Centralization in International
Financial Intermediation:
Theory, Practice, and
Evidence for the European Community

1, Introduction

This paper analyzes the location of international financial
centers. The geographical dimension characterizes international
financial intermediation, Pringle (1974) regards this dimension as a
matket imperfection. Here, we aim at investigating one way in which
financial intermediaries try to overcome, at least to some extent, this
imperfection, We analyze what motives are important in establishing
an international financial center and what constitutes a patticular
place as a financial center.

The location of the main international financial centers in the
world has changed remarkably over time. From the thirteenth to the
fifteenth century, it was located in northern Italy, thereafter, the
central location in finance moved notth. First, southern Getmany,
then Flanders and, later on, Amsterdam, became financial centers.
Amsterdam kept this position throughout the seventeenth century. In
the cighteenth century London overtook Amsterdam as the main
financial center. Throughout the nineteenth century, London was the
most prominent international financial center, At the end of this
century, Paris and Berlin became international financial centers too,
though not as important as London. After World War I, the position
of London gradually weakened and New York’s position in intet-
‘national finance rose. The interwar years saw a significant reduction
in financial activity. After Wotld War IT, New York strengthened its
position as the world’s financial center. London seemed to become
only a second grade center, The emerging Furomarkets put London
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in the picture as a financial center once again in the 1960s. London’s
reemergence was so impressive that in the sixties and seventies it
became as important as New York in many respects, In the 1980s,
Tokyo joined in and today one generally qualifies the financial
geography as tripolar (see also Kindleberger, 1983 and 1984),

In explaining location patterns, nature generally is regarded as
an important determinant. Many great cities lie on major rivers at
fords or at crossroads of trading and transport routes. However,
factors other than natural resources are thought to explain the spatial
pattern of activities as well (see Losch 1944; Heinritz, 1979). Es-
pecially economic factors that relate to financial intermediation will
be investigated in this paper to analyze the centralization pattern in
international financial intermediation.

The fitst part of the paper deals with theoretical and conceptual
issues, the second part evaluates empirical evidence. In section 2, we
investigate the characteristics of an international financial center and the
economic functions petformed by such a center.. Here, the aim is to
develop a definition of the international financial center. In section 3, we
tty to argue why financial intermediaries might concentrate at specific
locations on the globe. Then, we provide empirical evidence on financial
centers. The focus in section 4 is on characteristics and determinants of
financial centers. In section 5, we try to answer which financial center
might suit Europe best. A brief conclusion is in section 6.

2. Defining the International Financial Center

In his seminal paper on the locational characteristics and the
determinants of financial centers Kindleberger (1974: 8) describes the
function of financial centers as follows:

“Pinancial centers are needed not only to balance through time the
savings and investments of individual entrepreneurs and to transfer financlal
capital from savers to investors, but also to effect payments and to transfer
savings between places. Banking and financial centers perform a medium-of-
exchange function and an interspatial store-of-value function. [...] the
specialized functons of international payments and foreign lending or bor-
rowing are typically best performed at one central place that is also the
specialized center for domestic interregional payments”,
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Thus, the matching of liquidity preferences, the enacting of
payments, and brokerage, characterize a financial center. As such, it
can be concluded that a financial center is a spatial reflection of
financial intermediation. However, there is no clear definition of the
international financial center. In this section, we firstly review some
typologies of financial centers. Secondly, we examine general charac-
teristics of these centers. Then, we aim at a definition of the inter-
national financial center.

Domestic or regional financial centers must be separated from
international financial centers. According to Johnson (1976), the center
is regional if it detives its role purely from its proximity to customers,
and from safety and ease of the operation of foreign banks’ branches, On
the other hand, the intetnational financial center serves as a magnet for
financial intermediaries whose financial, banking, and insurance activities
setve the world or a major part of it (ibid.). International financial
centers are classified in vatious distinct ways. Essayyad {1989) provides a
review of this literature. Reed (1981) classifies international financial
centers into three distinct groups: host, international, and supranational
centers. Host centers enhance their own financial infrastructures and
capabilities by atttacting relatively largge numbers of foreign financial
institutions from a large number of countries. International centers are
headquarters for large internationally active banks which influence
events that pertain to global portfolioc management. Supranational
centers, according to Reed (1981), are managers of large amounts of
foreign financial claims and liabilities; net suppliers of foreign direct
investment capital to the rest of the wotld; located close to a large
number of large industrial corporations; active users of global communi-
cation facilities; and management centets, Park (1982) describes four
types of financial centers: primary, booking, funding, and collecting
' centers. Primary centers serve worldwide clients and possess pre-
- dominant sources and uses of funds within their matket area. Booking
~centers act as the location for shell branches to book both outside
“sources and uses of funds. Funding centers channel offshore funds
“collected from outside their market region into their own market area
- through inward intermediation. Collection centers intermediate the
channeling of surplus funds collected inside their regions to outside
users, ' 7
. A frequently made distinction among international financial
centers is that between booking and functional centers (e.g. see
Johnson, 1976; McCarthy, 1979; Reed, 1980, 1981, 1983 and 1989;
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Park, 1982; Lewis and Davis, 1987; Essayyad, 1989; Khoury, 1989;
Park, 1989b; Tschoegl, 1989; Campayne, 1990). The booking center
is the legal home of record of transactions conducted elsewhere
(T'schoegl, 1989). The Bahama’s, the Cayman and Virgin Islands, the
Netherlands Antilles, Guernsey, and Jersey, are examples of this type
of financial center. Lewis and Davis (1987) point out that among this
center type another species can be distinguished, namely, onshote
offshore banking centers. These merely consist of a separate set of
books maintained within existing banking institutions operating in
the home economy (Lewis and Davis, 1987). Examples are the
International Banking Facilities in the U.S., the Japanese Offshore
Market in Tokyo, and the International Banking Centers in Montreal
and Vancouver, The functional center is a central marketplace for
financial setvices (Tschoegl, 1989). There are headquarters for large
international active financial institutions which involve global asset
and liability management, supply foreign direct investment capital to
the rest of the world, and advise firms and wealthy individuals all
over the wortld. Thus, all types of financial activities are undertaken
by financial institutions in a functional center. Cross-border and
Cross-Currency financial claims and liabilities as well as transactions
with foreign clients are involved. Important is that these activities are
concentrated at a specific location. The volume of financial activity at
the center is much greater than outside the center. Of course, there is
no rule-of-thumb as to how much, Most countries offer one financial
center, with the remarkable exception of Switzerland, Frequently
cited examples of functional centers are London, New York, Tokyo,
Frankfurt, Amsterdam, Paris, Zurich, and Luxembourg.

Many definitions have been provided for financial centers. They
vary in the characteristics used to qualify a location as a financial
center, Nadler ef af, (1955) attach importance to the stability and the
convertibility of the currency, smooth adjustment of balance of
payment disequilibria, financial expertise, and the presence of
multinational banks. McRae and Cairncross (1973) emphasize the
importance of regulation, especially taxes, and of the skills of the
local financial industty. Kindleberger (1974) stresses the impottance
of the number, the size, and the expertise of local banks in building
up a reputation for an international financial center. Johnson (1976)
and Dufey and Giddy (1978) focus on the presence and the activities
of non-residents. The latter point out that international financial
centers develop as extensions of domestic centers. McCatthy (1979),
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Dufey (1983), and Johns (1983) attach importance to the conscious and
deliberate efforts to attract foreign financial institutions and business.
Reed (1980, 1981, 1983 and 1989) emphasizes clearing activities, port-
folio management and communication. Giddy (1983) focuses on the
transferability of funds. Choi ez al. (1986) stress the regulatory and the
fiscal incentives by authorities, the presence of non-residents, and the
sheer size of financial markets and institutions in defining an inter-
national financial center. Pagano and Roell (1990) emphasize the crucial
role of financial market size as well as market sophistication and liquidity
as determinants of the relative position of financial centers. Transaction
costs, market liquidity, and simply tradition which permeates the
behavior of international investors, are regarded as relevant by Pagano
and Roell (1990). Swoboda (1990) argues that if a country is to become
an international financial center, its financial system must be embedded
in a national system that offers guarantees of stability, freedom of
transaction, and endowments in physical and human capital required to
sustain a competitive financial industry. O’'Brien (1992) emphasizes the
listing of foreign companies on stock exchanges.

Reed (1980) discusses over fotty characteristics which are ident-
ified in the literature and which are thought to be relevant in
considering the definition, the eminence, and the emergence of
international financial centers. Chang (1989) and Park (1989a)
provide an updated review of the literature, In all, there appears to be
no consensus on the exact definition of an international financial
center, The various definitions refer to a whole range of character-
istics that may be categotized into four distinct groups: economic
factors, political factors, financial sector specific factors, and a rest-
group. With respect to the economic factors, most attention is paid to
economic activities with a cross-border and/or a cross-cutrency el-
ement, such as the balance of payments, imports, exports, foreign
direct investment, etc. As to political factors, elements of tax policy
- and prudential supervision attract most attention. The most
- prominent elements of the financial sector specific characteristics are
- the size and quality of the financial firms and of the financial markets
- as well as the presence of foreign financial institutions. In the rest-
© group, most important seems the presence of multinational firms and
- the availability of industries that may provide their services to the
. financial industry, such as lawyers, airports, education, etc. To some
- extent these characteristics are interrelated and they can be mutually
- reinforcing, The establishment of foreign offices by financial interme-
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diaries, the international currency use, the amount of trade, financial
market volume, international financial transactions, and government
intervention are mostly seen as relevant characteristics that determine
the qualification of a specific location as an international financial
center and its relative position vis-¢-vis other locations.

Given the vatious taxonomies of financial centers and their
general characteristics we define the international financial center as a
locus where financial activities are performed that to a great extent
involve cross-currency and cross-border elements. The center effects
international payments and matches international liquidity
preferences. It is fully fledged with the newest financial
intermediation techniques, Foreign financial firms have a prominent
place in the center and in the financial markets. The center controls
most of the sources and uses of funds within its domestic market
area.

3, Internationalization and Centralization in Finance

Finance seems to be concentrated more than industty, residents
or commerce (see Kindleberger, 1983). This contrasts with the
concept of entry deterrence that is thought to exist in non-financial
firms’ location choice (Bonanno, 1987). Generally, financial inter-
mediaries try to be conveniently located to serve their customers
(Towey, 1974). Customers not only establish themselves throughout
the home country of the intermediary but spread all over the world.
This section investigates why it is rational for financial intermediaries
to concentrate at specific centers.

3.1 Internationalization

Two general motives are put forward with respect to the
internationalization of financial intermediaries (see Bryant, 1987,
Casson, 1990). First is to continue servicing already established client-
relationships when the client is going to operate abroad. Both finance
and commerce involve the overcoming of distance. Because of the
characteristics of many financial products, especially long-term re-
lationships and confidentiality, it is likely that the geographic
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pattern of finance is linked to commerce. A second general motive is
to make profits by operating in foreign financial markets, Here, the
link with commercial geography is less straightforward. The regu-
latory environment is much more important because it structures the
profitable opportunities of financial firms. Thus, the financial industry
may be more footloose with respect to the second general motive in
internationalization than with respect to the first. From empitical
examinations of financial intermediaries’ internationalization, it be-
comes clear that foreign direct investment and trade, characteristics of
the intermediary and the financial sector, and regulation are the most
important determinants of the internationalization of financial inter-
mediaries, especially banks (see, e.g., Goldberg ef 4l., 1989; Terrell e
al., 1989; Goldberg and Johnson, 1990; Dohner and Terrell, 1991;
Grosse and Goldberg, 1991),

The financial industry is characterized by product differentiation
and multi-product firms, The approach that is used most to analyze
financial institution’s internationalization is Dunning’s eclectic
« theory. This theory focuses on ownership, internalization and
- locational advantages. By vertical as well as by hotizontal integration,
_economies of scale and scope in consumption and production can
- become available to the producer. Foreign direct investment by

_fmancml firms is regarded as an adequate means to gain these econ-
‘omies (see Dunning, 1989; Casson, 1990; Neave, 1991). Especially
ownership and internalization advantages structure the vertical inte-
~gration of financial firms. The comparative locational advantages of
countries and cities remain external to the firm. Then, the concen-
tration of individual financial firms at specific foreign Iocations too
‘may be regarded as a means to reap the benefits of especially the
ocational advantages. However, the eclectic theory is hard to test,
mamly because the advantage types are difficult to operationalize.
Furthermore, the data needed to perform statistical testing seldom are
available. Therefore, we examine the internationalization and the
centralization of financial intermediaries at a more abstract level by
investigating the transformation functions of financial intermediaries
and especially by examining how the determinants of these functions
ate affected in international centralization,
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3.2 Centralization

The efficiency of the financial industries’ centralization is analogous
with the contribution to welfare of a single numeraire (Kindleberger,
1974). Each point in space deals not with each of the other points in
making and receiving payments (or loans, deposits, etc.) but with one
single center. With only one location, n — 1 conduits are needed to effect
payments. Without centralization [n (n — 1)1/2 conduits would be
needed.

