The euro and the large banks’ behaviour
within the EMU - Entrepreneurial
strategies and monetary policy”

MANFRED BORCHERT

For years western European credit institutions have been preparing
for the European Monetary Union (EMU). The installation of the
euro will have a considerable influence on wholesale., consniting- and
investment-banking business;' however, it is retail-banking in particu-
lar that will gain a completely new quality through the common cur-
rency. In expanding its balance sheet, each bank of a member state of
the EMU can immediately supply a customer in another member
state with the currency he requests. Money that is used in Germany
might have been created in another member state of the EMU.

Many banks have already operated in an international environ-
ment. However, so far they have not been able to create currencies
that are used outside their national boundaries. This is why the regio-
nal limited catchment area of retail-banking is enormously widening.

To most bank customers this fact is certainly irrelevant; they
will still prefer the bank nearby. Yet in the future this bank will also
have to carefully observe innovations in banking affairs in a foreign
member state, and it will soon have to adopt these innovations in or-
der to be at a competitive advantage with local rivals as regards to
technological development, and disintermediation and securitization.?
In certain areas of retail-banking - i.e. large credits, mortgage loans,
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investment credits, etc. ~ international banking competition will in-
crease in the EMU. Only this aspect of banking competition will be

discussed here.

1. The largest West European banks

As late as 1987, there were — among the ten largest credit institutions
within the European Union (EU) ~ 5 French banks, 3 British credit
institutions (another British bank followed in the eleventh place), and
2 German banks,

From 1985 to 1995, because of external and internal corporate
growth in banking, this picture changed slightly. However, there
were remarkably many bank mergers with insurance and trust com-
panies, respectively.” With regard to external growth in the EU in the
financial field, including secondary financial mediators such as insur-
ance companies etc., it is striking that - as illustrated in Table 1 - al-
most only national mergers have resulted from this development.
There have been relatively few international mergers.

Since 1996 there have been further mergers, for example, the
Bayerische Hypo/Vereinsbank, and others are due. The rumour was
spread that the Deutsche Bank and Commerzbank as well as the
Bankgesellschaft Berlin (a fusion of Berliner Bank, Berlin Hypo and
Landesbank Berlin) and NordLB had plans to merge; but they evapo-
rated,

The company size of European banks and therefore their poten-
tial for supplying loans varies enormously. When looking at the top
group of the 200 largest banks within the EU in Figure 1, one notices
a segment of approximately 12 large credit institutions with a balance
sheet total of 250 to 500 billion ecu in 1996. The joint group having a

balance sheet total between 100 and 250 billion ecu might function as
a potential competitor of the former one. These groups will be pre-
destined to supply the Western European market with large loans de-
nominated in euro; however, they will not necessarily mediate them.

3 See Salomon Brothers Inc, {1990).
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The 27 largest banks in the EU (the largest European bank, the
Swiss UBS is not taken into consideration) are domiciled in Germany,
England and France as well as in the Netherlands, and finally also in

Spain and Italy to a minor degree.
FIGURE 2

1997 BALANCES OF THE LARGEST BANKS WITHIN THE EU
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Sonrce: own calculations according to investigations at European banks.

It is striking that several western European banks have names
reflecting national mergers in the (recent) past which will continue in
the future; e.g. in Spain Banco Santander and Banco Central Hispano-
americano plan to merge in 1999 into a European powerhouse; in
France the Société Générale and Paribas intend to merge. This group
of large European banks has already formed, but will be enlarged in
the future by mergers of hitherto medium-sized banks; e.g. in 1999
the German LB Baden-Wiirttemberg (a merger of Stuttgarter Landes-
girokasse LG, Siidwest LB and Karlsruher Landeskreditbank L-Bank)
will accede to this group with a balance sheet total of approximately

220 billion ecu.
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2, Inter- and intra-regional banking competition in the EU

2.1, Mergers and acquisitions
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The future cash flow of the joint company increases according
to the

) information hypothesis (the acquiring firm has received ex-
clusive information about the current undervaluation of the firm that

is to be acquired);
b) marker power hypotbesis (possibility of monopolization);

¢) synergy hypothesis (possibility of reducing costs after the
merger);
d) tax hypotbesis (sub-case of synergy hypothesis);

e) inefficient management bypotbesis (with respect to the firm
that is to be acquired).

