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EXECUTIVE SUMMARY

A. Introduction

Competitive financial services markets that serve European consumers and businesses
efficiently contribute to economic growth and, therefore, to the achievement of the Lisbon
goals. Against this background the Commission in June 2005 decided to open sector
inquiries into two important areas of the financial services sector: retail banking and business
insurance.

The instrument of sector inquiries has its legal basis in Article 17 (1) of Regulation 1/2003,
according to which the Commission may decide to conduct an inquiry into a particular sector
of the economy or into particular types of agreements across various sectors, where the
trend of trade between Member States, the rigidity of prices or other circumstances suggest
that competition may be restricted or distorted within the common market. Sector inquiries
represent an important element in the Commission’s modernised approach to competition
policy which abolished the notification system and opted for a more pro-active antitrust
practice.

The retail banking inquiry in particular will also make significant contributions to the
Commission’s future strategy recently set out in its White Paper Financial services policy
2005-2010" which named the extension of better regulation principles into all policy making
and the strengthening of competition among providers as two of the main priorities.

The Commission’s inquiries into financial services

The aim of the sector inquiries is to identify competition concerns that may require
investigation and remedy under the European competition rules. In this context the
Commission intends to provide a sound basis for a coherent approach to antitrust practice
carried out by the National Competition Authorities (NCAs) and the Commission. Should
there be evidence, after further investigation, that particular practices or arrangements violate
Community or national competition law in an individual case, these practices or
arrangements can be addressed by antitrust action. With the inquiry the Commission,
however, is giving all stakeholders concrete information about potential market failures and,
therefore, the opportunity to resolve problems within their remit.

In its inquiry into retail banking the Commission is looking at two complementary aspects.
These two aspects are firstly, the inquiry into the European payment cards markets where
the interim report was published on 12 April 2006; and secondly, the inquiry into the markets
for current accounts and related services that is the subject of this preliminary report. The
findings from both parts aspects of the inquiry will be considered together, allowing the
Commission to broaden and deepen its understanding of competition in EU retail banking. A
final report of the sector inquiry into retail banking, covering current accounts and related
services and payment cards will be published by the end of 2006.

This part of the inquiry concerns current accounts and related services and analyses issues
such as:

o current market structures (product markets, regional and national)
¢ conduct of market players (including cross-selling and tying)

e pricing (interest rates and fees)

e payment systems (fees, domestic and international infrastructures)

! Available at http://europa.eu.int/‘comm/internal_market/finances/docs/white _paper/white_paper_en.pdf
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e consumer behaviour and mobility
e cross-border activities, market entry and entry barriers

These issues are examined by means of questionnaires to a sample of retail banks? and by
further questionnaires to bank associations, payment networks, banking regulators and
central banks. Furthermore, the Commission looked into the practice of national competition
authorities (NCAs) with the help of an inquiry carried out by NCAs. Finally, surveys and
studies carried out by other institutions were included to complement the Commission’s own
analysis.

The economic significance of the retail banking sector

Despite growth and diversification in the financial services sector, retail banking — banking
services to consumers and small firms — remains the most important sub-sector of banking,
representing over 50% of total banking activity in Western Europe®. The Commission
estimates that in 2004 retail banking activity in the European Union generated gross income
of 250-275 € billion, equivalent to approximately 2.5% of total EU GDP. As a whole the
banking sector in the European Union directly provides over three million jobs.

In essence retail banks provide three basic services to consumers and small businesses:
saving; borrowing; and services related to current accounts such as transferring and
receiving payments. Retail banking is carried out by a wide range of providers. These range
from very small banks that supply only retail services to medium-sized or very large banks
that may operate in a range of banking activities (e.g. private or corporate banking). There is
also a growing trend in Europe, particularly among large banks, to operate as a financial
conglomerate in a range of financial services markets such as life insurance or asset
management. Alongside differences in the scale and scope of banks’ activities there are also
other important variations. While most of the large banks are commercial institutions or
groups, some Member States (e.g. in Germany and Austria) still have significant proportions
of state owned and/or co-operative banks that are more community-based and — partly —
have explicit social objectives.

European retail banking markets are characterised by the following main features:

a high degree of international and national regulation

a traditionally high level of co-operation among banks (e.g. payment infrastructures),
significant market fragmentation and differences regarding market structures,

entry barriers due to regulatory or behavioural causes,

a fragmented demand side (individuals, small enterprises) characterised by
information asymmetry, customer immobility and very limited bargaining power.

These market characteristics may give rise to competition concerns such as the creation of
artificial entry barriers; for instance, through access conditions and fee structures of
payments systems or the organisation and management of credit databases by incumbents.

However, the competition issues evident in retail banking are not straightforward, as the
inquiry’s preliminary findings show. Whether or not certain practices require antitrust action
can only be verified on a case-by-case basis.

> The sample of around 240 European retail banks was compiled on a per-country basis.
% This estimate across is based on market data gathered by the sector inquiry. A similar estimate was made by
McKinsey in a 2003 study on European banking.



B. Factual findings

Market structures and concentration

Country comparisons show that market structures differ considerably across the EU. This
applies to the degree of market concentration as well as to the identity of main players. The
sector inquiry was not able to survey the entire retail banking sector in the EU. However the
sample coverage was sufficiently large to present a good picture of differing market
structures across the Member States. Due to the lack of other sound retail banking statistics
covering the EU25 and taking account of consolidated group data, this probably is the first
comprehensive survey of European retail banking that has been able to — at least roughly —
evaluate market structures and concentration at national and even regional level. The main
preliminary findings are:

¢ |n most countries retail markets seem to be characterised by a ‘mild’ concentration
that materialises at national and regional level: the Member States with the highest
concentration include countries such as The Netherlands, Belgium or Sweden and, to
a lesser extent, Finland. The least concentrated countries seem to be lItaly, Spain
and, in particular, Germany.

o However, in view of the importance of local branch networks, national markets may
be too large for analysing competition for core retail banking products. The inquiry,
therefore, has also examined concentration at the regional level and found, at least in
some Member States and predominantly in Germany, far higher regional
concentration ratios than the national figures suggest.

¢ In most of the new Member States, subsidiaries of foreign banks have a major
market presence.

Financial performance of retail banks

Using OECD data, the inquiry has analysed long-term trends in the profitability of European
banks, for all banking activities including retail. Based on operating profits as a share of
gross income from all banking activity, banks in almost every Member State have become
more profitable since the 1980s. The conjunction of rising pre-tax profits and falling effective
tax rates implies that on average the post-tax profitability of European banks has increased
significantly.

The profitability of retail banking activity varies widely across the EU. The inquiry’'s market
survey found that average pre-tax profits in retail banking in 2004 were around 29% of banks’
gross income across the EU25. However there were wide variations at country level. Banks
in Austria and Germany generated pre-tax profits of 11% and 17% respectively; among the
lowest in Europe. Banks in several Members States including Ireland, Spain and Finland
were far more profitable, with pre-tax profits of over 40% of gross retail income.

The inquiry estimated banks’ gross income per consumer for particular product lines. In
2004, for personal current accounts, banks in Luxembourg and Italy reported the highest
gross income per customer (265€ and 204€ respectively), whereas banks in Lithuania and
Sweden had the lowest figures (15€ and 22€ respectively).

Based on operating costs as a share of total retail income, the inquiry found a wide
dispersion across Member States in banks’ cost bases. On average banks’ operating costs in
2004 amounted to 63% of total retail income. Banks in Spain and Ireland had the lowest cost
ratios (45-50% on average), while banks in Germany, Austria and the Netherlands had the
highest ratios (75-80% on average).



Customer choice and mobility

Customers tend to have fairly long relationships with their bank, especially in the EU15.
Consumers in the EU15 tend to hold their personal current account for roughly ten years on
average, whereas SMEs hold their current account for just under nine years. Patterns of
customer mobility in the new Member States are still quite different. The average age of
current accounts is markedly lower at six years for consumer and five years for SMES.

The level of customer mobility in the current account market appears fairly low. Adjusting for
market growth, only an estimated 7.8 per cent of EU consumers and 12.6 per cent of SMEs
moved their current account in 2005.

Cross-selling by banks is a popular practice across the EU, though less established in the
new Member States. On average, consumers holding a current account with a given bank
buy an additional 1.1 products from that bank, while mortgage customers buy an additional
2.0 products.

Pricing and customers’ use of banks accounts

Data gathered by the inquiry shows that there is high variation in prices for payment services
across the EU25. The large dispersion in prices suggests that greater cross-border
competition could bring down prices, particularly in those countries where payments prices
are still relatively high.

Fees for current account services can be charged in different ways. Banks in some Member
States charge low fees both for account management and payment fees per transaction.
However, the Member State reporting the highest account management fees also reported
relatively high fees per transaction for selected payment services. Meanwhile, banks in some
Member States reported higher account management fees on average but lower average
fees per payment.

C. Potential market barriers

European retail banking markets are still extremely fragmented and characterised by a range
of entry barriers that need further exploration. Some of these barriers may be explained by
‘natural effects’ resulting from economies of scale, consumption externalities and
standardisation requirements with respect to networks such as payment systems. Others are
of an artificial nature resulting from specific regulation or conduct of firms and concern, for
instance, access to networks or discriminatory fee structures. The main preliminary findings
can be summarised as follows:

Payment systems

The inquiry has found a highly fragmented market for payment systems in the EU. In some
Member States, clearing infrastructures are the legacy of non-profit systems owned by the
national central bank and run on a non profit basis. In other Member States the payment
infrastructure is operated by a joint venture of banks and may be on a for-profit basis.
Corresponding banks still play a major role, particularly for cross border transactions.

The inquiry has shown that fee structures — particularly high joining fees and volume discount
fees — and membership rules in some Member States may deter new entrants from
membership of a payment system, which in turn weakens their ability to offer a competitive
range of retail banking services. For potential new entrants, the alternative may be indirect
participation in the payment system through a local intermediary bank, which is likely to be a
(large) domestic competitor in the downstream retail banking market.



The creation of a Single Euro Payment Area (SEPA) should change the competitive
landscape. Some national payment systems expect that SEPA will generate new
opportunities for growth, while it may threaten the established business model of sole others.
Certain aspects in the design and governance of SEPA may merit close competition scrutiny
because decisions being taken now will shape the landscape of the European payments
industry — and the wider retail banking sector — over the long term.

Credit databases

In general, access to credit databases has received relatively little attention as a competition
issue in retail banking. Banks need data in order to assess the creditworthiness of borrowers
and price accurately for risk. However, the way credit databases are organised and gather
information can provide an obstacle for newcomers. In particular, credit databases that are
owned and managed by a joint venture or co-operation of the incumbent banks may result in
entry barriers for potential entrants.

Factors which may reduce customer mobility

The evidence suggests at first sight that some patterns in banking customers’ behaviour may
be intrinsic, such as the wish to maintain a long-term relationship with their bank. However it
may also suggest that there are some common structural factors that customers face across
Europe which may unnecessarily raise the costs of switching bank and so reduce their
mobility. This effect may in turn weaken the incentives on banks to compete to retain their
existing customers and to attract consumers to switch bank. The inquiry has shown that
banks’ profitability tends to be lower in markets where customers are more mobile.

Cross-selling is widely practiced and, in addition to having commercial advantages for banks,
may have some benefits for customers. However, some aspects of the way in which retail
banking products are bought and sold may reduce the intensity of competition among banks
for new business. For example, 47 per cent of banks’ mortgage customers were required to
take out a current account, whereas 58 per cent of SMEs taking out a loan also had to
accept a current account. This practice increases the breadth of a consumer’s relationship
with one bank and hence increases the costs involved in moving their business to an
alternative provider.

Regulation and state intervention

Retail banking markets remain fragmented. The incidence of cross-border banking mergers
and acquisitions remains fairly low in the EU. A range of policy measures could help provide
a more supportive environment, including more streamlined and effective banking
supervision, and the removal of obstacles to cross-border activities and market integration.

While the scope of direct state intervention in the retail banking sector has narrowed,
Member States continue to intervene in banking markets in several ways. This ranges from
the promotion or preferential treatment of certain bank products, the protection of certain
bank types or the prevention of cross-border market entry.
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D. Issues for consultation

The Commission identifies the following sets of issues for consultation on its interim report on
current accounts and related services. These issues are:

Market structure and fragmentation

Banks’ financial performance and pricing

Entry barriers in retail banking

Customer choice and mobility

Development of payment infrastructures in the context of the Single Euro Payment
Area

A list with detailed questions as well as information on the next steps in the retail banking
sector inquiry can be found in Chapter 10.
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1. INTRODUCTION — PURPOSE, DEFINITIONS AND METHODOLOGY

This chapter explains the purpose of the sector inquiry and sets out the definitions and
methodology used by the Commission for the analysis of European retail markets. The
chapter discusses:

the purpose and legal basis of the sector inquiry

why the Commission launched its sector inquiry into retail banking

the definition of retail banking used in the inquiry

the products and services in the scope of analysis

the method used to identify players in the EU retail banking sector, create a
representative sample and measure concentration

¢ the structure of the preliminary report

1.1. Purpose and legal basis of the sector inquiry

Well functioning, integrated and competitive financial markets are essential for an efficient
and dynamic development of the European economy. A number of indicators such as market
fragmentation and entry barriers as well as a limited choice of retail banking customers,
however, suggest that not all financial markets are truly integrated. Furthermore these
patterns may suggest that competition may be restricted or distorted within the common
market, in particular with respect to the provision of retail banking products and services to
consumers and small and medium sized enterprises.

The Commission, therefore, on 13 June 2005 initiated inquiries into the financial services
sector, specifically into retail banking and business insurance. The instrument of sector
inquiries has its legal basis in Article 17 (1) of Regulation (EC) No 1/2003. Accordingly, the
Commission may decide to conduct an inquiry into a particular sector of the economy or into
particular types of agreements across various sectors, where the trend of trade between
Member States, the rigidity of prices or other circumstances suggest that competition may be
restricted or distorted within the common market.

The sector inquiries allow the Commission to use its powers of investigation with respect to
financial institutions, providers of infrastructure and upstream services, financial services
intermediaries, users of financial services and Member States authorities. Sector inquiries
represent an important element in the Commission’s modernised approach to competition
policy which abolished the notification system and opted for a more pro-active antitrust
practice. Inquiries, furthermore, help the Commission to gain market knowledge and, by
sharing the results, also to support national competition authorities in their work.

Should the inquiry confirm the existence of anticompetitive agreements or practices or
abuses of a dominant position, the Commission or, where appropriate, the national
competition authorities could envisage using the information collected in order to take the
appropriate measures to restore competition in the relevant markets. Such measures might
include addressing individual decisions to the entities concerned based on Article 81 and
Article 82, on their own or, for the Commission, in conjunction with Article 86 of the EC
Treaty.

The primary aim of these inquiries is, therefore, to identify issues that require investigation
and possibly remedy under the European competition rules. The inquiries will, however, also
play an important role in the context of the Commission’s agenda following the Financial
Services Action Plan (FSAP), which has been set out in the recent White Paper Financial
Services Policy 2005-2010. 4 In addition, all stakeholders will receive valuable information

4 Available at: http://europa.eu.int/comm/internal_market/finances/docs/white _paper/white_paper_en.pdf
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and data resulting from the Commission’s inquiry, which will help shed light on potential
market failures and appropriate means for addressing them.

