit insurance cover- 

age. A temporary measure, it expired in March 2002,51 and reverted to the original scheme, 

that is, each depositor of a failed bank is paid a maximum of ¥10 million (plus interest). The 

only exception was liquid or settlement (used for direct debits, etc.) deposits, which earn no 

interest, where the 100% deposit insurance would not expire until March 2003. However, 

in the period leading up to March 2002, there was a notable transfer of funds to protected 

deposits and gold. In September 2002, fearing new bank runs, Japan’s FSA announced the 

100% guarantee would continue to apply to all liquid deposits until April 2005. 

The DIC can draw on a special fund for banks if failure is deemed to threaten overall 

financial/economic stability at a local or national level. A Conference for Financial Crises 

(chaired by the Prime Minister) will decide which banks pose a systemic risk. However, 

it is often very difficult to distinguish between illiquid and insolvent banks, and a weak 

economy will make the job tougher. 

 

5.5. Bank Structure and Regulation in the EU 

5.5.1. Background 

In common with the United Kingdom and Japan, the European Union has adopted the key 

global recommendations and agreements reached by various international committees. For 

example, it is expected that Basel 2 will be integrated with the EU’s new Capital Adequacy 

Directive III. This section begins with a brief review of the banking systems in Germany, 
 

 

50 Since 1996, the premium has been 0.048% (raised from 0.012%) of insured deposits, with an extra premium 

of 0.036% to apply until March 2001. By contrast, in the USA, the premium paid is based on risk-related points 

scored by each bank; premia range from 0 to 0.27%. 
51 Originally, this temporary measure was due to expire in April 2001. 
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France, Italy and Scandinavia, before turning to three issues central to the European Union: 

the achievement of a single market, the European Central Bank, and the extent to which 

regulation should be integrated at European level. 

 

5.5.2. Bank Structure – Germany 

As was noted in Chapter 1, Germany is the home of the universal bank, and the hausbank 
system. Not only do they engage in retail and wholesale commercial and investment 

banking but, as in Japan, they will hold equity in commercial entities, to whom they 

also grant loans. Like the keiretsu in Japan, Germany’s hausbank system involves close 

relationships between these commercial concerns and their banks, with cross-shareholdings 

and shared directorships. Normally senior bank executives sit on the supervisory boards of 

these companies. The big three to five national banks or Grosßanken (e.g. Deutsche Bank, 

Dresdner) date back to the 19th century and offer a full range of banking services, as do 200 

regional banks, which have their headquarters and branches concentrated in a particular 

region.52 The 13 Landesbanken began as regional girobanks in the 1900s – clearing was 

their primary function, though by the 21st century they too offer a full range of banking 

services, making them effectively universal banks. There are just under 600 saving banks 

(Sparkassen), with links to local or regional governments. The post office, Deutsche Postbank, 

also accepts savings from individuals and small firms, which are used to fund finance for 

the local/regional infrastructure, as well as lending to clients who might be turned away by 

other banks – hence the guarantee extended to them. There are just under 1800 mutual 

credit cooperatives. As in Canada and the USA, they are linked to particular professions 

and trades, and provide basic banking services – accepting deposits and making loans. 

There are also privately owned mortgage banks (hypothekenbanken) and mutual building and 

loan associations (Bausparkassen – some are state owned). Both focus largely on arranging 

mortgages for home ownership. 

Just as the UK has recently undergone major reforms, Germany is considering what to 

do with its Bundesbank, which up to 2000 set monetary policy to achieve price stability. 

However, with Germany part of the eurozone, this role is somewhat diminished, though 

the Bundesbank Governor is part of the ECB interest rate setting committee. 

The central banking system in Germany consists of the Bundesbank and nine regional 

Landeszentralbanken.  Until  the  introduction  of  the  euro,  its  remit  was  to  maintain 

price stability. There is a proposal (by the Pohl Commission) to reduce the number of 

Landeszentralbanken to five. The Bundesbank proposed that BAKred (Bundesaufsichtsamt 

fur das Kreditwesen), the independent bank supervisor, be subsumed under the reorganised 

Bundesbank. However, in March 2001, the finance minister called for the creation of a new 

agency, with responsibility for the supervision of the entire financial sector, including banks. 

The Bundesanstalt für Finanzdienstleistungsaufsich (BaFin – see www.bafin.de) began 

operations in May 2002. A legal entity within the Ministry of Finance, BaFin merges 

the functions of the former offices for banking supervision (BAKred) with the equivalent 

organisations in insurance and securities, creating a single body with responsibility for 

supervising all firms in the financial sector, including issues as diverse as solvency and 
 

 

52 Regional banks will also have branches in all the major German cities. 
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Table 5.10  Top German Banks (by Tier 1 Capital) in 2003 
 

Bank Tier 1 
Capital 
($m) 

Assets 
($m) 

Cost:Income 
(%) 

ROA (%) Basel Risk 
Assets Ratio 

(%) 

Deutsche Bank 23 849 795 255 78.75 0.47 12.60 
HypoVereinsbank 20 057 724 787 69.10 −0.12 9.20 

Commerzbank 12 260 442 674 77.30 −0.09 12.30 

Bayerische  Landesbank 9 951 357 904 48.40 0.06 10.30 

Dresdner Bank 8 989 433 562 87.58 −0.28 10.60 

Source: The Banker, July 2003.      

 
 

consumer protection. BaFin supervises 2700 banks, 700 insurance companies and 800 other 

firms offering financial services. At the time of writing, it employed about 1000 people, 

with offices in Bonn and Frankfurt/Main. The Bundesbank continues to represent German 

interests at the European Central Bank. 

There is some uncertainty regarding the future structure and soundness of the German 

banking system. In 1999 the private banks complained to the European Commission that 

the public bank sector (Landesbanken, Sparkassen, Deutsche Postbank) had an unfair 

competitive advantage because they are backed by public guarantees. The complaint was 

upheld by the EC’s Competition Commission. In 2001, the Commission and German 

government agreed that by July 2005, the loan guarantees for the Landesbanken would be 

phased out,53 along with reform of some general guarantees. There is increasing concern 

about the health of German banks because prolonged recession has forced them to increase 

their loan loss reserves. Table 5.10 summarises the key ratios for the top 5 German banks. 

Three of the five are reporting a negative ROA in 2003 and some banks’ cost to income 

ratios are high by European standards. 
 

5.5.3. Bank structure – France 

The French financial system, including its banks, has developed at a relatively slow pace, 

due partly to the relatively high degree of state interference in this sector. France is 

characterised by numerous regulations, even though it has recently shed some of its more 

onerous rules. For example, before 1985, France had no money market to speak of, apart 

from an interbank market. 

The key banks in France are the 400 members of the AFB or Association Française des 

Banques. The system was highly segmented until the 1984 Banking Act. After 1984, AFB 

member banks became universal banks, offering retail, wholesale and investment banking, 

together with an intermediary service and investment banking. 

The French banking system experienced episodes of bank nationalisation during the last 

half of the 20th century. The Socialist governments which nationalised banks thought it 

 
 

53 For existing assets, loan guarantees will apply for up to 10 years. 
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the only way to offer ‘‘fair’’ banking services to small and medium-sized industries. The 

more cynical saw it as a means by which the government could control the banking system 

to meet the industrial goals set by the socialists. The privatisation of banks began after the 

Gaullists took control of the National Assembly in 1986, but was suspended in 1988. They 

resumed again in the 1990s, so that by the new century, all the major banks were in the 

private sector. 

There is also a strong mutual and cooperative movement. Typically, they are owned by 

the depositors, each with a single vote, independent of the size of the deposit. Membership 

is usually drawn from a particular industry – they can make deposits and apply for loans. 

The local offices are members of regional offices, which offer clearing and intermediary 

facilities. The two national organisations are the Caisse Central de Crédit Mutuel, which 

offers banking services to the regional groups, and the Confédération Nationale de Crédit 

Mutuel, which acts as a political lobby for this group. Unlike the UK, these groups are very 

large, as Table 5.11 illustrates. In 2002, Crédit Agricole, a mutual organisation, was the 

largest bank by tier 1 capital; Crédit Mutuel was the fourth largest. 

There is a substantial savings bank movement, the Caisses d’Epargne, which, as a group, 

represents the fifth largest banking organisation by tier 1 capital. Interest on deposits is tax 

free, up to a limit. As cooperatives, they offer a full range of banking services to the retail 

sector. They are not allowed to make loans to commercial or trade concerns. Again, the 

local banks use regional centres for clearing purposes and two national bodies, one which 

manages funds collected by the local saving banks and the other which both regulates and 

represents the savings banks. 