Another main motive, which is, however, only incidentally
mentioned, is the institutional motive. It represents an offset to legal
bank supervisory restrictions on supplying large loans to individual
customers (in the United States: 10% of a bank’s equity capital) on the
basis of corporate growth. In addition, sometimes defensive mergers
might take place in order to avoid an acquisition by another bank,
though this becomes more and more complicated the more a com-
pany is growing.®

In 39 empirical studies on bank mergers in the US it has been
found that neither cost efficiency nor profitability had improved after
a merger;” instead, the degree of cooperation (in opposite to a hostile
takeover) plays a major role for the success of the common enterprise.
This sobering result holds also true for the special group of
megamergers, Traditional motives for mergers and acquisitions seem
to contradict reality.'” Surely, these American results need not be
identical with European ones; nevertheless, they might provide some
interesting insights into the European situation as well.

In a cluster analysis of banks in 16 selected markets and of their
portfolio composition in 1978, 1981 and 1984, a number of 6 strategic
groups were extracted whose composition had remained relatively sta-

8 ‘There seems to be a critical size which prevents hostile takeovers. See also

Revell {1987, p. 99).
?  See Rhoades {1994).
' For a detailed discussion see Berger and Humphrey (1992, p. 598) and Piloft

and Santomero {1998, p. 75).
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In a cluster analysis,” the key data (compound structure of a
bank’s balance sheet) - interpreted as shares in the balance-sheet total
of the large European banks in the EU = have been calculated with re-
spect to their similarity when giving loans to households and enter-
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later on in Figure 7). The O-axes represent average values for the fac-
tors resulting from the underlying sample.

TABLE 2
FACTOR MATRIX OF THE ITEMS OF THE BALANCE SHEETS OF
WEST EUROPEAN BANKS

Irems of balance sheets Factor | Factor 2

Customers accounts -0,21240 -0,31646
Deposits by banks 0,80032 0,01730
Capital -0,61613 0,22289
Debt securities in issue 0,79494 0,23696
Cash 0,08316 0,675%0
Loans and advances to banks 0,44928 -0,6815%9
Securities (assets) 0,28121 0,59146

These are sources of refinancing for banks when supplying non-
banks with credits. It is proposed to interpret: factor I as liabilities and
Jactor 2 as assets.

In Figure 4 one can notice the clusters derived in Figure 3; they
represent bank groups that deviate positively or negatively from an
orientation towards liabilities in comparison with the average of all
banks that have been examined (O-axis). Evidently, in the field of loan
supply, refinancing via liabilities have had a much greater influence
than refinancing measures via assets.

In addition to the clusters in Figure 3, Figure 4 illustrates differ-
ent orientations of West European banks, granting loans to non-
banks, towards sources of refinancing viz assets:

C1:  'The head organisations of the German mutual savings banks sys-
tem as well as the head organisation of the co-operative banks
system do not really differ from each other within their cluster
as regards their asset orientation. The other members of this
cluster, Société Générale, Banca di Roma and even more Cie.
Financiére de Paribas, however, are relatively asset-oriented.

C2:  'The orientation via liabilities of the members within the second
cluster corresponds to the average of all banks that have been
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examined, Their asset orientations differ, however, at least to
some extent.

FIGURE 4
ORIENTATION OF BANKS WITHIN THE EMU IN 1997
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C3:  The banks within the third cluster fall behind the average of ail
banks that have been examined as regards both their liabilities
and their asset orientation.

‘The above mentioned German mergers, which have already
been realised or which are expected to take place, are quite plausible
as intrastate mergers. However, the acquisitions of German banks
outside the EU (for example, in the United States) have reasons other
than those discussed so far.

2.3, Market shares of strategic bank groups

Within the banking system of the EU, there are three strategic groups
that differ in their legal form as well as in their corporate philosophy:
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— commercial banks: organised usually as stock corporanons,
but also unincorporated firms.

- savings banks: public credit institutions, regularly locally
characterised as ‘bank of the community’. Their market frontiers are
therefore limited, and their main source of refinancing are savings de-
posits.

~ cooperative banks: organised as a cooperative, that is, the cus-
tomers, in possessing participating certificates, are the owners of the
bank. Thus an idiosyncratic knowledge - this is at least the key idea
of a cooperative — is employed as a corporate decision-making help.
Cooperative banks are usually defined by a specific region and
branch.

Commercial banks, but to a lesser extent also the head organisa-
tions of the savings banks and of the cooperative banks, are predes-
tined for the interregional market within the EMU; savings banks and
cooperative banks themselves will remain locally active. These bank
groups play different roles in western European countries. Their
market shares within a country’s bank market differ very much, as
can be seen in Figure 5.