1.2. Why the Commission launched its sector inquiry into retail banking

Retail banking activity in the EU is carried out by a variety of providers. These range from
very small banks which supply only retail services to medium-sized or very large banks which
may operate in a range of banking activities (e.g. private or corporate banking). Some retail
banks have specialised origins, for instance, as mortgage or online banks and, therefore,
only offer a limited range of retail banking products and services. However, there is also a
growing trend in Europe, particularly among large banks, to operate as a financial
conglomerate in a range of financial services markets such as life insurance or asset
management. Alongside differences in the scale and scope of banks’ activities there are also
important variations in the constitutions of retail banks. While some banks are fully
commercial institutions, some banks in some countries have significant levels of public
ownership and board representation or are cooperatives.

Retail banking is an important industry for the European economy. Despite growth and
diversification in the financial services sector as a whole, retail banking remains the most
important sub-sector of banking, representing over 50% of total banking activity in Europe.
The Commission estimates that in 2004 retail banking activity in the European Union
generated gross income of 250-275 € billion, equivalent to approximately 2.5% of total EU
GDP. As a whole the banking sector in the European Union directly provides over three
million jobs. The performance and development of this sector is, therefore, significant, also in
the context of the Lisbon strategy.

However, competition does not always seem to work properly in the markets for retail
banking services and products. For instance, antitrust practice in Europe and elsewhere has
provided evidence for competition problems in the field of payments cards. The first strand of
the retail banking inquiries, therefore, concerns the payment card business. On this part the
interim report was published on 12 April 2006.

The second strand of the inquiry is subject of this report and concerns core retail banking
products such as current accounts, savings deposits, loans and payment systems other than
payment cards. Antitrust enforcement practice is limited with respect to core retail banking
products, at least at Commission level. One reason could be that retail banking markets still
appear to be very fragmented. Therefore, the issue of potential entry barriers is a primary
reason for carrying out this second strand of the inquiries.

The findings from both aspects will be considered together, and a final report of the sector
inquiries into core retail banking and the payment cards business will be published by the
end of 2006.

1.3. Defining retail banking activity

Retail banking activity is commonly understood to comprise:

® banking services for consumers (individuals/private households) and
® banking services for small and medium sized enterprises (SMES).

The delineation of each of these two segments, however, is not standardised by, for
instance, a nomenclature for central banks’ statistics or other official databases. The
inclusion or exclusion of customer categories from these segments depends to a large part
on cultural habits, market developments or the individual business strategies of banks.
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In some countries or specialised banks, for example, services for wealthy individuals and
households fall under the so-called segment of private banking. Moreover, whether a certain
size category of SMEs belongs to the segment of retail banking or the segment of corporate
banking varies from bank to bank. Normally, however, banks do not classify enterprises with
an annual turnover higher than EUR 10 million in their retail operations. Most banks treat
only companies with an annual turnover below EUR 5 million or even 2 million as customers
of the retail segment. Finally, some retail banks have specialised origins, for instance, as
mortgage or online banks and, therefore, only offer a limited range of retail banking products
and services.

In order to reduce this complexity, the Commission has for the purposes of the sector inquiry
defined:

® personal banking as banking products and services for consumers including current
accounts (and related services such as ATM, direct debit and credit transfers), sight
deposits and other savings accounts, credit lines/overdrafts (no limits on individual
asset size) and consumer loans;

® business banking as banking services for enterprises up to a maximum turnover of
EUR 10 million annually and including services such as current accounts, term loans
and credit lines. Though the Commission defines these size categories as micro and
small enterprises, and not as medium sized enterprises,” this report, in following
industry and literature habits, will also use the term ‘SME banking’ or ‘'SME customers’
for this sub-segment.

In carrying out the inquiry and, for instance, addressing comprehensive questionnaires to
European banks, the Commission has not applied a rigid definition within these general
parameters. This approach has allowed for individually flexible definitions (e.g. by accepting
banks’ own definition of SME business even where they may be narrower; and by including
in the analysis banks offering some but not all retail banking services).

1.4. Retail banking products and services

The Commission took an open approach with no limitations or exclusion of services so that
its analysis gathered information on principally all retail services individually offered by
market players. This approach enables the inquiry first to determine main characteristics and
structures of European retail banking markets; and secondly, to analyse patterns of market
conduct and performance such as cross-selling or pricing.

For the purpose of an in-depth and partly quantitative analysis the Commission focuses on
the following main products within the two segments:

e Within the segment of banking services for consumers three sets of retail banking
products form the core of the sector inquiry:

0 Current accounts — the bank account which individuals use for most of their
household transactions such as receiving wages or paying bills.

0 Deposit accounts — an account which individuals use for saving. The accounts
provide instant (‘sight deposits’) or time-limited (‘time deposits’) access to
funds.

o Consumer term loans — a loan account operating for a specified time period,
which is used to fund personal or household consumption.

® See Commission Recommendation of 6 May 2003 concerning the definition of micro, small and medium-sized
enterprises, OJ L 124 of 20.05.2003, p. 36-41.
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In addition to these three sets of products, the sector inquiry has also taken some account of
other retail banking products for individuals such as payment cards®, mortgages’ and
investment funds®.

e The analysis of banking services for small enterprises (SMES) focuses on:

0 Current accounts — the bank account which SMEs use for the bulk of the
payments they make and receive.

o Term loans - a loan account operating for a specified time period, which an
SME uses to finance its business expenditure.

o0 Credit lines — an open-ended facility which incorporates the credit element of
a loan — enabling SMEs to draw down finance — and the flexibility of a current
account for making and receiving payments.

In addition to these three sets of products, the sector inquiry has also taken some account of
other products for SMEs such as leasing (which involves a bank’s paying for part or all of the
cost of a capital asset for an SME, and the bank then hires this asset to the SME).

Together with the retail banking products specified above, the sector inquiry also analyses
payments systems, since they form the core of money transmission services in personal and
SME banking, and are significant structures within the retail banking sector as a whole.

The analysis of whether retail banking as a whole, cluster of products or individual products
form relevant product markets in the sense of antitrust case assessment was not the purpose
of the sector inquiry (see also chapter 4 for further discussion).

1.5. Methodology of the sector inquiry

This preliminary report on the market for current accounts and related services analyses a
range of issues that influence the level of competition:

¢ regulation of the retail banking sector;

¢ market structures and measures of concentration;

o financial performance of retail banks;

e customer behaviour and mobility;

e the structure of payment systems at European and national level; and

¢ conduct of market players, including price-setting and formal cooperation.

The inquiry has examined these issues using a range of tools; most notably an extensive
market survey of around 250 European retail banks in the EU Member States. In order to
provide a broad perspective on the market, further questionnaires were also sent to bank
associations, payment networks, banking regulators and central banks. The Commission has
also considered the work of national competition authorities (NCAs), building on an inquiry
into retail banking conducted by the NCAs themselves. Finally, the Commission has
complemented its own surveys and analysis by making use of studies by other institutions
and the wider literature on retail banking and competition policy. Internal and external
consultants supported the Commission in its analysis.

® The Commission’s sector inquiry into retail banking has a separate strand which examines competition in the EU
payment cards market. The interim report on payment cards is available at:
http://europa.eu.int/comm/competition/antitrust/others/sector_inquiries/financial_services/interim_report 1.pdf

! Ordinarily mortgages should be included as a core product within the scope of a competition inquiry into retail
banking. However, the European Commission (led by DG Internal Market and Services) is separately conducting
extensive work on the European mortgage market and published a Green Paper in July 2005. Thus DG
Competition has decided to put more emphasis on other retail banking products.

8 Many retail banks supply investment funds and thus asset management could be seen as part of the retail
banking family. However, DG Internal Market and Services is again looking in detail at the future of the European
market and therefore the sector is not extensively covered in this sector inquiry.
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One of the main tasks was to identify European retail banks to create a meaningful sample
as addressees for the central questionnaire. There are more than 8000 credit institutions in
the EU, some of them very small savings or co-operative banks. However, not all of them are
active in the retail market and a substantial number are subsidiaries belonging to a single
banking group. Out of this total the Commission aimed to create a sample of around 250
banks that covered each of the 25 Member States. The sampling approach, therefore, took
country lists of consolidated banks or bank groups as a starting point®.

The main purpose of the sample was to cover as much as possible of each country’s retalil
banking total but in doing so, also allowing for smaller banks to be included, except
extremely small ones — banks with less than 10 employees still exist — that were not
burdened with a very comprehensive questionnaire. Finally, some account also had to be
taken of the population size of a Member State though not by including a proportionate quota
of banks. Due to the different concentration degrees of national markets, the aim to cover a
large part of each market and the limited size of the sample, a proportionate representation
of the large Member States was not feasible. Some of these large Member States’ banking
structures are characterised by an extremely high number of small but independent savings
and co-operative banks. Germany, for instance, has more than 2000 credit institutions, with
around 500 individual savings banks active in the retail banking market. For such a country it
is impossible, even with a high number of banks included, to either cover a similarly large
part of the market as in more concentrated countries.

Due to the fact that a standardised definition of retail banking does not exist and that,
moreover, not all banks keep clearly separable accounts even for their individually defined
retail segment, valid statistics and size indicators for retail activities of banks (e.g.
consolidated retail assets, income, profitability etc.) are not available. Therefore, identifying
the market players and sorting them on the basis of volume or performance indicators in
order to pick roughly 250 European retail banks according to the criteria described above
was not a straightforward process.

Consequently, the Commission had to choose an indicator suitable as a proxy for the volume
of retail banking activities and market strength to identify the market participants within each
Member State. Income on current accounts, savings deposits or consumer loans could
function as such a proxy. However, respective data are only available for a rather limited
number of banks, even in commercial databases which contain individual bank data and
which the Commission, therefore, used to identify sorting criteria. The only proxy available
for most of the EU retail banks was the customer (non-banks) deposits per bank.*

The Commission grouped banks (consolidated group data) per country, summed up the
deposits per country and ranked the banks on the basis of the individual deposit volume. The
aim was to at least cover 60-70% of each country (requiring a high number of banks in less
concentrated countries such as Germany, Spain or Italy with a large number of independent
savings and co-operative banks) but include up to 80-90% where this was feasible with a
maximum number of 8 banks per country. Further modifications were carried out to account
for population, in particular in order not to discriminate against large countries with a high
concentration, and to include also some smaller banks.

The country lists that resulted from this exercise were further amended by, for instance,
deleting banks that turned out not to be active in retail banking and adding others that were
known to have significant retail activities. Further corrections had to be made following the
submission of the questionnaire to market participants, when some banks notified only

® This means that, in the initial country lists, 2 banks located in the same country are not related to each other (but
a bank appearing in one country list might be a subsidiary of another bank appearing in another country list).

% The sample was prepared by DG MARKT (based on data extraction from the Bankscope database) according
to the criteria established by DG COMP.
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insignificant retail activities or when a seemingly ‘consolidated’ group turned out to comprise
independent banks or vice versa.

As a result, the estimated coverage rate of the inquiry of each Member State on the basis of
the deposit volume per country is as follows:

Table 1: Country coverage rate

Percent range of
coverage of national
deposits volume

Country

Ireland 60-70
Austria 60-70
Germany 50-60
Latvia 50-60
Luxembourg 30-40

This table shows good coverage considering the difficulties described above and in view of
the limited number of banks in the sample. The countries with a comparatively concentrated
retail market (e.g. Belgium and the Netherlands) are naturally better covered than those, in
particular large Member States, with a more fragmented structure. The specific case of
Germany has already been explained above. The low coverage ratio of Luxembourg is
mainly the result of a high proportion of banking activity carried out by subsidiaries of non-
domestic parent companies that offer no retail banking services or only a limited range.

17



1.6. The structure of this report

The chapters of the interim report listed below are structured as follows:

Chapter 2 sets out the main economic features of retail banking markets.

Chapter 3 describes the regulatory framework for retail banking.
Chapter 4 examines market structures and concentration in the EU25.
Chapter 5 analyses the financial performance of retail banks.

Chapter 6 deals with selective price comparisons.

Chapter 7 examines customer mobility and choice.

Chapter 8 analyses retail payment systems.

Chapter 9 describes industry cooperation.

Chapter 10 summarises the report’s main conclusions.
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2. MARKET FEATURES

This chapter sets out the main characteristics of retail banking markets. It looks into the main
elements and aspects of market structures, conditions and legal frameworks of the supply
side as well as of the demand side. Most of these features are general characteristics of
retail banking markets; some can be described as specifically European. However, European
banking markets and in particular European retail banking markets are still fragmented and
show different characteristics from country to country and, in some respects, from region to
region. Therefore, the chapter also describes main country differences within the EU.
Subsequently, competition issues to be analysed by the inquiry will be discussed.

2.1. General characteristics of retail banking markets

The supply side of retail banking markets shows common features that are typical for
banking markets in general. The main difference between retail banking and other banking
fields is the fragmented demand side of the first, comprising individual consumers and small
enterprises. The analysis of this sub-sector should, therefore, distinguish between supply
and demand side characteristics.

2.1.1. Supply side

Retail banks offer savings and loans products as well as payment and other services of
financial intermediation. Though technology has created new distribution channels such as
Internet or phone banking, branch networks remain an important point of service for delivery
for banks. Despite the steady drop in numbers, therefore, branch networks are unlikely to be
replaced by remote channels, in particular with respect to more complex products and
services such as mortgages.™

Table 2: Number of banks and branches in largest banking centres™?

Number of banks, Number of branches,

2004 2004

us 7559 72822
Japan 129 12539
Germany 2171 47581
France 897 39825
Italy 778 30944
UK 405 14015

Retail banks collect and process large volumes of consumer money and information, decide
on small business’ access to finance and, in managing these functions, engage in co-
operation and networks to develop standardised procedures such as payment systems or
credit databases. Consequently, such an industry is characterised by networks, regulation,
state intervention and other common features, which are described below.

High degree of international and national regulation

Handling consumers’ and business’ money, savings and loans involves risks, not only for the
customers and the financial intermediaries, but also for the economy as whole. The fear that

™ International Financial Services (March 2006): Banking, London, p.7.
2 source: European Banking Federation, US Federal Reserve, Insurance Information Institute.
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failing banks could cause a systemic crisis has brought about a traditionally high degree of
regulation with respect to the capital adequacy and governance of banks (prudential
regulation).

Over the last two or three decades, however, the banking sector has seen substantial
relaxation of wider regulation such as controls on interest rates, fees and commissions. Most
of the OECD countries, for instance, have removed this type of regulation.'® Restrictions on
lines of business, ownership and portfolios have been also relaxed though some countries
retain c&rtain rules on specific aspects such as ownership or geographical location of the
assets.

On the other hand, prudential regulation over the same period has been strengthened — or at
least harmonised at international level. These new and stricter rules primarily focus on capital
or ‘own funds’ adequacy. And while monetary policy is now more centralised in the EU for
those Member States that joined the Euro, financial supervision and stability remains in the
national domain with a subordinate role for the European System of Central Banks (ESCB).
Banking groups that carry out significant cross-border activities within the EU are, however,
growing and can produce cross-border externalities.™

One tool of prudential regulation is entry regulation by means of bank license requirements.
This is explainable by the rules on own funds adequacy. However, the promotion of stability
and the avoidance of a systemic crisis cannot justify all occurring entry restrictions. Recent
examples of governmental intervention against foreign entries or takeovers have shown that
they can also be used or ‘abused’ by governments to impede effective competition (for
further details see chapter 3). Another regulatory issue that also affects market entry
concerns specific rules on the ownership and activity of certain types of banks such as
savings banks and co-operative banks (for further details see point 2.2. below).