The other banks which appear in Table 5.11 are effectively universal banks. 

The French banking system has also been subjected to more extensive regulation when 

compared to other EU states. Though the Banque de France gave up control over lending 

rates in 1967, restrictions on deposit rate setting, fees and commissions were not lifted until 

1996. Even now no interest is paid on current accounts, in exchange, it is claimed, for free 

bank services. However, as pressure of the single market, particularly in Euroland, increases, it 

is unlikely that any control over rates will last. For example, in 2000, the Dutch financial 

group, ING, began to offer interest paying deposit rates on all accounts in credit via the 

internet. With the implementation of financial reforms, a great deal of consolidation has 

 

Table 5.11  Top French Banks (by Tier 1 Capital) in 2003 
 

Bank Tier 1 
Capital 
($m) 

Assets 
($m) 

Cost:Income 
(%) 

ROA (%) Basel Risk 
Assets Ratio 

(%) 

Crédit Agricole Groupe 35 661 609 055 62.21 0.62 11.70 
BNP Paribas 24 119 744 882 65.20 0.75 10.90 

Société Générale 16 001 525 655 72.00 0.50 11.13 

Crédit Mutuel 13 156 364 389 69.00 0.56 10.10 

Groupe Caisse d’Epargne 13 084 374 510 72.52 0.46 143.00 

Source: The Banker, July 2003.      
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taken place, causing the number of French financial institutions to fall from 2000 in 1990 

to just over 1000 at the end of the decade. 

 
5.5.4. Bank structure – Spain54

 

Spanish depository institutions include banks, mutual savings banks and credit cooperatives. 

All of them operate under a similar regulatory regime. There are also ‘‘Specialised Credit 

Institutions’’ (SCIs), which are confined to granting credit to specific sectors of the economy 

and may not be funded through deposit taking. 

The Spanish banking system was gradually liberalised during the second half of the 

1980s. Prior to liberalisation, the financial market was geographically segmented and there 

was little competition. In 1987, controls on interest rates were relaxed. In 1991 – 2, credit 

restrictions and investment targets were eliminated. 

These reforms created a very competitive environment; commercial banks and mutual 

savings banks fought to attract deposits and borrowers by offering very cheap products (e.g. 

‘‘la supercuenta’’ and ‘‘la superhipoteca’’55). The reforms generated two types of institutions: 

those focused on growth, and banks which gave priority to increased returns rather than 

size. There was a wave of mergers and acquisitions among both commercial and mutual 

savings banks. State owned banks were also affected. Until 1990, state credit institutions 

depended on the government’s Official Credit Institute. In 1991 the Banking Corporation 

of Spain, Argentaria, was created by merging the Official Credit Entities: the Banco Exterior 

de Españ a and the Postal Savings Bank (Caja Postal de Ahorros). Argentaria was gradually 

privatised between 1993 and 1998, then merged with Banco Bilbao Vizcaya56 in 1999. The 

two largest Spanish institutions (see Table 5.12), Banco Santander Central Hispano and 

Bilbao Vizcaya Argentaria, are the result of mergers between Spain’s bigger banks.57
 

These mergers have increased the degree of concentration in the market. The private 

commercial banks and the mutual savings banks are the key players in the Spanish banking 

system. Commercial and mutual savings banks have, respectively, about 49% and 46% 

of total deposits; credit cooperatives have 5%. In recent years mutual savings banks have 

progressively increased their share of the deposit market, at the expense of the commercial 

banks. The change could be due to the restructuring of the commercial banks over the past 

10 years, which resulted in the closure of numerous branches (e.g. nearly 600 closed in 

2002). At the same time, mutual savings banks have expanded their branch networks. 

The major Spanish banks moved into Spanish South America (Hispano-América). There 

are cultural and political links between the two regions58 (common history, language and 

very similar legal systems), reducing some of the risks normally related to multinational 

 
 

54 Thanks go to Amelia Pais for contributing the material for the section on Spain. 
55 The super current account and the super mortgage. 
56 Banco de Bilbao had merged with Banco Vizcaya in 1988. 
57 In 1991 Banco Central merged with Banco Hispano, then Central Hispano merged with Santander in 1999 

(which acquired, by state auction Banco Españ ol de Crédito in 1994 – this bank was in trouble due to fraud, and 

some of its directors were imprisoned). Santander Central Hispano also owns Banco Españ ol de Crédito. 
58 Spain, after the USA, is the second investor in South American countries. In 1999, 63% of the total Spanish 

foreign investment was in South America. 
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Table 5.12  Top Spanish Banks (by Tier 1 Capital) in 2003 
 

Bank Tier 1 
Capital 
($m) 

Assets 
($m) 

Cost:income 
(%) 

ROA (%) Basel Risk 
Assets Ratio 

(%) 

Santander Central 15 556 339 983 61.75 1.08 12.64 

Hispano      
Banco Bilbao Vizcaya 14 346 293 144 54.44 1.12 12.50 

Argentaria      
Caja de Ahorros y Pen. de 7 212 108 033 71.23 0.01 na 

Barcelona - la Caixa      
Caja de Ahorros y Monte 4 240 74 072 57.46 1.00 12.87 

de Piedad de Madrid      
Banco Popular Espanol 3 402 44 049 35.54 2.51 11.00 

Source: The Banker, July 2003.      
 

banking. Hispano-América is also a big market (more than 500 million inhabitants), with 

good growth. Spain plays a leadership role in Hispano-América – many see Spain as the 

‘‘Mother country’’. As a result, the Argentinean financial crisis affected the big Spanish 

banks with significant exposure in Hispano-América.59
 

In November 2002, a financial law was passed to modernise the Spanish financial system. 

The main objectives are to increase the efficiency and competitiveness of the financial 

system, and to encourage the use of new channels of distribution and technologies in 

banking, by authorising the creation of e-cash institutions which will issue e-cash, to be 

used as a means of payment.60 The law also calls for greater protection of the consumers 

using financial services. The central bank is responsible for bank supervision; and the new 

law gave its risk agency expanded powers to centralise and supervise financial risks incurred 

by all financial institutions. 

 

5.5.5. Bank Structure – Scandinavia 

Though four independent countries, Norway (not a member of the EU), Denmark, Sweden 

and Finland make up the region of Scandinavia,61 recent mergers of banks across the region 

have increased the degree of financial integration between the countries. In fact, it could 

be argued that this region is closer to achieving a single financial market than the EU as 

a whole. 
 

 

59 In 2002 Santander Central Hispano, Banco Bilbao Vizcaya Argentaria and La Caixa suffered, respectively, a 

9.62%, 27.3% and 29.1% drop in profits due to their exposure to Hispano-América (Source: LaBolsa.com 31st 

January 2003). 
60 To date, the use of new technologies and online banking is relatively low compared to other countries. Only 

17% of Spanish have internet at home compared to an European average of 40% (Anuario de Economı́a y Finanzas 

2003 – Ediciones El Paı́s) 
61 Iceland is often considered part of this region, but there are few banking ties, and it will be excluded from 

the discussion. 
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The area experienced quite a severe banking crisis in the early 1990s, which led to a large 

number of mergers, giving this region the most concentrated banking system in Europe. 

Universal banking is the norm; there are savings and ‘‘union’’ banks, but on a much smaller 

scale (compared to Germany or France), and no regional banks. 

The degree of concentration is quite striking. The five largest banks in each country 

accounted for, respectively, as a percentage of the banking sector’s aggregate balance sheet, 

96% in Finland, 94% in Sweden, 84% in Denmark and 71% in Norway.62 One example 

of the increased concentration which crosses national boundaries is Nordea – the name 

should be familiar to readers from the discussion on e-banking in Chapter 2. Nordea is a 

large universal bank, headquartered in Sweden, which, following a number of acquisitions, 

became a Scandinavian financial group. In 1993, Nordbanken took over the sickly Gota 

bank, and shortly after merged with Merita Bank of Finland, to form Merita Nordbanken. 

Other acquisitions included two Danish banks, Tryg-Baltica and Unibank. It purchased 

Christianiana Bank og Kreditkasse (K-bank) and Den Norske Bank in Norway, both of 

which had to be rescued by the government in the early 1990s. Insurance firms were also 

purchased, reflecting the trend to ‘‘all finance’’ or bankassurance – whereby one bank offers 

every financial service, from insurance to e-banking. 