Cooperative banks play an important role on the national bank
markets in Germany, Finland, France, Italy, the Netherlands and
Austria, and a Jess important one also in Belgium, Ireland and Spain.
They have (almost) disappeared elsewhere.

Savings banks play an important role in the national bank mar-
kets, above all in Germany, France, Austria, Italy, Sweden and Spain,
and a less important one in Belgium, Greece, Denmark, the Nether-
lands, Finland and Portugal,

Each national bank group in Figure 6 share differently within
the corresponding European group because the groups vary in their
market potential. Thus, within this group, the French cooperative
banks have established the biggest foot held in the European market,
followed by Germany, Italy and the Netherlands.

Within the European sevings banks sector Germany holds a top
position with a market share of 40%, followed by Spain (13%), Italy,
Great Britain, France and Austria,

Within the group of European commercial banks, Great Britain
has the largest market share, followed by France, Italy, Germany, the
Netherlands and Belgium.

e e S et et et 1 — o e
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FIGURE 5

MARKET SHARES OF BANKS GROUPS WITHIN A SINGLE COUNTRY
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This group, including the head organisations of cooperative
banks and savings banks, will internationally reinforce banking com-
petition within the EMU, This, however, as mentioned above, will
only hold true for certain market segments, for example, for granting
large loans.

3. Refinancing policy measures of banks within the EMU

The influence of a common monetary policy on the banking struc-
ture is primarily given through the banks’ demand for monetary base.

3.1. Principal resources for refinancing

The banks’ dectsion to refinance is, above all, determined by four fac-
tors which affect the relation between the banks’ available reserves
and their offered credit volume:"”

— the credit supply of secondary financial intermediaries,

— their ability to adjust their asset-holdings to a restrictive
monetary policy (apart from reducing their credit volume},

— their ability to induce customers to switch from reserve-
carrying deposits to those which are not subjected to reserve require-
ments, and

-~ the existence of risk-based capital requirements (in Germany,
e.g. prior to 1999 the maximum amount of credit which could be ex-
tended to a single borrower was 12,5 times the bank’s equity; in the
United States no more than 10% of a bank’s capital can be offered to a
single customer).

In order to illustrate the alternative funds for refinancing and to
show the possible channels of monetary policies, a compound struc-
ture of a bank’s balance sheet is presented:

7 See Kashyap and Stein (1993, p. 14).

?é
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Balance sheet
cash C, deposits by banks DB
central bank C, | customeraccounts
loans to banks LB - demand deposits D
loans to customers CR ~ other deposits
securities S securities in issue }

For the sake of simplicity, it will be assumed that bank-to-bank
receivables and bank-to-bank liablities sum up to zero (LB = DB),
which is not given in reality. If one furthermore assumes C = C, +
C,, the following equation (1) results with

C+CR+S=D+R. (0

Cash-holdings of a bank consist of working balances, which are
used to conduct the daily transactions for customers. Working bal-
ances are assumed here to depend upon a linear relationship with an
experience coefficient ¢ linked demand deposits D, 1.e.

C,=c'D. (2a)

Claims at the central bank C, regularly consist of minimum re-
serve requirements and a liquidity reserve, which will be neglected
here for the sake of simplicity.

Intreducing the minimum reserve ratios 2 (the index 7 relates
to the different balance sheet positions), leads to

C2=mD'D+mR'R+m5'S (2b)

while all minimum reserve ratios can be assumed, of course, to be
zero. Finally, it follows from equations (2a) and (2b) that

C=C1+Cz=(c+mD)'D+mR'R+ms'S. (20)

Yet in equation (1) two additional conditions have to be consid-
ered:

a) a bank holds its volume of refinancing R in a certain rela-
tion to the creation of credits CR and therefore to the current ac-
counts D, Loans are normally taken by non-banks for the purpose of
immediate transactions (in form of C, or D);

b) securities S are held by banks as liquidity funds and can be
transferred into claims at the central bank on request (but only par-
tially). ‘This enables banks to expand their credit supply.
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The European countries can be split into two groups: those in
which banks refinance their credits primarily through the liability ac-
count of their balance-sheets (German-type), and those in which bank
credits are refinanced to a considerable extent by selling securities
{(Anglo-Saxon type) out of a bank’s portfolio.”