Traditionally high level of co-operation

Another outstanding characteristic of banking markets is the widespread co-operation
between the market participants. Banks co-operate in a variety of areas, primarily regarding

o0 the interconnection and operation of payment systems
o0 the joint management of credit databases
0 the joint development/promotion of new products and services.

Forms of co-operation and networks such as clearinghouses have developed over decades.
Co-operative activities of banks can provide a means for limiting competition. This can
materialise in restricted access to networks and systems, discriminatory fee structures or in
higher fees for consumers.

Multi-market contacts

Retail banks normally offer a wide range of products, so that the industry is not only
characterised by networks and co-operation, but also by multi-market contacts of suppliers.
Though some suppliers are specialised and only offer one product or a very limited range of
products (e.g. mortgages or online current account services), the major players normally
offer the full range of retail products. In theory multi-market contacts may induce collusion
behaviour because retaliation against cheating firms can take place on all shared markets.
Whether or not multi-market contacts, however, may facilitate co-ordinated behaviour in retalil
banking markets, can only be established on a case-by-case basis.

13 OECD paper (1998): Enhancing the Role of Competition in the Regulation of Banks, DAFFE/CLP (98)16, p. 7.
4 OECD paper (1998): Enhancing the Role of Competition in the Regulation of Banks, DAFFE/CLP (98)16, p. 7.
* SCHOENMAKER, D. and OOSTERLOO, S. (2005): Financial Supervision in an Integrating Europe: Measuring
Cross-Border Externalities, International Finance 8:1, 2005: pp. 1-27
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Varying market structures

The European markets for retail banking do not present a uniform picture regarding
concentration. National differences in concentration are still large with, for instance, Germany
having one of the less concentrated national banking sectors while some of the smaller
countries in Europe like the Netherlands, Finland and Belgium have rather high concentration
with the 5-firm concentration ratio above 75%.° Moreover, even countries with a seemingly
low concentration degree may look rather different when analysing the regional level where
regional banks such as savings or co-operative banks can play a major role. Thus, there are
significant differences between countries and, in some instances, between national and
regional level. General conclusions on the concentration level of EU retail banking markets
can hardly be drawn except the fact that some markets show oligopolistic structures with a
limited number of major players (for further details, see next chapter ‘Market structures’).

Varying degrees of price transparency

The literature on retail banking cites examples where prices for particular products are
transparent and relatively easy to compare.” This typically applies to products such as
deposits or mortgages, where the interest rate is an accurate proxy for the ‘price’ though
some hidden charges or fees also apply to mortgages, for instance. However, there are
several products where prices are clearly not very transparent; for example, current
accounts. The effective price charged by banks for providing current accounts may be
reflected in the interest rates and fees applied to the account, and also in the level of charges
for payment services. Thus it may be hard for consumers and SMEs to assess the effective
‘price’ of a particular current account, and harder still to compare products across several
suppliers with differentiated products.

Significant barriers to entry

Prudential rules and supervisory regulation can be used to hinder entry, for instance,
takeovers, mergers or entry by foreign banks. In addition, some EU countries restrict entry,
mergers or takeovers regarding certain types of credit institutions (e.g. savings banks).
However, prudential and supervisory regulation may not be the main reason for entry barriers
but state ownership and governance of bank. Thus, a study carried out by the World Bank
found positive links (correlation) between state ownerships and measures to reduce
competition such as denied entry applications or restrictions on bank activities.*® Moreover,
state support in various forms and, in particular, the ‘too big to fail’ criterion seem to be a
subtle but highly effective entry barrier in that it tends to prefer domestically owned banks
and disadvantages smaller banks in general."

Other entry barriers result from market structures and the conduct of participants, particularly
with respect to co-operation agreements and the functioning of networks such as payments
systems or credit bureaus. In the context of networks, natural, regulatory and behavioural
barriers can be distinguished. Whereas natural barriers are the result of the ‘inherent’
economies of scale of networks such as payment systems, access to networks may be also
rendered difficult by artificial barriers such as regulatory provisions or incumbents’ behaviour.
Fee structures that disadvantage smaller banks or newcomers may be the result of both,
natural or artificial barriers. The ease of access to payment systems, however, differs

6 CAMPA, J.M., HERNANDO, 1. (2005): M&A s Performance in the European Financial Industry, CEPR
Discussion Paper No 5204, p. 5; see also next chapter ‘Market Structures’.

" See: OECD paper (2000): Mergers in Financial Services DAFFE/CLP (2000)17, p. 23

See also: Compecon Limited (2004): Study of Economic Impact of Increased Competition in Irish Banking
Services, Report Prepared for the Bank of Scotland (Ireland), p. 23.

8 BARTH, J. R., CAPRIO, G., and LEVINE, R. (2002): Bank Regulation and Supervision: What works best?
World Bank Working Paper No 2725, pp. 22 and 38.

9 OECD paper (2000): Mergers in Financial Services DAFFE/CLP (2000)17, p. 26.
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significantly between the various country systems (for further details see chapter ‘Payment
Systems). The low price elasticity and mobility of demand, at least with respect to current
accounts due to switching cost, also can provide a strategic barrier.?

2.1.2. Demand side

The demand side of retail banking is fragmented and comprises of individuals or households
(consumers) on the one hand and small business on the other. Consequently, and, for
instance, in contrast to the medium and large business customers of corporate banking,
small enterprises and consumers do not only have limited bargaining or countervailing power
but also an information deficit compared to the banks.

Information asymmetry

Consumers and small enterprises do not have the ability to obtain all relevant information
from alternative banks to make their choices. This is partly due to their limited ability to
process information and partly from the lack of effective information provided by banks. This
makes the choice of provider and product more difficult for consumers and in turn reduces
the pressure on banks to compete vigorously on price, at least for certain products, and/or on
quality of service. Information asymmetries can drive high quality products or services out of
the market or at least cause inefficiencies because customers are not able to recognise best
quality and, therefore benefit low and high quality suppliers alike. There seem to be,
however, varying degrees of information asymmetries depending on the type of product in
question.

Inelastic demand for certain products and services

Retail banking is characterised by a rather price inelastic demand, at least with respect to
certain core retail banking products such as current accounts® as low mobility of consumers
suggests. As a bon mot says, consumers are more willing to change their spouse than their
bank.

Lack of price transparency for some products and high levels of switching costs can explain
inelastic demand. Switching costs comprise direct switching costs such as closing charges
for current accounts as well as indirect costs resulting from the search for alternative
suppliers and the necessity to inform all parties receiving money from or paying to the
consumer. However, an inelastic demand, as other market features, does not seem to apply
to all products in the same way. Consumers, for instance, seem to be well informed and
more willing to invest time in market research regarding mortgages than regarding current
accounts. This may be explainable by greater price transparency and by a higher cost
proportion of mortgages in relation to the consumers’ budget.

2.2. Fragmented retail banking markets within the EU

The most striking feature of European retail banking is the fragmentation of markets. There
are still significant differences between countries with respect to some of the characteristics,
mainly regulation, concentration and payment systems.

Requlation: Prudential rules have been largely harmonised at international level.
Furthermore, regulation with respect to interest rates, fees and commissions and most of the
regulation on the lines of business and portfolio have been removed within the EU, at least to
a significant extent. On the other hand there are still significant differences regarding, for

% See also DG Competition’s discussion paper on the application of Article 82 of the Treaty to exclusionary
abuses, Rn 40. Available at:

http://europa.eu.int/comm/competition/antitrust/others/discpaper2005.pdf)

2L OECD paper (2000): Mergers in Financial Services DAFFE/CLP (2000)17, p. 23.
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instance, ownership structures and the scope of regional activities for certain banks (for
further details see chapter ‘Regulation’).

Market structures and concentration: Significant country differences exist regarding market
structures, as the next chapter will show. These differences are, however, partly explainable
by specific regulation on ownership structures in some Member States.

Payment systems: The organisation and management of payment infrastructures varies
significantly from country to country. Whereas payment systems are run by central banks on
a non-profit basis in some Member Sates, others are operated by joint ventures of banks in
various forms. Consequently, access conditions and fee structures differ considerably (for
further detail see chapter ‘Payment Systems’).

Other country differences relate to customer behaviour and habits or historical reasons.
Thus, for instance, consumers in the UK on average seem to have more than 2 current
accounts per capita, whereas Italians have less than one per citizen?®.

2.3. Potential competition issues

The characteristics of the retail banking markets — high degree of regulation and of co-
operation, network effects regarding payment systems, multi-market contacts, information
asymmetries, a low price elasticity of demand and fragmented markets throughout Europe —
raise the question of potential competition concerns and consumer harm.

Areas of potential competition concerns and consumer harm

Risk of co-ordinated behaviour regarding pricing (interest rates and fees) of more
standardised products or services such as saving accounts or cross-border credit transfers.

- Risk of co-ordination regarding non-price conditions such as time delays for payment
transfers or access to payment networks or credit bureaus.

- Risk of raising or stabilising entry barriers by means of access conditions and/or fee
structures of payments systems and/or credit bureaus organised by incumbents.

- Promotion of customers’ immobility through non-transparent pricing of certain products, in
particular current accounts, bundling of products (e.g. current accounts with mortgages or
term loans for SMEs) and the charge of switching costs.

- State intervention, for instance, to promote certain types of products, to protect certain
types of banks or to prevent cross-border market entry.

Some authors go as far as stating that the banking industry in most countries should be
viewed as a cartel that implicitly co-ordinate their fees®. However, the market characteristics
of retail banking as well as significant country differences do not permit easy conclusions.
Market concentration, for instance, does not seem to be extremely high — at least not in all
Member States or regions. Moreover, cross-border consolidation and market entry (for
instance with respect to online and direct banking) has taken place, though on a limited
scale, over the last decades despite rather high entry barriers. And though consumers seem

22 According to calculations based on the data (number of current accounts per country) of the ECB ‘Blue Book’
the average is 2.4 for the UK and 0.6 for Italy. Though the data on number of current accounts raise questions for
some countries, they in principle allow for a country comparison.

2 SHY, O. (2001): The Economics of Network Industries, Cambridge University Press, p. 201.
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to be rather immobile regarding products like current accounts, competition appears to be
fiercer with respect to other ones such as mortgages.

Moreover, co-ordinated behaviour is not easy to detect which may explain why antitrust
enforcement practice is rather limited in this area. The Commission over the last years only
adopted two prohibition and fining decisions on price fixing agreements between banks: the
first concerned the so-called Lombard Club of Austrian banks, a price fixing scheme on
interest rates and fees covering basically all banking products in Austria and involving fines®*;
and the second a decision against German banks regarding charges for exchanging euro-
zone currencies®® which, however, was annulled by the Court of First Instance?, then
appealed by the Commission and is currently before the Court of Justice. National
competition authorities (NCAs) have, if at all, also rarely enforced antitrust rules against
banks.

Significantly more antitrust enforcement practice exists against payment card networks and
other payment systems. For instance, the Commission in July 2002 exempted Visa
International from the prohibition of Article 81 (1) EC-Treaty?’ following a complaint launched
by an association of merchants and significant modifications of Visa’'s multilateral inter-bank
fees. A similar procedure concerning MasterCard is currently open. Moreover, the
Commission is currently investigating the tariff system of Groupement des Cartes Bancaires,
the French payment system. A number of NCAs also took decisions regarding payment card
networks, ATMs and other payment systems such as the Dutch competition authority finding
that Interpay had abused its dominant position by charging excessive rates for the provision
of network services for debit card transactions?®. In December 2005, following the
administrative appeal procedure, the NMa confirmed that the eight banks which established
Interpay had infringed the prohibition on cartels, although the fines were reduced®. Others,
such as the Swedish competition authority, carried out an inquiry on payment systems, in
particular with respect to ATMs and price differentiation within the system.

In addition certain NCAs launched investigations or inquiries on issues such as switching
barriers, bundling and tying and price transparency. In the UK, the main investigation on
SME banking carried out by the Competition Commission between 2000 and 2002*° showed
a high concentration level, restricted price competition between suppliers and high barriers to
expansion, such as the need of a branch infrastructure and high sunk costs. An investigation
into payment systems also showed lack of price competition between the four major clearing
banks, with excessive profits indicating this lack of price competition. In Ireland, the Banking
Study®! identified a number of competition issues concerning several aspects of retail
banking, such as little price competition on interest rates paid on personal current accounts,
the absence of clear procedures for evaluating and admitting new network members and the
bilateral nature of the clearing system, barriers to SMEs to switching suppliers for term loans
and high switching costs.

With its retail banking inquiry the Commission intends, first, to shed more light on those
market characteristics that seem to differ significantly within the EU. This concerns market
structures and concentration, regulation and payment infrastructures. Secondly, in analysing

% Commission decision of 11 June 2002; OJ L 56/10f 24 February 2004, appealed by the parties and currently
before the Court of First Instance (see Case T-263/02 Osterreichische Postsparkasse Aktiengesellschaft v
Commission).

%5 commission decision of 11 December 2001, OJ L 15 of 21 January 2003, p. 1-34.

%6 Judgment of the Court of First Instance T 56/02 of 14 October 2004.

" Commission decision of 24 July 2002, OJ L 318 of 22 November 2002, p. 17-36.

*8 Decision of the Director-General of the NMa in Case 2910 of 28 April 2004 (Interpay)

%9 Review on Fines imposed on Banks and Interpay in Case 2910 of 28 April 2004, Interpay, December 2005

A copy of the Report can be obtained from the CC website www.competition-commission.org.uk under report
reference Cm 5319

%1 Competition in the (non-investment) banking sector in Ireland. Available at:
http://www.tca.ie/banking/banking_report_final.pdf
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prices and bank performance indicators such as income and profitability, the Commission
looks at empirical evidence on certain patterns and the issue of how these indicators might
be influenced by specific market characteristics. Finally, the inquiry looks into cross-selling
patterns of banks, customer mobility and SME’s access to finance to detect country
differences potentially affecting consumers and small enterprises.
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3. REGULATORY FRAMEWORK FOR RETAIL BANKING

This chapter examines the regulatory frameworks for retail banking in the European Union.
The chapter sets out the key aspects of regulatory policy and identifies where these may
raise potential competition concerns. It is clear that effective regulation is fundamental to
developing efficient financial services markets. Therefore this inquiry will not explore the bulk
of national and European regulation which provides the essential market infrastructure
across all Member States. Rather the scope of this investigation is the differential impact of
regulatory and consumer protection provisions on markets in particular Member States.

The chapter is structured as follows:
e Section 1 examines the competition policy framework for retail banking in the EU
e Section 2 examines the framework for banking supervision and competition issues
that it may raise
e Section 3 surveys non-supervisory aspects of retail banking regulation
e Section 4 looks at direct state intervention in the retail banking sector.

3.1. Competition policy framework for retail banking in the EU

This section examines the competition policy framework for retail banking in the European
Union. The section considers:

e The changing role of competition policy in retail banking over time

e The application of competition policy in the EU and its Member States; and

e Best practice in applying competition policy in retail banking.