Clustering or centralization develops when the high risks of an
activity can be reduced by continuous interchange of information
(Robbins and Tetlecky, 1960). Proximity, then, is a means to reduce
risks. As information gatheting and monitoring ate crucial elements in a
great part of financial intermediaries’ production, the comparatively high
degtee of centralization of the financial industry seems tational.
However, the idea does not seem to account for the widespread use of
information technology in the financial industry, New information tech-
nologies, especially in data communication, has resulted in diminishing
per unit information costs and increases in the amount and quality of
information available. Thus, new data commmunication technology is a
factor that stimulates decentralization. The decreasing costs of data
communication allow experts to be located at different places (O Brien,

1992), However, these new information technologies may result in the
location decision to be less confused with communication issues. Other
determinants of this decision, therefore, rise in relative importance.
Thus, additional arguments are necessary to explain the emergence and
existence of international financial centers.

The Christaller-Losch framewotk in regional economics holds
that, apart from natural-resource factors, other factors too play an
important patt in explaining the spatial patterns of activities. Es-
pecially economies of geographical concentration as well as transport
costs are put forward as determining location choices (see Heinritz,

1979). Krugman (1983) regards foreign direct investment as a re-
sponse to market failures, especially imperfect competition.
Multinationalization is a means to internalize costs (Krugman, 1983).

Helpman and Krugman (1985) illustrate that international trade may

lead to a concentration of the production of each increasing-returns

industry in a single country, When there are country- and industry-

specific economies if factor prices are equal or when markets ate

contestable, Helpman and Krugman (1985) argue that concentration
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will arise. In their view, concentration results in a larger scale of
production worldwide than individual countries would have in autatky
As a result, prices of the products of the industry may fall,

3.3 International Financial Centralization

' }'Icm'r can these general ideas be applied with respect to the
ﬁna'nclal industry? Financial intermediation involves the transformation
of financial claims and liabilities, intangibles and contingent assets, with
respect to place, scale, maturity, and risk (see Gertler, 1988; He,]lwig
1991'). 'Activity types that genetally are undertaken by finan,cial interj
me_dlarles are the matching of liguidity preferences of the public, port-
folio management, the operation of an accounting system, pute
brokerage, and the provision of intangible assets such as advice col-
lateral, guarantees, etc. (e.g. Dermine, 1990; Smith and Walter 1’990)
The regulatory environment, asymmetric information, and cost st;*uctures'
generally are the market imperfections held responsible for the
emergence of financial intermediation (sce Gertler, 1988; Hellwi

- 1991). Mankiw {1986) and Stiglitz (1991), for example ;how hoigx;
regulation affects the process of financial intermediation’and how it
structures the financial system. Delegated monitoring may result in the
_emergence of financial intermediaries (Boyd and Prescott, 1986;
- Williamson, 1987; Hellwig, 1991). Fama (1985), Shaffer (198’5) anci
- Hannan (1991) discuss the relationship between the cost structuré: and
*t.he ogljeration of specialized financial institutions. The international
_ﬁnancza_ll center matches liquidity preferences from all over the wortld
:-__elffects 1nte'rnational payments, and acts as a middleman for internationai
firms, fqrelgn sovercigns, and wealthy individuals both residential and
--r}on-reSIdential. In general, the determining factors of financial
.mtern?ediation are cost, information, and regulation structures. Here, the
ocus is on how these determining factors are related to centralizatio,n in
nternational finance.

F.irst is the cost structure. This refers to the cost per unit of
..ﬁnancizq activity, Because of indivisibilities and inconvexities in the
.1:‘0duct10n functions of financial products, economies of scale are
tesent in financial intermediation. Economies of scope may be
.'v'all?ble too within the financial industry, which essentially is a
multi-product industry. The centralization of financial intermediaries
can be regarded as a specific reaction with respect to the market and
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the regulatory environment. By sticking together, the suppliers of
financial services offer their (potential) clients a wide range of
products. The simultaneous offering of financial products by a huge
number of financial institutions reduces the clients information,
search, monitoring, and transaction costs. The realization of scope
economies with respect to the consumption of financial services is
made possible by centralization too. Furthermore, scope and scale
economies can be gained with respect to the production of financial
services as well. Within a specific location, financial intermediaries
may gain from shating a communicative infrastructure, education
facilities, transport facilities, and services industries that otherwise
would not emerge because the servicing of an individual firm might
be too costly. Rauch (1991) argues that the average level of hun'lan
capital must be seen as a local public good. Human capital
externalities can be gained by locating in cities with higher average
levels of human capital, be it expected or actual. Thus, centralization
of the financial industry may result in reduced costs for the financial
firm and industry as well as in an increased (perceived) product
quality.

Second is asymmetric information, This refers to the quality and
the amount of information available at the financial intermediary with
respect to debtors, creditors, other financial intermediaries, and risk
in intermediation. Financial intermediation is regarded as a result of
delegated monitoring by non-financial entities. The surge in com-
munications technology has decreased the costs per unit of infor-
mation, both within the financial firm and between the intermediary
and the client (Revell, 1986; Bourke, 1989). Together with increasing
deregulation of the financial industry and harmonization of pru-
dential supervision, this has resulted in increased competition among
financial intermediaries. As a result, price has decreasingly become a
factor to discriminate among suppliers of financial services and,
therefore, other elements have increased in importance, especially
non-tangible factors. In the ‘computer-age’, personal advice has
become a very distinctive and televant element in many financial
products. Many financial services require negotiation and intensive
communication, which calls for the physical proximity between the
intermediary and the customer in order to reduce transportation costs
and to enhance confidentiality (Khoury, 1989; Park, 1989b; Tschoegl,
1989). The concentration in international financial centers can be

regarded as a means to lower information and monitoring costs and as -
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a means to disperse the available information to reduce informational
asymmetries. This is relevant with respect to the relationship between
the intermediary and its client as well as the intetrelations among the
(competing) financial intermediaries themselves, Furthermore, client
relationships can be maintained more conveniently and, thus, the
quality of the intermediary’s services is improved. By concentrating,
financial institutions in part overcome the informational asymmetries
inherent to financial intermediation.

Third is regulation. This refers to the chartering and controlling
of financial intermediaries by some monetary and financial authority.
Regulations of these authotities very much structure the activities of
the financial intermediaries, e.g., tax policy, fiscal policy, prudential
supervision, monetary policy, all affect the intermediating role of the
financial firm to a great extent. Here too, two contradictory forces are
at work. First, the financial firm and the financial industry may
benefit from the reputation and the credibility of the regulatory
authorities to whose regime it is subject. Strict and adequate super-
vision of the financial system within a specific jurisdiction may result
in Jower funding costs of the financial firms operating in this system.
If the financial firm proves to behave well according to the rules of a
 respected regulator, it gains a teputation and thereby credibility as
-well wis-a-vis intermediaries operating under less strict rules. This
~reputation effect is extremely relevant in the ongoing relationship
“with (potential) clients. In contrast, lack of tules or very simple rules
- being in force, as well as low taxes and negligible requirements to
establish an office abroad, are less costly and therefore more prof-
itable to the financial firms relative to places where regulation is more
- strict. Especially with respect to booking centers, this is an important
motive for financial intermediaries to enact operations within such a
center, The intermediary must weigh the reputational benefits of the
tictly regulated countries with higher costs there because of more
tringent liquidity and solvency requirements against the benefits of a
uch less regulated environment with a lower or even negative
putation. As the financial firm essentially is a multi-product firm, it
need not necessarily face the location question as a dichotomy:
tablish an office in an environment with strict regulation or in one

h more lax rules? It can establish representative offices, agencies,
anches, etc, within a certain environment according to the relative
importance of the reputation and cost dimensions in the operations
at can be enacted through that establishment,
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3.4 Conclusion

Thus, the three main determinants of financial intermediation affect
the location decision of intermediaries. Though their specific configur-
ation is extremely relevant, it must be doubted if it is sufficient because
the real financial world does not fit the ideal locational pattern promised
by the Christallet-Lésch framework (Howells, 1988). For example, even
the financial centralization within countries has not always occutred, as is
evidenced by the case of Switzerland. Kindleberger (1974 and 1983)
lucidly illustrates that economic factors ate not the single determinants of
the location of international financial centers. Deliberate politics of
authotities who champion a specific location, and a history and tradition
in intetnational financial servicing seem to be relevant too in the
existence of major financial centers. e

The financial center is a locus whete financial activities are
concentrated. Both the determinants of financial intermediation and
the locational characteristics determine where this center is estab-
lished. Especially costs are important, The concentration of financial
intermediaries is & means to reduce per unit costs of financial services
production, It can increase profitability by exploiting economies of
scale and scope in consumption, Additionally, it is a means to
overcome, at least to some extent, informational asymmetries in
financial intermediation by face-to-face contacts of the intermediary
and its clients which may enhance confidentiality in their on-going
relationship. Regulation specifically affects intermediaries” locational
behavior. Especially, tax policy, prudential supervision, and capital
controls determine whether or not a location might prove attractive
to financial intermediaries to establish an affiliate.

Of course, there are diseconomies too in centralization. Infor-
mation costs with clients which are not established in the center, time
zone differences and crowding are common problems of international
financial centers. The first of these diseconomies to some extent is

overcome by the reduction in information cost per unit due to .

increased technology use, especially data communication services (e.g.
O’Brien, 1992). Differences in time zones are overcome by
establishing affiliates of the financial firms in strategic locations in
different time zones in such a way that 24-hour trading is possible (see
Thrift and Leyshon, 1988). In contrast, crowding and congestion are
problems that become greater and greater and that cannot adequately
be dealt with at present (Newman and Kenworthy, 1989).
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4, The Structure of International Financial Centralization

It is clear that New York, London, and Tokyo are generally
regarded as the world’s major financial centers (see Hamilton, 1986;
Shigehara, 1991; O’Brien, 1992). But it is much less clear to what
extent these cities are true financial centers and whether or not they
are predominant with respect to all types of {international) financial
intermediation. For example, New York and Tokyo are located in
economic superpowets while London is mote like a turning plate of
international capital flows. In this section, we focus on the main
characteristics of international centers which have been identified in
section 2, that is, the establishment of foreign financial firms, the use
of curtencies, international trade, financial markets, international
finance, international payments, and regulation. To evaluate the
position of the respective financial centers, we examine basic facts and
figures on these characteristics, Furthermore, we investigate a charac-
teristic which can be seen as a porfmanteau vatriable: country
creditworthiness. The focus is on recent developments, especially in
the G-10 countries. There are some peculiarities about the data
discussed in this section. Firstly, it should be noted that the data ate
not presented with respect to the same reference years or the same
reference periods. Secondly, despite the fact that we aim at presenting
information based on primary sources the data sources to some extent
do differ. Furthermore, in some instances, we use secondary sources.
Thirdly, the banking data do not include the positions of non-US
banks located in offshore centers nor is the same subset of countries
used in all the material presented. Fourthly, trustee funds held with
banks in Switzerland cannot be allocated according to the nationality
of the banks administering the accounts. Fifthly, the data do not
provide a full picture of the international financial activities of banks
and other financial institutions since they do not include local-
currency business of foreign-owned affiliates with residents of their
host countries and since adequate statistics on the behaviour of
non-bank financial institutions lack. Sixthly, especially banks active in
international markets have, to different degrees, shifted part of their
operations off balance. Differences in financial institutions’ actual
intermediary role in the international markets are not captured fully
by data that cover only on-balance-sheet financial activity. Moreover,
the increasing use of over-the-counter markets hampers the drawing
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of our picture. As an overall result, the conclusions we detive from
the analysis must be tentative.

