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Ladies and Gentlemen,

It is an honour and privilege for me to speak before such a distinguished circle 
of audience and panellists. 
Lessons from introduction of the Euro and of the convergence of the financial 
markets of the EU may have relevance in context of integration and regulation 
for you from three angles:
1. During the last two years the economies of Hong Kong and China became 

more interdependent and convergent.
2. Hong Kong is one of the largest international banking centres in Asia, where 

EU institutions are important market players. Each fourth of the foreign li-
censed banks in Hong Kong were incorporated in the EU. In addition, a total 
of nearby 70 EU companies are engaged in securities and commodities trad-
ing business.

3. As we heard from Chief Executive Joseph YAM the Basel 2 capital adequacy 
standards are being introduced in Hong Kong. The same reforms are being in-
troduced also in the EU at the same time. Basel 2 introduces renewed prin-
ciples of co-operation between home and host supervisors, and the division of 
labour among supervisors are getting increased attention — here and there.

The successful introduction of the euro in January 1999 and the completion of 
euro cash changeover by the end of February 2002 established a firm base and 
promising chances to realise economies of scale in financial services in the EU. 
In my presentation I will focus on three important issues of integration and regu-
lation of the European financial markets closely related to the introduction of the 
euro:

1) Establishing the Single European Payment Area
2) Cross-border consolidation in banking
3) Supervisory convergence

1) Establishing the Single European Payment Area
Since the introduction of the euro payment system issues have received an in-
creasing attention as an essential part of the integration process in the European 
financial markets.
Total costs of the payments system to society are considerable: they are estim-
ated around 1% of GDP. At  present  fees  charged for  payment  services  vary 
widely across Europe, with average bank charges in Italy, for instance, being 
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eight times what they are in the Netherlands. The final goal in the payments area 
of  the  EU is  to  achieve  a  Single  Euro  Payments  Area  (SEPA),  where  there 
should  be  no  difference  between  domestic  and  cross-border  euro  payments. 
Open European standards will  ensure that national markets that are currently 
sheltered from competition by technical and legal barriers are opened. That will 
ultimately lead to a reduction of fees for bank customers and savings to the eco-
nomy as a whole.
Concerning  large-value  value  payments,  much  progress  has  been  achieved 
already,  and today the  central  bank owned TARGET (Trans-European Auto-
mated Real-time Gross settlement Express Transfer system) and the privately 
owned Euro Banking Association’s Euro 1-payment systems are the main large-
value payment systems offering their services in the EU-wide scale. In contrast, 
the development in the cross-border retail payment system area has been slower. 
After the euro cash changeover it became apparent that non-cash cross border 
payments  remained relatively  expensive  and were  very  cumbersome for  end 
users. There was also little sign of improvement up to the moment a regulation 
was introduced that forced banks to charge the same price for cross-border credit 
transfers and card payments, as they charged domestically. European banks de-
cided to resort to this strong regulatory measure to correct the situation as well 
as to foster the development in the cross-border retail payments area.
SEPA is a natural consequence of the introduction of the euro. It therefore fo-
cuses on the euro area. Nevertheless, it  will also contribute to improving the 
Single Market. The creation by 2010 of a “Single Payments Area” is aimed to 
increase efficiency and transparency for the end users of the various payments 
means. Moreover, Europe’s financial service providers are to have free and open 
access to all national markets. However the major benefits of the SEPA, as em-
phasised in the recently published Fourth Progress Report of the ECB, will ma-
terialise only if the project is future-oriented, if it anticipates how modern pay-
ment systems will look at the end of the decade, and if it exploits the new pos-
sibilities offered by progress in information technology to integrate the wider ad-
ministrative process with payment transaction processing and fully automate it.
The move towards SEPA is in principle led by Europe’s banks. They have com-
mitted themselves to rolling out products based on the first pan-euro payments 
schemes for electronic credit transfers and direct debits. By 2010 the European 
banks aim to achieve critical mass of payments to be SEPA-compliant. However 
the Commission is not fully satisfied with the banks’ level of ambition, if not 
their pace, in creating SEPA. If banks create relatively mediocre SEPA products 
in terms of service levels these products may be used only for cross-border pay-
ments, national markets will remain separated, competition will not improve and 
savings will not be realised.
This is why the SEPA is not restricted to the translation of existing national pro-
cedures, infrastructures and standards into European ones. Rather, the SEPA an-
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ticipates how payment systems should look at the end of the decade, paying due 
attention to the new possibilities offered by progress in information technology. 