3.1.1. The changing role of competition policy in retail banking

It is taken for granted today in advanced economies that banks should be subject to a strong
antitrust regime, as with other sectors of the economy. However this consensus has only
developed within the last two to three decades. While the Treaty of Rome created powerful
legal instruments for competition policy across the European Community, it was only in 1981
that it was confirmed by the European Court of Justice that Articles 81 and 82 of the Treaty
were applicable to the banking sector. Moreover, because of the critical role of banks in
supporting economic and financial stability it has been argued in the past that fierce
competition among banks may lead to excessive risk-taking. The huge economic costs
resulting from crises in relatively lightly regulated banking sectors such as in the 1930s
United States informed the view that ‘too much’ competition among banks could be harmful,
and therefore bank regulation should apply some limits to the extent of competition.

However since the 1980s there has been growing emphasis on competition in the banking
sector. Competition among banks is seen as important for two reasons: to deliver value
directly to banking consumers; and crucially to allocate capital efficiently to firms in order to
support a strong and dynamic economy. Long-term economic trends are also enhancing the
importance of competition among banks. Firstly, sound macroeconomic management and
performance has helped to smooth shocks to the banking system. Second, banking
supervision has made important advances and exerts greater pressure on banks to practice
sound financial management; particularly risk management. Third, increasing banking sector
profitability in advanced economies (discussed further in chapter 5) has ensured that banks
are generally well capitalised and more financially robust.

Against this background of increasing stability in the banking sector, the orientation of policy
in the European Union and other advanced economies is towards increasing competition in
the banking sector. This is consistent with the general thrust of policy reform across the
financial services sector, which relies on sound regulatory and supervisory frameworks to
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underpin market functioning and on the competitive process to drive innovation and
productivity growth.

3.1.2. Competition policy in banking in the European Union

In the past five years several of the national competition authorities (NCAs) have been highly
active in the retail banking sector, recognising its direct contribution of a significant share of
total output and its large indirect contribution to overall economic efficiency. Several NCAs
have launched competition investigations into the banking sector. These competition
investigations have in certain countries helped to develop a broad policy agenda for public
authorities and the banking industry to take forward.

Two additional developments in Member States are also significant. Firstly special exclusions
for the banking sector from full antitrust law have been removed. For example, such
exclusions have been removed in Germany, France, Finland and Portugal.32 A second
important change at Member State level is the shift in institutional competence for merger
approval in banking. Figure 3 below, taken from a forthcoming research paper®®, summarises
the shift in competence for merger approval using 1992 and 2004 as the benchmarks for
comparison.

Figure 3: Institutional responsibility for bank merger approval
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Figure 1 shows that the responsibilities of the competition authority in several European
countries have significantly expanded between 1992 and 2004. In 1992, several countries —
including all the Nordic countries — had little if any oversight of banking mergers. Germany
and Belgium were the only European countries surveyed which granted full oversight of bank
mergers to their competition authority. However, by 2004 a clear majority of the countries

%2 |nternational Competition Network (2005): An increasing role for competition in the regulation of banks.
Available at: http://www.internationalcompetitionnetwork.org/bonn/AERS WG/SG1 Banking/Banking%20-
%20An%20Increasing%20Role%20for%20Competition.pdf

% CARLETTI, E., HARTMANN, P. and ONGENA, S. (2006): The economic impact of financial laws: The case of
bank merger control, Mimeo, Center for Financial Studies, European Central Bank and University of Tilburg.
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surveyed had granted full scrutiny to the competition authority. Against this pattern, in 2004
banking merger control in France and Spain was in the hands of the Economy Ministry. The
institutional arrangement in the United States is different to that of many EU countries:
responsibility for bank mergers is shared between the Department of Justice as antitrust
authority and the Federal Reserve, which approves prudential aspects of mergers. Finally, it
should be noted that in 2005 the Italian government transferred merger control in the banking
sector from the Banca d’ltalia to the competition authority, Autorita Garante della
Concorrenza e Mercato.

3.1.2.1. The spread of self-regulation in the banking sector

Alongside the increasing scope of antitrust enforcement over the banking sector in Europe,
regulators at Member State and EU level increasingly encourage self-regulation to deliver
efficient market outcomes. Self-regulation may require banks to commit to meet certain
objectives — for example in terms of their conduct of business or supplying particular groups
of consumers — which are seen as generally desirable and which may not efficiently be
attained through legislation. Examples of self-regulation by banks include the switching
codes applied in several Member States (including the Austria, Ireland, the Netherlands and
the UK3)4which aim to make it easier for consumers to change their current account between
banks.

The Financial Services Action Plan successfully used legislation to help integrate and raise
the competitiveness of European markets across a range of financial services. In its White
Paper, Financial services policy 2005-2010°°, the European Commission emphasised the
use of efficient alternatives to legislation, including greater use of competition enforcement
and more reliance on self-regulation, where appropriate and proportionate. This policy
approach builds on a growing consensus among policymakers, industry and consumer
groups — notably reflected in the report of the Expert Group on Banking® — about the most
appropriate ways to further advance the Single Market for financial services.

3.1.3. Best practice in applying competition policy in retail banking

This report has described above the evolution of antitrust enforcement in the banking sector.
This evolution shows a clear direction and is based on two wider trends: the continuous
learning and improvements being made in financial sector regulation; and the experience of
governments and competition authorities in the field of antitrust policy.

Best practice in competition policy is shared through several bodies. Two of the most
important of these are the Organisation for Economic Cooperation and Development (OECD)
and the International Competition Network. The OECD has regular best practice roundtables
on competition policy among its member countries, which have covered a range of policy
issues (e.g. State aid, intellectual property or merger policy) and a range of sectors (e.qg.
transport, energy and pharmaceuticals).®” In addition, the OECD also hosts an annual Global
Forum on Competition which brings together competition authorities and policymakers from
over 70 countries.

The International Competition Network (ICN) brings together competition authorities from
over 80 jurisdictions from developed, emerging and poorer economies to share best practice
and discuss policy priorities. In June 2005 a working group of the ICN met in Bonn to discuss

* These switching codes are discussed further in Chapter 7.

% See: http:/leuropa.eu.int/‘comm/internal_market/finances/docs/white _paper/white_paper_en.pdf

% See: http://europa.eu.int/comm/internal_market/finances/docs/actionplan/stocktaking/report-bank _en.pdf
37 See: http://www.oecd.org/document/38/0,2340,en 2649 37463 2474918 1 1 1 37463,00.html
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best practice in competition policy in the banking sector and agree recommendations.*® On
the competition policy framework for retail banking, the ICN has made three
recommendations:

1. There should be no special rules for competition among banks. General competition
principles should be applied to the banking sector, as they are to all sectors within the
scope of competition policy.

2. Competition rules should apply fully to banking. There should be no sectoral ‘carve-
outs’ excluding the banking sector from the scope of competition law.

3. Antitrust law should be enforced by the competition authority rather than by the
banking regulator. From the perspective of strengthening competition among banks it
is preferable to place antitrust enforcement with an authority whose prime objective is
to deliver competitive markets.

This final recommendation highlights an important tension in the regulatory framework for
retail banking. On the one hand, governments will wish to see strong competition driving an
efficient, innovative banking sector to deliver value for consumers and businesses. On the
other hand, regulation of the banking sector — especially pro-competitive regulation —
requires expert sectoral knowledge. This knowledge is likely to be deepest with the banking
regulator. Therefore an institutional framework is required which creates incentives for the
competition authority and banking regulators to cooperate and for banking regulators to
promote competition.

3.2. The framework for banking supervision and competition issues

Banking sector supervision is fundamentally designed to correct two sets of market failures.
These market failures are the inability of depositors to monitor the risk-taking and proprietary
conduct of banks; and the systemic risk of a ‘bank run’ when specific problems with one or a
small number of banks cause depositors to lose confidence in the banking system in
general.®*®* Thus financial supervisors have twin objectives of ensuring prudent financial
management by banks and supporting public confidence in the banking sector.

In order to meet these twin objectives, modern banking supervisors can use a range of policy
tools:

0 Licensing enables supervisors to control entry to the banking sector — allowing them
to refuse the entry of unsuitable or financially unsound players — and to exert
continued pressure on incumbents to maintain high standards of business conduct.

0 Solvency requirements require banks to hold a specified proportion of their total
assets to provide a cushion against losses and shocks, and to ensure depositors can
be paid on demand. Increasingly, solvency requirements are calibrated individually
for banks according to their balance sheet and risk exposure.

o Deposit protection insurance provides a means of ensuring that when banks fail
depositors can recover some of their money. Ex post this ensures that depositors,
particularly the less affluent, have some financial protection. More importantly, it has
the effect ex ante of reducing the incentive for depositors’ to withdraw their money
when their bank faces financial difficulty.

The legal framework for banking in the EU is based on the Second Banking Directive
(2000/12/EC). The European Union adopted the First Banking Directive (77/780/EC) in 1977,
which required Member States to establish systems for authorising and supervising credit
institutions. This framework was expanded in 2000 by the Second Banking Directive, which

% See here for the report of the ICN working group:
http://www.internationalcompetitionnetwork.org/bonn/AERS WG/SG1 Banking/Banking%20-
%20An%20Increasing%20Role%20for%20Competition.pdf

% PADOA-SCHIOPPA, T. (2004): Regulating Finance: Balancing Freedom and Risk, Oxford University Press.
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also consolidated seven previous directives affecting the banking sector. The key provisions
of the Second Banking Directive®° are:

o the mutual recognition principle, underpinning the passport arrangements, which
states that approval from the supervisor in a bank’s home country implies that the
bank has supervisory approval in all other Member States

« the single European passport which enables banks which are licensed in one Member
State to establish a branch operation in another Member State without requiring
approval from the host country supervisor

« home country supervision, which formalises the responsibility of the supervisor in the
country of where the bank was licensed to lead on its financial supervision,
coordinating with other supervisors as necessary.

Several commentators have noted that by greatly reducing the regulatory hurdles banks face
in establishing in other Member States — particularly through a branch operation — the
provisions of the Second Banking Directive have helped to stimulate competition and greater
integration in the European banking sector*.

Two further EU directives affecting the retail banking sector were created as part of the
Financial Services Action Plan (FSAP). The first of these, the ‘e-money’ directive
(2000/46/EC) defines electronic money institutions and sets out provisions for their effective
regulation. The second relevant directive is the financial conglomerates directive
(2002/87/EC), which introduces prudential legislation for financial conglomerates — firms
active in two or all three financial services sub-sectors (banking, insurance and securities).
Therefore in the case of banking, the directive should ensure that the operations of banks
active in the field of insurance or securities insurance are subject to the full scope of sectoral
regulation, in order to protect consumers and businesses.

This section discusses:

o Impact of new capital adequacy framework
0 Relationship between competition and financial stability
0 Cross-border banking mergers

3.2.1. Impact of new capital adequacy framework

The cornerstone of banking sector supervision is the capital adequacy framework agreed
internationally through the Basel Committee, which comprises senior officials from the Group
of Ten* countries with formal responsibility for the prudential supervision of banks. The first
Basel Capital Accord was proposed in 1988, creating a credit risk measurement framework
with a minimum capital adequacy standard.”® As a result a minimum capital ratio of 8% of
risk-adjusted total assets came into force in all member countries at the end of 1992. In June
2004 the content of a revised framework, Basel Il, was published by the Committee for
implementation by the member countries.

% The Second Banking Direcctive is currently being recast and will be numbered Directive 2006/48/EC.

! See for example BARROS, P.P., BERGLOF, E, FULGHIERE, P, GUAL, J., MAYER, C., and VIVES, X. (2005):
Integration of European Banking: The Way Forward, CEPR and Fundacion BBVA; and speech by TUMPEL-
GUGERELL, G. (2005): Regulation, Competition and Integration in EU banking: What Drives Performance? -
Reuvisiting Freiburg -, Albert-Ludwigs University of Freiburg, Faculty of Economics and Behavioural Sciences.
Available at: http://www.ecb.int/press/key/date/2005/html/sp051021.en.html

2 The Group of Ten comprises thirteen countries: Belgium, Canada, France, Japan, Germany, Italy, Luxembourg,
the Netherlands, Spain, Sweden, Switzerland, the United Kingdom and the United States.

“3 Further information is available on the website of the Bank of International Settlements. See www.bis.org
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The proposed capital framework is broader and more ambitious than Basel |, consisting of
three ‘pillars’
e Pillar 1: minimum capital requirements, refining and tailoring the standardised rules of
Basel I;
e Pillar 2: internal assessment of a bank’s compliance and capital adequacy, coupled
with external supervisory review;
o Pillar 3: greater disclosure by banks to strengthen market discipline on their financial
management.

In the European Union this new supervisory framework is being implemented in all Member
States through the Capital Requirements Directive (CRD).** The CRD will make important
improvements to the supervisory framework for banking in the EU, which in turn will generate
wider economic benefits. Specifically, the improved risk-sensitivity in the capital requirements
will enable banks to allocate capital more efficiently, which should contribute to economic
flexibility and productivity growth. The CRD was formally adopted by the Council and the
Parliament on 14 June 2006. Implementation of the CRD in all Member States is being
phased in from 2007 to 2008.%°

There is an open question on the effect of the CRD on competition among banks, in retalil
banking and other activities. An extensive impact assessment on the Basel Il proposals (the
basis of the CRD) suggested that the new framework would have no significant impact on the
aggregate level of competition among banks within the EU*. However it was noted that
differences in economic and financial structures between Member States — perhaps in terms
of loan default rates — might lead to a differential impact in terms of capital requirements. In
addition, differing levels of effort from national banking supervisors (through Pillar 2) in
scrutinising compliance might favour some banks in some Member States, though this
remains to be seen. Finally, it has been suggested that because the CRD encourages
consolidated risk management across the whole balance sheet, banks may consolidate not
only their risk management processes but their entire corporate structure. Such a trend
would lead to greater consolidation within groups and might reduce the extent of product
differentiation. However it is not clear that it would lead to a reduction in competition per se
between rival banks. Taking all these potential issues together it still appears that the impact
of the CRD on banking competition will be limited.

3.2.2. Relationship between competition and financial stability

As discussed above, some authorities have assumed that there is a trade-off between strong
competition in the banking sector and the level of financial stability. More recently, a survey
of the empirical evidence has concluded that competition should not be viewed as in any way
dangerous to the stability of the banking sector.*’

The last twenty years there have been significant advances in supervisory tools and in the
quality of banks’ own risk monitoring. It is likely that these new instruments have enhanced
the stability of the banking system. For example, the risk-based capital requirements
framework developed by the Basel Committee provides strong safeguards against excessive
risk-taking by banks. A study by the Organisation of Cooperation and Development (OECD)
suggests that: “the OECD countries that are characterised by strong competition in banking
activities have not been subject to instability in recent decades. One reason why stronger

“The Capital Requirements Directive will be numbered Directive 2006/49/EC.

5 See Commission press release 1P/05/1250

“% See: http://ec.europa.eu/internal_market/bank/docs/regcapital/studies/2004-04-basel-impact-study _en.pdf
“" CARLETTI, E. and HARTMANN, P. (2002): Competition and stability: what's special about banking? ECB
Working Paper No 146.
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competition may not risk greater instability is that the authorities have developed tools to
foster prudent behaviour without adverse impact on competition.”®

Stronger supervisory architecture for banks has also been coupled with more stable long-
term macroeconomic performance, with the EU and other economies appearing more
resilient to major shocks than in previous decades. Against this background authorities
should ensure that competition policy applies fully to the banking sector and take steps to
create an environment that is favourable to tough competition among banks.