4.1 The Establishment of Foreign Financial Firms

Table 1 presents the establishment of foreign banks in OECD-
countries. It turns out that the UK, the US, and Germany host most
foreign banks at the end of 1960, 1970 and 1986. Apart from
Luxembourg, the Nethetlands, and Switzerland, the steepest increase
in the number of foreign banks hosted was in the years 1970-1986.
Table 2 provides a mote detailed view of the establishment of foreign
banks in the major financial centers in the 1980s. During the 1980s,
the number of foreign offices of Japanese banks almost doubled, that
of EC banks has increased by one-fifth, and that of US banks has
decreased by one-fifth. The number of tepresentative offices has been
reduced and that of branches and subsidiaries, from where much
more financial services can be undertaken, has increased. Most offices
are in London but in the 1980s the number of foreign offices has
grown most in New York,

TaBLE 1

INTERNATIONAL BANKING NETWORKS, 1960 AND 1986

Toreign banking presence in OECD-countties
Host country end 1960 end 1970 end 1986

Australia 3 3 18
Belgium 14! 26 574
Canada 0 0 574
France 33 38 152
Germany 24 77 2834
Ttaly 1 4 36
Japan 34 38 115
Luxembourg 3 23 110
Netheslands 1 23 42
Sweden 0 0 12
Switzerland 8 97 125
UK ' 512 95 2932
us - 79 243

U= 1958; 2 = 1962; ? = 1975; * = end June 1985; ¥ = 1988,
Sowurce: BROKER, 1989, p. 147.
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TaBLE 2

NUMBER OF BRANCHES, SUBSIDIARIES, AND REPRESENTATIVE

OFFICES OF FOREIGN BANKS TN MAJOR FINANCIAL CENTERS

1980 1989
Japanese banks 51 99
Branches in New York 22 37
Branches in London 22 23
Subsidiaries in New York 0
Subsidiaries in London 1
Repr. offices in New York 4 12
Repr. offices in London 2 18
U.S. banks 112 89
Branches in Tokyo 22 21
Branches in London 41 32
Subsidiaries in Tokyo 0 6
Subsidiaries in London 14 13
Repr. offices in Tokyo 14 10
Repr. offices in London 21 7
EC banks 238 286
Branches in New York 43 6%
Branches in London! 39 70
Branches in Tokyo 21 28
Subsidiaries in New York 5 10
Subsidiaries in London! 8 5
Subsidiaries in Tokyo 0 1
Repr. offices in New York 49 33
Repr. offices in London® 35 29
Repr. offices in Tokyo 38 41
Total branches 210 280
Total subsidiaries 28 44
Total tept. offices 163 150
Offices in New York 123 162
Offices in London 183 205
Offices in Tokyo 95 107
Total affiliates 401 474

! excludes UK banks.
Source: SHIGEHARS, 1991, p. 96.
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4.2 International Currency Use

Table 3 gives the currency composition of official holdings of
foreign exchange. The US dollar is held mostly as a resetve currency
by the authorities during the 1980s. However, the reserve role of the
dollar steadily declines. The Deutsche Mark and, to a lesser extent,
the Japanese yen saw an increase in their importance as a reserve
cutrency. The position of the European Currency Unit (ECU)
desetves some special attention. The value of ECU reserves of mon-
etary authorities of EMS-countries is linked to the value of their gold
and dollar reserves. Once every three months these values are
recalculated and the amount of ECU reserves is adjusted.
Predominantly as a result of the declining value and use of the US
dollar, the position of the Fcu as a reserve curtency too has decreased
in the 1980s. Table 4 presents basic figures on the currency compo-
sition in foreign exchange markets in the major financial centers in
April 1989, As regards local curtency business, more than half of the
transactions involves the: US dollar. The Deutsche Mark accounts for
one-fifth and the Japanese yen fot some 15 per cent of the total gross
daily average of $ 932 billion. In these markets, the US dollar gives
some way to the mark and the yen, This is the case with respect to
thitd countrics business as well, Table 5 presents evidence on the
currency breakdown of G-10 banks’ cross-border claims. In domestic

TABLE 3

CURRENCY COMPQSITION QF OFFICIAL HOLDINGS OF FOREIGN EXCHANGE

(in percentage}
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TaBLE 4

CURRENCY COMPOSITION OF FOREIGN EXCHANGE
MARKET ACTIVITY IN MARCH 1986 AND APRIL 198%:
NET AVERAGE DAILY TURNOVER IN UK, US, JAPAN AND CANADA

March 1986 April 1989
$ bn % $ bn %

Local currency business

US$ / local 725 6l 134.1 57
DM / local 20,7 18 47.0 20
Yen / local 3.9 12 34.1 15
£ / local 11.0 9 18.0 8
Total 118.1 100 233.2 100
Major third countries business

$ /DM 30.1 34 54.9 26
$ / Yen 13.0 15 30.0 14
$/4 2,0 2 5.6 3
Other 42.8 49 122.2 57
Total 87.9 100 21237 100

Soyrce: BIS, 19904, p. 18.
T4BLE 5

CURRENCY BREAKDOWN OF REPORTING BANKS' CROSS-BORDER

ASSETS VIS-A-VIS ALL SECTORS

(in percentage)

end December 1987

end September 1991

1981 1985 1990
US dollar 38 53 45
British pound 2 3 3
Deutsche Mark 11 13 17
French franc 1 1 2
Swiss franc 1
Dutch guilder 1 1
Japanese yen 8
ECU 13 i1 8
Total official koldings in SDR bn 293 348 394

Scurce: IMF, Aunnal Repore, 1987, p. 61; Annpal Report, 1991, p. 81

Cuttency domestic foreign domestic foreign
currency cutrency cutrency cutrency
US dollar 39.5 58.4 34.1 52,3
Belgian franc 1.1 0.6 13 0.6
Deutsche Mark 127 13.9 13.6 13.2
French franc 4.0 1.2 4.5 29
Dutch guilder 2.0 0.8 2.5 1.0
Italian lira 0.4 0.3 0.5 2.5
British pound 6.2 2.2 5.6 39
Swiss franc 6.9 6.6 6.8 4.2
Japanese yen 24.8 7.0 28.8 6.4
ECU - 3.7 - 53
Other 2.3 3.1 2.4 7.8
Total US$ bn 1163 2115 1466 3052

Source: BIS, 1992, p. 14,
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cutrency, the dollar and the yen are relatively most important at the
end of the third quarter of 1991. In foreign currency, more than half
of the claims is in US dollars. Here, the role of the yen is relatively
unimportant. The Deutsche Mark holds a share of some thirteen per
cent, both in domestic and in foreign curency. Table 6 is derived from
Tavlas (1991). It presents the currency denomination of world ex-
ports in 1980 and 1987, Tavlas (1991) shows that the position of the
US dollar as a measure of account shrank in this petiod: the share of
world exports denominated in US dollars fell by 10 percentage points
over the period. The tise of the shares denominated in marks and
yens did not completely counteract this decline. It seems likely that
the use of domestic currencies as the invoicing cutrency increased.
From Tables 3-6, it can be concluded that the US dollar is used most
as the international cutrency in industrialized countries. However,
this position gradually declines to the benefit of the Deutsche Mark
and, to a somewhat lesser extent, the Japanese yen.

TaBLE 6

CURRENCY DENOMINATIONS OF WORLD EXPORTS
AS A PERCENTAGE OF WORLD EXPORTS

1980 1987
US dollar 345 24.8
Deutsche Mark 10.2 12.4
British pound 55 3.0
French franc 4.1 3.0
Japanese yen 2.0 35
Italian lira 1.7 2,6
Total 58.0 333

Source: TavLas, 1991, p. 26,

4.3 International Trade

Table 7 gives an ovetview of the relative position of the G-10
countries in world exports. In the eighties, the industrialized
countries increased their share in total world exports. Especially the
OPEC-countties saw a reduction in their share in world exports as a
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TABLE 7
PARTICIPATEON OF G-10 COUNTRIES IN WORLD EXPORTS
AND IN INDUSTRIALIZED COUNTRIES’ EXPORTS
(in percentage)
Wotld expotts Industialized countries’ exports

1980 1950 1980 1990
Germany 10.1 12.4 15.4 16.7
Us i1.8 11.9 18.0 16.0
Japan 6.8 8.7 10.4 11.7
France 7.1 6.5 9.3 8.8
UK 5.8 5.6 8.8 7.5
Tialy 4.1 5.1 6.2 6.9
Netherlands 3.9 4.0 59 5.4
Canada 35 4,0 5.4 5.4
Belglum-Luxembourg 34 3.6 5.2 4.8
Switzerland 1.6 1.9 2.4 2.6
Sweden L6 1.7 2.5 2.3
Industrialized countties 63.6 74.3 100.0 100.0

Value exports & imports
in US $ billion 1911 3310 1254 2438

Sonrce: IMF, International Financial Statistics.

result of declining oil prices. As a result, the G-10 countries experienced
an increase in their relative share of world exports, with the exception of
France and the UK. However, the share of the G-10 countries in the
exports of the industrialized countries shows a different pattern. Here,
only Japan, ltaly, Germany and Switzerland can report an increase: a
relative increase of 12.5, 11.3, 8.4 and 8.3% respectively. US and UK
exports as a percentage of industrialized countries’ exports show a
substantial decline: 11.1 and 14.8% respectively.

4.4 Financial Markets

We investigate stock markets, bond markets, and foreign
exchange markets. Table 8 provides basic figutes on the world’s major
stock and bond markets. The turnover on the US and Japanese stock
exchange is enormous in compatison with that in other locations. It is
more than twice the turnover of London or Frankfurt. These financial
centers’ stock market turnover in turn is more than threefold that of
other European centers. Turnover in bonds is highest in London. At a
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) Tasie 8
TURNOVER AND MARKET CAPITALIZATION IN BOND
AND STOCK MARKET?‘ IN 1990
Turnover | Market value
$ bn Stocks Bonds Stocks Bonds
Amsterdam 44 56 . 149 166
Barcelona b} 1 100 60
Bazel 35 - 141 -
Brussels 10 7 63 130
. Copenhagen 12 341 39 211
Frankfurt 354 604 355 -
Geneva - - 160 162
Hong Kong 35 0 83 1
Johannesburg 9 93 137 42
London 588 1019 858 | 576
Luxembourg 0 1 10 1005
Madrid 38 4 111 36
Milan 45 34 149 -
New Yotk 1325 11 2692 1610
Osaka 266 74 2389 954
Paris 127 588 304 506
Seoul 75 5 110 -
Singapote 21 1 34 99
Stockholm 16 181 92 -
Sydney 40 11 107 46
Tatwan 788 0 99 -
Tokyo 1404 394 2822 979
Toronto 55 67 - 242 2
Vienna 59 41 28 76
Zutich 400 - 163 159

Sonrcer PADERATION INTERNATIONALE DES BOURsES DE VaLEURS (FIBV), FIBV Ssasistics, 1990.

distance, Frankfurt and Paris rank second. Stock market capitalization
was highest in Tokyo in 1990. The market value of bonds and
debentures listed end-1990 is highest in New York. Here, Luxem-
bourg, Tokyo, and Osaka rank second. An important drawback of the
FIBV-data in Table 8 is that over-the-counter trade is not included in
the turnover figures. Moreover, an adequate source is lacking for
market value and turnover in stocks and bonds which gives an
impression of the developments in these markets. From the evidence
presented by Bréker (1989) it can be concluded that the market value
and turnover of securities has increased especially in Luzxembourg in
the 1980s and, to a somewhat lesser extent, also in Madrid, Milan,
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Amsterdam, and Tokyo, Table 9 illustrates the relevance of foreign
companies and institutions for the securities exchanges. Most foreign
firms are listed in London and a substantial number is present in the
Swiss markets and Amsterdam, Frankfurt and Patis. The market value
of trading volumes in foreign shates is absolutely and relatively
highest in London. As to bonds, most international bonds are listed in
Luxembourg. Furthermore, many international bonds are listed on

