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Abstract

This paper discusses a wide range of indicators of the degree of integration of the
euro area banking system. It is concerned with volume data, a less developed field
of research compared with studies on prices/rates. We first set out a
methodological framework, a mixture of elementary and more sophisticated
statistics which can also be used in other contexts and datasets. We then apply
this framework to unconsolidated balance sheet data of banks, aggregated at the
national level. The paper offers three main empirical conclusions. First, within the
euro area the gap between the cross-border banking activity in wholesale and retail
markets is widening. Second, at the same time, with the exception of the home
bias, even in retail markets there is increasing neutrality towards the location of
the counterparty. Third, following a moderate decline in the wake of EMU, London
is once again gaining market shares.

Key words: banking system, balance sheet, integration, euro area.

JEL-classification: C43, D40, G21, L11.
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Non-technical summary

The aim of this paper is to contribute to the development of statistical
indicators of the degree of integration of the euro area banking system. The
research has been carried out on volume data, e.g. outstanding stocks of
deposits and loans, which is a less developed field of research than the more
established literature on prices/interest rates. In order to put this research
into context, the concept of the integrated market is enshrined in the law of
one price and there is no immediate equivalent to this law in volume terms.
For example, substantial cross-border trading activity may co-exist with
many prices, and thus disprove the existence of a single market, while small
volumes of activity may suffice to clear arbitrage gaps. One would expect,
however, some degree of symmetry and, unless there is proof to the contrary,
intense cross-border activity should be taken as a signal of a high degree of
integration of the banking system.

Our main dataset comprises 14,520 data points, spanning from
September 1997 to December 2002, and over six main items of the balance
sheet of the euro area banks (more precisely, monetary financial institutions
(MFIs) other than the Eurosystem). The six items are: retail deposits (i.e.
deposits from non-MFIs), retail loans, interbank deposits, holdings of
securities issued by MFlIs, holdings of securities issued by non-MFIs and
holdings of shares.

Since there is no volume equivalent to the law of one price, there is no
single test run on volume data which by itself allows accepting or rejecting
the null hypothesis of integration. Hence the need for a bouquet of statistical
indicators of cross-border activity and implicitly the home bias. Some of the
indicators proposed, e.g. the share of cross-border activity in total activity,
are elementary descriptive statistics. Other indicators, such as the
normalised distance from a neutral distribution of cross-border flows, the
index of evenness in the access to the hub market and our variant of the (-
indicator of convergence are more sophisticated. Our recommendation is to
use a number of such indicators together when assessing integration in
order to avoid over-simplistic conclusions.

The paper also offers a number of quantitative results on the state of
integration of the euro area banking system. First, within the euro area the
gap between cross-border banking activity in wholesale and retails markets
is widening. At end-2002, the share of interbank deposits exchanged with
counterparts located in the rest of the euro area (i.e. other than the own
domestic territory) was 25%, five times the corresponding share for the retail
deposits, close to only 5%. In 1998 the proportion was three to one.

Second, the share of cross-border activity is markedly lower for the four
largest countries (Germany, France, Italy and Spain) than for the other
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countries. At the same time, once due account is taken of the domestic
demand for banking products, the home bias shows very little variation
across the board and is rather high for large and small countries alike.
Geographical proximity and language sharing provide a rationale for a home
bias in retail products. Less obvious is why this bias is still so persistent in
wholesale segments, notably the interbank market.

Third, very little variation can be observed in the concentration of
cross-border activity after four years of EMU. The grip of the national
banking systems acting as hubs has thus loosened only fractionally.

Fourth, with the exception of the home bias, there is increasing
neutrality towards the geographical location of the counterparty, as it should
be in a well-integrated market. If the distance between the actual
distribution of cross-border flows and that which would prevail under the
assumption of perfect neutrality is set to vary between O and 100, this
distance is calculated at below 10 for the wholesale segments of the banking
activity, and between 10 and 25 for the retail segments. It is reassuring to
know that while in the former group a close distance to the case of neutrality
was a reality even before the launch of the euro, in the latter group of
segments the distance in question has shortened rapidly over recent years.
Furthermore, there is now virtually no evidence of unevenness in the access
to the national components of the interbank market, which plays a crucial
role in the implementation of the monetary policy in the euro area.