3.2.3. Cross-border banking mergers

Banks wishing to operate in another EU Member State have a number of routes open to
them, in terms of mode of supply and means of market entry. There are several possible
modes of supply:

e Branch operations allow banks to establish in another Member State, on the basis of
the single ‘passport’. The new operation remains part of the existing corporate structure
and subject to the same supervision

e Subsidiary operations allow banks to establish a new and separate corporate entity
that is subject to the legal, tax and supervisory rules of the host Member State

e Cross-border selling allows a bank to sell direct to consumers in another Member State
without requiring a physical presence in the host Member State.

There are several options for the means of market entry:

e Greenfield investment describes an entrant bank’s construction of a branch or
subsidiary operation in the host Member State

¢ Joint ventures between incumbent banks and banks entering the host Member State
allow the entrant to sell its own products while capitalising on the incumbent’s brand
name and distribution network

e Merger or acquisition gives an entrant bank a significant or controlling interest in
another bank.

This section focuses on the barriers to cross-border mergers and acquisitions (M&A) in
banking. There are three reasons for placing such emphasis on cross-border M&A. Firstly
cross-border M&A is an important means for larger players to enter new markets and quickly
acquire sufficient scale in their operations to launch a competitive challenge to domestic
banks. Secondly there is clear evidence that in the banking sector, cross-border M&A — more
than other means of market entry — tends to generate significant benefits for consumers in
the host economy. Thirdly there remain significant barriers to cross-border M&A in banking,
particularly arising from the current framework for banking supervision.

0 Consumer benefits from cross-border banking M&A

Intuitively, cross-border M&A between banks has different effects to a merger between
domestic banks. Whereas domestic M&A reduces the number of market players and
increases market concentration, cross-border M&A introduces a new competitive force while
maintaining the number of market players and the level of concentration.*

Supporting this intuitive approach there is empirical evidence showing that cross-border M&A
provide a greater competitive impulse to national banking markets than purely domestic M&A
and that on balance foreign bank entry tends to enhance consumer welfare.*® For example,

8 pE SERRES, A., KOBAYAKAWA, S., SL@K, T., and VARTIA, L. (2006, forthcoming): Regulation of Financial
Systems and Economic Growth, OECD Economics Department Working Papers.

‘9 BARROS, P.P., BERGLOF, E, FULGHIERE, P, GUAL, J., MAYER, C., and VIVES, X. (2005): Integration of
European Banking: The Way Forward, CEPR and Fundaciéon BBVA

% WALKNER, C. and RAES, J. (2005): Integration and consolidation in EU banking: an unfinished business,
European Commission Economic Paper No 226.
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using 7900 observations from 80 countries for the 1988-1995 period, Claessens et al. (2001)
observe that for most countries a larger foreign ownership share of banks is correlated with
lower profitability and interest rate margins among domestically owned banks. Meanwhile
Levine (2003) analyses the relationship between barriers to market entry by foreign banks
and interest rate margins (which are a reasonable proxy for banking ‘prices’).>* The dataset
covers 47 countries at varying levels of economic development and their regulatory decisions
concerning the entry of over 1100 banks. Using the share of foreign bank entry applications
denied by the national regulator as a proxy for entry barriers, restrictions on foreign bank
entry, Levine finds a strong positive correlation across countries between the proportion of
foreign bank entry refusals and interest rate margins. Thus, the literature suggests that
countries which maintain higher barriers to cross-border M&A tend to raise the costs of
banking for businesses and consumers.

O Trends in EU cross-border banking M&A

Over the past two decades there have been clear and consistent patterns in M&A in the
banking sector. Firstly the share of cross-border deals as a share of total M&A activity has
remained low; typically at around 10-15 per cent of total M&A value. There have been some
‘spikes’ in cross-border activity, with cross-border deals reaching 30 per cent of total M&A in
banking in the late 1980s in 1989 (prior to the Single Market programme) and in 1999-2000
(prior to the creation of the euro). However, throughout the period the vast majority of M&A
deals in European banking have been between domestic banks. Secondly, cross-border
deals in banking have tended to be lower in value than domestic deals.>

In view of the potential economic benefits arising from cross-border M&A between banks,
European policymakers have been keen to understand the explanations for relatively low
level of activity. The issue was discussed by EU Economic and Finance Ministers in
September 2004, who asked the European Commission to examine the barriers to cross-
border consolidation in the financial sector. The results of this study are discussed below in
the box below.

Available at: http://ec.europa.eu/economy finance/publications/economic papers/2005/ecp226en.pdf

L LEVINE, R. (2003): Denying Foreign Bank Entry: Implications For Bank Interest Margins, Central Bank of Chile,
Working Paper No 222.

2 WALKNER, C. and RAES, J. (2005): Integration and consolidation in EU banking: an unfinished business,
European Commission Economic Paper No 226

Available at: http://ec.europa.eu/economy_finance/publications/economic_papers/2005/ecp226en.pdf
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Barriers to cross-border mergers and acquisitions in the financial sector

In 2005 the European Commission undertook a major survey of barriers to cross-border
mergers and acquisitions (M&A) in the financial sector. A range of market participants,
notably financial institutions, were asked to identify the key obstacles to M&A. The
Commission published the results of this survey in November 2005.* The scope of the survey
included all financial services activities, though the vast majority of respondents were banks.
Financial institutions responding to the survey were placed into four size classes (small,
medium, large and very large) according to their total assets.

This box summarises the major barriers to M&A that were highlighted by all financial
institutions, including banks:

- Economic barriers. Almost all of the small, medium and large institutions responding cited
basic economic factors as an explanation for low levels of cross-border M&A activity.
Differing product mixes in Member States reduced economies of scope for new entrants,
while there were few synergies in fixed costs such as information technology.

- Tax barriers were particularly significant for small and medium-sized institutions. Over 80
per cent of smaller banks highlighted preferential or discriminatory tax regimes and
uncertainty over the VAT regime. Large institutions saw fewer barriers, though some drew
attention to taxation on dividends.

- Supervisory requirements were seen as a barrier by all institutions. Multiple reporting to
supervisors was seen as particular obstacle, raising the costs and risks of cross-border
M&A. Just over half of the very large institutions highlighted misuse of supervisory powers
or diverging supervisory practice as barriers.

- Legal barriers appeared to be less significant for all institutions. Around one quarter of the
largest institutions saw inflexible employment legislation as a barrier to M&A, since it could
reduce the scope for cost savings.

- Attitudinal barriers. Over 80 per cent of small to large institutions responding believed that
employees were reluctance to accept new management, while over 90 per cent of small
institutions cited consumer mistrust as a barrier. One third of the very largest institutions
cited ‘political interference’ as a major obstacle.

* See: http://europa.eu.int/comm/internal _market/finances/docs/cross-sector/mergers/survey-results _en.pdf

The survey of market participants points to some economic barriers which are largely
unavoidable when banks evaluate the case for making a cross-border acquisition. In many
cases, cost savings will be relatively lower in a cross-border merger than in a domestic
merger, since there will be little overlap in distribution networks and back office functions.
Thus, regardless of any political dimension to a deal, the financial case for cross-border M&A
in banking will tend to be less strong than for domestic M&A. Nonetheless, the Commission
has identified three broad areas that can help build a more supportive environment for cross-
border M&A in the banking sector.

First, the current arrangements for supervision of cross-border activities could be improved to
make them more cost-efficient. One aspect of this work is to strengthen cooperation among
supervisors in order to achieve efficient control over banks operating in several Member
States. Another aspect is to improve the legal certainty, clarity and transparency of the
supervisory approval process. The Commission is currently preparing measures to improve
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the prudential assessment of cross-border acquisitions in the banking, insurance and
securities sectors. The aim of these measures is to reach agreement on objective and
transparent criteria for assessing cross-border mergers throughout the EU.

A second priority area is the Commission’s work on further integration of retail financial
markets, which was set out in its 2005 White Paper on financial services policy. By helping to
unlock latent economies of scale, such integration can strengthen the economic case for
cross-border M&A activity in the banking sector.

Thirdly, corporate expansion and reorganisation on a pan-European basis could be made
easier, for instance through improved VAT rules for financial services, which currently hinder
the exploitation of the opportunities offered by a Single Market.

3.3. Non-supervisory aspects of retail banking regulation and competition

This section discusses a range of policy tools, other than supervisory instruments, which
regulators can use to restrict the activities of banks. The regulatory tools surveyed in this
section are:

¢ Pricing regulation

e Licensing of cross-sectoral activities

e Geographical restrictions

e Consumer protection rules

This section surveys current practice in the EU Member States and where relevant,
highlights some provisions which may have the effect of restricting competition in the retail
banking sector.

3.3.1. Pricing regulation

National authorities typically resort to price regulation to ensure that a group of retail banking
customers is able to obtain retail banking services at or below a certain price ceiling.
Authorities may use price regulation for reasons of equity, for example to ensure that less
affluent consumers can access basic banking services. Or price regulation may be used for
reasons of economic efficiency. For example, authorities may believe that market failures in
the supply of credit to small firms would unnecessarily raise their cost of financing; in turn
reducing output and productivity growth. In such cases, authorities might regulate the interest
rates and fees charged for loans or current accounts for small firms in order to improve their
access to finance. This price regulation would reduce banks’ income from providing that
service to particular groups of customers. One knock-effect of price regulation may be that
banks seek to cross-subsidise their activities by raising prices for other groups of consumers.
However, such price ceilings could also contribute to an increased distribution of the relevant
banking services which otherwise would not be supplied.

As part of the sector inquiry the Commission asked banking regulators in the Member States
to describe any price regulations that were applied to four types of product: personal current
accounts; personal loans other than mortgages; SME current accounts; SME loans. The
results make clear that price regulations for retail banking services are in place in several
Member States. In some Member States price restrictions such as maximum are applied
directly by the regulator, whereas in other Member States implicit price ceilings are imposed
by general consumer protection laws.

Regulators may also impose minimum levels on prices for particular banking services. The
purpose of creating such price floors is to prevent excessive risk-taking by banks which
would jeopardise their financial soundness. However, the use of price floors by regulators is
rare in the EU retail banking sector.
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3.3.2. Licensing of cross-sectoral activities

This section surveys the regulatory provisions in the Member States concerning banks’
diversification into other areas of financial services business. Banks are typically authorised
to conduct a particular type of regulated activity, such as accepting deposits. Therefore
where banks wish to conduct a new activity, such as arranging a mortgage, they require a
separate regulatory permission.

Similarly, where a bank wishes to undertake business in other areas of financial services
such as insurance or securities, they require a separate regulatory permission. In some
Member States the supervisor will consider the permission on the same grounds as a
banking permission; namely whether the institution is competent, reputable and financially
sound. However, some Member States still have barriers on banks’ moving into other areas
of financial services. Table 4 shows where, as of 2003, such barriers were still in place:

Table 4: Restrictions on banks wishing to conduct cross-sectoral activity

Securities Insurance
Austria ++ -
Belgium ++ -
Cyprus ++ -
Czech Rep + -
Denmark + +
Estonia ++ ++
Finland + +
France ++ +
Germany ++ -
Greece + -
Hungary + -
Ireland ++ -
Italy ++ -
Latvia + +
Lithuania + +
Luxembourg ++ ++
Malta + +
Netherlands ++ -
Poland + +
Portugal ++ -
Slovakia ++ -
Slovenia + -
Spain ++ -
Sweden + +
UK ++ +

Source: World Bank Regulation and Supervision database 2003%

++ = Unrestricted: full range of activities in the given category can be conducted directly in the bank
+ = Permitted:  full range of activities permitted, but all or some must be through subsidiaries

- = Restricted: less than a full range of activities can be conducted in the bank or subsidiaries

-- = Prohibited:  activity cannot be conducted in either the bank or its subsidiaries

While no Member State retains a complete ban on a bank group undertaking cross-sectoral
activities, almost all stipulate that the bank itself cannot directly conduct insurance business
and must operate a separate subsidiary operation. Only Luxembourg and Estonia place no
restrictions on banks’ conduct of insurance business. Meanwhile, in 2003 fourteen Member

%3 See: hitp://www.worldbank.org/research/projects/bank regulation.htm
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States including Germany, Italy and Spain restricted the insurance activities that a bank
could conduct even through a subsidiary.

There are fewer restrictions for banks wishing to conduct business in the securities sector,
such as asset management. Fourteen Member States have no restrictions on banks directly
undertaking securities business, nor on the range of activities that the bank can conduct.
Eleven countries, mostly new Member States, required banks to operate subsidiaries in order
to conduct a full range of securities business.

3.3.3. Geographical restrictions

In some Member States there are restrictions on the regional scope of the activities of certain
types of banks such as savings banks and/or co-operative banks. In Germany, the so-called
regional principle still plays an important role with respect to Volksbanken and Sparkassen
and is, regarding the latter, also ruled by the Sparkassen laws of the Lander. These laws —
with a varying degree of strictness — regulate that the individual Sparkassen of a Land should
limit or concentrate their activities to their given territory and, thereby, strengthen the status
of the Sparkassen themselves. In its comments submitted in the context of this inquiry, the
German supervisor BAFin, however, stipulates that compliance with the regional principle is
not assured or enforced.

The United States also has a tradition of geographic restrictions on the activity of banks.
Such geographic restrictions operated as both intrastate and interstate restrictions on banks’
branch networks. Intrastate restrictions on branching were lifted state-by-state during the
1970s and 1980s and ceased to operate in 1994.%* Interstate branching restrictions were
generally tougher and the process of deregulation only began in 1978. Nevertheless, by
1994 such interstate branching restrictions were also completely removed and no regulatory
permission was required for banks wishing to enter other states. This removal of geographic
restrictions in the US retail banking sector has enabled a significant consolidation in the
industry. Moreover, following the removal of barriers to the geographic expansion of banks,
the US experienced substantial gains in terms of banking efficiency, employment growth, and
economic growth.*

3.3.4. Consumer protection rules and banking competition

The existence of widely differing consumer protection regimes in EU Member States is often
cited as a barrier to market integration in retail banking. It is argued that by forcing up
industry costs, reducing economies of scale in product design and locking in artificially
different consumer patterns, these divergences reduce foreign bank entry and the overall
level of competition.

Until recently EU directives on consumer protection followed the so-called “minimum
harmonisation approach”, which allowed Member States to pass implementing measures
that were more stringent than the relevant directives. However, this approach did not create
a level playing field across the EU in terms of consumer protection. Therefore more recent
directives have followed a full harmonisation approach. The Directive on Distance Marketing
of Financial Services still contained a minimum harmonisation clause concerning pre-
contractual information. The more recent proposal for a Consumer Credit Directive follows
entirely the full harmonisation approach. The objective is to achieve, within the scope of the
Directive, a genuine internal market for financial services where national consumer protection
regimes only differ insofar as allowed by the Directive.

* Thus since 1994 the United States has had no regulatory barriers to expanding branch networks. A similar
position was only reached in the EU in 2000, through the Single Passport enshrined in the Second Banking
Directive.

® KROZNER, R.S. (2006): The Effect of Removing Geographic Restrictions on Banking in the United States:
Lessons for Europe.
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The box below summarises recent research on links between banking regulation,
competition and economic growth.

Banking sector regulation and barriers to competition

Using its own research and the World Bank’s database on bank regulation and supervision,
the OECD has analysed the volume of bank regulation in its member countries, which
include nineteen EU Member States.* The OECD identifies four categories of regulatory
barriers to competition in banking:

- Barriers to domestic entry, specifically licensing requirements. Slovakia and Sweden
report the highest barriers here, and France and Finland the lowest.