TaBLE 9
FOREIGN COMPANIES AND INSTITUTIONS
ON THE SECURITIES EXCHANGES IN 1990
Foreign companies listed International bonds listed
Number Share  Turn-  Share Number Share  Turn-  Share
of all over in of all over in
list- total list- total
ings trade ings trade
% $ bn % % $ bn %
Amsterdam 238 48 0.3 1 168 14 0.6 1
Barcelona 2 0 0.0 0 6 1 0.0 0
Bazel 236 61 - — 942 42 - -
Brussels 159 47 3.0 29 5 4 - -
Copenhagen 3 3 0.3 3 34 2 16.6 5
Frankfurt 234 36 11.7 2 1043 8 31.0 5
Geneva 249 61 - - 947 49 - -
Hong Kong 15 3 0.1 0 7 58 0.0 38
Johannesburg 29 4 1.0 11 - - - -
Londen 613 24 2835 48 1621 37 50,3
Luxembourg 182 25 0.0 15 7320 99 0.6 93
Madrid 2 0 0.1 0 35 3 0.0 1
Milan 4] 0 0 0 1% 1 0.1 0
New Yotk 96 5 - - 203 7 0.0 1
Osaka 0 0 0 4] 35 3 0.0 0
Paris 226 34 4.9 4 210 8 0.6 [\
Seoul 0 0 0 0 0 0 0 ¢
Singapore 22 13 - - - - ~ -
Stockholm 11 8 0.1 ] 3 0 0 0
Sydney 33 3 - - 0 0 0 ]
Taiwan 0 0 0 0 0 0 ¢ 0
Tokyo 125 7 15.0 1 154 11 0.0 0
Toronto 66 6 0.3 1 0 0 0 0
Vienna 52 34 1.6 3 16 1 -
Zutich 240 57 - - 946 39 - -

Soyrce: TEDERATION INTERNATIONALE DES Bounses pe Vavrgurs (FIBV), FIBV Seatistics, 1990.
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the London, Frankfuit, and Swiss exchanges, Their trading volume,
however, is quite negligible on all exchanges, as most of this trade is
in the over-the-counter markets, Table 10 presents evidence on the
scale of foreign exchange operations. The UK ranks first, before the
US and Japan. These three centers account for 60 per cent of gross
turnover on the exchange matkets and for 58 per cent of the net
turnover (BIS, 1990a). Three other centers (Switzerland, Singapore,
Hong Kong) together account for a further 20 per cent of global gross
and net foreign exchange turnover. Thus, six financial centers account
for the bulk of foreign exchange trading. Germany and Luxembourg
are relevant centers that were omitted in this BIS survey. However,
on the basis of end-of-month delivery rights and obligations arising
out of foreign exchange transactions, the BIS concludes an average

Tase 10

FOREIGN EXCHANGE MARKET ACTIVITY IN APRIL 198%:
AVERAGE DAILY GROSS TURNOVER

{in percentage)

Gross tutnover
Country US § bn % of total
UK 241 259
us 174 18.7
Japan 145 15.6
Switzerland 68 73
Singapore 63 6.8
Hong Kong 60 6.4
Australia 37 4.0
France 32 34
Canada 18 1.9
Netherlands 16 1.7
Denmarlc 15 1.6
Sweden 14 1.5
Belgium 12 13
Ttaly 11 1.2
Spain 6 0.6
Ireland 6 0.6
Norway 3 0.3
Finland 3 0.5
Bahtain 3 0.3
Portugal 1 0,1
Greece 1 0.1
Total 932 100.0

Source: BIS, 1950, p. 10,
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daily tutnover of around $ 100 billion in Germany (BIS, 1990a). If this
estimation is accurate, Germany ranks fourth as a foreign exchange
market. From Tables 8-10, it can be concluded that New York, Tokyo,
and London are the wotld’s greatest financial markets, with London at
the apex. Other financial centers lag far behind these three locations.

4.5 International Bank Lending

Table 11 gives the volume and composition of international
bank assets by bank nationality in G-10 countries. Between end-1983
and mid-1991, international bank assets have more than doubled,
One third of these assets rests with Japanese banks at mid-1991, In
the mid-1980s, Japanese banks held one quarter of international bank
assets, The position of US banks is remarkable too, since their share
in international bank assets almost halved in the period under review.
The position of UK and Canadian banks showed a retrenchment as
well. Table 12 illustrates the volume and the composition of inter-
national bank lending in G-10 countries and relates to the same data
as Table 11. Here too, the huge rise of fapan is clearly visible.

Taste 11
INTERNATIONAL BANK ASSETS BY NATIONALITY OF OWNERSLIP

Patent country end-1985 mid-1991
of banks $ bn % $ bn %
Japan 707 26 1863 33
us 393 22 688 12
Germany 191 7 526 2
France 245 9 484 9
Ttaly 114 4 301 5
UK 191 7 245 5
Switzerland 106 4 216 4
Netherlands 72 3 167 3
Belgium-Luxembousg 60 2 150 3
Sweden 27 1 122 2
Canada 117 4 109 2
Other 291 11 779 13
Total 2714 100 5630 100

Source: BIS, 1991, p. 19,
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TasLE 12
INTERNATIONAL BANK LENDING BY CENTER
Reporting centre end-1985 mid-1991
$ bn % $ bn %
Japan ' 338 12 1288 23
[1):8 798 29 1246 22
Us 402 15 505 9
France 223 8 432 8
Swirzerland a2 3 386 7
Germany 9% 4 322 2
Luxembourg 128 5 306 5
Belgium 118 4 238 4
Nethetlands 79 3 174 3
Traly 68 3 138 2
Sweden 22 1 99 2
Canada 74 3 74 1
Other 283 10 442 8
Total 2714 100 5650 IOUJ

Sonrce: BIS, 1991, p. 23.

However, the position of banks in Japan is not as predominant as that
of Japanese banks. The trends with respect to international lending by
banks in the UK and the US is analogous to that in Table 11. UK
canks second as an international lending center only just behind
Japan. US banks ranked second behind Japanese banks in the amount
of foreign claims, The steep rise in the relative position of banks in
Switzerland is primarily due to the fact that the mid-1991 figures
include trustee funds channeled through banks in Switzerland where
the end-1985 do not include these funds. Table 13 illustrates the
relative position of foreign banks in G-10 financial centers, From
these figures, it can be derived that Luxembourg, the UK and
Switzerland are relatively most international at mid-1991. Data for
Switzetland at end-1985 did not yet include trustee funds. In the
period under review, the share of foreign banks in international bank
lending increased considerably as well in Canada, the US, France and,
to a somewhat lesser extent, the UK. It decreased in Japan, Luxem-
boutg, Italy, and Belgium. Table 14 shows the international net
positions by nationality of BIS repotting banks. The positions of
individual nationality groups of banks in the international markets
changed significantly during the period ander review. Especially the
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TasLe 13

POSITION OF FOREIGN BANKS IN BIS-REPORTING CENTERS

. % share of foreign banks in total
Reporting centre international bank lending
end-85 mid-91

Luxembourg 92.2 85.4
UK ' '
Switzerland ?gg ?1‘31;
us : '
Belgium zgg 28.6
France 29'1 o
Netherlands 278 s
Canada 12-2 516
Germany 21:2 18‘(6)
Japan 10.4 7'8
Ttaly 10,3 )
Sweden '0 ;(1)
Other 68.6 52:9
Total 51.5 47.2
US$bn

Total bank lending

’ 2714
Foreign bank lending 1398 Zgzg
Sonrce: BIS, 1991, p. 23,
Tasre 14

INTERNATIONAL NET POSITION BY NATIONALITY
OF REPORTING BANKS

Parent country of banks end-85 mid-91
Japan $3134n $6]j.n
U
GS 38 -36

ermany 34

France 4 .
Italy —1 e
UK 1 pr
Switzerland —i(l, A
Netherlands 4 "
Belgium-Luxembourg 0 i}
Canada 0 b
Sweden 0 -
Other 7 —42
Total 9o ;.

Somrce: BIS, 1991, p. 24,
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net claims of German banks on other banks increased. As a result,
their total net position almost tripled. Japanese banks nearly doubled
their net positions in the period under review. US banks went from a
net creditor position to a huge net liability position. The net liability
position of UK banks increased considerably. From Tables ?1-'14, it
can be concluded that Japanese banks are most important in inter-
national lending, Japan and the UK are most important as lendir}g
centers, Especially the UK host many foreign banks that are active in
international finance (see also Table 2). As regards the international
net position of banks, those from Germany and Japan hold the
strongest, that is net claim, position.

4.6 International Payments

Data on international payment flows are not being presented on
a regular basis yet by international reporting multilateral financial
institutions. Therefore, we make use of two aggregates which might
be regarded as suitable proxies. Table 15 presents statistics on the

TasLE 15

TRANSACTION VALUE IN LARGE-VALUE FUNDS TRANSFER SYSTEMS
N G-10 COUNTRIES IN 1989 AND SWIFT TRAFEIC IN 1990

Daily average SWIFT traffic
Country : transaction number of messages

value

$ bn bn %
Belgium 2 3.3 5
Canada 11 7.6 2
France 15 25.6 8
Germany 251 284 9
Ttaly 18 18.2 5
Japan 607 15.1 5
Luxemboutg - 6.9 2
Netherlands 25 122 4
Sweden 6 6.2 2
Switzerland 73 255 8
UK 157 40.4 12
Us 1491 33.9 16
G-10 . - 2553 77
Total traffic in SWIFT - 332.6 100

Source: BIS, 1990h, p. 160; SWIFT, Annual Report, 1990, pp. 30-32,
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transaction value of large-value funds transfer systems. These systems are
the core element of a country’s financial system. A large-value funds
transfer system includes a settlement procedure designed to allow partici-
pating banks to discharge payment obligations to other participants by
means of final value transfers with the issuer of the national curtency. A
large-value system generally carries a stream of payments otiginating in
all sectors of the economy, though some systems are designed principally
to facilitate international funds transfers. The bulk of the payment
carried through large-value systems originates in the financial markets,
They may be straight payments or payments made against the delivery of
assets in the exchange-of-value markets (BIS, 1990b). The domestic
large-value transfer systems are becoming increasingly internationally
interdependent, However, there is no truly global payment system. Such
a system in effect is created by a complex international network of
financial institutions. By foreign offices or correspondents, the financial
institutions have direct or indirect access to almost every country’s
domestic payment system to meet their payment needs. Furthermore,
specialized depository and clearing and settlement institutions are
present in the international securities matkets which provide payment
setvices for their member. Flectronic data interchange setvices are used
too to facilitate international transactions (BIS, 1990b). A series of
communication networks links the various points of international
business. These networks are operated by the banks themselves, PTT
authorities or a specialized suppler such as SWIFT, Table 15 reveals
that the US large-value systems, Fedwire and CHIPS, by far are the
greatest. Japanese systems follow at great length, In turn, the UK and
German system lag far behind the volume of the Japanese systems.
Traffic via SWIFT is much more evenly spread.