Scandinavia has some of the oldest central banks in the world, some even preceding the 

growth of commercial banks, in contrast to the trends in the UK, USA and many European 

countries, where the central bank was set up after the emergence of a private/public 

commercial banking sector. The Bank of Sweden or Sveriges Riksbank was created in 1668, 

replacing the Stockholm Banco, which had been formed to issue bank notes. The Financial 

Supervisory Authority is responsible for individual bank soundness; the Riksbank controls 

the payment system and ensures financial stability prevails. The Dansmarks Nationalbank 

originated as a private bank in 1736, but insolvency led to its nationalisation 37 years 

later. Though Dansmarks Nationalbank has been independent of government since 1936, 

its monetary policy is driven by the fixed exchange rate regime it has with the euro, because 

it is part of the Exchange Rate Mechanism. There is a separate supervisory authority, 

though both institutions have joint responsibility for financial stability. Soumen Pankki 

(the Bank of Finland) was formed in 1811, followed by the Norges Bank (Bank of Norway) 

in 1816. Norges Bank implements monetary policy set by the government. It also controls 

the investments of the Government Petroleum Fund, which receives the profits from the oil 

and gas sector. Norway’s banks are supervised by a separate institution, the Kredittilysynett. 

In Finland, banks are supervised by a Financial Supervision Group, which is located at the 

Bank of Finland, but independent of it. Finland has adopted the euro, so its monetary policy 

is largely determined by the European Central Bank. Finland has 343 banks (1999 figures), 

which is high compared to other countries in this region. There are just eight commercial 

banks, and a group of 246 union banks making up Okobank, Merita, a commercial bank, 

and Leonia, a state owned bank (the product of a 1998 merger between the Postal Bank 

and the Export Bank). These three banks have 90% of bank assets; 85% of bank liabilities. 

There is a fairly strong movement of savings and union banks in Finland – about 130 (out   

of 152 banks in total) in 2000. In the other countries, these sectors have largely integrated 

 
 

62 Source: Dansmarks Nationalbank (2000), Monetary Review, 2, p. 69. 
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with the commercial banks. There are also some non-bank financial firms in the region, 

including specialised mortgage banks, state lending firms, investment companies, mutual 

funds, insurance and pension funds, but most are either subsidiaries or linked to domestic 

banks, in keeping with the bancassurance approach. 

 

5.5.6. Bank Structure – Italy 

The banking structure in Italy underwent major changes in the 1990s, the result of financial 

reform in preparation for operating in a single market. By 2000, the number of banks 

in Italy had more than halved due to the 561 mergers and takeovers during the 1990s. 

The proliferation of large numbers of small, local branchless uncompetitive banks was the 

outcome of the 1936 Banking Act, which allowed commercial banks to take short-term (18- 

month) deposits and loans, while investment banks were restricted to long-term finance. 

No bank could own a commercial concern. The central bank, the Banca d’Italia, had a great 

deal of power in terms of approving products offered by banks; it also discouraged branch 

banking. In addition, because of frequent bank failures and crises before and during the 

1930s, large numbers of banks were either state owned or run by non-profit organisations, 

all closely supervised by government. 

Given that the Italian industry consists largely of family or state owned firms, there was 

little demand for finance via an equity market or a more sophisticated banking system. 

There was pressure for reform in the 1980s, coming from the banking association itself and 

groups representing firms and employees. The Banca d’Italia responded by relaxing what 

restrictions it could, and in 1990 began to encourage mergers and branch networks. The 

Banking Act of 1993 effectively allowed the formation of bank holding companies, and 

got rid of the distinction between short and medium-term deposits and loans. Banks were 

allowed to hold up to 15% of a commercial concern. The outcome was subsidiaries of the 

BHCs which offered a full range of financial services, including insurance. 

From 1993 onward, there was a steady stream of privatisations, beginning with the sale 

of 64% of the ordinary shares of Credito Italiano followed by Banca Commerciale Italiana, 

Mediobanca, and in the late 1990s, Banca Nationale del Lavoro, Banco di Napoli and 

Banca di Roma, among others. By 1999, the share of the banking sector held by the 

state or organisations supervised by the state had fallen to 12%, from 70% in 1993. The 

trend has been to form banking groups; in 2000 there were 79 such groups with 267 bank 

subsidiaries, controlling just under 90% of the country’s assets. There are 8 maggiori or very 

large banks, and 16 grandi (large) banks. In 2000 there were 284 limited banks with over 

20 000 branches, 44 cooperative banks with nearly 5000 branches, and 499 mutuals with 

just under 3000 branches. Unlike other western countries (with the exception of the USA), 

the number of bank branches expanded through the 1990s, following the relaxation of the 

laws by the central bank. 

Table 5.13 shows the top 5 Italian banks, with some key ratios. As can be seen from the 

table, despite considerable consolidation, the top Italian banks are much smaller than their 

British, German or French counterparts in terms of tier 1 capital and assets. 

Like the Bank of England, the Banca d’Italia was founded as a private bank in 1893 and 

given responsibility for maintaining price stability in 1947. It is also the key bank regulator. 
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Table 5.13  Top Italian Banks (by Tier 1 Capital) in 2003 
 

Bank Tier 1 
Capital 
($m) 

Assets 
($m) 

Cost:Income 
(%) 

ROA (%) Basel Risk 
Assets Ratio 

(%) 

Banca Intesa 14 151 294 393 69.31 0.08 11.12 

UniCredito Italiano 11 300 223 730 54.29 1.54 11.64 

SanPaolo IMI 10 240 213 688 65.10 0.50 10.70 

Capitalia Gruppo Bancario 6 380 147 800 71.76 0.05 9.77 

Banca Monte dei Paschi di Siena 5 411 135 154 72.83 0.69 8.79 

Source: The Banker, July 2003.      
 

Since the introduction of a single currency in 1999, it participates in running European 

monetary policy via the European Central Bank. 

 

5.5.7. Directives for a Single EU Financial Services Market 

The review of individual bank structure and regulation for a selection of continental 

European states and the UK illustrates considerable differences in the respective banking 

systems. In France and Spain, the savings banks are major players; France also has an 

extensive cooperative movement. Germany is the home of some very large universal banks, 

but also has some important regional and savings banks. A traditionally fragmented system 

in Italy is gradually disappearing but has some way to go to match the high degree of 

consolidation in Scandinavia. The UK and Germany have recently introduced monolithic 

financial regulators but in Italy, France and Spain, banks continue to be supervised by the 

central bank. Within this somewhat diverse framework, the EU is seeking to integrate EU 

financial markets, creating a single market in banking and other financial services. 

The objective of this section is to address the issue of achieving a single banking market 

in the European Union. The Single European Act (1986) was considered essential if 

EU markets, including the banking and financial markets, were to become sufficiently 

well integrated to be called ‘‘single’’ markets. It was hoped the Act would speed up the 

integration of European markets through the introduction of qualified majority voting and 

the replacement of harmonisation with mutual recognition. The 1st of January 1993 was 

designated ‘‘single market day’’, i.e. the day the single internal market was to be completed, 

in all sectors, including banking. Yet, as this text goes to press, more than a decade later, 

achieving an integrated banking and/or financial market continues to be an elusive goal. 

The Financial Sector Action Plan has set 2005 as the date to achieve a single financial 

market in Europe. What happened? After reviewing the background to the current state of 

affairs, the problem of existing barriers to the completion of a single market is discussed. 

 
The internal market: background 

The Treaty of Rome (1957) was a critical piece of legislation because one of its key 

objectives was to bring about the free trade of goods and services throughout EU member 
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states.63 This was to be achieved through the harmonisation of rules and regulations across 

all states. However, by the 1980s, it was acknowledged that progress towards free trade had 

been dismally slow. The Single European Act (1986) was another milestone in European 

law. To speed up the integration of markets, qualified majority voting was introduced and 

the principle of mutual recognition replaced the goal of harmonisation. The Act itself was 

an admission that it would be impossible to achieve harmonisation, that is, to get states 

to agree on a single set of rules for every market. Instead, by applying the principle of 

mutual recognition, member states would only have to agree to adopt a minimum set of 

standards/rules for each market. Qualified majority voting, where no member has a right of 

veto,64 would make it easier to pass directives based on mutual recognition. 

These acts applied to all markets, from coal to computers. In this subsection, the European 

directives or laws which were passed to bring about integrated banking/financial markets 

are reviewed. The First Banking Directive (1977) defined a credit institution as any firm 

making loans and accepting deposits. A Bank Advisory Committee was established which, 

in line with the Treaty of Rome, called for harmonisation of banking in Europe, without 

clarifying how this goal was to be achieved. The Second Banking Directive (1989) was 

passed in response to the 1986 Single European Act. It remains the key EU banking law and 

sets out to achieve a single banking market through application of the principle of mutual 

recognition. Credit institutions65 are granted a passport to offer financial services anywhere 

in the EU, provided member states have banking laws which meet certain minimum 

standards. The passport means that if a bank is licensed to conduct activities in its home 

country, it can offer any of these services in the EU state, without having to seek additional 

authorisation from the host state. The financial services covered by the directive include 

the following. 