- Barriers to activity in other areas of financial services. Hungary, Greece and the Czech
Republic have the highest cross-sectoral restrictions. France and the UK have minimal
restrictions and Luxembourg has none.

- Public ownership, measured by the share of banks’ assets owned by the state. Germany
has the highest level of public ownership, followed by Poland, Portugal and Greece. Most
EU Member States report no public ownership in banking.

- Barriers to foreign entry, specifically equity restrictions on foreigners; screening and
approval procedures; and management restrictions. Poland is reported to have the highest
barriers, followed by Portugal, Austria and Italy.

Based on countries’ regulations across the four sets of barriers, the OECD has constructed a
composite index of regulatory barriers to banking competition, where one denotes the
highest possible barriers and zero denotes no regulatory barriers. According to this index, the
EU Member States with the highest barriers are Slovakia (0,46), Ireland (0,43), Hungary
(0,42) and Portugal (0,38). The lowest barriers to competition are reported in the UK,
Luxembourg and Finland (all on 0,28).

Impact on economic performance

Overall the OECD finds that regulation of the banking sector can have a significant impact on
output and productivity growth. The OECD estimates that if countries with the highest
regulatory barriers reduced their barriers in banking to the OECD average, this would raise
their economic growth rate by 0,25 to 0,5 per cent annually over several years. This
prediction is supported by Barth et al (2001)**, who find that regulatory restrictions on
banking activities and limitations on bank entry are welfare reducing. Examining a cross-
country panel of 107 countries, Barth et al also find no evidence that granting greater powers
to banking supervisors increases financial stability or improves the performance of the
banking sector.

* OECD (2006) Economic policy reforms: going for growth.
** Barth, Caprio & Levine (2001), "Bank Regulation and Supervision: What Works Best?"

38




3.4. Direct state intervention in the retail banking sector

This section surveys the extent of state intervention in the EU retail banking sector and
highlights areas where such state intervention may weaken competition. It is clear that the
scope of state intervention in banking has narrowed since the 1970s, consistent with the
broader trend in economic deregulation. For example, capital and foreign exchange controls
are no longer used and price regulation is imposed only in narrow and specific areas of retail
banking.

Nevertheless, governments continue to intervene in the banking sector through other means.
Direct state intervention in providing advantages to certain financial institutions is tackled by
the Commission through state aid control in order to ensure a level playing field for all market
participants and to enhance effective competition. In particular, the Commission ensures that
public and private institutions operate under similar conditions by removing unlimited state
guarantees or fiscal advantages in favour of particular banks and in applying the so-called
market economy investor test (MEIP). In addition, the Commission seeks to ensure that any
compensation for public service obligations may not exceed what is necessary to carry out
these services. In the case of rescue or restructuring aid the aid needs to be limited to the
indispensable.

3.4.1. Abolition of unlimited state guarantees in favour of public banks

In removing unlimited state guarantees for public banks in Germany®®, Austria®’ and France®®
the Commission has put these banks on an equal footing for refinancing with their private
competitors. The abolished State guarantees were unlimited in time and amount and allowed
the public banks concerned a cheaper refinancing. In addition, the guarantees allowed these
public banks to accept higher risks than other financial institution would reasonably want to
accept.

The Commission proposed appropriate measures to abolish the guarantees after a phasing-
out period that were accepted by the Member States concerned. In Germany the unlimited
guarantees of Anstaltslast and Gewahrtragerhaftung were terminated on 18 July 2005. In
Austria, Ausfallhaftung will expire on 1 April 2007. France agreed to abolish the guarantee of
CDC for CDC IXIS by 24 January 2007 at the latest. The Commission will safeguard that no
new unlimited State guarantees are introduced for commercial activities of financial
institutions. In this context, it has recently opened proceedings as regards the re-introduction
of a State guarantee towards Dornbirner Sparkasse in Austria®®

3.4.2. Remuneration for capital injections into financial institutions

The Commission constantly ensures that public bodies provide capital to financial institutions
only on conditions complying with market rates. Most prominently, in 2004 the Commission
adopted seven decisions concerning German Landesbanken by which it ordered the
recovery of about € 3.4 billion including interest for the transferral of State owned assets to
public banks under conditions which were found not to be market conform®. Apart from that,
in 2005 the Commission assessed other capital injections into German Landesbanken to
ensure that no unjust benefit for the financial institutions is involved®.

6 Removal of Anstaltslast and Gewahrtragerhaftung following the proposal of appropriate measures of 8 May
2001 and of 27 March 2002 (SG (2002) D/1286).

>’ Removal of Ausfallhaftung following proposal of appropriate measures of 30 April 2003 C(2003) 1329fin.

°% Removal of guarantee of CDC vis-a-vis its subsidiary CDC IXIS following the proposal of appropriate measures
of 30 April 2003 C(2003)1328fin.

*90J 2006 C 92 p.4.

° Decisions of 20 October 2004 concerning WestLB, BayernLB, NordLB, Berliner Bankgesellschaft, HSH
Nordbank and Helaba; not yet published in the OJ.

®1 Decisions of 6 September 2005 concerning HSH Nordbank, BayernLB and Helaba.
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3.4.3. Equal tax treatment

As with other financial services products, governments in several Member States have
created tax preferences for some retail banking products. In particular governments may
choose to exempt interest income from savings accounts from income taxation, in order to
raise the aggregate level of saving in the economy. The sector inquiry has found that this
policy is widespread in the EU. Moreover, the inquiry has found clear evidence of the extent
to which tax preferences for some savings products influence the choices of consumers in
the market for deposits and savings accounts.

Table 5 below shows the sample gathered by the Commission’s market survey in this area,
using data for 2005. Clearly the savings account market in Belgium is dominated by tax-
preferred accounts, which represent over 90% of all savings accounts. France and Denmark
also show very high shares of tax-preferred products. Several Member States show
moderate shares for tax-preferred savings accounts. Meanwhile a group of around ten
Member States shows little if any evidence of such products.

Table 5: Deposits and savings accounts with tax preferences, 2005

Total deposits Total accounts
: 3 Share of tax-
and savings with tax preferred
accounts prefe_zr_ences ACCOUNtS
(million) (million)

Belgium 11,7 11,0 93,6%
France 101,1 72,7 71,9%
Denmark 3,0 1,8 60,2%
Portugal 5,6 1,4 25,3%
UK 75,3 14,2 18,8%
Netherlands 21,0 2,6 12,3%
Poland 16,2 1,9 11,5%
Czech Rep 8,1 0,9 10,8%
Sweden 8,3 0,8 9,3%
Spain 10,1 0,9 9,0%
Ireland 2,4 0,2 7,2%
Slovenia 1,0 0,0 3,5%
Germany 52,7 1,8 3,3%
Greece 8,9 0,1 1,1%
Finland 55 0,0 0,1%
Latvia 0,1 0,0 0,0%
Slovakia 4,7 0,0 0,0%
Luxembourg 0,2 0,0 0,0%
Lithuania 0,6 0,0 0,0%
Malta 0,7 0,0 0,0%
Cyprus 0,8 0,0 0,0%
Hungary 2,8 0,0 0,0%
Italy 6,2 0,0 0,0%
Austria 8,3 0,0 0,0%
Estonia®

EU25 355,4 110,2 31,0%

Source: Commission’s “Retail Banking Survey”, 2005-2006.

%2 Data for Estonia are omitted for confidentiality reasons and are not included in the EU25 totals.
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From a competition viewpoint the Commission is particularly concerned about discriminatory
fiscal privileges which favour specific banks. For instance, the Commission has recently
adopted two decisions concerning the so-called Livrets A and bleu in France®®. Under state
aid rules, there is an extension of the formal investigation procedure into the fees paid by the
State to Crédit Mutuel for distributing the ‘livret bleu’, to establish whether there has been
overcompensation. The second decision is a letter of formal notice asking the French
authorities to justify the necessity of the special rights granted to La Poste, the Caisses
d’Epargne and Crédit Mutuel to distribute Livrets A and bleu. The Commission fears that
these special rights may infringe the Treaty by raising obstacles to the freedom of
establishment and freedom to provide services (Articles 43 and 49). Both decisions intend
remove advantages to specific banks so to suppress barriers to entry on the French savings
market and to widen the consumer’s choice in the field of financial services.

3.4.4. Compensation for providing services of general economic interest

In so far as financial institutions provide services of general economic interest (SGEI), they
may receive an appropriate compensation for these services. The Commission seeks to
make sure that any compensation is not going beyond what is necessary in providing these
services and that there is transparency of the financing of the SGEI to avoid any spill over to
other activities.

3.4.5. Rescue and restructuring aid to financial institutions

In case of rescue or restructuring aid to financial institutions in difficulties the Commission
requires a notification by the Member States in order to assess the appropriateness of the
measures on competition terms. In order to be approved by the Commission, rescue aid in
particular has to be restricted to the amount needed to keep the financial institution alive and
cannot consist in structural financial measures related to the bank’s own funds. With respect
to restructuring aid, the aid must restore the long-term viability of the bank but avoiding any
undue distortions of competition and being limited to the minimum to enable a restructuring.
Also, the beneficiaries are expected to make significant contributions from their own
resources to the restructuring, including the sale of assets. In the past rescue and
restructuring cases in the financial sector in particular concerned the French Crédit
Lyonnais®, certain Italian banks® and the German Berliner Bankgesellschaft®®.

%3 Commission decisions of 7 June 2006 -SG(2006)D/2249 and C(2006)2061final. See IP/06/746.
%4 Crédit Lyonais, Commission decision of 20 May 1998 0J 1998 L 221 p.28.

% Banco di Sicilia and Sicilcassa, Commission decision of 10 November 1999 OJ 2000 L 256 p. 21
66 Bankgesellschaft Berlin AG, Commission decision of 18 February 2004 OJ 2005 L 116 p. 1.
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Conclusions

Strong competition should be seen as entirely consistent with the stability of the banking
sector. Authorities should ensure that competition policy applies fully to the banking sector
and take steps to create an environment that is favourable to tough competition among
banks.

Empirical evidence suggests that on balance foreign bank entry tends to enhance consumer
welfare. Cross-border M&A activity provides a greater competitive impulse to national
banking markets than purely domestic activity. However, the incidence of cross-border
banking mergers and acquisitions (M&A) remains fairly low in the EU. A range of policy
measures could help provide a more supportive environment for cross-border M&A, including
more streamlined and effective banking supervision, and the removal of obstacles to
corporate expansion and reorganisation on a pan-European basis.

Differing regulatory frameworks in EU Member States, particularly in the area of consumer
protection and taxation, continue to hinder market entry in retail banking. Convergence
among national consumer protection regimes should strengthen banking competition.

Studies suggest that excessive regulation of the banking sector appears to weaken financial
sector performance. The OECD has identified large potential benefits for countries with
restrictive banking regulations moving to more open regimes. Such reforms could increase
economic growth in these countries by 0.25 to 0.5 per cent year over a significant period of
time.

While the scope of direct state intervention in the retail banking sector has narrowed,
Member States continue to distort banking markets in several ways. One of the most
significant distortions results from tax preferences conferred on a limited number of banks for
distributing savings products.
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4. MARKET STRUCTURES AND CONCENTRATION

The European markets for retail banking as described in studies and literature do not
present a uniform picture regarding concentration. National differences in banking
concentration appear to be still large with some Member States, in particular bigger
ones such as Germany, having by far less concentrated national banking sectors
than some smaller countries such as the Netherlands, Finland and Belgium, where
the concentration ratio reported in statistics and literature reach beyond 75% for the
five leading firms (CR5).%’

Such comparisons, however, must be handled with care. First, almost all statistics
refer to the banking sector as a whole, not to retail banking for which data are hardly
available. Thus, statistics do not take into account the relevant sub-sector or market.
In this context it also to be taken into account that even within the sub-sector of retail
banking, product and geographic market definition in the antitrust sense is not clear.
Secondly, most of the studies quote statistics such as the ECB banking structures
report, that contain data based on institution/individual bank level, not consolidated
data so that banking groups are not visible which, however, is in particular important
for concentration measures. Finally, this inquiry could not include all EU-retail banks
but take a sample approach that had to be based on proxies for retail banking activity
(see chapter 2, ‘Methodology’) because an official database covering EU retail banks
at national and taking into account consolidated data for bank groups does not exist.
Consequently, concentration ratios dealt with in the following chapter are
approximations.

4.1. Market definition

Many competition authorities in the EU and elsewhere seem to apply an approach that is
based on individual products or services such as SME loans, mortgages, or consumer
deposits to define relevant product markets, whereas others including the US Federal
Reserve appear to favour the so-called cluster approach that combines certain products such
as SME banking®. The European Commission in its merger decisions so far mentioned retail
banking as a whole. In view of the fact that retail banking activities have so far not raised
competition concerns in the sense of market dominance, there has been no need for a more
detailed analysis. In its antitrust practice the Commission took narrower markets into account
in payment card cases. It is, however, not the aim of this sector inquiry (and the scope of the
analysis) to decide whether individual retail products/services, personal or business banking
or the whole retail banking are relevant product markets in the sense of an antitrust or
merger assessment. The purpose of the inquiry is to present a picture of European retail
banking and to analyse the main market characteristics and performances in the Member
States. The inquiry will, therefore look into the market structures of retail banking as a whole.

With respect to the geographic market definition, the question of national or regional markets
arises. Taking into account the selective product approach, at least some of the retail product
markets (e.g. personal loans, small business banking®) appear to be regional or even local
regarding their geographical dimension. Factors such as the general preference of banking

&7 CAMPA, J.M., HERNANDO, I. (2005): M&A s Performance in the European Financial Industry, CEPR
Discussion Paper No 5204, p. 5

® See D.F. AMEL, D.F. and STARR-MCCLURE M. (2001): Market Definition in Banking: Recent evidence,
Federal Reserve Board of Governors

% See OECD paper (2000): Mergers in Financial Services DAFFE/CLP (2000)17, p. 22; See also DoJ Banking
Merging Policy, US Department of Justice (1996): Consolidation in the Banking Industry: an Antitrust Overview,
available at: http://www.usdoj.gov/atr/public/speeches/0657.pdf
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customers for local suppliers, the significance of a dense branch network and the need for
the bank to be physically close to its customers™ were mentioned by the Commission as
criteria for defining the geographic scope of relevant banking markets in previous merger
decisions. The Commission had none-the-less so far tended to assume that financial
services markets such as retail banking were national in scope. This can be largely explained
by the absence of competition concerns in merger decision, which made a thorough analysis
of the retail banking market unnecessary. However, the Commission has left room for a
regional definition in retail banking,”* and a set of circumstances may indicate the relevance
of regional markets:

e importance of a dense the branch network and local presence despite the growing
importance of online banking,

e significantly different regional market structures

e regulatory barriers in some Member States (e.g. ‘regional principle’)

e switching behaviour of large customer groups (in case of switching still large
tendency to switch to another locally represented credit institution).

There are, however, also indicators for the relevance of national markets, for instance, the
increase of online banking as well and similar regional and national structures. As with
product markets, however, it is not the aim of the sector inquiry to define the relevant
geographic scope of retail banking markets. The inquiry bases its analysis mainly on country
differences.

However, regarding certain features of markets structures and concentration, for instance,
number of branches and current accounts, the inquiry looks into both national and regional
retail banking structures.