4.7 Regulation

Table 16 reveals the percentage of items of the OECD Code of
Liberalization of Capital Movements covered by limited or full reser-
vations in the G-10 countries, The OECD promotes liberalization of
international trade in goods and services and the progressive freedom
of capital movements. This objective is expressed with regard to
setvices and capital movements in the Code of Liberalisation of
Cutrent Invisible Operations and the Code of Liberalisation of
Capital Movements. The Codes have the status of binding obligations
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TaBLE 16

THE POSITION OF G-10 COUNTRIES WITH RESPECT TO THE OPERATIONS
UNDER ITEMS T-1X OF THE OECD LIBERALISATION LISTS OF CAPITAL MOVEMENTS

{percentage of items covered by reservations)

1984 1990
Full reser- Limited Full reser- Limited
vations reservations vations resetvations
Belgium 0 10 0 10
Canada' b4 x 5 3
France 3 27 3 17
(Germany 0 0 0 3
Traly 33 3 ¢ 25
Japan 0 3 0 5
Luxembourg 0 0 0 0
Netherlands . 0 35 0 3
Sweden 20 45 0 20
Switzerland 3 12 0 5
UK 0 0 3 0
Us 0 3 0 3
Unweighted average 6 13 1 10

1 Canada did not adhere to the code in 1984,
Source: OECD, 1990, p. 66,

for OECD members. The liberalization mechanism of the Codes
applies to all capital movements (including money market operations
and innovative activities), cross-border services, payment setvices,
banking and investment services, asset management, advisory and
agency services, and the right of establishment of branches and
agencies of pon-resident financial institutions, The regulatory items
being examined in Table 16 telate to direct investment, real estate,
securities on capital markets, money markets, negotiable instruments
and non-securitised claims, collective investment securities, credits
directly linked with international commercial transaction or with the
rendering of international services, and to financial credits and loans.
We present the percentage of items covered by limited or full
reservation with respect to the OECD Codes by the G-10 countties in
1984 and 1990. Duting the period under review, there was a re-
markable reduction in the number of full reservations. To a somewhat
lesser extent, the number of limited reservations is reduced as well.
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Comparatively, the greatest reductions were expetienced in Italy
Sweden, France, the Netherlands, and Switzerland. In 1990, the’:
percentage of jtems covered by teservations was highest in Ttaly
France and Sweden. Tn Luxembourg, Germany, the Netherlands the’
US, the UK, Japan, and Switzetland the coverage was very limite:d in
1990. Therefore, these countries can be regarded as those most
liberalized with respect to the OECD Codes,

4.8 Creditworthiness

A somewhat distinct item we treat concludingly is perceived
country creditworthiness as measured by periodic interviews of the
Ins'tltutional Investor. Though it is not a scientific survey, the country
rating can be regarded as an indication of experts’ opinion on the
.credItworthiness of a country. The development of the country rating
in the Institutional Investor, as presented in Table 17, shows that in

TapLe 17
COUNTRY CREDITWORTEHINESS:
RATING, RANKING AND STANDARD DEVIATION - 1981.1991
March 1981 March 1991 Standard deviation
Country of the scores
score rank scote rank 1981/91
Switzerland. 57.0 2 93.2 1 1.1
Japan 95.2 4 92,6 2 0:9
Germany 96.3 3 90.6 3 1.3
Netherlands 89.6 9 87.8 4 0'9
Fra.nce 90.2 6 87.4 3 3‘2
United States 98.1 1 87.2 6 3'6
United Kingdom 89.9 8 84.5 7 1'4
Austria 83,9 11 84.3 8 2.6
Caﬂa.da 92,0 5 83.7 9 2.6
Belgium 84.4 12 79.8 10 30
Ttaly 74,7 18 79.5 11 3l2
Sweden 83.5 13 78.6 12 1.8
Norway 89.5 10 78.2 13 4:1
S{ngapore 78.6 14 71.6 14 16
Fm'land 715 17 77.2 15 1‘7
Tan'van 68.7 29 77.1 16 4:1
Spain 70,2 26 739 17 5.2
Denmark 73.0 21 728 18 1—5
South Kotea 554 46 68.6 19 5.1
Australia 90,0 7 68.1 20 8:4

Source: Instituiional Investor.
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~ the 1980s Switzerland, Japan, and Germany are perceived as the most
creditworthy countries. The position of the US, Canada and, es-
pecially, Australia, worsened. The position of the Netherlands, Italy,
Spain, and South-Korea improved. In all, the 1980s witnessed a
gradual derating of almost all countries, If we look at the variation in
the ratings as evidenced by the standard deviation of the country
credit ratings, it can be concluded that Japan, Switzerland, the
Netherlands, Germany and the UK were perceived as the most stable
countries in the 1980s.

4.9 Conclusion

The overall picture with respect to international financial cen-
tralization is quite diffuse. There emerges no unique or uniform
picture of the centralization in international finance as we examine
the main characteristics of international financial centers: the estab-
lishment of foreign financial firms, the use of currencies, international
trade, financial markets, international finance, international pay-
ments, and regulation. As to the establishment of foreign financial
firms, it turns out that the UK, Germany, and the US host most
foreign banks. Among the cities which commonly are regarded as the
main financial centers (London, New York, T'okyo), the number of
offices of foreign banks is highest in London. As to cutrency use, the
US dollar stll is by far the most important currency. The relative
position of the currency which ranks second, the Deutsche Mark,
gradually improves. As to international trade, Germany and the US
are the world’s biggest exporters of goods and services, However, the
relative position of the US as a trading nation has worsened in the
1980s to the benefit of Japan and, especially, Germany, With respect
to financial markets, turnover at the stock exchanges is highest in
Tokyo and New York. These two centers are at least two or three
times as great in this perspective as the Taiwan, London, Frankfurt
and Zurich stock exchanges which rank behind the former. These six
centers account for four fifth of the trading volume on stock
exchanges of FIBV-reporting exchanges in 1990. Bonds are traded
mostly in London, Frankfurt and Paris. Tokyo ranks fourth in this
respect. Bond trading in New York is of relatively little importance.
However, an impottant part of bond dealing of the latter two centers

is in over-the-counter markets on which no systematic data are being
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provided (see Smith and Walter, 1990). Market value of domestic
companies listed at these exchanges is highest in Tokyo, New York
and Osaka. The par value of bonds and debentures listed on the
exchanges is highest in Toronto, New Yortk, Luxembourg, Tolkyo,
and Osaka. London is the most international securities exchange.
London, New York and Tokyo account for the bulk of global foreign
exchange trading. Thus, it is especially with respect to financial
market volume that the three major financial centers have gained
their reputation. As to international bank lending, Japan is the
lending center, slightly before the UK, Here, the US position is
clearly reduced in the last decade, but in effecting large-value fund
transfers, the US systems rank first. Howevert, data on this subject are
rather incomplete and the prominent position of the US in this
respect cannot yet be corroborated with adequate evidence. With
respect to regulation it appears that Luxembourg, Germany, the
Netherlands, the US, the UK, Japdn, and Switzetland are most
liberalized within the OECD. Japan, Switzerland, the Netherlands,
Germany, and the UK generally ate perceived as the most stable
countries, The perception of country creditworthiness seems to reflect
the overall tendencies in the reputation of countries.

In all, the picture of financial centralization definitely does not
show a strict tripolar world, Farthermore, the extent to which each
center performs the various financial transformation functions re-
markably differs. The tripolar view emetges if one focuses on se-
curities emission in financial markets and trade volumes. However,
the literature suggests more charactetistics that are relevant to qualify
a particular city or country as an international financial center. If it
comes to the physical presence of financial firms, international
lending, payments, and currency use, othet configurations cleatly
emerge, There emerge unipolar as well as bipolar views, sometimes
there is a multipolar landscape. The structure of international
financial centralization is changing. Especially the prominent position
of New York as a leading center is at risk, apart from its securities
exchange. In many respects Japanese financial institutions rank first,
Notwithstanding, US, British, German, Swiss and French financial
intermediaties make up an important part of the picture too.
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5. Financial Centers in the European Community

Naturally, one would like to know which location is the most
prominent international financial center, This is especially relevant
for the European Community where a process of financial integration
is under way. However, the data in section 4 do not speak for
themselves. We used them to illustrate our argument that financial
centralization is not complete and is not uniform. To determine
which financial center is most impottant, a pragmatic framework is
necessary. Here, we detive a framework from Kindleberger (1974) to
analyse centralization within the EC.

Many rankings of financial centers are provided in the economic
litetature (see section 2), An important drawback of most of this
literature is that it investigates only a vety limited selection of the
factors that were shown to be of importance and that a framework
lacks. For example, Reed (1980) uses the number of foreign banks’
offices within a country and the volume of foreign assets and liab-
ilities as the basis for his ranking. Reed (1983) adds the volume of
eurocurrency trade to these two clements in order to rank financial
centers, Arndt (1984) regards the contribution of bank services in
GDP as the factor that can distinguish among financial centers.
Hamilton (1986) sees international bank lending as the most charac-
teristic element of international finance and uses this criterion to
position the respective centers. O’'Brien (1992) regards the number of
foreign companies listed on the securities exchange as well as the
turnover in these securities as the main discriminant among inter-
national financial centers. In this literature, not surprisingly, London,
New York and Tokyo generally emerge as the utmost international
financial centers, :

Here, we use Kindleberger’s (1974) framework which is com-
posed of ten forces that are relevant in labelling a location as an
international financial center. In this paper, Kindleberger asks the
following question (page 63): “Will European economic integration,
and especially the formation of the European Fconomic Community,
result, sooner or later, in geographical financial centralization?” In
answering this question, Kindleberger reviews ten forces which are
supposed to have led to the formation of financial centers. The forces
reviewed are: currency, central bank, administrative capital, tradition,
economies of scale, location, transport, multinational corporations,
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culture, and policy. After considering each of these factors,
Kindleberger tentatively predicts that Brussels will emerge as the
financial center of the European Economic Community. Brussels
serves as the headquarters for the Commission, it attracts foreign
corporations and may ultimately attract foreign and European banks,
and it tolerates the world intellectual medium of exchange, the
English language. In all these three respects, Brussels distinguishes
itself positively relative to other financial centers in the EC, according
to Kindleberger. He predicts that the centralization process will be
long and drawn out. He argues that, despite cultural resistance and
only with difficulty, centralization will take place, but not before the
late 1980s.

In the early 1990s, almost two decades after Kindleberger's
prediction, we aim at evaluating the present situation within the
Furopean Community with respect to centralization. To achieve this,
we examine the ten forces mentioned by Kindleberger. The per-
formance of domestic financial centers of the twelve member states
with respect to the ten factors is measured on a five-rank scale and is
presented in Table 18. At the end of this section, we evaluate the
overgll findings. The causality between each force and financial
centralization is not always made vety clear by Kindleberger (1974),
Therefore, we restate his arguments on each force and analyse the
present situation.

5.1 Tbé European Currency

Kindleberger regards a common cutrency as necessaty for the
development of an efficient money and financial market. If a national
currency is chosen as the basis for the new currency, it might confer
an advantage on the established financial center associated with the
currency, according to Kindleberger. In his view, the attempt to
create an entirely new curtency would presumably not affect the
ultimate choice of a particular financial center.

As a result of the establishment of the European Monetary
System in 1978, the European Currency Union, ECU, was intro-
duced. In the early years of the EMS, the ECU predominantly was in
use as a means of accounting in the EC institutions. Furthermore, the
ECU became a reserve currency for 20% of the reserves in US dollars
and gold of the EC central banks and was deposited with the
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TasrE 18

SCORES OF THE TWELVE DOMESTIC FINANCIAL CENTERS
OF THE EC MEMBER STATES ON KINDLEBERGER’S (1974) TEN CRITERIA

Country/city 1 2 3 4 5 6 7 8 9 10 11 12 13
Be — Brussels 2 3 1 2 4 2 5 4 2 3 1 4 28
De — Copenhagen 2 3 1 3 3 4 1 3 4 4 2 1 28
Fr - Paris 2 3 1 3 2 2 5 2 2 2 1 6 24
Ge — Frankfort i1t 3 2 2 2 4 2 1 1 4 4 19
Gr - Athens > 4 1 5 5 5 4 3 5 5 1 0 44
It — Dublin 2 3 1 2 35 3 3 4 5 3 1 3 33
It - Milan 3 3 3 3 3 3 5 3 3 4 0 0 33
Lx - Luxemboutg 2 3 1 1 3 2 2 3 4 1 3 03 22
NI — Amsterdam 2 2 3 2 3 2 3 2 3 1 1 5 23
Po - Lisbon 4 1 3 5 5 3 5 53 3 1 0 41
Sp - Madtid 4 4 1 4 3 4 4 3 4 4 1 0 35
UK - London 4 5 1 3 1 2 4 1 2 1 4 2 24

._.
(3]

Position of the currency in the exchange rate mechanism of the EMS (UNGERER ef o, 1990).
Iligpu)taﬁon of the central bank, monetary policy, prudental supervision (The Economist, February 10,
20).

3 = administrative caplta! identical with financial center.

4 = 'Tradition, skills, savings (Europeast Economry, Ne. 46, December 1990, pp. 204-20%),

5 = ?;gn)omies of scale (AMSTERDAM STockK Excuance, Awunal Report, 1990, p. 70; Pacano and Roeri,
0).

6 = Central location within the EC,

7 = Transport guality (Newnsman and Kenworriry, 1989, p. 60; own observations).

& = Muldnationalization in the financial centre (Howeits, 1988; UNCTC, 1988 and 1989; QECD, 1991

p. 51), ’
Culture (Garpener and Movyneux, 1990, pp. 209-212; OECD, 1991; BIS, 1992).