● Deposit taking and other forms of funding. 
● Lending, including retail and commercial, mortgages, forfaiting and factoring. 
● Money transmission services, including the issue of items which facilitate money trans- 

mission, from cheques, credit/debit cards to automatic teller machines. 
● Financial leasing. 
● Proprietary trading and trading on behalf of clients, e.g. stockbroking. 
● Securities, derivatives, foreign exchange trading and money broking. 
● Portfolio  management  and  advice,  including  all  activities  related  to  corporate  and 

personal finance. 
● Safekeeping and administration of securities. 
● Credit reference services. 
● Custody services. 

This long list of financial activities in which EU credit institutions can engage illustrates 

Brussel’s strong endorsement of a universal banking framework. 
 

 

63 The EU has 15 member countries. Free trade extends to members of the European Economic Area (EEA): 

Iceland, Liechtenstein and Norway. Switzerland is a member of the European Free Trade Association but not the 

EEA. In 2005, 10 new members will join. 
64 With the exception of directives on fiscal matters, which could be vetoed by any member state. 
65 In the EU, a credit institution is any firm which is licensed to take deposits and/or make loans. 
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Prior to the Second Directive, the entry of banks into other member states was hampered 

because the bank supervisors in the host country had to approve the operation, and it was 

subject to host country supervision and laws. For example, some countries required foreign 

branches to provide extra capital as a condition of entry. The Second Directive removes 

these constraints and specifies that the home country (where a bank is headquartered) is 

responsible for the bank’s solvency and any of its branches in other EU states. The home 

country supervisor decides whether a bank should be liquidated, but there is some provision 

for the host country to intervene. Branches are not required to publish separate accounts, in 

line with the emphasis on consolidated supervision. Host country regulations apply to risk 

management and implementation of monetary policy. Thus, a Danish subsidiary located in 

one of the eurozone states is subject to the ECB’s monetary policy, even though Denmark 

keeps its own currency. 

The Second Directive imposes a minimum capital (equity) requirement of 5 million 

euros on all credit institutions. Supervisory authorities must be notified of any major 

shareholders with equity in excess of 10% of a bank’s equity. If a bank has equity holdings 

in a non-financial firm exceeding 10% of the firm’s value and 60% of the bank’s capital, it 

is required to deduct the holding from the bank’s capital. 

The Second Directive has articles covering third country banks, that is, banks headquar- 

tered in a country outside the EU. The principle of equal treatment applies: the EU has the 

right to either suspend new banking licences or negotiate with the third country if EU 

financial firms find themselves at a competitive disadvantage because foreign and domestic 

banks are treated differently (e.g. two sets of banking regulations apply) by the host country 

government. In 1992, a European Commission report acknowledged the inferior treatment 

of EU banks in some countries, but appears to favour using the World Trade Organisation 

to sort out disputes, rather than exercising the powers of suspension. 

Other European directives relevant to the banking/financial markets include the following. 

 
● Own Funds and Solvency Ratio Directives (1989): The former defines what is to count 

as capital for all EU credit institutions; the latter sets the Basel risk assets ratio of 8%, 

which is consistent with the 1988 Basel accord and the 1996 agreement on the treatment 

of market risk. The EU is expected to adopt the Basel 2 risk assets ratio (see Chapter 4). 
● Money Laundering Directive (1991): Effective from 1993, money laundering is defined 

to include either handling or aiding the  handling  of  assets,  knowing  they  are  the result 

of a serious crime, such as terrorism or illegal drug activities. It applies to credit and 

financial institutions in the EU. They are obliged to disclose suspicions of such 

activities, and to introduce the relevant internal controls and staff training to detect 

money laundering. 
● Consolidated Supervision Directives: Passed in 1983 and 1993. The 1993 directive 

requires accounting reports to be reported on a consolidated basis. The threshold for 

consolidation is 20%. 
● Deposit Guarantee Directive (1994): To protect small depositors and discourage bank 

runs all EU states are required to establish a minimum deposit insurance fund, to be 

financed by banks. Individual EU states will determine how the scheme is to be run, and 

can allow alternative schemes (e.g. for savings banks) if they provide equivalent coverage. 
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The minimum is 20 000 euros,66 with an optional 10% co-insurance. Foreign exchange 

deposits are included. The UK is one of several states to impose the co-insurance, the 

objective of which is to give customers some incentive to monitor their bank’s activities. 

For example, the maximum payout on a deposit of £20 000 is £18 000; £4500 for a £5000 

deposit. Branches located outside the home state may join the host country scheme; 

otherwise they are covered by the home country. However, if the deposit insurance of the 

home country is more generous, then the out of state branch is required to join the host 

country’s scheme. The host country decides if branches from non-EU states can join. 
● Credit Institution Winding Up Directive: Home country supervisors have the authority 

to close an institution; the host country is bound by the decision. 
● Large Exposures Directive (1992): Applies on a consolidated basis to credit institutions 

in the EU from January 1994. Each firm is required to report (annually) any exposures 

to an individual borrower which exceeds 15% of their equity capital. Exposure to one 

borrower/group of borrowers is limited to 40% of bank’s funds, and no bank is permitted 

an exposure to one borrower or related group of more than 25%. A bank’s total exposure 

cannot exceed eight times its own funds. 
● The Consolidated Supervision Directives: There have been two directives. The original 

was passed in 1983 but replaced by a new directive in 1992, which took effect in January 

1993. It applies to the EU parents of a financial institution and the financial subsidiaries 

of parents where the group undertakes what are largely financial activities. The threshold 

for consolidation is 20% of capital, that is, the EU parent or credit institution owns 20% 

or more of the capital of the subsidiaries. 
● Capital Adequacy Directives (1993, 1997, 2006(?)): The capital adequacy directives 

came to be known as CAD-I (1993), CAD-II (1997) and CAD-III (2006?). CAD-I 

took effect from January 1996 but CAD-II replaced it, adopting the revised Basel (1996) 

treatment of market risk. It means trading exposures (for example, market risk) arising 

from investment business are subject to separate minimum capital requirements. As in 

CAD-I, to ensure a level playing field, banks and securities firms conform to the same 

capital requirements. Banks with securities arms classify their assets as belonging to either 

a trading book or a banking book. Firms are required to set aside 2% of the gross value 

of a portfolio, plus 8% of the net value. However, banks have to satisfy the risk assets 

ratio as well, which means more capital will have to be held against bank loans than 

securities with equivalent risk. For example, mortgage backed securities have a lower 

capital requirement than mortgages appearing on a bank’s balance sheet. This gives banks 

an incentive to increase their securities operations at the expense of traditional lending, 

which could cause distortions. The European Commission published a working document 

on CAD-III in November 2002. Consultation and comments on the document were 

completed in 2003. The plan is to publish a draft CAD-III in 2004, and by the end of 

2006 it should have been ratified by European Parliament and the EU state legislatures. It 

will coincide with the adoption of Basel 2 by the banks. As was pointed out in Chapter 4, 

the Commission has made it clear that the main text of Basel 2 will form part of the 

CAD-III directive. In other words, the Basel guidelines will become statutory for all EU 

 
 

66 In the UK, banks can opt to insure for £35 000 or the euro equivalent. 
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states. This means it will be very difficult to adjust bank regulation to accommodate 

new financial innovations and other changes in the way banks operate. EU banks will 

have a competitive disadvantage compared to other countries (notably the USA), where 

supervisors require banks to adopt Basel 2 but do not put it on their statute books. 
● The Investment Services Directive: Passed in 1993, and implemented by the end of 

1995. It mirrors the second banking directive but applies to investment firms. Based on 

the principle of mutual recognition, if an investment services firm is approved by one 

home EU state, it may offer the same set of services in all other EU states, provided 

the regulations in the home state meet the minimum requirements for an investment 

firm set out in the directive. The firm must also comply with CAD-II/III. The objective 

of the ISD was to prevent regulatory differences giving a competitive edge to banks or 

securities firms. It applies to all firms providing professional investment services. The core 

investment products covered include transferable securities, unit trusts, money market 

instruments, financial futures contracts, forwards, swaps and options. The directive also 

ensures cross-border access to trading systems. A number of clauses do not apply if a firm 

holds a banking passport but also meets the definition of an investment firm. 

 
Three other directives are relevant to the operations of some EU banks. The UCITS 

(Undertakings for the Collective Investment of Transferable Securities) Directive (1985) 

took effect in most states in 1989, other states adopted it later. Unit trust schemes authorised 

in one member state may be marketed in other member states. Under UCITS, 90% of a 

fund must be invested in publicly traded firms and the fund cannot own more than 5% of 

the outstanding shares of a company. 