4.2. Scope of the analysis, data and limitations

In view of the sample approach chosen by the Commission and described in chapter 2,
‘Methodology’, the analysis of market and concentrations has limitations. First of all, exact
concentration ratios cannot be calculated because the inquiry does not cover 100% of the
market volume indicator. Though the sample covers for the Member States, the majority of
the volume, and for most countries even over 80% (see Table X in chapter 2), this does not
allow for calculating exact market shares or concentration ratios.

Moreover, in view of the non-availability of data regarding volumes of retail banking activities,
the estimation of the sample coverage had to be based on the deposit volume, which was
the best proxy available for almost all of European banks. Though this proxy could be used
to construct a meaningful sample (for further details see chapter 2), it is certainly not suitable
for calculating market shares of individual banks. The Commission, however, gathered data
on better indicators such as the gross income on retail banking per bank, the gross income
on current accounts as well as the number of current accounts per country and even per
region.

Regarding the use of these indicators to calculate market share and concentration ratios
some difficulties arise: First, the responses to individual questions show variations regarding
consistency. Therefore, the Commission had to exclude some data from the evaluation.
Regarding the number of current accounts, the Commission, for instance, asked for this
information in different contexts, amongst others regarding the regional distribution (NUTS2

" commission decision of 11 March 1997 in Case IV/M.873 — Bank Austria/Creditanstalt, OJ C 160, 27.5.1997.

™ commission decision of 11 March 1997 in Case IV/M.873 — Bank Austria/Creditanstalt, OJ C 160, 27.5.1997;
Commission decision of 25 September 1995 in Case IV/IM.628 — Generale Bank/ Crédit Lyonnais Bank
Nederland, OJ C 289, 31.10.1995.
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level as defined by Eurostat’?) of the number of current accounts in the given country.
Theoretically, the sum of the current accounts per region should correspond to the number of
current accounts in this country submitted by the banks on a separate sheet. However, some
banks faced difficulties with this specific breakdown because their databases use different
sorting criteria. To avoid data distortions the Commission consequently excluded some
responses from the evaluation, which explains different coverage rates for individual
questions.

Another difficulty is that the coverage rates for the respective questions refer to the total of
deposit volumes of non-bank customers and not to the total volume of the indicator in
question. For example, a coverage rate of 80% to the question on gross retail income means
80% coverage in relation to the total customer deposit volume of a country, but not 80%
coverage of the gross retail income volume of a country.

To — at least partly - overcome this problem, the Commission opted for the following method:
Regarding the number of current accounts it used the data from the official statistic on
current accounts per country of the ECB’s Blue Book to put the number per bank or group in
relation to a country total to calculate ‘market’ shares. This has the disadvantage of, first,
basing the calculation on volume figures, not on value figures that better reflect market
strength. Secondly, the ECB data — as notified by individual banks to national central banks —
do not always seem to be reliable as the table below shows (for Slovenia and Lithuania, for
example, the coverage rate of the sample regarding the question on number of current
accounts appears to be by far too high in relation to the ECB data, which cannot be the case
in view of our sample coverage below 90%, whereas for the UK the number of current
accounts as given by the ECB (over 144 million) seems to be exaggerated so that the
coverage rate of the inquiry in that respect appears to be too low — and concentration
degrees consequently too high). However, the ECB statistics are the best source for country
totals in this respect. Moreover, the range of coverage rates based on deposit volume and
based on number of current accounts are sufficiently comparable (they can never be similar
considering the significant difference of the volume indicators) so that a rough pictures of
‘market’ structures can be painted.

Regarding the indicator of gross retail income and gross income on current accounts, no
official statistics on country volumes exist. The Commission, for calculating ‘market shares’,
therefore had to extrapolate country totals. It calculated, first, an intra-sample share and,
secondly extrapolated this on the basis of the deposit volume. If, for example, the coverage
rate regarding gross retail income was 80%, this meant 80% of the countries deposit volume
was covered by the sample responses included in the evaluation. The intra-sample share of
bank x was then calculated on the basis of the gross retail income total of all responding
banks. If that share was, for example 20% this was multiplied by 0.8 (to extrapolate the
deposit related coverage) resulting in a 16% share. This is not accurate but the only solution
in view of the sample approach and the lack of reliable databases for retail related volume
figures per country.

The different ranges of coverage rates — calculated as described above — are summarised in
Table 6 below:

2 For explanation see: http://ec.europa.eu/comm/eurostat/ramon/nuts/home_regions_de.html;  and:

http://ec.europa.eu/comm/eurostat/ramon/nuts/codelist_en.cfm?list=nuts.
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Table 6: National coverage rates for the indicators: number of current account,
gross retail income and gross income on current accounts**

Number of
current Number of
accounts per current
country accounts per Gross income
(source region (source Gross retail on current
guestion 1.4.) | question 1.5) income accounts

Austria 60-70 40-50 60-70 60-70
Belgium >90 80-90 > 90 > 90
Czech
Republic 70-80 > 90 70-80 70-80
Denmark 80-90 <30 80-90 60-80
Finland > 90 60-70 >90 50-60
France 80-90 80-90 80-90 80-90
Germany 50-60 >90 50-60 50-60
Greece 50-60 <30 > 90 20-30
Hungary 80-90 70-80 80-90 80-90
Ireland 50-60 70-80 50-60 50-60
Italy 70-80 40-50 70-80 60-70
Latvia 50-60 40-50 50-60 30-40
Lithuania 80-90 > 90 80-90 70-80
Netherlands >90 80-90 > 90 > 90
Poland 70-80 60-70 70-80 70-80
Portugal 80-90 70-80 80-90 80-90
Slovakia 80-90 > 90 80-90 80-90
Slovenia 80-90 > 90 80-90 70-80
Spain 50-60 <30 70-80 60-70
Sweden > 90 70-80 70-80 70-80
United
Kingdom 80-90 40-50 80-90 80-90

* Confidential information
**extrapolated on the basis of customer deposits total per country

As explained above different coverage rates with respect to certain indicators in some
countries are partly due to unclear or inconsistent responses to specific questions, to
unreliable ECB data on current accounts or other slight inaccuracies regarding extrapolation
for income figures. In particular in very small countries responses tend to show variances.
For these reasons Luxemburg, Malta, Cyprus and Estonia were excluded from the
evaluation.

As has been pointed out already, exact or ‘true’ market shares and consequently
concentration ratios cannot be calculated in view of the numerous methodological difficulties.
However, this inquiry is not an antitrust or merger case analysis and cannot serve as
substitute for case related fact finding. The coverage rates appear nevertheless high enough
— and include the main players of each country — to allow for trend indications and rough
pictures of market structures for national and regional retail banking activity. If in the following
sub-chapters the terminology of ‘market shares’ and ‘concentration ratios’ are nevertheless
sometimes used, this has to be interpreted with care taking into account all the above
described limitations.
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4.3. Concentration at the national level

Though there has been consolidation in the EU financial services sector over the last years,
the proportion of cross-border consolidation is still low compared to other sectors. According
to a recent staff working document of the Commission “® the proportion of cross-border deals
accounted for roughly 20% in the period 1999 - 2004 whereas the average proportion of
cross-border transactions equaled 45% in other sectors.

Moreover, and in contrast to other sectors, domestic deals seem to be significantly larger
than cross-border deals in the financial sector. In cross-border deals though, the acquiring
company is much bigger than in domestic whereas there does not seem to be a difference
regarding the target company. This results in a larger difference between acquiring company
and target company in cross-border deals and means that acquirers often buy significantly
smaller companies whereas in domestic transactions sizes are more equal.

Many cross-border deals in the recent years concerned the creation of some regional
clusters (Benelux and the Nordic countries) and the significant capital inflow directed at new
Member States. Apart from theses phenomena, however, the overall proportion of cross-
border deals remains low in the EU financial sector, in particular within the EU15, and in
particular within the banking sector.

This is also reflected in very different market structures of the retail banking industry. First,
the major players differ from Member Sates. Apart from some exceptional cases in, for
instance, Belgium and the Netherlands, there is hardly one and the same bank among the
first three of five leading companies in different Member States, at least not in the EU15.
Secondly, market concentration varies significantly.

As explained before, the Commission has tried to estimate concentration based on different
indicators and different measurements. Despite all the limitations described above, the
inquiry has managed to deliver at least a rough picture of the retail banking structure in
Europe which has rarely been undertaken before. Based on the indicators a) gross retail
income (extrapolated on the basis of total customer deposits per country), b) gross income
on current accounts (extrapolated on the basis of total customer deposits per country) and c)
number of current accounts (extrapolated on the basis of ECB statistics per country and — to
cross-check also on the basis of total customer deposits) the ‘market’ shares of the leading 3
and 5 banks (CR3 and CR5) — or where given bank groups — were calculated.

Each of the following 4 figures, therefore, is based on a different methodology to estimate
market shares, that varies either according to the variable on which intra-sample market
shares (total retail income, income from current accounts or number of current accounts) are
estimated or according to the way the intra-sample shares are extrapolated to total market
shares (using sample coverage ratios based on deposit market shares or using total number
of current accounts in the country from the ECB).

It has to be noted that there is a certain variability among the different estimates of the
leading 3 (CR3) and the leading 5 (CR5) retail banks with a general tendency, so it seems, to
overestimate the ratios (although not for all countries) relative to other concentration
measures, for instant, those based on banks assets and reported by the ECB statistics.
Reasons for these divergences may be, first, the fact that database used for creating the
sample” do not provide a 100% coverage of each national banking industry; secondly, the
fact that ECB data on assets refer to the overall banking activities and not specifically to retail

3 Commission Staff Working Document - SEC(2005)1398: Cross-border consolidation in the EU financial sector.
Available at:

http://ec.europa.eu/internal_market/finances/cross-sector/index_en.htm#obstacles

™ See also previous footnote.

® See Chapter 1.
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banking activities; thirdly, the fact that other statistics are not consolidated, i.e. that they are
based on individual institutes and do not take into account bank groups and, finally, the fact
that the replying banks may have more income from current accounts than the average bank
in their country, or less deposits per current account.

The first measure of the CR3 and the CR5 uses (intra-sample) shares based on total retalil
income, which are then extrapolated to market size according to the sample coverage ratio
estimated with deposit data. Countries are sorted in descending order of CR3.
Figure 7: Concentration ratios: CR3 and CR5. Year 2004
Intra-sample share (retail income) extrapolated with deposits*
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The average CR3 across the EU (weighted by population) is 49%, for EU-15 is 47% and for
New Member States is 57%. The most concentrated countries, with CR3 larger than 80%,
are here Finland and the Netherlands followed closely by Belgium and Sweden. The least
concentrated countries, with CR3 at or lower than 50%, are Poland, Ireland, Italy, Latvia,
Spain and Germany. CR5 ratios give a very similar concentration order if compared to CR3
ratios, except for France, Greece and the UK, which have a relatively lower CR3 than the
CR5.

The second measure of concentration uses (intra-sample) market shares based on income

from current accounts extrapolated to market size according to the sample coverage ratio
estimated with deposit data. Countries are also sorted in descending order of CR3.
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Figure 8: Concentration ratios: CR3 and CR5. Year 2004
Intra-sample share (c/acc income) extrapolated with deposits*

O CR3

B CR5
100%0

90%

8000

70%-

6000

5006+

40%-

30%0-

20%0-

10%0+

0%+
NL BE LT SK SE CZ HU PT FR SI DK AT PL UK FI ES IE IT DE LV EU

The average CR3 across the EU (weighted by population) is 53%, for EU-15 is 51% and for
New Member States is 60%. The most concentrated countries, with CR3 larger than 80%,
are the Netherlands and Belgium followed closely by Lithuania. The least concentrated
countries, with CR3 at or lower than 50%, are Spain, Ireland, Italy, Germany and Latvia. CR5
ratios give a very similar concentration order except those of Portugal, France and the UK
which have a relatively lower CR3 than the CR5.

The third measure uses (intra-sample) market shares based on the number of customers’
current accounts per bank (as reported in the inquiry) and again extrapolated to market size
according to the sample coverage ratio estimated with deposit data. The countries are also
sorted in descending order of CR3.
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Figure 9: Concentration ratios: CR3 and CR5. Year 2004
Intra-sample share (number c/acc) extrapolated with deposits*
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The average CRS3 across the EU (weighted by population) is 49%, for EU-15 is 47% and for
New Member States is 58%. The most concentrated countries, with CR3 larger than 80%,
are Finland, the Netherlands, Lithuania and Sweden. The least concentrated countries, with
CR3 at or lower than 50%, are Poland, Latvia, Ireland, Italy, Spain and Germany. CR5 ratios
give a very similar concentration order except those of France and the UK which have a
relatively lower CR3 than the CR5.

The fourth, and last, measure estimates bank’s market share as the ratio of a bank’s number
of customer accounts (as reported in the inquiry) and the ECB estimate for total number of
accounts at country level. Countries are again sorted in descending order of CR3.
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Figure 10: Concentration ratios: CR3 and CR5. Year 2004
Market share (number c/acc, total market number of c/acc from ECB)*
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The average CR3 across the EU (weighted by population) is 39%, for EU-15 is 36% and for
New Member States is 55%. The most concentrated countries, with CR3 larger than 80%,
are the Czech Republic, Slovakia and the Netherlands. The least concentrated countries,
with CR3 at or lower than 50%, are Latvia, Slovenia, Austria, Italy, UK, Spain, Greece and
Germany. CR5 ratios give a very similar concentration order except those of Belgium, France
and Portugal which have a relatively lower CR3 than the CR5. It has to be noted, however,
that the ECB statistics on number of current accounts per country do not seem totally
reliable. Thus, the numbers appear to be underestimated in some of the New Member States
(here the general coverage rates of the Commission’s sample relative to the total of deposits
in a country is in some cases significantly lower than the comparatively very high coverage
rate of the sample on the basis of number of current accounts reported by banks in the
inquiry relative to the ECB country statistics on number of current accounts), which may
result in overestimated concentration ratios. Other countries such as the UK, In contrast,
have according to ECB statistics such a high number of current accounts that the sample
coverage rate and concentration ratio measured on that basis is much lower.

In conclusion, despite some variability across the measures, the following conclusions can
be obtained about concentration in the EU: The average CR3 across all EU25 countries
(weighted by population) is around 50% (40% using our last measure of concentration);
across EU-15 is between 47% and 51% (36% using our last measure of concentration); and
across New Member States concentration is always larger than across EU-15, and takes
values of between 55% and 60%. The most concentrated countries are often the same ones,
independently of our measure of concentration; and generally include the Netherlands,
Lithuania, Belgium, Sweden and, to a lesser extent, Finland. The least concentrated
countries also tend to be the same ones, independently of our concentration measure, and
typically include Italy, Spain, Latvia and, in particular, Germany.

The average of EU-25’s CR5 ratios are between 53% and 58% (47% using our last measure
of concentration); average EU-15's CR5 ratios are between 53% and 57% (43% using our
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last measure of concentration); and average MNS’ CR5 are between 62% and 64%. CR5
gives a very similar concentration order if compared to CR3 ratios, except for a few
countries, typically France and the UK, which have a relatively lower CR3 than the CR5.

4.4. Concentration at the regional level

The Commission also looked into regional concentration patterns of retail banking. In this
respect, the banks included in the sample were asked for information regarding, amongst
others, the regional distribution of the number of current accounts (consumers and SMES) in
the given country. The regions were set according to the NUTS of Eurostat, namely the
medium level NUTS2 ).