In the meantime some banks in Germany have begun to sell
parts of their credit-receivables to independent ABS-partnerships,
which in turn sell asset-backed securities to non-banks for the same
amount;” hence banks are enabled to expand their credit supply ac-
cording to the extent of disintermediation by using ABS-partnerships.
Yet, it should be noticed that borrowing problems outside the bank-
ing system are not meant to be discussed here.

With liabilityside vefinancing of banks (condition A) a shift of
part of the current account holdings AD; (idle - sediments of - de-
mand deposits which on the average will usually not be used, i.e,
which are not urgently required by money demand) into other depos-
its will lead, ceteris paribus, to a maximum margin of credit expansion

ACR

ACR - (mp + ¢ - my) AD . 6)
{mp + ¢}

That is, even if the minimum reserve ratios are identical, a shift-
ing of deposits would be worthwhile for a bank, since working balan-
ces only need to be kept for current accounts. Therefore, it is the cash
at banks which is now important for the efficacy of monetary policy.

With asset-side refinancing of banks (condition B) the banks could
sell eligible assets of AS to the central bank and receive the monetary
base AC,. Subsequently, the bank will use the monetary base in order
to create additional credits ACR in accordance with the current ac-
counts AD. In this case the maximum margin of credit expansion is
given with

ACR = ——1 s, @

(mp + ¢

¥ See Black (1996, p. 11).

¥ Deutsche Bundesbank (1997a, p. 57). Since a harmonized regulation for the
disposition and embodiment of credit payments within the EU cannot be expected in
the near future, the German Bundesaufsichtsamt fiir das Kreditwesen (BAK) has set
specific requirements to the sale of credit receivables to ABS-societies (ivi, p. 63).
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Securities ozher than those eligible for rediscount can be sold in
the market (balance sheet contraction). This enables the banks to ex-
pand their credit supply and current accounts to the same extent,
provided that mg = 0.

The European Central Bank will pay interest on minimum re-
serve requirements which might be equally high than the earnings on
securities held by the banks. Even in this case it is more profitable for
banks to rely on securities because of the interest payments due for
their liability items R.

In case of ms > 0, selling securities at the market will reduce
minimum reserve requirements on securities as well as on demand
deposits that had originally been used to buy the now sold securities.
In the following any creation of credits will freeze monetary base on
demand deposits only, so that the volume of newly created credits ex-
ceeds the securities just sold. Macroeconomically, the allocation of a
given monetary base is thereby optimised.

In this regard, in offering higher interest rates, banks might per-
suade their customers to shift their deposits to securities with fewer
{or no) reserve requireménts. Furthermore, banks might conduct se-
curity transactions on their own account. Both operations are ex-
tremely important for the efficiency of monetary politics and its
theoretical basis.

3.2, Refinancing measures by European banks

European banks differ from one another not only in their entrepre-
neurial strategies, but also in the ways they refinance their credits;
credits are refinanced both via assets (securities within the bank’s
portfolio} and via liabilities (deposits or debt securities in issue).

As indicators for sources of refinancing (granting loans and
thereby creating demand deposits) we draw here on consolidated bal-
ance sheets of all banks within the member countries of the EU.* A
factor analysis leads to the Varimax-rotated factor matrix in Table 3.

The monetary base of banks (cash as well as deposits at the cen-
tral banks) is required both for cash payments to customers and for
meeting minimum reserve requirements. The factor ‘securitization’

% See Borchert (1998).
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now includes components of liabilities, such as (debt) securities in is-
sue. Within this matrix, we interpret: factor 1 as securitization (mainly
assets) and factor 2 as deposits (lLiabilities).

TABLE 3
FACTOR MATRIX OF COMPONENTS FOR REFINANCING
No. Variable Factor 1 Factor 2
1. CDs, etc, 0,49514 -0,56247
2. j Deposits without further subdivision -0,13540 -0,61668
3. Capital ~0,10408 0,48212
4, Depasits by banks -0,83295 -0,06854
5. Deposits in foreign currencies ~0,37137 0,27010
6. Debt secunities in issue 0,26284 0,07994
7. Cash and balances at central banks 0,46080 0,45527
8. Loans and advances to banks -0,79490 0,37062
9. Long-term assets 0,40563 -0,16583
0. Savings accounts 0,35441 0,76553
11. | Time deposits -0,24029 0,64260
12, Securities 0,56373 -0,00889

Figure 7 presents the factor values for the sources of refinancing
of European banks.