2) Cross-border consolidation in banking
The introduction of the euro in particular has led EU banks to continue to con-
sider pan-European strategies, engaging in cross-border and cross-sector mer-
gers and acquisitions, or increasing their cross-border provision of banking ser-
vices. Furthermore, the financial sector has witnessed rapid technological innov-
ations that have facilitated the creation of  alternative distribution channels,  a 
rapid increase of new and increasingly complex products and a growing sophist-
ication of banks’ management of risks. As a result, the EU banking sector has 
gradually become more integrated, competitive and diversified. These changes 
are believed to have positively supported the resilience of the EU banking sector 
over the past  two decades,  while there is  a consensus that — in spite of all 
achievement — not only the degree of integration in retail payments, but also in 
retail financial markets is rather low overall in the EU. The Commissions second 
FSAP — as David Vegara and Mme Pervenche Béres mentioned — reckons that 
the introduction of the single currency already had and will continue to have a 
significant impact on the emergence of a single Euro zone retail banking market.
The start of European Monetary Union has initiated a transition phase towards 
the creation of new groups of financially more closely integrated countries. As 
Mr. Hervé Carre said, until recently however, integration has mostly taken place 
in wholesale markets, such as the money market and the bond markets. Many in-
vestment banking segments such as capital raising and mergers and acquisitions 
for large corporations were dominated by global giants. In contrast, retail finan-
cial services are still to a very large extent controlled by domestic players, at 
least in the old member states. Faster progress was obviously hindered by differ-
ences in language, business culture and national laws and regulations. 
Today — according to a study by the European Central Bank —, 43 banks and 
banking groups are active in more than three EU countries. Financial integration 
did not take place smoothly in the euro area: it rather happened in waves. Both 
the speed and the intensity, by which financial integration has progressed, in-
creased remarkably in the period that predated the introduction of the euro in 
1999. The financial integration process was initially quicker and more intense 
for the smaller-sized as well as for the southern European euro states. Cross-bor-
der banking M&A in the EU was rather taking place between small countries or 
vis-à-vis the new member states.
Despite all efforts to promote financial integration since 1992, the degree of in-
tegration has remained stable  until  2002-2003. Since then major banks from 
large countries are all trying to build European platforms. For instance the Span-
ish Grupo Santander now owns the fifth largest UK bank, and Barclays of the 
UK owns the sixth largest private sector bank in Spain. And last year, the medi-
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um sized Italian bank Antonveneta was acquired by the Dutch ABN Amro, while 
the largest  Italian bank,  UniCredito,  acquired the third largest  German bank, 
HVB. In the past two years, eight of the 12 financial services mergers above 
USD 3 billion, with a European domiciled firm as the acquirer, have been cross-
border retail banking transactions. Although annual predictions of an impending 
surge in retail banking cross-border mergers have often come to nothing, there is 
reason to believe that the long anticipated cross-border consolidation process ac-
tually begun.
Most large European banks are seeking to find organic growth opportunities of 
sufficient size to meet investors’ expectations. With most banks having under-
gone massive restructuring to cut costs and continually streamlining their opera-
tions for additional savings, the only viable routes are seen through mergers or 
radical  organic  expansion in  the range of  activities  into investment  banking, 
private banking or insurance, or some combination of these. Most domestic mar-
kets, however, are too concentrated to allow a large competitor to bid for another 
major player. This leaves cross-border M&A as the most likely outlet for growth 
ambitions.
Although there are dangers of drawing far-reaching conclusions from the US ex-
perience due to the given cultural and political differences, the fact is that the 
United States is the only other large, fragmented banking market that has under-
gone massive consolidation. Using simple comparative economic analysis and 
the fact that the US market began consolidating earlier than did the EU, it is pos-