 
● Insurance Directives for Life and Non-Life Insurance: Passed since 1973. The Third 

Life Directive and Third Non-Life Directives were passed in 1992, and took effect in July 

1994. These directives create an EU passport for insurance firms, by July 1994. Provided 

a firm receives permission from the regulator of the home country, it can set up a branch 

anywhere in the EU, and consumers can purchase insurance anywhere in the EU. The 

latest Pension Funds Directive was approved by Parliament in late 2003. It outlines the 

common rules for investment by pension funds, and their regulation. Though silent on 

harmonisation of taxes, a recent ruling by the European Court of Justice states that the 

tax breaks for pension schemes should apply across EU borders. States have two years 

to adopt the new directive, and it is hoped that during this time, they will remove the 

tax obstacles which have, to date, prevented a pan-European pension fund scheme, and 

transferability of pensions across EU states. It is also expected that restrictions on the 

choice of an investment manager from any EU state will be lifted and it will be possible 

to invest funds anywhere in the Union. 
● Financial Conglomerate Directive (2002): This directive harmonises the way financial 

conglomerates are supervised across the EU. A financial conglomerate is defined as any 

group with ‘‘significant’’ involvement in two sectors: banking, investment and insurance. 

More specifically, in terms of its balance sheet, at least 40% of the group’s activities 

are financial; and the smaller of the two sectors contributes 10% or more to the group’s 

balance sheet and the group’s capital requirements. By this definition, there are 38 
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financial conglomerates in the EU (2002 figures), and most of them have banking as their 

main line of business. These financial conglomerates are important players, especially 

in banking, where they have 27% of the EU deposit market; their market share in 

the insurance market is 20%, in terms of premium income. Market share (in terms 

of deposits or premium income) varies widely among EU states.67 The directive bans 

the use of the same capital twice in different parts of the group. All EU states must 

ensure the entire conglomerate is supervised by a single authority. The risk exposure of a 

financial conglomerate is singled out for special attention – risk may not be concentrated 

in a single part of the group, and there must be a common method for measuring and 

managing risk, and the overall solvency of the group is to be computed. American 

financial conglomerates are supervised by numerous authorities, even though the Federal 

Reserve Bank is the lead supervisor. The US authorities have expressed concern at the 

plan for an EU coordinator, who will decide whether the US system of regulation is 

‘‘equivalent’’; if not, then the compliance costs for US financial conglomerates operating 

in the EU will increase, leaving them at a competitive disadvantage. A compromise is 

being sought. Analysts have speculated that the trade-off may be achieved by a relaxation 

of the Sarbanes – Oxley68 rules for EU firms operating in the United States. Europe, like 

Japan, Mexico and Canada, is seeking exemption from parts of the Act. 
● Market Abuse Directive (2002): This directive is part of the Lamfalussy reform of 

the EU securities markets (see below), and introduces a single set of rules on market 

manipulation and insider dealing, which together, make up market abuse. The directive 

emphasises investor protection with all market participants being treated equally, greater 

transparency, improved information flows, and closer coordination between national 

authorities. Each state assigns a single regulatory body which must adhere to a minimum 

set of common rules on insider trading and market manipulation. 

 
5.5.8. Achieving a Single Market in Financial Services 

A single financial market has been considered an important EU objective from the outset. 

A study on the effects on prices in the event of a single European financial market was 

undertaken by Paolo Cecchini (1988), on behalf of Price Waterhouse (1988). The study 

looked at prices before and after the achievement of a single market for a selection of 

products offered by banks, insurance firms and brokers.69  The banking products studied 

 
 

67 Source of data: EU-Mixed Technical Group (2002), p. 2. 
68 The Sarbanes –Oxley Act was passed by Congress in July 2002, in the wake of the Enron and Worldcom 

financial disasters. External auditors are no longer allowed to offer consulting services (e.g. investment advice, 

broker dealing, information systems, etc.) to their clients. Internal auditing committees are responsible for hiring 

external auditors and ensuring the integrity of both internal and external audits. There are strict new corporate 

governance rules which apply to all employees and directors. CEOs and CFOs are required to certify the health of 

all quarterly and annual reports filed with the Securities and Exchange Commission. Fines and prison sentences 

are used to enforce the Act. For example, a CEO convicted of certifying false financial reports faces fines in the 

range of $1 million to $5 million and/or prison terms of 10–20 years. The accounting profession is to be overseen 

by an independent board. 
69 The Cecchini/Price Waterhouse study covered key sectors of the EU economy, but the discussion here is 

confined to findings on the financial markets. 
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included the 1985 prices (on a given day) for consumer loans, credit cards, mortgages, 

letters of credit, travellers cheques/foreign exchange drafts, and consumer loans. Post-1992, it 

was assumed that the prices which would prevail would be an average of the four lowest 

prices from the eight countries included in the study. Based on these somewhat simplistic 

assumptions and calculations, the report concluded that there would be substantial welfare 

gains from the completion of a single financial market, in the order of about 1.5% of EU 

GDP. Germany and the UK would experience the largest gains, a somewhat puzzling finding 

given that the UK, and to a lesser extent Germany, had some of the most liberal financial 

markets at the time. 

Heinemann and Jopp (2002) also identified the gains from a single financial market. 

They argue that the greater integration of retail financial markets will encourage financial 

development, which stimulates growth in the EU and will help the euro gain status as a 

global currency. Using results from another study70 on the effect of financial integration on 

growth, Heinemann and Jopp (2002) argue growth in the EU could be increase by 0.5% per 

annum, or an annual growth of ¤43 billion based on EU GDP figures for the year 2000. 

As was noted earlier, the original objective was to achieve a single market by the 

beginning of 1993. The grim reality is that integration of EU financial markets, especially 

in the retail banking/finance sector, is a long way from completion, and any welfare gains 

are yet to be realised. The Financial Services Action Plan (2000) is an admission of this 

failure, and sets 2005 as the new date for integration of EU financial markets. 

 
Barriers in EU retail financial markets 

Heinemann and Jopp (2002) examined the retail financial markets and identified a number 

of what they term ‘‘natural’’ and ‘‘policy induced’’71 obstacles to free trade. Eppendorfer 

et al. (2002) use similar terms; ‘‘natural’’ barriers refer to those arising as a result of different 

cultures or consumer preferences, while different state tax policies or regulations are classified 

as ‘‘policy induced’’ barriers. 

Before proceeding with a review of the major barriers, it is worth identifying an ongoing 

problem which hinders the integration of EU markets. EU states have a poor record of 

implementation of EC directives. There are two problems – passing the relevant legislation 

AND enforcing new laws. The problem is long standing. Butt-Philips (1988) documented 

the dismal performance of EU states in the period 1982 – 86, especially for directives relating 

to competition policy or trade liberalisation. The Economist (1994) also reported a poor 

implementation rate, though the adoption of directives had improved. For example, in 

1996 one country was taken to the European Courts before it would agree to pass a national 

law to implement the Investment Services Directive. It has also been difficult to get some 

countries to adopt the 1993 CAD-II Directive. The European Commission website has 

 
 

70 De Gregorio (1999), who found a positive impact on growth as a result of greater financial market integration, 

using a sample of industrial and developing countries. 
71 One policy induced barrier, they claimed, was the failure of Denmark, Sweden and the UK to agree to adopt 

the euro in place of their national currencies. However, there are many examples of free trade agreements among 

countries with different currencies, such as the North American Free Trade Agreement (NAFTA), and the 

Mercosur (Brazil, Argentina and other countries). 
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a long list of actions being taken because some EU states have failed to adopt and/or 

implement a variety of directives. 

Heinemann and Jopp identify policy induced barriers, which, they argue, could be 

corrected by government changes in policies. They include the following. 