When our second and fourth results are taken together, the picture
that emerges is one of a persistently high home bias. At the same time, once
banks decide to trade across borders, they are increasingly neutral as
regards the euro area country in which the counterparty is located.

An analysis of this kind would not be complete without a reference to
the role of London. Therefore, the fifth and final result was that following a
moderate decline in the wake of EMU, London is once again gaining market
shares, and has come close to the pre-1999 levels. The question of what
would have happened had the United Kingdom joined the euro area in 1999
is unanswerable, one can only hazard a guess. The evidence presented here
confirms, however, the resilience of the British banking system to the
developments in the euro area.

The bulk of our analysis is conducted on the basis of unconsolidated
balance sheets, i.e. data refer to individual banks rather than the banking
group as a whole. In order to set out an agenda for further research in this
field, it would be of interest to map the structure of banking groups as
opposed to stand-alone banks in the euro area. A further item for research
would be to model the persistence of the home bias in wholesale markets.
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There is something fascinating about science.
One gets such wholesale returns of conjecture
out of such a trifling investment of fact.

Life on the Mississippi, chapter 17

Mark Twain

1. INTRODUCTION

The aim of this paper is to contribute to the development of statistical indicators of
the degree of integration of the euro area banking system. The research has been
carried out on volume data, e.g. outstanding stocks of deposits and loans, which is
a less developed field of research than the more established literature on
prices/interest rates (e.g. Dermine, 2002). In order to put this research into
context, the concept of the integrated market is enshrined in the law of one price
and there is no immediate equivalent to this law in volume terms. For example,
substantial cross-border trading activity may co-exist with many prices, and thus
disprove the existence of a single market, while small volumes of activity may
suffice to clear arbitrage gaps. One would expect, however, some degree of
symmetry and, unless there is proof to the contrary, intense cross-border activity
should be taken as a signal of a high degree integration of the banking system.

Since there is no volume equivalent to the law of one price, there is no single
test run on volume data which by itself allows accepting or rejecting the null
hypothesis of integration. Furthermore, the home bias may be expected to prevail
even in a well-integrated market due to the monitoring costs associated to
geographical distance, which within the euro area are compounded by language
diversity (but see Berger et al., 2000, on the effects of global consolidation of the
banking industry). Hence the need for a bouquet of statistical indicators of cross-
border activity and implicitly the home bias. A concrete outcome of this approach is
the distance of the actual distribution of the cross-border positions from the
distribution prevailing in the case of neutrality as regards the country of location of
the counterparty. Another outcome is an index of evenness in the access to the
national banking system leading the cross-border business in the euro area.
Finally, since an analysis of this kind would not be complete without a reference to
the role of London, we present also some measures of the banking activity between
the euro area countries and the UK.

The sentence “Integrated wholesale markets, fragmented retail markets” is
how most mainstream analyses would probably summarise the state of the euro
area banking business four years after the start of the Economic and Monetary
Union (EMU). The sentence captures well the difference in the degree of integration
of wholesale and retail markets, as confirmed by two basic statistics: at end-2002,
the share of interbank deposits traded within the euro area on a cross-border basis
was close to 25%, while the corresponding share for retail deposits stood at 5%.
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At the same time, this sentence does probably no justice to the complexity of
the developments in the euro area banking system. Three dimensions appear here
to be especially of relevance. Firstly, within the euro area wholesale markets were
already well integrated prior to the start of EMU and the literature we will quote
below argues forcefully that the launch of the euro likely acted only as a catalyst
for further integration. Secondly, this headline is based on the broad awareness of
the two aforementioned statistics, but these are mute on how evenly the cross-
border business is distributed. In an extreme case, cross-border trading could take
place only between pairs of countries (e.g. Germany and Luxembourg, Portugal and
Spain, etc.), a pattern which would not bode well for the integration of the euro
area banking system. We will thus examine in detail the distribution of the cross-
border activity. Thirdly, due to proximity and language sharing, the single market
might in fact be the sum of several regional markets, with trading clustered along
land borders.

The time elapsed since January 1999 endows researchers with series long
enough to support empirical analyses of the integration of the euro area banking
system. Research has thus far mainly concentrated on prices/rates (e.g. Quirés
and Mendizabal, 2001), while less has been said on volumes. To our knowledge, the
recent papers by Dermine (2002), Cabral, Dierick and Vesala (2002) and Angeloni
and Ehrmann (2003) are the first attempts to offer a comprehensive empirical
review of the cross-border activity measured on volumes exchanged.