Government policy {Warrer and Sarn, 1989, p. 123).

Frequency of score 1.

Frequency of score 2.

Unweighted sum of the scores on items 1-10,

9
10
11
12
13

L |

European Fund for Monetary Cooperation. These deposits are re-
newed every three months according to changes in central bank
reserves and in the market value of US dollars and gold. As a means
of payment, the ECU virtually has no role. However, in the early
1980s, it began to play a role within non-official private markets. The
smaller exchange rate volatility of this basket-currency is viewed as an
attractive characteristic by borrowers from high-inflation economies
(Girard and Steinherr, 1989). Especially financial instruments were
denominated in ECU. As a resetve instrument and as a means of
payment the ‘private’ ECU’s role is still negligible. A gradually
increasing part of banks’ foreign positions and of new financial
market issues is in ECU. On the role of the private ECU, see Levich

T
i
|
|
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and Sommariva (1987). The Delors Report and the European Com-
mission opened way for an even more prominent role of this cutrency
in the Economic and Monetary Union. Fluctuations between the EC
currencies must become zero and the currencies of the member states
may be replaced by a common currency, the ECU (see Committee for
the Study of Economic and Monetary Union, 1989; Commission of
the European Community, 1990). Within the exchange rate mech-
anism, the Deutsche Mark operates as the stabilizing anchor (e.g. see
Mastropasqua ef al., 1988). The lasting and enormous balance of
payments surpluses vis-d-vis almost all other EC-member states as well
as the reputation of the Bundesbank are held responsible for this.
Enhancing the role of the ECU, therefore, in Kindleberger’s view,
will result in an advantage of Frankfurt as the home town of the
Deutsche Mark. The exchange rate mechanism of the EMS entails the
bilateral exchange rate fluctuations among the currencies of the EC
member states which take part in the mechanism. All member states,
except Greece, are partners of the exchange rate mechanism. Only
Portugal, Spain and the UK operate a fluctuation margin of 6 per
cent; the other member states practice a margin of 2.25 per cent. Italy
joined in the more natrow fluctuation margin at the beginning of
1990, The other eight EC-members applied the natrow margin from
the beginning. Among the currencies of the countries which partake
in the exchange rate mechanism, the Deutsche Mark clearly is the
apex (see Ungerer ef al., 1990). This classification is the basis for the
scores in Table 18. The result is that Frankfurt is the most prominent
center from the perspective of currency use.

5.2 Central Bank

Kindleberger thinks a European central bank is absolutely
necessary to enact common monetary policy and to develop European
money. Kindleberger argues that if a single central bank were chosen as
the Furopean central bank and other banks were merged into it, its
existing location might well have a positive effect on the ultimate choice
by the market of a physical financial center. History, according to
Kindleberger, suggests that the choice of one among a number of
competing centers is normally evaded in the process of merging banks.

In all EC member states the responsibility for monetary policy
rests with the central bank. However, the degree of political influence
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on central bank policy and operations in this respect varies among the
member states. As a result, the reputation of the various central bank
authorities differs. For example, the influence of politics in the more
southern member states and in the UK is much greater than in
Germany, Denmark and the Benelux-countries. The reputation and
credibility of the monetary authorities in the latter countries,
_therefore, is much greater, Prudential supervision is another task of
‘most central banks. Here, the quality of the regulations of the
financial system varies a lot among the member states. Price stability
frequently is regarded as a measure for the success of central bank
policy. It appears that central bank autonomy is a crucial factor in
achieving stable prices (see Grilli ez 4l., 1991). In the real world,
reputation is directly linked to central bank autonomy. For example,
The Economist ranks EC central banks on the basis of their legal
position vis-¢-vis the government and politics. The findings to a great
extent are in line with more scientific approaches by, among others,
Banaian et al. (1986) and Grilli ez al. (1991), These studies provide
only slightly different rankings among EC central banks.

With respect to the monetary policy within the EC, the
European System of Central Banks will gradually enact a common
monetary policy in the last stage of the EMU. Furthermore, it will be
held responsible for the development of an adequate currency and it
must coordinate the prudential supervision on financial institution.
There will be no political influence on monetary policy making by
this institution (see Commission of the European Communities,
1990). Prudential supervision is being harmonized in the EC, in line
with the BIS proposals on capital adequacy and the supervision of
various types of financial intermediaries (BIS, 1988), Thus, at the end
of the decade, it is likely that there is a more unified monetary regime
as well as a more identical supervisory structure with respect to
financial institutions within the EC and differences in reputation and
credibility among the twelve authorities will be of minor importance.
At present, central bank reputation considerably differs. The
Bundesbank is regarded as most autonomous. Thus, Frankfurt is the
most prominent Huropean financial center as to central bank quality.
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5.3 Administrative Capital

Kindleberger argues that if the administrative machinery of the
Furopean Community, including the central bank, wete located in an
existing financial center, it would be very likely to serve as a magnet
to other financial institutions and to attract them into a single primary
location.

At present, Brussels is the administrative capital of the EC. Many
newly established EC institutions are being located throughout the
Community. Whether Brussels will remain the administrative capital
is uncertain. Quite important in this respect is that it has not yet been
decided where the European Central Bank is to be established. In
almost every member state, at least one city is being pushed by local
authorities as an attractive location. In the member states, the lo-
cation of the administrative capital not always is identical with the
location of the domestic financial centre. For example, in Germany,
Italy, and the Netherlands, the location of the government adminis-
tration differs from the locus of the domestic financial center. In
Germany the administrative center is Bonn (and Berlin) while the
financial center is Frankfurt, in Ttaly it is Rome and Milan respect-
ively, in the Netherlands it is The Hague and Amsterdam respect-
ively, These three cities are ranked two ranks lower than the financial
centers that are administrative capital as well. Here, there is no clear
most prominent location for Europe’s financial center,

5.4 Tradition, Skill and Savings

Kindleberger sees tradition not as a very important asset in the
establishment of a European financial center, Skills in the financial
industry seem to be footloose and it is especially savings that
Kindleberger views as impottant. Savings are necessaty so that dealers
can make a market, lend when the rest of the market is borrowing
and sell out of inventoty when the rest is buying.

It might seem that Kindleberger’s argument with respect to this
point no longer holds, The European Commission aims at liberalized
capital matkets, hatmonization of regulations, and mutual recognition
of supervisory systems, to establish-a truly common capital market
(see Commission of the European Communities, 1990). However, not
all member states have yet implemented the EC directives which are
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relevant in this respect (OECD, 1990). Differences in regulatory
regimes are still in existence and thus differences in savings rates may
prove to be of importance, Throughout most of the 1980s, only
Luxembourg, Germany and the Netherlands were net exporters of
capital. Especially the Luxembourgian foreign position is impressive,
The net export of capital as a percentage of GDP is used in Table 18
as the measure for this force. Smith (1990) argues that the most
important factors affecting a country’s saving level (demographic and
cultural factors and the existing stock of wealth) are difficult for
policymakers to influence in the short run. Therefore, the force of
tradition, skill, and savings can be regarded as a ‘natural’ factor in the
location decision within the Christaller-Losch framework. Luxem-
bourg clearly performs best as to tradition, skill and savings.

5.5 Economies of Scale

As many others, Kindleberger too argues that financial functions
involving uncertainty are better performed on a face-to-face basis,
Clustering might develop to reduce risks by information exchange.
While communications costs steadily declined, Kindleberger expects
that they are not likely to be so low as to eliminate all tendency to
clustering. In new security issues, clustering is relatively unimportant.
Syndicates in new issues consist of firms loﬁated virtually everywhere.
However, secondary markets must be concentrated so as to eliminate
the need to search over wide distances for price information or to
maintain continuous interchange. But Kindleberger recognizes a
sttong countetforce in secondary markets. Computer links between
centers reduce the need for physical concentration. However, it is far
from clear what volume of security dealings would be necessary to
cover the capital expense of establishing a computer-based trading
system in the European Community. Jt seems likely that in time there
will be no absolute need for a central location for secondary matkets
in securities. Other centripetal forces do remain in Kindleberger’s
opinion, especially the need for face-to-face communication with
other managers and employees of financial institutions, with lawyers,
securities dealers, and bortowers and lenders,

Within the EC, London’s securities markets have most ‘mass of
manoeuvre”: these markets both are broad and liquid. Especially the
London stock market is gigantic in comparison with the other
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European stock markets as regards market capitalization and trade in
other member states’ stock. On the continent, Frankfurt and Paris
recently have started to recover some ground in relation to the London
trade (see Broker, 198%; Hawawini and Jacquillat, 1990). Market
liquidity, transactions costs, trading mechanisms are important in the
further development of secondary market trading in financial assets
(Pagano and Roell, 1990; Amihud and Mendelson, 1991), The basis for
our ranking of the twelve financial centers, therefore, is the turnover on
the securities exchanges and market capitalization in Table 18. Tt turns
out that London is the most prominent Furopean financial center as to
(potential) scale economies.

5.6 Central Location

Kindleberger supposes the Christaller view probably holds at the
extremes. Therefore, he decides Copenhagen and Rome need not
apply as the financial center of the EC. But it cannot count much in
Europe among London, Paris, Frankfurt, Brussels or Amsterdam. The
joining of the EC in the eighties by Greece, Portugal and Spain have
resulted in a shift of the central geographical location toward the
Mediterrancan. The future geographical scope of the EC seems
relevant too, Some other Furopean countries, e.g. Austria, Sweden,
Finland, Norway, Turkey, Switzetland, are likely to apply for EC
membership. Furthermore, even former Comecon-membets, as
Poland, Czechoslovakia, and Hungary, wish to join the EC in the
future. Then, Switzerland, i.e. Zurich, seems to be located most
centrally in Europe. However, it is questionable whether or not the
argument of a central location is that important. As there is no
financial center of any member state geographically at the heart of the
EC, Table 18 nowhere shows the highest score. There is no most
central location. :

An interesting point which is put forward by Kindleberger is the
question whether or not the Eutopean financial center needs to be in
Europe. It could again as well be New York or Tokyo, with London,
Paris, Frankfurt, etc. linked to each other by means of their connec-
tions with Wall Street or the Nihonbashi-district. However, exchange
rate fluctuations and time-zone differences make a European center,
rather than one in North America or Asia, more efficient in inte-
grating Buropean financial markets,
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5.7 Transport

Kindleberger regards transport facilities as an importaqt po'inf:.
But because it is usually possible to adjust transport to function, it is
probably not a very distinctive factor. All‘ centers have pgbhc
transport facilities and have an airport in their ditect s.;urffoundmgs.
Therefore, Kindleberger concludes there are few limits among
Furopean cities from the perspective of transport. Howev‘er, huge
increases in traffic congestion and envitonmental degradation have
lead to increasing differences in the effective use that can be made of
transport facilities and in location quality. For exampk’:, A}:heins an‘d
Milan have become notorious with respect to polluted air within their
inner cities. Traffic in most cities, both private as well as public
transport systems, has become overcrowded and congestion is the rule
even outside rush-hours, Thus, there seem to be limits as to tl?e
transport systems within cities. Especially the leve':l of restraint within
the central city area secems relevant as an indication of transpott
quality. This is because all the cities offer private and public transport
modes and, thus, this is no basis for discrimination among the various
cities. Newman and Kenworthy (1989) developed an index of traff{c
restraint in their survey of transport systems in 32 cities in indusnfl-
alized countries. Unfortunately, not all domestic financial centers in
the EC are included in this survey and thus we must rely on our own
experience. It turns out, not surprisingly, the}t traf-fic‘ I‘CSFI‘air'lt in tl}e
relatively smaller cities is lowest, while traffic restraint is hlghE'ESt in
Milan, Paris, and Brussels, This criterion indicates Copenhagen is the
most efficient location.

5.8 Multinational Enterprises

Foreign corporations and foreign financial firms are, in the
context of European integration, more mobile than ‘native’ corpor-
ations and financial firms. Kindleberger stresses the importance of the
establishment of company headquarters within the EC. The estab-
lishment of production facilities is of minor importance W.ith respect
to the location of financial firms (native or foreign)‘ whlcl} aim at
servicing the newly established multinational‘enterpnse.. Within the
EC, headquarters of multinational corporations especially can be
found in London, Frankfurt, Brussels and Paris. However, the
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number of foreign headquarters and foreign companies within a
center is only part of the picture. Another element is the real
involvement of foreign firms within the particular country. Foreign.
direct investment can be regarded as a representative measure of this
involvement. In Table 18, our ranking is based on the presence of
headquarters of multinational corporations and the stock of the
liabilities in foreign direct investment. Relatively most foreign direct
investment and headquarters of foreign companies are in the UK.
Thus, as to multinationalization, London is the most likely location as
an European financial center.