 
● Discriminatory tax treatment or subsidies which favour the domestic supplier. For 

example, tax relief on the capital repayment of mortgages was restricted to Belgian 

lenders, which gave them a clear cost advantage. This barrier has since been removed 

but the European Commission had cases against Greece, Italy and Portugal because of 

similar tax obstacles. In Germany, pension funds are eligible for subsidy but only if a 

long list of highly specific requirements are met, which means that any pan-European 

supplier of pension products faces an additional barrier in Germany. Either the firm 

will not qualify for the subsidy or compliance costs will be higher than their German 

competitors, unless the rules imposed by the home state are very similar. If every state 

has different requirements, compliance costs soar, discouraging the integration of an EU 

pensions market. 
● Eppendorfer et al. (2002) provide an example of where the principle of mutual recognition 

creates problems. Banco Santander Central Hispano, Nordea, HSBC and BNP Paribas all 

reported problems when they tried to extend their respective branch network across state 

frontiers because of the split in supervision: the home country is responsible for branches 

but the host deals with solvency issues. 
● Lack of information for customers on how to obtain redress in the event of a legal dispute 

or problem with a product supplied by an out of state firm. 
● Additional costs arising from national differences in supervision, consumer protection 

and accounting standards. For example, the e-commerce laws72 in the EU mean all firms 

are subject to country of origin rules: if an internet broker is planning to offer services in 

other EU states, then the broker must follow the internet laws of each state. It is illegal 

to use a website set up in France for French customers in Germany – a new website has 

to be created for German customers. Likewise, the EU directive on distance marketing 

of financial services allows each member state to impose separate national rules on how 

financial services can be marketed, advertised and distributed. The myriad of different 

rules makes it almost impossible to develop pan-EU products which can be sold in all 

states. Nonetheless, Nordea (see Chapter 2) used the internet to successfully capture 

market share in several Scandinavian countries, which shows the internet can bypass 

some entry barriers. 
● Conduct of business rules can be used as a way of preventing other EU firms from setting 

up business in a given EU state. For example, there may be a rule which does not make 

a contract legally binding unless written in the said state’s language(s). Though there is 

increasing convergence on the professional markets, this is not the case for retail markets. 
● The ‘‘general good’’ principle is used by EU states to protect consumers, and cultural 

differences influence consumer protection policy. However, these rules can deter com- 

petition from other EU states: the principle is interpreted in different ways across the 

 
 

72 The E-Commerce Directive was passed in June 2000, to be implemented by member states by June 2002. 
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EU states. The outcome is 15 to 2573 different sets of rules on, for example, the supply 

of mortgage products, which raises costs for any firm attempting to establish a pan-EU 

presence. There is a fine line between the use of the general good clause to protect 

consumers, as opposed to domestic suppliers. 
● There are 15 to 25 different legal systems, each with different contract and insolvency 

laws, and so on. For example, trying to sell loans across EU frontiers is extremely difficult 

because of different definitions of collateral across the member states.74
 

● It is acknowledged that it is much harder to raise venture capital in the EU than in the 

USA. The Risk Capital Action Plan was endorsed by the European Council in June 

1998, to be implemented by 2003. The point of the plan is to eliminate the barriers 

which inhibit the supply of and demand for risk capital. It will focus on resolving 

cultural differences (e.g. lack of an entrepreneurial culture), removing market barriers, 

and differences in tax treatment. However, the plan is ambitious and may prove too 

difficult to implement. 
● Reduced cross-border information flows can also create barriers. New entrants to state 

credit markets face a more serious problem with adverse selection than home suppliers 

because they have less information. In many  EU  states  central  banks  keep  public credit 

registers, but access to them is restricted  to  home  financial  institutions  that report 

domestic information to the central bank. The same is true for some private credit 

rating agencies. It  creates barriers for out of  state lenders  and  even if they do manage 

to enter the market, it increases the risk of them being caught out with dud loans. 
● Domestic suppliers, especially state owned, often have special privileges. Or, the costs 

of cross-border operations, such as money transfers, may involve costly identifica- 

tion/verification requirements. For example, on-line brokers (or any financial service) 

have to verify the identity of the client they are dealing with. This is done through local 

post offices, the relevant embassy, or a notary. Such cumbersome procedures discourage 

the use of foreign on-line broking/financial firms. 
● The existence of national payments systems for clearing euro payments is cumbersome 

and costly. In July 2003, a new EU regulation requires that the charges for processing 

cross-border euro payments be the same as for domestic payments up to ¤12 500, rising 

to ¤50 000 by 2005. The goal is to create a single European payments area. Banks have 

done well from extra charges for cross-border payments, and one estimate is that this 

regulation will cause lost revenues of around ¤1.2 billion. 
● Though the integration of EU stock exchanges continues apace through mergers and 

alliances, clearing and settlement procedures remain largely national. This means, for 

example, that on-line brokers must charge additional fees for purchasing or selling stocks 

listed on other EU exchanges (even if there is an alliance), or they do not offer the 

service. The demand side is also affected: customers are deterred from choosing a supplier 

in another EU state. The cost of cross-border share trading in Europe is 90% higher than 

in the USA, and it is estimated that a central counterparty clearing system for equities in 

 
 

73 The EU is set to expand to include up to 10 additional states from 2004. 
74 Source: Eppendorfer et al. (2002), p. 16. 
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Europe (ECCP) would reduce transactions costs by $950 million (¤1 billion) per year.75 

The cost savings would come primarily from an integrated or single back office. A central 

clearing house for European equities acts as an intermediary between buyers and sellers. 

Netting would also be possible, meaning banks could net their purchases against sales, 

reducing the number of transactions needing to be settled, and therefore the capital 

needed to be set aside for prudential purposes. Real time gross settlement would help to 

eliminate settlements risk. The plan is being backed by the European Securities Forum, a 

group of Europe’s largest banks. 
● There are more than 50 related regulatory bodies with responsibility for regulation of 

financial firms in the EU, and the number will continue to rise as new member states 

join. This makes it difficult for them to cooperate. This issue will remain while individual 

states have the right to decide how to regulate home state financial firms. Different 

reporting rules for companies and different rules on mergers and acquisitions are just 

two examples of how regulations can create additional barriers to integration. A new 

directive on takeovers (the 13th Company Law Directive) was supposed to be ratified by 

the EU Parliament in July 2001. The directive would have brought in standard EU-wide 

rules on how a firm can defend itself in the event of a hostile takeover bid. Hostile 

bids would have been easier to launch because it would require management wishing 

to contest a bid to obtain the support of their shareholders. German firms believed the 

directive did not give enough protection,76 and lobbied German MEPs to vote against 

it. The result was an even number of votes for and against with 22 abstentions, so it was 

not passed.77 Though unprecedented, it meant 12 years of work on a directive had been 

wasted. The failure to ratify this directive has encouraged banks to enter into strategic 

alliances or joint ventures rather than opting for a full merger. Recent examples include 

Banco Santander Central Hispano (BSCH) with Société Générale, Commerzbank, the 

Royal Bank of Scotland Group and San Paolo-IMI, and Dresdner Bank with BNP 

Paribas.78
 

 

Natural barriers identified by Heinemann and Joppe include the following. 

 
● Additional costs due to differences in language and culture. For example, the barriers to 

trade caused by the e-commerce directive were noted earlier. But there are natural barriers 

arising from the use of the internet as a delivery channel across European frontiers. Fixed 

costs are created by the need for a specific marketing strategy in each EU state because 

of differences in national preferences, languages and culture, together with the need to 

launch an advertising campaign to establish a brand name. IT systems must be adapted 

for local technical differences and sunk costs can discourage entry. Consumer access to 

some products may also be limited if certain EU states are ignored because their market 

is deemed to be too small. 
 

 

75 The Economist, 20/01/01, p. 90. 
76 Certain firms in Germany (e.g. Volkswagen) are protected in German law against a hostile takeover. With the 

directive defeated, the German government announced it would bring in new legislation on takeovers. 
77 For a directive to be passed into law, there must be a majority over those against plus any abstentions. 
78 Source: Eppendorfer et al. (2002), p. 16. 
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● Consumer confidence in national suppliers. For example, a real estate firm may refer 

clients to the local bank for mortgages. 
● The need to have a relationship between firm and customer, which makes location 

important. This point is especially applicable for many banking products. Relationship 

banking may be used to maximise information flows, which can in turn, for example, 

improve the quality of loan decisions. 

 
Heinemann and Jopp (2002) surveyed seven European banks and insurance firms to ascertain 

how important they considered these obstacles to be, using a scale from 1 (not relevant) to 

10 (highly relevant). In retail banking,79 the most important barriers were differences in tax 

regimes (6.8/10) and regulation (supervision, takeover laws, etc.) 5.8/10. Consumer loyalty 

and language barriers came next (5.2/10 and 5.1/10), followed by unattractive markets 

(4.8/10) and poor market infrastructure (3.2/10). 

An earlier survey by the Bank of England (1994) reached similar conclusions. About 25 

firms, mainly banks and building societies, were surveyed. Cultural and structural barriers 

were found to be the most difficult to overcome, including cross-shareholdings between banks 

and domestic firms, consumer preferences for domestic firms and products, governments 

choosing home country suppliers, and a poor understanding of mutual organisations, which 

made it difficult for British building societies to penetrate other EU markets. Others included 

fiscal barriers due to different tax systems, regulatory barriers due to different regulations 

(e.g. the pension or mortgage examples identified by Heinemann and Jopp), and legal and 

technical barriers. Note the perception that notable barriers exist has not changed, even 

though the two surveys (albeit small) were done nearly 10 years apart. 