Innovating with respect to this recent literature, this paper emphasises the
need for a thorough look at the distribution of the bilateral cross-border positions,
when integration is assessed on the basis of volume data. An example may help. In
1999, the first year of EMU, in the euro area the total retail deposits increased by
4.0%, of which the deposits held by domestic customers grew by 4.2% while the
deposits by customers located in the rest of the euro area by a pale 2.4%. This is
not exactly what would cheer up a europhile. However, the latter rate of growth
turns out to be a brisk 9.9% if the deposits held by German non-banks with
Luxembourg’'s banks are netted out. Indeed, the EMU brought along a common
minimum reserve system to all euro area banks. In turn, this took away from
German residents the incentive to place deposits with Luxembourg's banks to
circumvent the minimum reserve system which used to be adopted in Germany.
Arguably, this type of cross-border flows is not what one would regard as a positive
sign of market integration!

Our main dataset is formed by balance-sheet data for the euro area monetary
financial institutions (MFIs), mostly banks, other than the ECB and the national
central banks (the Eurosystem). The sample runs from December 1997 to
December 2002, and the data are available to us as national aggregates reported
according to the host principle and with no consolidation.! As we will argue below,

1 Foreign branches established within the euro area report their balance sheets to the local central
bank. Subsidiaries report separately from the head bank, both when they are established in the same
country or in a different country than the head bank.
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the dataset is richer in breakdowns and more harmonised than alternative datasets
(either based on official sources, such as TARGET, or on commercial sources, such
as Bankscope).

Better does not necessarily mean enough. Ideally, one would like to measure
cross-border business also using data consolidated at the level of banking group.
Consider the non-unrealistic case where the activity in the wholesale markets is
centralised at the head bank, which in turn taps the financing needs of the whole
banking group by means of interbank transfers. Such transfers would be netted
out in a consolidated balance sheet. Likewise, the holdings by the head bank of the
shares issued by the subsidiaries would be cleared. Consolidation could also have
an impact on retail loans: if the loan granted by a foreign subsidiary to a local
firm/household is financed by the head bank, then the loan would better be
reported as a cross-border position in a consolidated balance sheet.

We conjecture (see Annex 1) that the impact brought about by consolidation
on the shares of cross-border activity varies with the type of business. In
particular, we reckon that this impact is significant in respect to retail loans and
more limited in respect to interbank deposits. That acknowledged, the use of
unconsolidated data does not seem to affect the finding of a widening gap between
the cross-border activity in retail and wholesale markets. Nor the evidence available
to us suggests that the time patterns of cross-border shares would need to be
redesigned. Yet a word of caution is in order in assessing the point estimates
supported by our main dataset, especially in respect to retail loans.

The plan of the paper is as follows. Section 2 surveys the literature on the
integration of the euro area banking system. Section 3 follows on, focusing on
empirical works. Section 4 introduces the data used in the analysis. Section 5
outlines the algebra of the proposed indicators. Section 6 describes the main
empirical results. Finally, Section 7 concludes the paper.

2. THE DEBATE ON THE INTEGRATION OF THE EURO AREA BANKING
SYSTEM

The integration of the euro area national banking systems into one is rooted in the
EU Single Market Legislation and in world-wide patterns. Good surveys on the
developments in the EU legal environment are easily available (e.g. Danthine et al.,
1999, and Dermine, 2002, and the references there provided). We will thus only
recall the cornerstones of such developments.

On the EU front, a number of legislative measures defined the legal framework
for a single financial (banking) market, starting with the First Banking Directive of
1977. This Directive established the right of establishment and the principle of
home country control and set up the framework for the harmonisation of Member
States’ banking legislations. The Second Banking Directive, which set out the
conditions for the single European passport of banks, contained a more far-
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reaching program of minimum legislative harmonisation and established the
principle of mutual recognition of national regulations. The Investment Services
Directive addressed the cross-border activities of the investment firms. The Own
Funds Directive, the Solvency Ratio Directive and the Capital Adequacy Directive
defined the requirements for adequate capital ratios of banks and investment firms,
relative to their respective credit and market risks. In a nutshell, the basics of this
legal framework are the principles of mutual recognition ("single passport") and of
home-country control. Outside the EU legislation, pressure from developments in
the banking system was prodded by world-wide patterns, to be linked to more
intense global competition, IT competition, the need to increase efficiency, etc.