5.9 Culture

Strictly national cultural factors act as centrifugal forces in the
process towards the establishment of a European financial center.
However, there are supranational cultural forces as well which may
have a centripetal effect. Firstly, according to Kindleberger, historical
evidence predicts that the emergence of a true financial center would
be preceded by take-overs, mergers and amalgamations. The years prior
to Kindleberger’'s 1974 publication witnessed few of these occasions.
However, the 1980s witnessed a steep -increase in the volume of
international mergers and acquisitions (Walter and Smith, 1989 and
1990). In European markets, merger and acquisition activity of
financial institutions skyrocketed since the mid-1980s. For example,
mergers and acquisitions, divestitures, and leveraged buy-outs for
European corporations in the years 1985-1988 mounted to a total of §
170 billion’ (Walter and Smith, 1989, page 49). The merget and
acquisition environment in Europe is affected to a great extent by EC
deregulation measures that are supposed to result in increased compe-
tition. Moreover, especially the financial industry is in a process of
restructuring, For example, Gardener and Molyneux (1990, pages
209-212) count sixty restructuring activities in European markets by
EC headquatted banks in the 1980s. Especially banks from Germany,
Spain, Italy and France are involved in this restructuring process.
Secondly, Euromarkets joined the domestic money and capital markets
of the EC member states effectively. In the 1980s, barriers between
European capital markets have gradually been removed and interest
rates on financial titles in domestic market segments and compara-
ble titles in the Euromarkets have converged (see Ungerer ef al,
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1990). In Luxembourg and the UK, Euro-activities are undertaken on
a huge scale. German, French, Belgian and Dutch institutions too are
operating in these markets. The ranking of criterion 9 in Table 18 is
the result of the ranks which are derived from adding the relative
positions with respect to merger and acquisition activity in the
banking industry and to involvement in the Euromarkets. In this
respect, Frankfurt turns out to be the most prominent financial center
in the European Community. Kindleberger warns that if a European
center emerges as the apex of the world hierarchical system and
Europe does not achicve effective integration, sections of the capital
matket in Furope may even be linked to the center through outside
connections as part of the world feeder system.

5.10 Policy

In Kindleberger’s opinion, government policy can accelerate or
slow-down the emergence of a given city as the primary financial
* centet, but it can probably not change the outcome. Pushing too hard
for centralization will create resistance, while strong efforts at decen-
tralization can be overcome by private forces, Policy requires more
than governmental agreement, it necessitates real commitment as
well, For example, tax policies, the regulatoty environment and
investing in communication, transport and education facilities seem
absolutely necessary. Many cities have pushed themselves as the ideal
" location for the European central bank and the European financial

center. In almost every member state, there is at least one city which
aims at becoming the financial center of the EC. Especially London,
 Frankfurt, Amsterdam, Paris and Luxembourg are active in this
respect. As a result of EC directives on trade in financial services and
the free entry of financial institutions, there seems to remain little
scope for differentiation among the respective financial centers,
However, national authorities might use tax policy to attract foreign
financial institutions and borrowers and lenders. In this respect,
especially Luxembourg and Ireland are very attractive, and, to a lesser
extent the Netherlands, Germany, Denmark and the UK, Base with-
holding taxes for non-residents are relatively high in Belgium,
Greece, Italy and Portugal. The ranking of criterion 10 in Table 18 is
based on combining the positioning of the domestic center by
national authorities and the basic relevant tax rate for non-residents.
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In this respect, like critetion 3, there is more than one location that
may receive the highest score. Therefore, this criterion does not result
in a most likely location for the European financial center. Within the
EC, political factots seem to be vety relevant in determining which
city will be chosen as the headquarters of the European System of
Central Banks. The outcome of this decision is not known at the
moment of writing.

5.11 Conclusion

Table 18 presents an overview of the present situation with
respect to the ten criteria which have been put forward by
Kindleberger (1974): currency, central bank, administrative capital,
tradition, economies of scale, location, transport, multinational cor-
porations, culture, and policy. The performance of the twelve dom-
estic financial centers of the EC member states with respect to these
factors is given on an ordinal scale. The scale ranks from 1 to 5. We
used proxy vatiables to measure Kindleberger’s ten forces. It turns
out that both London and Frankfurt four times reach the highest
possible score (column 11 in Table 18). Frankfurt four times ranks
second on the ten criteria, where London only two times is in this
position (column 12 in Table 18). It is especially with respect to
monetary policy that London performs worse than Frankfurt. Luxem-
bourg three times reaches the highest score and is three times in the
second rank as well. Copenhagen shows two times rank 1 and once
rank 2. Paris, Amsterdam, Brussels, and Dublin, each show once the
highest possible score. But they rank second six, five, four, and two
times, respectively, From this excetcise, it turns out that Frankfurt
and London compete for the supremacy as the international financial
center of the European Community.

Of course, not all of Kindlebergetr’s ten forces are of equal
importance. For example, the reputation of the central bank, tra-
dition, skill and savings, (potential) economies of scale, and
multinationalization can be regarded of greater importance than the
administrative capital of a nation being identical with its financial
capital ot than the geograpical location within the EC. However,
scotes on ordinal scales should not be added. Moreover, it seems
quite arbitrary to add weights to the ten forces. Nevertheless, for
illustrative purposes, in column 13 we show the total score on
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Kindleberger’s ten forces. Implicitly, all ten factors are given the same
weight. Here, Frankfurt takes the lead, before Paris, Amsterdam,
London and Luxembourg. The figures in column 13 are purely
illustrative and do not have any real value for it relates to scores on
scales that ptincipally cannot be compared.

In all, Kindleberget’s (1974) question whether or not EC inte-
gration will result in geographical financial centralization cannot be
answered in the affirmative yet. Within the EC, London and
Frankfurt clearly are the most dominant international financial
centets for they score highest on the items that can be regarded as the
most relevant ones in the establishment of an international financial
center. Paris, Amsterdam, and Luxemboutg lag far behind these two

centers.

6. Conclusion

International financial centers are locations from where a con-
centration of financial intermediaties services domestic clients as well
as non-residents. Cross-currency and cross-border elements play a
substantial role in these services. Furthermore, the international

financial center effects international payments and matches liquidity .

prefetences all over the globe. The need for face-to-face contact and
the potential for economies of scale and scope are the main driving
forces behind centralization in international financial intermediation,
Both factors almost continuously change. Product differentiation in
the financial industry is based to an important degree on personal
treatment of the client. This stems from the fact that information is
ctucial in finance. Centralization is a means to partly overcome
informational asymmetries because it reduces information and moni-
toring costs. Increasing returns to scale, especially those which are
external to the firm, turn concentration into a rational strategy. The
regulatory environment structures the financial intermediaties’ ac-
tivities and their profitability. However, politics, tradition and history
are important as well if it comes to the formation of an international
financial center.
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International financial centralization in the real world is neither
complete nor uniform. Furthermore, it is a dynamic process. The
main characteristics of international financial centers are the presence
of foreign financial firms, the use of the domestic cutrency, the
quality and the character of regulation, and the volumes of inter-
national trade, financial markets, international finance, international
payments, An examination of these characteristics reveals that the
geography of finance is not as strictly tripolar as generally assumed.
The hegemony of London, New Yok, and Tokyo is overwhelming in
the financial markets and this possibly has given the impression that
they are predominant in all respects. However, this is not the case
with all characteristics. For example, as to currency use, the US dollar
by far is the most important international currency. As to inter-
national lending, Japan and the UK are predominant. The UK,
Germany, and the US host most foreign banks. Regulation of inter-
national financial intermediation within the OECD is most liberalized
in Luxembourg, Germany, the Nethetlands, the US, the UK, Japan,
and Switzerland. As to effecting international payments, lack of
adequate data hampers drawing a clear picture. Within the EC,
London and Frankfurt must be regarded as the main financial centers.
Kindleberger’s (1974) question on geographical financial concen-
tration within the Community as a result of economic integration
cannot be answered in the affirmative. Kindleberger predicted that
such concentration would take place, but not before the late 1980s.
In the early 1990s, centralization of European finance in one specific
location has not yet occurred.

Amisterdam
L.J.R. ScHOLTENS




300 BNL Quartetly Review

REFERENCES

Ammiup, Y., H. Menorrson, 1991, “How (not) to integrate the Furopean capital
matkets”, in: A. Giovannini and C. Mayer (eds.), European Fingncial Integration,
Cambridge University Press, Cambridge: 73-100.

Arnpr, HW., 1984, “Measuring trade in financial services”, in this Rewview, No. 149:
197-213,

Banaian, K., L.O. Tuaney, T.D. Wiierr, 1986, “Central Bank independence: an
international compatison”, in: E.F. Toma and M. Toma (eds.), Central Bankers,
Bureaucratic Incentives and Monetary Policy, Kluwet, Dordrecht/Boston/Lancaster:
199-217.

Bang FOR INTERNATIONAL SETTLEMENTS (BIS), 1988, International convergence of capital
measurement and capital standards, Basle.

BANK FOR INTERNATIONAL SETTLEMENTS (BIS), 1990a, Survey of foreign exchange market
activity, Basle.

BANK FOR INTERNATEONAL SETTLEMENTS (BIS), 1990b, Large-value funds transfer systems in
the Group of Ten countries, Basle.

BaNK FOR INTERNATIONAL SETTLEMENTS (BIS), 1991, International banking and financial
market developments, Basle,

BaNK FOR INTERNATIONAL SErTLEMENTS (BIS), 1992, International banking and financial
market developments, Basle.

BonanNo, G., 1987, “Location Cholce, Product Proliferation, and Entry Detetrence”,
Review of Econamic Studies, Vol. 54: 37-45.

Bouzgg, P., 1989, “Some international aspects of bank stability, deposit insutance and
regulation”, in: 8.J. Khoury, A. Ghosh (eds.), Recent Developments in International
Banking & Finance. Research, Analysis & Strategies, McGraw-Hill, London: 25-43,

Boyp, J.H. and E.C. Prescorr, 1986, “Financial intermediary-coalitions”, Jourral of
Economic Theory, Vol, 38: 211-232,

Broker, G., 1989, Competition in Banking, OECD, Paris.

Bryany, R.C., 1987, International Financial Tntermediation, The Brookings Institution,
Washington.

Campavng, P., 1990, “An analysis of some determinants of multinational bank petfor-
mance”, University of Reading Discussion Papers in International Investment and
Business Studies, No. 146.

Casson, M., 1990, “Evolution of multinational banks: a theoretical petspective”, in: G.
Jones (ed.), Banks as Multinationals, Routledge, London and New York: 14-29.

Crang, Y.S., 1989, “The Economic impact of offshore banking centers on the host
countries” in: Y.S. Park and M. Essayyad (eds.), International Banking and Financial
Centers, Kluwer Acedemic Publishers, Dordrecht: 143-157.

Cuor, 5.R., A.E. Tscuorer, CM. Yu, 1986, “Banks and the world’s major financiaf
centers, 1970-1980", Weltwirtschaftliches Archiv, Band 122: 48-64.

CoMmMIssIOoN oF THE EuropesN Comauniries, 1990, “One market, one money: an
evaluation of the potential benefits and costs of forming an economic and monetary
union”, Enropean Economy, No. 44,

Centralization in International Financial Intermediation: ... 301

CompITTEE FOR THE STUDY OF Economic anp MoneTary Union (CEMU), 1989, Repore
on economic and monetary union in the European Community (Report Delors), Lux-
embourg,

DermIng, J., 1990, “The specialization of financial institutions: the EC model”, fournal of
Comimon Marker Studies, Vol. 28: 219.233,

Donner, R.S. and H.S. TerreLL, 1991, “The determinants of the growth of muliinational
banking organizations: 1972-1986” in; G. Fels, G. Sutija (eds.), Protectionism and
International Banking, Macmillan, Basingstoke and London: 100-143,

Durgy, G., 1983, “Banking in the Asian Pacific area”, in. R. Mozon, J.F. Truitt, T. Roehl
(eds.), Asia Pacific Dynamics, JAL Press, Greenwich.