To calculate shares at the regional level, the data given by the individual banks per region
were put in relation to the estimated total. Lacking any regional ECB data on the number of
current accounts, the Commission calculated the average number of current accounts per
country (number of current accounts per country according to ECB divided by population)
and multiplied this by the population number of each NUTS2 region.

This method also has its limitations because the number of current accounts per capita
differs, of course, between regions and does not necessarily correspond to the country
average. In urban areas, for instance, people tend to have a higher per capita average than
in rural areas. However, this method was the best way to arrive at an acceptable estimate for
a regional total.

Germany is a special case. The coverage rate of the sample is low for this Member State
due to its fragmented retail banking sector with about 500 Sparkassen and about 1600 co-
operative banks (so that with roughly the 40 leading banks only about 60-70% of the national
‘market’ measured by means of the deposit total can be covered). However, the Commission
tried to cover a larger part, at least for the regional data, by addressing the national
associations of these two types of banks in addition. The coverage rate for Germany with
respect to regional data on the number current accounts’’ finally turned out to be very high
compared to the other German indicators but also compared to the other countries with
respect to regional data.

Figures 11 and 12 present C3 and CR5 measures at country levels which are based on the
sums of number of current accounts in all regions of a country and put in relation to the
number of current accounts per country according to the ECB Blue Book:

" For explanation see:  http://ec.europa.eu/comm/eurostat/ramon/nuts/home_regions_de.html;  and:

http://ec.europa.eu/comm/eurostat/ramon/nuts/codelist_en.cfm?list=nuts.
" The number of branches per region was also covered but is not included in this interim analysis.
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Figure 11: The leading 3 banks per country (measured on the basis of number of
current accounts as a sum of all regions per country)’®
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CR3 at national level

"8 In Lithuania and Slovenia the number of current accounts given by our sample banks was higher than the ECB
figures of the countries, and the CRs > 100%; for the purpose of this illustration, they were therefore set at 100%.
Luxemburg, Cyprus, Malta and Estonia have been excluded.
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Figure 12: The leading 5 banks per country (measured on the basis of number of
current accounts as a sum of all regions per country)”

™ In Lithuania and Slovenia the ratios were set at 100%, and Luxemburg, Cyprus, Malta and Estonia excluded.
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Figures 13 and 14 present C3 and CR5 at regional (NUTS2) level. They are based on the
same data source, i.e. the number of current accounts per region, and put in relation to the
number of current accounts per country according to the ECB Blue Book®:

Figure 13: The leading 3 banks per country region (NUTS2 level) on the basis of
number of current accounts®
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CR3 at regional level

8 As explained further above, to achieve a total volume per region, the average number of current accounts per
capita of a given country was multiplied by the population number of each NUTS2 region of that country.

8 |n Lithuania and Slovenia the number of current accounts given by our sample banks was higher than the ECB
figures of the countries, and the CRs > 100%; for the purpose of this illustration, they were therefore set at 100%.
Luxemburg, Cyprus, Malta and Estonia have been excluded.
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Figure 14: The leading 5 banks per country region (NUTS2 level) on the basis of
number of current accounts:®
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CRS5 at regional level

These figures show that the picture can change when looking at regional levels. The
difference is particularly striking in Germany. Concentration is extremely low at the national
level due to the existence of the more than 2000 legally independent Sparkassen and
Volksbanken.

In the last two figures those regions with the same ‘concentration ratio’ are highlighted in the
same colour (therefore, regions sometimes appear larger than the defined NUTS2 area)
though they were analysed separately and consequently count separately. Moreover, in each
German NUTS2 region there may be more than one Sparkasse or Volksbank. However, for
the purpose of this analysis the Sparkassen and Volksbanken were counted as one per
region due to the so-called regional principle which normally only allows for one Sparkasse
and Volksbank in a reserved (even though smaller) region. Therefore, banks of one type
normally are not competitors in a given region - a fact which should be reflected in these

8 |1 Lithuania and Slovenia the ratios were set at 100%, and Luxembourg, Cyprus, Malta and Estonia excluded.
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figures and, therefore, is ‘translated’ in the NUTS2 regions though they are generally larger
than the reserved territories for these banks.

The illustrations clearly demonstrate one phenomenon: the analysis of national market
structures may lead to wrong conclusions for certain countries. Whereas in countries such as
Belgium or the Netherlands regional and national market structures do not seem to differ
dramatically, this is clearly the case in Germany which shows a high degree of regional
concentration despite a totally fragmented national ‘market’. This can be explained by the
fact that retail banking in Germany to a large extent is the business of savings banks
(Sparkassen) and co-operative banks which are legally independent but act as a kind of ‘co-
operative group’ regarding certain aspects (label and brand name, clearing system) and have
reserved territories according to the so-called regional principle which is — in the case of the
savings banks - also fixed in the state laws concerning the Sparkassen.

Conclusions

Though we can only present rough pictures due to the described method limitations, the
results of our different measurements all point all in the same directions. In conclusion, the
average CR3 across all EU25 countries is around 50% with larger average concentration
ratios in the New Member States than in the EU15. The countries with the highest national
concentration ratio include the Netherlands, Belgium, Sweden, Lithuania and, to a somewhat
lesser extent, Finland. The least concentrated countries seem to be Italy, Spain and, in
particular, Germany.

In view of the still given importance of local branch networks, national markets may,
however, be too large for analysing competition on main retail banking products. The
Commission, therefore, also looked into regions and found, at least in some Member States
and predominantly in Germany, much higher regional concentration ratios than the national
figures suggest.
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5. FINANCIAL PERFORMANCE OF RETAIL BANKS

This chapter examines the financial performance of EU retail banks. This analysis is based
on two sets of data. Firstly, extended time-series OECD data are used to provide a long-term
view of the financial performance of the whole EU banking sector. Secondly, the inquiry uses
market data from retail banks across the EU to examine some key indicators: specifically
gross income, costs and profitability in banks’ retail operations. These market data, gathered
by the sector inquiry, are used to compare the performance and structure of retail banks
across the EU Member States.

The chapter is structured as follows:

Section 1 examines long-term trends in the profitability of the EU banking sector
Section 2 describes the market data on retail banking collected in the sector inquiry
Section 3 compares EU retail banking gross income and banks’ income per product
Section 4 compares EU retail banks’ profitability and costs

Section 5 examines the relationship between market conditions and banks’ financial
performance.

5.1. Long-term trends in the profitability of the EU banking sector

Appendix | shows tables describing the relative profitability rates of banks in the OECD
between 1981 and 2003. The data shown here are based on the OECD’s database on bank
profitability. Five points should be made in relation to this data. First, the variables in the
OECD database are similar to those that the Commission has studied in its market survey.
For example, retail banks were asked to calculate gross income, pre-tax profits and
operating expenses all on the basis of the OECD’s published methodology.®® Second,
although for complete consistency it would be preferable to use market data from banks,
banks made clear that limitations in their IT systems prevent the extraction of reliable data on
their retail banking operations further back than three to five years. This is why the inquiry
has had to rely on OECD data to provide a longer-term perspective stretching over two
decades. Third, there is a difference between the operational coverage of the two data-sets.
The inquiry’s market data capture only retail banking activities, whereas the OECD data
cover all banking activities including investment and corporate banking. Since retail banking
activity represents slightly more than fifty per cent of all banking activity in the EU, the reader
should be aware that the OECD statistics describe bank profitability for activities of which
retail is clearly the most significant, but certainly not the only element. Fourth, the geographic
scope of the OECD and the inquiry market dataset are different. The OECD’s statistics are
reported at group level according to the domicile of the group. Thus the data cover larger
corporate units than the sector inquiry market data, including income from banks’ global
operations rather than from an individual Member States. Finally, the OECD’s data covers
only 19 of the 25 EU Member States. Cyprus, Estonia, Latvia, Lithuania, Malta and Slovenia
are not covered here.

In conclusion, although the two datasets are based on similar variables and methodologies,
their results should be examined separately. The sector inquiry’s market data should be used
to understand the current financial performance of retail banking operations in particular
Member States over a limited time period. The OECD database can be used to examine
long-term trends in the profitability of EU banks across all their geographic and banking
activities.

% The OECD’s methodology for calculating bank income, cost and profitability variables is available at:
http://www.oecd.org/datacecd/50/44/2373422.pdf
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5.1.1. Pre-tax profitability as a share of gross banking income

Table 1 in Appendix | shows the ratio of pre-tax profits to gross banking income® in the
Member States in each year from 1981 to 2003. A general upward trend in the profitability
ratio is observed for most Member States during the period. Of the nine European countries
for which a full time series is available (Belgium, Denmark, Finland®, Germany, Luxembourg,
the Netherlands, Portugal, Spain and Sweden), only Germany has a lower profitability ratio in
2003 than in 1981. By contrast, significant increases in profitability are observed for the other
eight Member States.

From the mid-1980s onwards, data are available for Austria, France, Italy, and the UK.
During the period up to 2003, these Member States show diverging trends. Austria is the only
country other than Germany where the ratio of profitability falls significantly. France, Italy and
the UK all show clear increases in total banking sector profitability by 2003, compared to their
mid-1980s performance.

OECD data for five Member States are only available from the early or mid-1990s to 2003.
Of these, Ireland shows high profitability through this period. However, four of the new
Member States (Czech Republic, Hungary, Poland and Slovak Republic) each show large
swings in profitability performance over the period, which may be partly explained by the
impact of structural reform of the banking sector or by the impact of banking crises.

Overall, however, the ratio of pre-tax profitability to gross income for European banks, for all
banking activities is clearly upwards. By the end of the period, average profitability in most
Member States was 20 to 40 per cent of gross banking income. Between 2000 and 2003, the
profits of banks in Ireland, Finland and Luxembourg were consistently above 40 per cent of
gross income, whereas banks in Germany, Austria and Poland were generally below 20 per
cent. These ratios for each Member State are quite consistent with those observed —
specifically for retail banking activities — by the Commission’s market survey of banks (which
is examined further below).

Table 2 in Appendix | reports the share of banks’ operating profits that was paid in tax
between 1981 and 2003. Of the Member States for which a full time series is available, only
Denmark shows a higher level in 2003 than in 1981. Seven other Member States report
stable or lower ratios.® This general trend of falling tax rates as a share of banks’ operating
profits is observed for the clear majority of Member States, and in some cases effectives
rates have fallen dramatically (e.g. in Sweden, Finland, Belgium and Luxembourg). The
conjunction of rising pre-tax profits and falling effective tax rates implies that on average the
post-tax profitability of European banks has increased significantly since the 1980s.

5.1.2. Profitability measured by the rate of return on assets

Table 3 in Appendix | shows the ratio of pre-tax profits to banks’ assets in the Member States
in each year from 1992 to 2001. This time series is shorter because of the availability of data
on banks’ assets. Using 10 years of data rather than the 23 years studied above makes it
more difficult to draw conclusions about the long-term trend of banks’ profitability based on
an assets measure. For example, the time series of several new Member States are
dominated by large losses in the late 1990s. Overall, the trend in most Member States is a
modestly rising rate of return on banks assets over the period. However a falling trend is also
observed in some Member States, such as Germany, Spain and Ireland.

% Gross banking income is the sum of banks’ net interest and net non-interest income from all banking activity.

8 While the performance of Finland’s banks was strong over the period 2000-2003, Finnish banks experienced
very large losses between 1991 and 1995. Danish banks also made losses for several years from 1990 to 1994.
86 By contrast, banks in the United States paid a higher share of their operating profits in tax in 2003 than in 1981.
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By 2001 banks in most Member States reported rates of return on assets of between 0.5 to
1.5%. (Only banks in Finland reported profitability significantly above this level.) The overall
level of banking profitability of European banks, based on rate of return on assets, was
consistently lower than the level reported in the United States, which varied between 1.3 and
2.0% between 1992 and 2001. However over a longer time series, and based on profitability
as a shgre of gross income, the relative profitability of European and US banks appears fairly
similar.

5.2. Market data on retail banks’ financial performance

The Commission surveyed banks operating in the EU with significant retail operations in a
particular Member State. The Commission asked banks to provide three sets of data to
describe their financial performance globally and in terms of their retail operations in a
specific Member State. All financial data were requested for the years 2001 to 20048, were
denominated in euros and were not inflation-adjusted.

Firstly, at the level of the overall group and for all banking activities (including retail) in all
countries, banks were asked to provide data according to a harmonised set of variables
defined by the OECD®’. These global group data are not reported here, but were used to
cross-check other elements; particularly the reliability of retail banking-specific data provided
by banks in the market survey.

Secondly, banks were asked according to their own firm-specific definition of retail banking to
provide key performance data following the OECD methodology:
e gross income from all retail banking activity
operating expenses
net income
profit before tax
cost-income ratio (operating expenses as a percentage of retail banking income)
cost ratio (staffing costs as a percentage of retail banking income)

Because the definition of ‘retail banking’ activities varies across banks there will be some
differences in the coverage of banks’ responses. For example, some banks include non-life
insurance sold to consumers and SMEs within their retail banking division, while most do not.
Nonetheless because there is a widely held interpretation of ‘retail banking’ services and
products within the industry, the sector inquiry was able to gather reliable data to compare
the size and performance of banks’ retail activities. These data are described below.

Thirdly, for selected products specified by the Commission within the field of retail banking
banks were asked to estimate their annual gross income for each product line. The
Commission specified nine retail banking products:

personal current accounts;

deposits and savings accounts;

consumer loans;

mortgages;

credit cards®;

SME current accounts;

oA wWNE

8 This finding may indicate that US banks generate more income from activities that are not linked to their asset
base, such as intermediation, financial advice and securitization.

8 Clearly a longer time-series would have been desirable but during the development of the market survey banks
insisted that reliable data could not be provided more than three to five years prior.

% The OECD has specified a methodology and range of variables for measuring banks’ performance, which the
Commission has followed in its inquiry. See: http://www.oecd.org/dataocecd/50/44/2373422.pdf

% ‘Credit cards’ were specified rather than the wider definition of ‘payment cards’ (which includes debit cards) in
order to limit the double counting of activity. For example, many current accounts have a debit card attached,
which would generate income that could be classed under ‘payment cards’ and/or ‘current accounts’.
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7. SME loans;
8. SME credit lines; and
9. SME leasing.

In addition, banks were asked to provide the number of customers holding each of these
retail banking products. These data are described below.

It is important to note that the second dataset — banks’ definition of retail banking — contains
more detailed financial information than the third dataset. During the development of the
market survey, banks confirmed that profit and loss data could reliably be estimated at the
level of the retail banking division. However banks equally insisted that such profit and loss
calculations could not reliably be made at the level of the retail product line. This is mainly
because of banks’ inability to attribute shared costs (e.g. of branch staff or central IT
services) consistently to particular products. Thus profit and loss calculations in this inquiry
are made only on the basis of all retail banks’ activities; not on a product basis.

5.2.1. Caveats on the market data

In examining the market data for evidence of such patterns, several important caveats should
also be kept in mind. The data are likely to be influenced by the following factors:

¢ Methodological limitations on the reliability of profitability data for the retail banking
sector. The most obvious question concerns different definitions of ‘retail banking’
across firms and countries. The Commission has attempted to control for this by
requesting income data across a common list of ‘retail’ products.

¢ Definitions of income and profitability may differ between banks and countries. The
Commission has assessed the extent and significance of such di