The exact weight to be given to the EU legislation and to global trends is
subject for debate. A school of thoughts argues that “it is hard to identify in the set
of EU directives the origin of changes in the industry structure” (Cerasi, Chizzolini
and Ivaldi, 1998) and “The practical impact of EU regulatory efforts to facilitate
cross-border financial services has yet to become clear” (Hertig, 2000). In a more
open way, Berger, DeYoung and Udell (2001) stress that “It might have been
expected that international consolidation of financial institutions would be
especially rapid across national boundaries in the EU, where the removal of
restrictions on cross-border entry and the harmonisation or regulatory
environments were intended to make it relatively easy for managers to cross
national boundaries [...] The Single Market Programme and European Monetary
Union reduce some but not all of these barriers for EU nations”.

What is key for the present analysis is the consensus that has the integration
of the euro area wholesale banking activities starting well before January 1999. For
example, using a sample ending in 1994, Centeno and Mello (1999) concluded
“money markets are closely linked across countries”.

Common wisdom also has that the onset of the EMU acted as a catalyst for
further integration. Again, it remains subject for debate the specific role played by
the single currency. An articulated position is taken, for example, by Danthine,
Giavazzi and von Thadden (2000) who conclude their review of the state of
European financial markets after the start of EMU arguing that on “almost all
counts EMU has either already drastically changed the European financial
landscape or has the potential to do so in the future [..] this is less due to the well
known direct effects of EMU, such as the elimination of intra-European currency
risk, than a number of indirect consequences through feedback mechanisms that
seem to have been triggered by EMU”.

Two months after the start of the EMU, the ECB (1999a) published a
comprehensive report on the “Possible effects of EMU on the EU banking systems
in the medium to long term”, of which one of the main conclusions was: “Overall
competition in banking within the euro area is likely to increase considerably, but
most probably to a different extent in wholesale and retail banking.” Outside the
central banking circles, same conclusion was reached, among others, by Dermine
(2002), “the picture that emerges is one of a fully integrated market for
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corporate/investment banking services and a fragmented retail market created, in
part, by asymmetric information and the existence of significant switching costs.”.

The ECB (1999b) made once again its point a few months later, stressing that
“The wholesale banking markets linked to interest rates and currencies are likely to
become very closely integrated and highly competitive” while “In retail banking, the
introduction of the euro can be expected to lead to a more gradual change, as the
forces maintaining national segmentation remain for the most part intact.” Against
this mainstream approach, it is of interest the differentiation suggested by De
Bandt and Davis (1999), “competition for deposits may increase owing to the scope
for cross border banking; competition for loans to smaller borrowers may remain
weaker owing to the importance of idiosyncratic information”.

Mentioning limited integration is almost a byword for flagging the existence of
a home bias, a topic often studied also in respect to US markets. A fully-fledged
review of the American literature would bring us too far afield. We thus refer here
to Petersen and Rajan (2002) and the seminal paper by Berger, Kashyap and
Scalise (1995), and the literature there cited. It may nevertheless be of interest to
bear in mind the main result by Petersen and Rajan (2002), who conclude that
geographical proximity and direct communication play a diminishing role in the US
lending market. By way of comparison, an empirical assessment of the conditions
(economic, regulatory, supervisory and demographic) which underlie the home bias
in Europe is presented in Lorenzo-Vivas, Pastor and Hasan (2001). Even within a
national context, geographical proximity may play quite a role in Europe, as
discussed by Degryse and Ongena (2003).

To recapitulate, the introduction of the euro was expected to strengthen a pre-
existing push towards integration of the euro area banking system. At the same
time, it was accepted that a number of practical obstacles stood (and still stand) in
the way and the overall picture would not have changed dramatically immediately
after the launch of the single currency in January 1999. The time dimension of this
debate is quite relevant. As underlined by Danthine et al. (1999) and Hertig (2000),
regulatory reforms need some time to have a practical impact on the provision of
cross-border services. Hence, the interest to use some years of data after the start
of the EMU to unveil a significant and measurable impact of the single currency on
the integration of the euro area banking system.