 

The Lamfalussy report: February 2001 

Though this report dealt with EU securities markets, the ratification of its key recommen- 

dations by the EU Parliament in February 2002 may have important implications for the 

future integration of banking and other financial markets. 

The report made a number of recommendations, most of which were eventually endorsed 

by Parliament. The key  proposal was that rules for EU securities markets would  be 

formulated by expert committees. They consist of a Committee of European Securities 

Regulators (ESRC), to be made up of national financial regulators. Based on advice from 

the ESRC, a European Securities Committee (ESC) made up of senior national officials 

(chaired by the European Commission) will employ quasi-legislative powers to change rules 

and regulations related to the securities industry. Though these arrangements represent a 

radical change in the EU legislative process, they are considered essential for Europe to 

keep up with the rapid pace of change in the financial markets. It normally takes at least 

three years (an average of five) to have rule changes ratified by the EU Parliament, which 

undermines Europe’s competitive position in global securities markets.80
 

 
 

79 The retail banking results appear in table 9 of a background paper by Eppendorfer et al. (2002). 
80 The legislative system works in this way: the European Commission will propose a change. The European 

Council can approve it by a majority of 71%. Then Parliament must either accept, make amendments, or reject. 
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The Lamfalussy report recommended that the home country principle (of mutual 

recognition) apply to securities markets, with a single passport for recognised stock markets. 

International accounting standards should be adopted, with an EU-wide prospectus for 

Initial Public Offerings. 

Lamfalussy also called for the European Commission to act on the failure of certain 

states to either implement and/or enforce new EU directives. The Committee noted that 

the failure to integrate the retail financial services sector is preventing the development 

of a pan-EU retail investor base, which in turn undermines the development of a single 

securities market. 

In February 2002, the European Parliament voted to accept the Lamfalussy report, 

to ensure a fast track for securities market legislation, even though it undermined their 

power somewhat. The European Securities Committee can implement legally binding rules, 

subject to a ‘‘Sunset’’ clause. Each new regulation imposed by the ESC expires within four 

years unless approved by Parliament. Both Parliament and the Council of Ministers have 

the right to review any regulation they are dissatisfied with. 

Hertig and Lee (2003) are pessimistic about whether the success of the Lamfalussy reforms 

will work. State members of the ESC will attempt to act in the interests of their home state, 

and the Council of Ministers or Parliament can always intervene with regulatory decisions. 

Thus, they predict the ESC will be less powerful than its US equivalent, the Securities and 

Exchange Commission. For this reason, when the Lamfalussy model comes up for review in 

2004, it could be ruled unworkable and ineffective. 

These arrangements for the securities markets are important for banking because a similar 

model could be used to get new rules passed through quickly, to deal with many of the 

long-standing problems which have inhibited the emergence of a single financial market. 

However, as was noted earlier, the Commission’s plan to put the main text of Basel 2 (part 

of CAD-III) through the standard ratification process is a source of concern. Only the Basel 

2 annexes will be put on the fast track. Not only will this delay its adoption, it means 

excessively prescriptive components of Basel 2 will become part of EU law, and therefore, 

very difficult to change. 

 

Will a Single Market Ever be Achieved? 

As was noted earlier, the objective of the Financial Services Action Plan is to achieve a 

single financial market in Europe by 2005. However, it is open to question whether the 

plan will succeed. As has been documented, major barriers continue to exist. The question 

is the extent to which a single market can be achieved in view of the cultural, language and 

legal differences within the EU, especially now it has expanded to include up to 10 new 

countries. Application of the Lamfalussy approach to retail financial markets is considered 

one solution to achieving a more integrated retail financial market, but if Hertig and Lee 

are correct, it will not succeed. 

Instead, perhaps policy makers should concentrate on removing blatant policy induced 

entry barriers and accept that some markets will never be fully integrated, particularly in 

the retail banking and some other financial markets. The wholesale financial markets are 

already global in nature, and a key objective of the European regulators should be to ensure 
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that no legislation is passed which hinders the competitive advantage of Europe’s financial 

firms operating in wholesale markets. The earlier section on the USA showed that, like in 

Europe, the wholesale markets are highly integrated, but the retail markets are not. The US 

insurance sector is regulated by individual states, so insurers face similar problems – there 

are 51 different sets of rules. It is only very recently that nation-wide branch banking became 

a possibility. Thus, even though it is one country, parts of retail banking and finance are 

still highly fragmented. The EU is a collection of 25 independent nations. From 2004, it 

is 76% bigger than the USA in terms of population, and has a somewhat higher GDP. If a 

country with just one official language has not achieved a single market in certain sectors, 

how can the EU, with its many different languages, cultures and legal systems be expected 

to succeed? 

Evans (2000) is one of several experts calling for an increase in the harmonisation of rules 

across Europe in the banking, capital and securities markets. However, the whole point of 

the 1986 Single European Act was to introduce mutual recognition because the goal of 

harmonisation was inhibiting the achievement of internal markets. As the early history 

of the EU demonstrates, attempts at achieving harmonisation will be even less successful 

than efforts to bring about a single market through mutual recognition. However, the 

time has come to recognise that like any country, some markets will be easier to integrate 

than others. 

 

5.5.9. The European Central Bank 

The European Central Bank was formed as part of the move to a single currency within the 

European Union. The objective of the Maastricht Treaty (1991) was to achieve European 

Monetary Union (EMU), with a single European central bank and currency, the ‘‘euro’’. 

The UK and Denmark were allowed to ratify the Treaty but reserve their decision on 

monetary union. Denmark ratified the Treaty after a second referendum in 1992 and is part 

of the Exchange Rate Mechanism (ERM). The British Parliament approved Maastricht, 

but after 22 months in the ERM, left in September 1992. The UK has yet to join the euro; 

Denmark voted against it by referendum in 2000. Sweden joined the Union in 1995 but 

has neither entered the ERM, nor adopted the euro,81 though it is technically required 

to do so, as will the ten new countries who commence the process of joining the EU in 

2004, once they have met the economic criteria. These are a budget deficit/GDP ratio of 

3%, a debt/GDP ratio of 60%, inflation and interest rates which have converged to the EU 

average, and two years of participation in the ERM, with no parity changes. 

In January 1999, having  satisfied  these  economic  criteria,82  11  countries  entered into 

monetary union. They were: the Bene-Lux countries (Belgium, Luxembourg, the 

Netherlands), Germany, France, Italy, Spain, Portugal, Finland, Austria and  Ireland. Greece 

joined later in 2000. The European Central Bank (its precursor was the European Monetary 

Institute until 1999) became the central bank for all union members. In January 2001, dual 

pricing was adopted for all EMU currencies: all prices were to be quoted in 

 
 

81 Finland and Austria joined the EU at the same time, and have adopted the euro. 
82 Many commentators at the time argued there was some ‘‘fudging’’ of figures/interpretation of objectives to ensure 

the 11 states could join, and also when Greece was allowed to adopt the euro in 2000. 
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euros and the state currency. The euro was launched in January 2002, to operate alongside 

state currencies (e.g. the Deutsche mark, the French franc). A few months later, the state 

currencies were gradually withdrawn from circulation.83
 

The Maastricht Treaty included the statutes for the European Central Bank, the primary 

one being that the inflation rate within the monetary union was limited to a maximum 

of 2%. The inflation target is met through interest rates, which are set by a committee 

consisting of 18 members, 12 Governors from each EMU state central bank, the Governor of 

the ECB, and 5 ECB officials. The Committee decides on the euro interest rate about every 

six months, but no minutes are taken nor are votes publicised. This lack of transparency 

is in contrast to the Bank of England’s Monetary Policy Committee, where votes and the 

minutes of meetings are made public. The Bank of England is of the view that transparency 

improves the information analysts have when trying to predict what the Bank will do. Thus 

any subsequent decisions by the Bank are already discounted in asset prices by the time they 

are announced. It means the markets help the Bank achieve its monetary objectives, and it 

also reduces volatility in the financial markets. 

While the principal function of the ECB is to achieve price stability, articles in the 

Maastricht Treaty refer to the possibility of the ECB undertaking more formal tasks related 

to the prudential supervision of financial institutions (excluding insurance). However, the 

treaty requires these tasks to be specific, and there is no provision for federal supervision of 

the sort observed in the USA, with the SEC and Federal Reserve Bank. 