sible to get a glimpse of one possible future by looking across the ocean. What 
we can see in the US-market are a few very large, transcontinental retail banks 
competing with a variety of more traditional medium-sized and local banks and 
specialists. There are good reasons to believe that the European banking market 
will  develop  along  similar  lines  with  a  few retail  giants  serving  consumers 
across the entirety of the continent, while medium-sized and local banks, along 
with specialist providers continue to thrive in their niches. 
Finally let me mention that even after decades of regulation in Europe’s banking 
sector, barriers to cross-border still persist. Taxation, accounting, consumer pref-
erences — to name a few. Even our own rules and procedures that we intro-
duced in 1992 require an overhaul. The fundamental principle allowing banks to 
buy into other financial institutions across borders has not changed. This is a 
Treaty-based enforceable right. What are the exact limits of regulators’ powers 
to intervene? What are the precise procedures that should be followed? We will 
be proposing changes to our regulations introducing this clarity and transparency 
this summer.
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3) Supervisory convergence
The development towards increasingly integrated financial markets creates a dy-
namic trend towards harmonisation of rules between different countries.  This 
trend is clear, in banking, securities trading, insurance and accounting. 
Minimum harmonisation — not minimal harmonisation — is important, as it 
leads to lower entry barriers and a more efficient allocation of capital and risks 
globally.  Harmonisation  however  does  not  necessarily  lead  to  more  efficient 
rules — as Professor Portes had warned. First, there are implementation and ap-
plication issues. And it is also the result of compromises, where the most effi-
cient solution is not always the given outcome. Instead, the regulatory structure 
may become less efficient, as all negotiating parties want their special issues in-
cluded.
Financial stability, supervision and regulatory design have traditionally been the 
responsibility  of  national  central  banks,  supervisory  authorities  and  govern-
ments. These national regimes are now beginning to be challenged by the ongo-
ing internationalisation — globally and in the EU — of financial markets, infra-
structures and institutions. Furthermore, as financial markets become more com-
plex and institutions from different financial sectors such as banking and insur-
ance integrate, new challenges arise. Hence, governments, supervisors and cent-
ral banks are adapting to a new reality. As the issue of single regulator had been 
discussed by Professor Portes, I do not go into details.
National governments and authorities in the EU must address the issues that in-
tegration gives rise to, rather than prevent integration. The most important and 
difficult question that policymakers will have to answer is how to shape and bal-
ance the relationship between authorities — central banks and supervisors — in 
different countries in the EU. 
This is true in particular in case of crisis management and, of course most im-
portantly, efforts to prevent any such crises occurring in the first place. Although 
the probability a priori of a systemic crisis is small, but the economic effects can 
be substantial: a survey carried out by the Bank of England estimates the accu-
mulated production loss as a consequence of a financial crisis to 15-20 per cent 
of GDP. A contagion in banking or payment system can arise at very short notice 
and will spread out very fast. There is no time to institute laws and regulations, 
perhaps not even to produce interpretations of existing rules. Moreover, funda-
mental  functions such as the collection and analysis  of  essential  information 
need to work quickly in a crisis. The ways in which information is handled must 
also be carefully thought-out — many bank crises have been exacerbated by in-
formation that  is  imperfect  or uncoordinated.  In fact,  after  the Barings crisis 
most regulators agreed that the most important information had been the tele-
phone guide of bank supervisors’ personal phone numbers that allowed them to 
contact each other. In case of a trouble decision-makers are often also under ex-
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ternal pressure from politicians, owners of the distressed bank and other inter-
ested parties. And these pressures are even heavier if the crisis is of cross-border 
nature, because more decision-makers are involved and need to co-operate.
There are many issues, but in the context of this presentation I would like to di-
vide them into two categories.