3. EMPIRICAL LITERATURE ON THE INTEGRATION OF THE EURO AREA
BANKING SYSTEM

By way of completion of the survey on the literature, we present here a short guide
to empirical works on the integration of the euro area banking system. Research
with a genuine euro area span is gradually becoming available four years after the
onset of the monetary union. The published research has so far mainly focused on
price/rates aspects in specific wholesale markets (e.g. the equity market in

Working Paper Series No. 300



Fratzscher, 2002, the bond market in von Thadden, 2001 and De Bondt, 2002, the
money market in Hartmann, Manna and Manzanares, 2001), while relatively little
has been said on volume aspects of the cross-border activity.

It appears sensible to draw a line between studies on integration based on
data pre-EMU and research which uses also post-1998 data. Besides the obvious
aspect of measuring actual patterns, rather than predicting outcomes, there is also
the operational aspect of the availability of (more) harmonised statistical series in
later studies. A similar consideration suggests splitting studies on wholesale
markets from those on retail markets. Indeed, academic researchers often find it
easier to avail of good datasets for the wholesale markets, while the access to
comprehensive and accurate datasets for the retail business is more limited. The
results of our (admittedly not necessarily exhaustive) survey can thus be organised
in a matrix form (for the literature “post-1998” we have added in italics the main
subject of the paper).

The thrust of this literature is the high standard of integration reached in
wholesale markets, which compares favourably against the segmentation of the
retail business. We refer to Section 2 for a discussion of this gap. It may be enough
to underline here the paucity of studies on volume indicators, for both market
segments, and with the notable exception of the pioneering efforts by Cabral,
Dierick and Vesala (2002) the lack of any major study for the retail market.

Table 1

Selected empirical studies on integration of the euro area banking system

(the main subject of the analysis is specified for studies using also after-1998 data)

Wholesale/financial markets Retail markets
* Centeno and Mello (1999) e Corvoisier and Gropp (2002)
Studies which |, Groeneveld (1999) .« ECB (1999a)
use only pre-
1999 data * Cerasi, Chizzolini and
Ivaldi (1998)

 Danthine, Giavazzi, Vives and von Thadden (1999)
* De Bandt and Davis (1999)

 Danthine, Giavazzi and von
Thadden (2000) (prices)

e Fratzscher (2002) (prices)

Studies which
e Hartmann, Manna and
use (also) after- M 2001 :
1998 data anzanares ( ) (prices)

e Quirés and Mendizabal (2001)
(prices)

* von Thadden (2001) (prices)

* Dermine (2002) (prices and penetration of foreign
branches/subsidiaries)

e Cabral, Dierick and Vesala (2002) (prices and volumes)

* Hartmann, Maddaloni and Manganelli (2003) (mergers)
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4. THE DATA

Our main dataset is composed of stock data on six items of the balance sheet of the
euro area MFI sector, excluding the Eurosystem. The six items are: deposits held
by non-MFIs (“retail deposits”), loans to non-MFIs (“retail loans”), interbank
deposits, holdings of securities other than shares issued by MFIs, holdings of
securities other than shares issued by non-MFlIs, holdings of shares. We will use a
quarterly version of the dataset in those parts of the analysis where we need the
full country breakdown of the cross-border positions, otherwise a monthly dataset
(which features the simpler domestic vs. foreign breakdown) comes in handy.

In this paper, we will focus on the data reported by MFIs other than the
Eurosystem, the “banking system”, and for simplicity’s sake we will sometimes
refer to the units of the MFI sector/banking system as the “banks”. The term “non-
bank” will indicate any economic agent who is not an MFI. With the notable
exception of the extension of the analysis to the United Kingdom in section 6.3, the
work focuses on the banks’ business within the euro area. The term “foreign” will
thus be used to refer to agents that are resident in a euro area country other than
the one of the bank.