German and French banks refinance their credits primarily via
deposits; on the other hand, British, Italian, Austrian and, above all,
Dutch banks refinance their credits rather via assets. For the sake of
simplicity, the other countries are neglected here. These diverse ways

of refinancing banks’ credits have to be taken into account by the

European Central Bank in designing monetary policy.
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FIGURE 7

EUROPEAN BANKS 1995/96
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4. New credit policy of banks within the EMU

4.1. Requirement of monetary base in West Europe

Not only are the banks’ modes of refinancing their credits significant
for the effectiveness of monetary policy, but also the requirement of a
monetary base (C = C, + C,) as well as the use of cash by non-banks
(Cy) play an important role in a monetary policy that does not dis-
criminate against anybody.

It is conspicuous that Germany needs approximately 35% of the
total monetary base (C* = C, + C, + C,) of the EU.? This is not
only due to the large German population. It is also reflected in mone-
tary base per capita” - as can be seen in Figure 8 - that is higher in
Germany than in any other member country of the EU, partly be-

2 Since the capital-share of Germany at the European Central Bank is much
lower than the volume of assets assigned by the Deutsche Bundesbank, Sinn and Feist
(1997, p. 9} calculated the loss of waived interest earnings in the EMU.

# Luxembourg’s requirement of monetary base is neglected here, because the
Belgian franc is accepted as legal tender in addition to the national currency.
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cause the role of the DM as a substitute for the national currency in
the former socialist countries in East Europe. Apart from Germany,
monetary base is extensively required in Austria, the Netherlands and

Spain,

FIGURE §

CENTRAL BANK MONEY PER CAPITA IN ECU QUTSIDE
THE BANKING-SECTOR 1N 1997

Cash per capita in ecu
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Member countries of the European Union

Soutrce: own caleulations according to data of the International Financial Statistics, July 1998.

The banks’ working balances for cash payments C; are deter-
mined by the volume of demand deposits D, like it was assumed in
equation (2a). Since some countries do not publish demand deposits
separately, it is supposed here that the requirement of monetary base
by non-banks C, is related to the banks’ cash holdings C, with an ex-
perience coefficient «, thus

Co=1a-Cy (Zd)

the rest of a country’s total monetary base C, serves as a reserve-fund
at the central bank. Figures of monetary base at the disposal of banks
C = C; + C, are not yet available in all member countries of the EU,
Nevertheless, one can assume that the monetary base (C, -+ C}) varies
within the member countries of the EU. Consequently, it will be as-
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sumed here that ¢; in equation (2a) is different in all member coun-
tries. :

4.2. New bank-policy in the EMU

Since January 1, 1999 within the member countries of the EMU uni-
form minimum reserve ratios 2, = my = 2% are effective. Theoreti-
cally possible is a structure of

mDZmREmSEO.

The cash-coefficient (of non-banks) as well as the cash-ratio of
banks ¢; will be different in all member countries, so that

G>¢>0  withi=j.

When refinancing their credits by liabilities, banks are able to
separate internationally their offer of additional loans according to
equation (3} from the sources of refinancing,

(mg + ¢; - mg)
(mp + ¢)

This means that in case of a restrictive central bank policy,
banks are able to create credits to the maximum extent if

ACR = ADs - (32)

~ in countries with higher cash-coefficients ¢; non-banks can
be stimulated to shift their deposits (idle demand deposits), and subse-
quently

— in countries with lower cash-coefficients ¢; additional loans

can be offered by using the exempted monetary base.

However, such an international allocation of excess bank liquid-
ity is limited by the volume of idle deposits (which on the average
remain despite individual movements) in countries with a higher cash-
coefficient. Nevertheless, it is profitable for banks to refinance their
credits in countries first with higher cash-coefficients. Furthermore,
with certain reservations, one has to admit that when granting large
loans, banks hardly have to take special precautions against their cash-
balances. This means that the cash-coefficient ¢ will be lower for these
large loans everywhere. But since these loans result in payments in all
countries, the effects from equation (3a) will apply.
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When banks refinance their credits viz assets at the central bank,
according to equation (4) now

ACR = — 43 (42)
(mp + ¢)
follows, which means that by selling securities to the central bank,
the banks might be in a position to offer additional loans, particularly
in those countries with low cash-coefficients ¢, This holds true even if
banks sell securities in the stock market.