Nonetheless, these articles84  are sufficiently ambiguous to allow for the possibility that 

the ECB may one day undertake the joint functions of ensuring price and financial stability 

through some form of prudential regulation. There is an ongoing debate about whether the 

EMU should have a single regulator and if so, whether it would be part of or independent 

of the central bank. The pros and cons of a multi-function central bank were reviewed in 

Chapter 1 and will not be repeated here. 

Likewise, many of the arguments for and against a single European financial regulator, 

independent of central banks, are similar to those raised when the issue of a UK single 

regulator was discussed. However, there are additional points to be aired in the case of a 

proposed pan-European regulator. One important consideration is that two member states, 

the UK and Denmark, can opt out of joining Euroland, and Sweden, to date, has kept 

her own currency. The ten new prospective members are obliged to join the monetary 

union, but only after the conditions (outlined on p. 284) are met. There would need to be 

close coordination between the euro regulator and those outside Euroland. Also, a single 

regulator is at odds with the principle of mutual recognition, whereby passports are granted 

(subject to each state enforcing minimum standards) and a single market is eventually 

achieved through a competitive process. A pan-EU regulator (Euro-supervisor) would also 

require greater harmonisation of the EU states’ legal/judicial systems, if the body is going to 

be able to enforce any rules. 

 
 

 

83 At the launch of the euro in 2002, the $/euro exchange rate was ¤1 =$1.20, but over the year it fell by 30% to 

¤1 = 88 cents; for the UK, it was ¤1 = 72p but fell to ¤1 = 58p in 2000. Since December 2000, it has recovered 

somewhat, and reached a record high in the winter of 2003. 
84 Articles 105(5), 105(6). 
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Any pan-European regulator would also have to confront the significant cultural and 

language differences among the states it supervised. Successfully dealing with these would 

probably mean any regulator would have to have offices in all the states; otherwise, it 

would be distant from the firms and activities it regulates. An alternative is to use existing 

regulators, but employ procedures for sharing information, and agree on how to organise 

financial institutions operating in multiple states. For example, it might be necessary to 

appoint lead regulators, responsible for collecting the consolidated accounts, etc. 

Davis (1999) and others have identified several existing bodies which could be used 

to facilitate coordination and cooperation among EU supervisors, with the objective of 

ensuring financial stability throughout the Union. These groups are organised by function. 

Three organisations deal with issues related to bank regulation: 

 
● The Groupe de Contact, established in 1972 by bank supervisors from the European 

Economic Area to exchange information and focus on micro-prudential issues, such as 

problem banks. 
● The Banking Advisory Committee (1977), consisting of EU banking supervisors and 

finance ministers. The committee discusses EU directives, regulation and policy affecting 

EU banks. 
● The Banking Supervision Committee (ECB, 1998), consists of EU central bank governors 

and national banking supervisors. It is concerned with matters which affect financial 

stability across the EU. 

 
In the securities markets the Committee of European Securities Regulators (ESRC) and 

the European Securities Committee (ESB) were both established as recommended by the 

Lamfalussy report, and discussed earlier. For the insurance sector, there is an EU Insurance 

Committee which considers insurance regulation, and an EU Conference of Insurance 

Supervisory Authorities, set up to exchange information among supervisors. 

Should there be any systematic challenge to the EU’s banking financial infrastructure, 

there would need to be a good, timely flow of information between these bodies, the state 

supervisors and the ECB. Memoranda of understanding (similar to those developed in the 

UK between the FSA, the Bank of England and the Treasury) may also be important. 

However, in Euroland equivalent memoranda would be less likely to succeed (it has yet 

to be tested in the UK), because the two or three different institutions involved would be 

multiplied by up to 25 states in the EU – the makings of a logistical nightmare. With such 

an enormous bureaucracy, it is doubtful whether the relevant information could be passed 

on fast enough for the ECB to act appropriately, given the circumstances. Any uncertainty 

of this sort would exacerbate the growing financial instability, because the ECB would play 

a critical role – it is the only institution in Euroland which can inject liquidity into the 

system, and would be central to any LLR or lifeboat rescue in Europe. 

There is the added problem of undue pressure put on the ECB by one of the member 

states if any of its key banks was facing illiquidity/insolvency. The threatened failure of a 

few banks headquartered in the EU, such as HSBC or Deutsche Bank, would have global 

implications. However, the majority of banks will be of key importance to the home state 

(and its taxpayers), but relatively minor for the EU as a whole. These issues are complex and 
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have yet to be addressed by the EU authorities, apart from the proliferation of memoranda 

of understanding. 

Similar debates have arisen at the global level – calls for an international lender of 

last resort go in and out of fashion. However, it is widely accepted there needs to be 

international cooperation AND coordination of supervisors across countries and markets 

of the different financial services and institutions. For example, in April 1999 the G7 

Financial Stability Forum was formed, and brings together supervisors of banking markets 

(Basel Committee of Banking Supervision), capital markets (International Organisation 

of Securities Commission) and insurance markets (International Association of Insurance 

Supervisors). 

To conclude, the issue of an integrated approach to supervision and rescue of financial 

institutions in EU states is a long way off. Both the EU (and global) agencies must resolve the 

problem of national legal frameworks which still apply in a supposedly integrated European 

financial system. Also, there is the issue of whether a single EU regulator should be created, 

and if not, how to overcome information sharing problems among numerous bodies. The 

possibility of a pan-European systemic risk regulator has been raised as an alternative, but 

faces the same problems identified earlier when the issue of a British systemic risk regulator 

was discussed. Whatever the framework adopted, a good working relationship with the ECB is 

essential because only the ECB can supply liquidity in the event of a crisis in the eurozone. 

 

5.6. Conclusions: Structure and Regulation of Banks 

The last two chapters have reviewed regulation at the global level, in the European Union 

and in the three countries with key international financial centres, the UK, Japan and 

the United States. All three underwent substantial financial reform in the 1990s. These 

changes will affect the banking structure and financial systems in the respective countries. 

Until 1996, Japan had, de facto, a single regulator (the Ministry of Finance), overseeing 

a highly segmented and protected financial sector. A stock market collapse followed by 

serious problems with banks and other financial firms prompted major regulatory reforms, 

which have structural implications. ‘‘Big Bang’’ (1996) marked the beginning of the end 

for segmented markets. At the same time, a new rule driven single financial regulator was 

created, with an independent Bank of Japan assuming responsibility for monetary policy. 

In the UK, self-regulation by function was replaced with a single financial supervisor. 

While the Bank of England gained its independence over the conduct of monetary policy, 

it lost its established role as prudential regulator of UK banks. Unlike Japan, no single event 

prompted these quite radical changes, just a view that self-regulation was not working as 

well as it might, and a recognition that the changing nature of financial institutions required 

a new approach. It is too early to judge whether these changes will improve the regulatory 

regime. For example, the Memorandum of Understanding between the Bank of England, 

the Financial Services Authority and the Treasury in the event of a financial crisis has yet 

to be tested. The FSA must prove that the enormous power it wields is justified and show 

that it can control its costs while meeting four demanding statutory objectives. 

By contrast, the United States continues with a system of multiple regulation, but recent 

reform has created the opportunity for the development of a nation-wide universal (albeit 
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restricted) banking system. Though the legislation means the US banking market can never 

be as concentrated compared with some other nations, its unique structure, which has 

evolved over time, is likely to change and become more like that of other countries. 

The European Union faces multiple challenges in the new century. It has been aiming 

to achieve the free trade of goods and services since the Treaty of Rome in 1957. However, 

its record of progress towards this goal in financial services, especially the retail sector, 

is dismal. Given the continued obstacles, perhaps the real challenge is to accept that if 

preserving languages and cultural diversity is high on the agenda; not only will progress 

towards achieving a single market be slow, but the objectives themselves may have to be 

less ambitious. On the other hand, multilingual Scandinavia has achieved a high degree of 

integration, even in the absence of a single currency. 

Monetary union is now a reality in most of the EU, but as the American case illustrates, 

it is neither necessary nor sufficient for a high degree of integration, or a nation-wide 

system of banks. The maintenance of price stability will remain the central focus of the 

European Central Bank, but the Maastricht Treaty leaves room for it to play a limited role 

in regulation. There is increasing support for a single regulator (though it is unlikely to be 

the ECB given current trends), even though it could be at odds with the principle of mutual 

recognition, a central component of the 1986 Single European Act. 

However, as this book goes to press, the status quo is to depend on coordination among 

multiple regulators within the EU. This is an enormous challenge, especially as the union 

expands. It is doubtful whether good, timely information flows could continue with so many 

organisations involved, and thus, whether a financial crisis in the EU could be prevented 

or contained. 
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