Purry, G. and L. Giwooy, 1978, The International Money Market, Prentice Hall,
Englewood Cliffs, N.J.

Dunning, JH., 1989, “Multinational enterprises and the growth of services: some
conceptual and theoretical issues”, Service Industries Journal, Vol. 9: 6-39.

Essavyap, M., 1989, “The feasibility of establishing an intesnational financial center: the
case of anchorage” in: Y.5. Pack, M. Essayyad (eds.), International Banking and
Financial Centers, Kluwer Academic Publishers, Boston/Dordrecht/London:
11-47.

Fana, EF., 1985, “What's diffetent about banks?”, Journal of Monetary Economics, Vol.
15: 2%9-39,

FentraTion INTERNATIONALE DES Bourses ve Vareur, FIBV Statistics 1990, Paris.

Garpener, EP.M.,, P. Movyneux, 1990, Changes in Western European Banking, Unwin
Hyman, London,

Gerrrer, M., 1988, “Financial structure and aggregate economic activity: an ovetview”,
Journal of Money, Credir and Barnking, Vol. 20: 559-388.

Giopy, LH., 1983, “The theory and industrial organization of international banking” in:
R.G. Hawkins, R.M, Levich and C.G. Wihlborg (eds.), The Internationalization of
Financial Markets and National Economic Policy, Research in International Business
and Finance, A Research Annual, Vol. 3, 1983, JAI Press Inc., Greenwich/London:
155-243.

GiIrarp, J., A. StEmHERR, 1989, “In what sense is the ECU a low risk currency?” EIB
Papers, No, 13: 57-73.

GorosErs, L.G., D. Jounson, 1990, “The determinants of US banking activity abread”,
Journal of International Money and Finance, Vol. 91 123-137,

Gorpsers, M.A., R. Herstey and M.D, Levi, 1989, “The prerequisites for an inter-
national financial center”, in: Y.S. Park and M. Essayyad (eds.), International
Barking and Financial Centers, Kluwer Academic Publishers, Dordrecht: 49-63.

GrirLn, V., D, Mascianparo, G, Taserimi, 1991, “Political and monetaty institutions
and public financial policies in the industtial countries”, Ecomosnsic Policy, Vol. 13:
342.392,

Grosse, R., L.G. Goipsere, 1991, “Foreign bank activity in the United States: an

analysis by country of origin”, Jowrnal of Banking and Finance, Vol. 15:
1093-1112.




302 BNL Quarterly Review

Hamivron, A., 1986, The Financial Revolution, Penguin, Harmondsworth, 1986.

Hannan, T.H,, 1991, “Foundations of the structure-conduct-performance paradigm in
Banking”, Journal of Money, Credit and Banking, Vol. 23: 68-84,

Hawawing, G., B. JacquiLLar, 1990, “European equity matkets: towards 1992 and
beyond”, in: J. Dermine {ed.), European Banking in the 1990s, Basil Blackwell,
Oxford: 67-101.

Hewrrrz, G., 1979, Zentralitit und zentrale Orte, Teubner, Stuttgatt.

Heirwie, M., 1991, “Banking, financial intermediation and corporate finance”, in: A.
Giovannini and C. Mayer (eds.), European Financial Integration, Cambridge Uni-
versity Press, Cambridge: 35-63.

Hereman, E., P.R. Krueman, 1985, Market Structure and Foreign Trade, Hatrvester Press,
Brighton.

HoweLts, J., 1988, Economic, Technological and Locational Trends in European Services,
Avebury, Aldershot.

Jouns, R.A., 1983, Tax Havens and Offshore Finance: A Study of Transnational Economic
Development, St. Martin’s Press, New York.

Jounson, H.G., 1976, “Panama as a regional financial center: a preliminary analysis of
development contribution”, Economic Development and Cultural Change, Vol. 24:
261-286,

Krnoury, S.J., 1989, “The international financial centets: developing the competitive
edge”, in: Y.8. Park and M. Essayyad (eds.), International Banking and Financial
Centers, Kluwer Academic Publishers, Dordrecht: 67-82,

KmipreserGer, C.P, 1974, “The formation of financial centets: a study in comparative
ecanomic history”, Princeton Studies in International Finance, No. 36, Princeton,

NJ.

KanpLEBERGER, C.P., 1983, “International banks as leaders or followers of international
business”, Journal of Banking and Finance, Vol. 7: 583-395.

KivpLeBERGER, C.P., 1984, A Financial History of Western Europe, George Allen &
Unwin, London,

Krucnan, P.R., 1983, “The ‘New Thecties’ of international trade and the multinational
enterprise”, in: C.P. Kindleberger, D.B. Audretsch (eds.), The Multinational Corpor-
ation in the 19805, MIT DPress, Cambtidge, Mass: 37-73,

Levich, RM., A, Sommariva, 1987, The ECU Markes: Current Developments and Future
Prospects of the European Currency Unit, Lexington Books, Lexington, Mass,

Lewrs, M.K. and K.T. Davss, 1987, Domestic & International Banking, Philip Allan,
Oxford.

LoscH, A., 1944, Die rdumliche Ordnung der Wirtschaft, Gustav Fischer, Jena, 2nd
edition; W.H. Woglom (tr.), 1954, The Economics of Location, Yale University
Press, New Haven and London,

MankTw, N.G., 1986, “The allocation of credit and financial collapse”, Quarterly Journal
of Economics, Vol, 101; 455-470,

Centralization in International Financial Intermediation: ... 303

MasTrOPASQUA, C., 8. Micossi, R. RiNaLpi, 1988, “Intetventions, sterilisation and mon-
etary pollcy in European Monetary System countrles, 1979-87", in: F, Glavazzi, S.
Micossi, M. Millet (eds.), The European Monetary Systerms, Cambridge University
Press, Cambridge: 252-287,

McCarrhy, 1., 1979, Hosting Offshore Banks: Benefits and Costs, Finance and Development,
Vol. 16, December: 45-48,

McRag, H., F. Cazncross, 1973, London as a Financial Centre, Magnum Books,
London.

Napregr, M., S. HELLER, S. SHIPMAN, 1955, The Money Market and Its Tnstitutions, Ronald
Press Company, New York.

Neave, E.H., 1991, The Economic Organisation of a Financial System, Routledge, London
and New York.

Newnan, P., J. KenwortHy, 1989, Cities and Automobile Dependence, Gower,
Aldershot.

O’Brien, R., 1992, Glokal Financial Integration: the End of Geograpby, Pinter,
London.

OreantsaTIoN FoR Economic Co-operaTioN aND DeEvELOoPMENT (OECD), 1990, Liberal-
isation of Capital Moverents and Financial Services in the OECD Area, OECD, Paris,

ORrGANISATION FOR Economic Co-operaTiON aNp DeveLopment (OECD), 1991,
Economic Outlook, No. 50, OECD, Paris.

Pagano, M. and A, RogLt, 1990, “Trading systems in Evuropean stock exchanges: current
performance and policy options”, Ecomomic Policy, Vol, 10: 65-116.

Parg, Y.S., 1982, “The economics of offshore financial centets”, Columbia Journal of
World Business, Vol 17: 31-35.

Parg, Y.S., 198%a, “Introduction to international financial centers: their otigins and
recent developments”, in: Y.S. Park and M. Essayyad (eds.), International Banking
and Financigl Centers, Kluwer Academic Publishers, Dordrecht: 3-9,

Parg, Y.S., 1989b, “Recent functional changes in intetnational finance and their impli-
cations for international financial centers”, in: Y.S. Park and M. Essayyad (eds.),
International Banking and Financial Centers, Kluwer Academic Publishers,
Dordrecht: 235-246.

PrINGLE, ].]., 1974, “The capital decision in commercial banks”, fowrnal of Finance, Vol.
29 779-793,

Raucy, J.E., 1991, “Productivity gains from geographic concentration of human capital:
evidence from the cities”, NBER Working Papers, No. 3905, Cambridge, Mass,

Reep, H.C., 1980, “The ascent of Tokyo as an international financlal center”, Jowrnal of
International Business Studies, Vol. 11: 19-35,

Reep, H.C., 1981, The Preeminence of International Financial Centers, Praeger, New York.

Regp, H.C., 1983, “Appraising corporate investment policy: a financial center theoty of
foreign direct investement”, in; C.P. Kindlebetger, [.B. Audretsch (eds.), The
Muldtinational Corporation in the 19805, MIT Press, Cambridge, Mass.: 219-244.

Reep, H.C., 1989, “Financial center hegemony, interest rates, and the global political

economy”, in: Y.S. Park and M. Essayyad (eds.), International Banking and Financial
Centers, Kluwer Academic Publishers, Dordrecht: 247-268,




304 BNL Quarterly Review

Revew, JR.S,, 1986, “Implications of information technology for financial institutions”,
in: D.E. Fair (ed.), Shifting Frontiers in Financial Markets, Martinus Nijhoff,
Dordrechi/Boston/Lancaster: 241-255.

Rossms, S.M., N.E. TERLECEY), 1960, Money Metropolis. A Locational Study of Financial
Activities in the New York Region, Hatvard University Press, Camburidge, Mass.

SHAFFER, S., 1985, “Competition, economies of scale, and divessity of fitm sizes”, Applied
Economics, Vol. 17: 467-476.

SHIGEHARA, K., 1991, “External dimension of Europe 1992: its effects on the relationship
between Furope, the United States and Japan®, Bank of Japan Monetary and
Economic Studies, Vol. 9; 87-102,

Smrre, R.C., and I Wavrter, 1990, Glokal Financial Services, Harper Business, New
Yotk,

Smrre, R.S., 1990, “Factors affecting saving, policy tools, and tax reform”, IMF Sigff
Papers, Vol. 37. 1-70,

SocieTy FOR WORLDWIDE INTERBANK FmNanciar TELECOMMUNICATION, Awsnunal Report
1990, Brussels.

Srierrrz, JE., 1991, “Govetnment, financial matkets, and economic development”,
NBER Working Paper, No. 3665.

SwoBopa, A.K., 1990, “Swiss banking after 19927, in: J. Dermine (ed.), Europearn Banking
in the 1990s, Basil Blackwell, Oxford: 335-3533.

Taveas, G.S., 1991, “On the international use of curtencies: the case of the Deutsche
Mark”, Essays in International Finance, No. 181, Princeton, N.J.

Trrrerr, H.S., R.S. Donner and B.R. Lowrey, 1989, “The US and UK activities of
Japanese banks: 1980-1988", International Finance Discussion Papers, No. 361,
Trrier, N., A. LEvsHon, 1988, “The gambling propensity”: banks, developing country
debt exposures and the new intetnational financial system”, Geoforum, Vol 19:

53-69.

Towey, RE., 1974, “Money creation and the theory of the banking firm”, Journal of
Finance, Vol 29: 57-72.

Tscuoegr, AL, 1989, “The benefits and costs of hosting financial centers”, In: Y.S,
Park, M. Issayyad (eds.), Imternational Banking and Financial Centers, Kluwer
Academic Publishers, Dordrecht: 175-187.

Unrrep Nations Commision oN TransnaTioNar Corporations (UNCTC), 1988, Trans-
national Corporations in World Development, UN, New York,

Unrrep Natrons Commission oN TransnaTionaL Corrorarions (UNCTC), 1989,
Foreign Direct Invesiment and Transnational Corporations in Services, UN, New York,

Uncerer, H., J.J. Havvonen, A. Lorez-Craros, T. Maver, 1990, “The European
Monetary Systern: developments and prospects, IMF Occasional Paper, No. 73, IMF,
Washinghion, D.C.

Warter, 1., R.C. Smrry, 1989, Investment Banking in Europe, Basil Blackwell,
Oxford.

Warter, 1., R.C. Saary, 1990, “European investment banking: structure, transactions
flow and regulation”, in: J. Dermine (ed.), European Banking ir the 1990s, Basil
Blaclwell, Oxford: 105-147.

WiLLiamson, S$.D,, 1987, “Costly monitoring, loan contracts, and equilibrium credit
rationing”, Quarterly Journal of Economics, Vol. 101: 135-145.