Countries with higher cash-coefficients ¢; are, in particular, Ger-
many, Austria, the Netherlands and Spain. Countries with Jower cash-
coefficients c; are, among others, Belgium, France and Great Britain.

Cross-countries business policies are suitable for large banks and
their foreign branches, or for bank clubs like EBIC, ABECOR or

EUROPARTNERS.
Yet, merely locally operating banks have one peculiarity: accord-

ing to equation (3), a uniform cash-coefficient ¢; is applicable. In case
of a minimum reserve ratio 72, = 0

(3b) ACR = mp + G Ay result for refinancing via liabilities;
mp + ¢ S
on the other hand

(4b) ACR = AS for refinancing via assets at the stock

market

holds true. Banks will be indifferent regarding their sources of refi-
nancing as long as my, = my = mg = 0. If, however, mp > ms 2 0, in-
traregionally acting banks, as in the EMU, prefer refinancing their
credits via assets.

4.3. Some implications of different minimum reserve requirement regula-
" tions
If minimum reserve ratios for different positions of the balance sheet

are equal,

mp = my = r5 =0,
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a .(partly) international separation of refinancing from granting loans
will result, because the requirement of cash differs within the various
member countries of the EMU.

If minimum reserve ratios are graduated

mp > my = mg > 0,

banks will prefer to refinance their credits by falling back on their as-
sets rather than on their liabilities. This would not be the case, that is
banks will be indifferent in the sort of their refinancing, if m’inimun;
reserve ratios were graduated exactly by ’

mD>mR=mS=O.

- Tl}e graduation of minimum reserve ratios does not affect the
international separation of refinancing from supplying loans.

The mode of refinancing influences monetary policy with re-
spect to the quantity of money mainly in the case of loans supplied by
secondary financial intermediaries.”” As long as the cash requirement
differs in the member countries of the EU, it is difficult to allocate the
monetary base nationally ‘between banks. Besides, not all banks can
-rely on standing lending facilities similarly (depending on size and rat-
ing)* Open-market-policy transactions are conducted, on the one
%mnd, according to the tender method by standard tender (for all banks
in the same way), fast tender (with a limited number of participants)
and, on the other hand, through &ilateral deals with a still more re-
duced number of participating banks.?*

_ All this influences the predictability of a monetary target. The
main effect of a restrictive monetary policy consists in the signal that
bank liquidity as well as the quantity of money M1 will decrease in
the future.” The broad target money M3 - composed of liabilities of
banks - is less predictable, if banks refinance their disposal of loans
via assets. The banks’ lignidity - including components of their assets
~ is more easily comparable with the predictability of the volume of
credits.”

2 See Hesse and Braasch (1994, p. 165).

¥ See Hesse and Braasch (1995, p. 16),

2 See Deutsche Bundesbank (1997b, p. 8).

% See Christiano, Eichenbaum and Evans (1998, p. 17).

. 7 Scholing and Timmermann (1997) recommend a multivariate liquidity as an
orientation for monetary policy. This liquidity contains all significant liabilities of a
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However, each monetary interim target will be problematic, if
non-banks potentially demanding bank loans finance investments on
the capital market.

The share of investments ~ which was financed @) via bank loans
and ) on the capital market, respectively - in proportion to the GDP
differed considerably within the member countries of the EU during
the period from 1964 until 1992, as is shown in Figure 9. In this
graph ‘loans at banks’ are the total of the bank credits to the private
sector which, of course, exceed the investment credits. Financing on
the ‘capital market’ means market capitalisation which is defined as
market value of listed shares.” Dividing ‘loans at banks’ as well as fig-
ures for the ‘capital market’ by GDP enables a comparison of differ-
ent countries. Considering a time-period of 28 years makes it feasible
- with certain reservations - to conclude: the western European coun-
tries (including the US as a reference) differ in their conduct of refi-
nancing,.

FIGURE 9
FINANCIAL SOURCES FOR INVESTMENTS
IN THE MEMBER COUNTRIES OF THE EUROPEAN UNION
(as shares of GDP)
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Source: Black and Moersch (1998, p. 159).

balance sheet; an expansion of that target by certain assets (“sources of refinancing of
banks™} could also lead to even better empirical results.

% See Black and Moersch (1998, p. 159).