The first category includes the issues of what regulations should be imposed on 
institutions and markets in the EU. How can laws and regulations be designed 
flexible enough to fit all countries reasonably well, while “harmonised” enough 
to support a single market?
The  second category is essentially about the relationship between supervisors 
and central banks in different countries — the division of labour, power and re-
sponsibilities. This category of issues has come to be broadly referred to as the 
home-host issues.
At first glance, the home country principle seems very neat. But a closer look re-
veals that this set-up may require further attention. Essentially, there is a gap 
between, on the one hand, legal powers and mandates and, on the other hand, de 
facto abilities and responsibilities. Home countries are given prudential super-
visory control powers over branches, and have a duty to consolidate foreign sub-
sidiaries in the consolidation of the group. Host country supervisors are con-
cerned that moving further powers over subsidiaries that have been licensed and 
incorporated in their country will lead to a mismatch with their responsibility for 
these firms. This gap may become a real problem once there is a banking group 
or bank that is systemically relevant in a host country. Even if there are not so 
many of these cases yet, the number may increase.
The potential conflicts of interest and coordination problems are of many kinds. 
They derive from the uneven division of decision-making powers and responsib-
ilities between parent banks and subsidiaries, and between home and host-coun-
try supervisors. 
Home-country supervisors in Europe have been given more decision making 
powers in a limited area — approving group-wide risk models — but are not re-
sponsible for subsidiaries’ potential failure: subsidiaries are legally independent 
entities, subject to the laws and regulations of host countries.
The difference in powers and responsibilities between home and host countries 
may be further heightened by differences in size between the two countries. One 
case will be that of a big home country and a smaller host country. The banking 
group’s  exposure  to  the  host  country  is  then  probably  relatively  small  on  a 
group-wide basis. This results in the home country authorities devoting relat-
ively limited resources to the foreign subsidiary’s activities in the host country. 
If such a banking group runs into problems, the home country authorities will 
not necessarily view it as systemic, while the host country authorities certainly 
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will do. These challenges are facing in particular those countries where foreign 
banks already enjoy a large presence. 
How to deal with the home-host asymmetry if we wish to further integrate su-
pervision and increase supervisory efficiency in Europe?
Host authorities have a legitimate interest in being able to influence supervision, 
share assessments and have a say in the event of a crisis situation. Indeed the 
European Directive applying Basel 2 has for the first time explicitly increased 
the right of a host supervisor to obtain information from the consolidating au-
thority, in particular where a bank is of systemic importance in the host country 
jurisdiction. At the same time, the home authorities should continue to have an 
interest in sharing resources in crisis prevention and risks and costs in crisis 
management  and  resolution  with  the  host  countries.  In  the  current  setting, 
however, moving forward is only possible to a limited extent.
Thus  there  is  a  need  to  develop  appropriate  burden  sharing  mechanisms  in 
Europe if we wish to make achieve further progress. There are many possible 
solutions, all of which are complex and require two things at least: much greater 
clarity as regards burden sharing mechanisms, and a consistent set of regulations 
about roles and responsibilities of home and host regulators.
To reach these goals, we are currently considering many important pieces of this 
puzzle: liquidity arrangements within banks, emergency liquidity systems, crisis 
management systems within and outside of the Euro zone, lender of last resort 
mechanisms, deposit guarantee schemes, and winding-up arrangements.
These mentioned issues are now very much on the agenda of the Commission, 
the ECB and the European supervisors. We hope to find the optimal solution al-
though it will be not as easy and may be also not as fast as we wish.
Finally let me conclude with a Chinese proverb: “Be not afraid of slow progress, 
be afraid only standing still.”
Thank you very much for your attention!
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