¥ This forms, of course, only part of the refinancing on the capital market; fi-
nancing by CPs are neglected here, and the actual time of market capitalization dif-
fers from the original date of financing the investments.
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. The development of the inflation rate could only serve appro-
priately as a monetary indicator if there were no shiftings in the
§hares of the components of refinancing, so that the circulation veloc-
ity of money M1 (i.e. C, + D) remained stable - not necessarily con-

stant. The_ influences of stocks are ignored here, necessarily rather
than permittedly.

5. Internationalisation of bank-credits

The practice of refinancing by European banks as well as the different
preferences of cash by European non-banks (and thus, simultane-
ously, the bar}ks’ cash requirements) will shape the allocation of
(large) lqans within the EMU in an utterly new way. Considering the
nationality of large banks within the EU (cf. Figure 2), the bfnks’
main sources of refinancing their credits (cf. Figure 7) and the differ-
ent requirements of monetary base (cf. Figure 8), one can work out

A5 @ consequence, an unequivocal positioning of West European bank.;
according to joint groups of countries (cf. Table 4).

TABLE 4
CASH REQUIREMENTS AND THE BANKS’ SOURCES OF REFINANCING
cash components for refinancing
G2E, > by assets by liabilities
€ Netherlands
Austria, Spain Germany

Car Italy Belgium, Denmark
¢ Great Britain France,
l Finland, Greece Portugal

. As discussed above, especially for lending large loans, the posi-
tion of Great Britain - followed by France — seems to be relatively
comfortable. The refinancing of these credits is especially favourable
in Germany and the Netherlands, independent of the nationality of
the banks domiciled there. A clue for that might be the frequency of
mergers and acquisitions (cf. Table 1.
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Firms of the broader financial sector concentrate especially -
- from Germany to France (3) and Great Britain (3),
— from France to Germany (4) and Great Britain (11),
_ from Great Britain to Germany (8) and France (6), and
— from the Netherlands to France (2) and Great Britain (2).

T'his is how West European banks are preparing for the compe-
tition regarding the supply of large loans within the EMU, a competi-
tion that will start with the installation of the euro. The competition
between European banks in other fields of business will only increase
if market transparency is strengthened.

Many firms within the financial sector — banks as well as insur-
ance companies — now want to gain prestige by belonging to the
group of global players; however, only few of them will act universally
and internationally. In Germany, branches of foreign banks domi-
nate special branches of bank businesses, such as investment-banking,
consulting-banking and asset-management inter alia?' This develop-
ment, however, does not influence the competition between Euro-
pean banks regarding retail-banking or (perhaps only indirectly) the
international supply of large loans in the course of the installation of
the euro.

Nevertheless, the international bank-business regarding large
loans will have to endure some vacuum because of the absence of
those countries who opted against the EMU.* The absence of Great
Britain is not so important with respect to refinancing measures by as-
sets, which could also be carried out by other European banks. The
role of Great Britain regarding the optimization of granting large cred-
its, however, might possibly be handled by banks in France, and even
by those in Ttaly and Belgium for the time being.

¥ See Gerke (1998, p. B3).

3 See Maleki (1998, p. B4).

22 As well as Denmark and Sweden, Great Britain opted against joining the
EMU from the outset. Greece did not meet the convergence criterta in spring 1998.
This might facilitate the effective implementation of a monetary policy that relies on
the quantity of money which is chosen by the European Central Bank as a monetary

target.
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6. Summary

This paper connects different business cultures of large banks in vari-
ous countries of the EMU with monetary policy issues of the Euro-
pean Cefltr.al Bank. Beginning with the list of the largest commercial
banl-«:s within the EU (part 1), the paper outlines their competitive po-
t?nttal as well as their strategic behaviour regarding possible collu-
sions, mergers and acquisitions. A cluster analysis exhibits some bank-
ing groups according to the liability-orientation of the largest EMU-
ban.ks, and a factor analysis gives some additional information about
their asset-orientation within these groups (part 2). Furthermore, the
sxgr'nﬁcance of the banks’ groups according to their legal form and
their corporate philosophy is pointed out (part 3).

The refma.ncing policy measures of banks within the EMU as
regards asset-orientation and/or liability-orientation play an impor-
tant role in determining the efficiency of monetary policy (part 4).
Tl.le different cash requirements within the various Eurbpean coun-
tries are especially likely to lead to totally new bank strategies regard-
ing the supply of large loans (part 5). In fact, an internationalisation of
large bank-credits will occur, calling for durable alliances between
largt? banks within the EMU (part 6). This development is based on
the installation of the euro and will - to some extent - make mone-
tary policy more difficult,
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