Unless otherwise noted, the sample used in the analysis spans from the third
quarter 1997 to the fourth quarter 2002, 22 quarters in total. The data are
available to us as national aggregates, i.e. sum over each country of the data of the
individual banks. For each of the 132 (=6x22) combinations quarter/indicator, we
avail of a 10x11 matrix, for a total of 14,520 data points. By row we have the
reporting national banking sector (1-Belgium, 2-Germany, 3-Spain, 4-France, 5-
Italy, 6-Luxembourg, 7-Netherlands, 8-Austria, 9-Portugal and 10-Finland) and by
column the corresponding national counterparty sector (the ten countries just
listed plus the United Kingdom).2 For example, the cell of position (3,3) of the “retail
deposits” corresponds to deposits held by Spanish non-banks with Spanish banks,
while the cell (2,7) of the interbank deposits refer to deposits held by Dutch banks
with German banks.

To our knowledge, alternative datasets which could support analyses of the
integration of the euro area banking system are: 1) data collected in the framework
of the TARGET payment system,3 2) the BIS consolidated banking statistics,4 and 3)
banking data made available by commercial sources such as The Banker or
Bankscope.> Compared to these datasets, the one used in the present analysis

2 The balance-sheet data for the Irish and Greek banking systems are available to us only as from
1999, and were not considered in this analysis.

3 ECB statistics on TARGET are available at the page http://www.ecb.int/target/stats/tast01.htm.
4 BIS (2003), downloadable at http://www.bis.org/publ/r_qt0309.htm.
5 http://www.thebanker.com and http://www.bvdep.com respectively.
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features the availability of two key breakdowns: the EU country of residence of the
counterparty of the reporting MFI and whether this counterparty is or not an MFI.
We can thus identify the outstanding amount of deposits held by, say, German
non-MFIs with Belgium MFIs as well as the holdings by Spanish MFIs of securities
issued by Italian MFIs. As to its quality, our dataset shares the same statistical
framework (i.e. harmonised definitions for balance-sheet concepts and reporting
population) of the euro area monetary statistics, i.e. the single most important
statistical indicator used by the ECB in its monetary policy strategy. Typically,
other datasets support a more limited number of breakdowns and/or suffer from
some lack of harmonisation.

As already flagged, our main dataset is based on unconsolidated balance
sheet data. In the introduction we also hinted at the fact that different results for
the cross-border shares could be worked out had consolidated data been used. We
remain here somewhat indeterminate because we are not aware of any database
based on consolidated balance sheets that competes favourably with the richness
and harmonisation of our dataset. As a consequence, no firm conclusion can be
reached on the difference between the results obtained with the two databases.

Some light can nevertheless be shed by crossing information from Loanware,6
Bankscope and ECB sources, and using some working assumptions. As described
in Annex 1, we assumed that a subsidiary deals in the interbank market only with
its head bank. Based on this conservative assumption - if we relax it, our results
on the impact of consolidation would be smaller -, we conjectured that
consolidation could lift the share of cross-border loans by 2-3 percentage points
(pp), up from a share of close to 3% calculated using unconsolidated data.
Conversely, the cross-border share of interbank deposits would be calculated at
24%, down from 25%. Likewise, for the holdings of shares, we could be close to
12% from 14%. Changes would thus be important in relative terms for the retail
loans and more marginal for the two wholesale segments. In any case, the distance
between the retail and wholesale segments would not be altered significantly. Nor
these findings point to any large impact of the consolidation on the time pattern of
the cross-border shares. In the rest of the paper we will thus confidently refer to
the results obtained using our unconsolidated dataset — still the best available
source —, while bearing in mind the caveats just commented.

5. THE ALGEBRA OF THE PROPOSED INDICATORS

5.1 Some introductory notation

At each quarter and for each balance-sheet indicator, we avail of a 10x11 matrix

X" To keep the presentation simple we omit the time index, unless this might

6 http://www.dealogic.com/index f.html.
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generate confusion. The superscript “euro+UK” follows from the fact that the 11th
column of the matrix refers to positions with UK residents. We shall identify
separately the first 10 columns from the 11t column, so that X"V will be the

euro

result of a square matrix X

Xeuro+UK:[Xeur05XUK] [1]

and a vector x"" stacked horizontally:

We indicate totals by row/column/matrix as:

X;. :in’j i=1,...n [2a]
]:

=3, j=1..n (2b]

n n n
X.. =Z in,,- =in,. =ZX.,J- [2c]
=1 |= 1= 1=
n n+l n

XY D K T Y K [2d]
1=1 J= 1=

where in our research n=10, and the n+1t country is the United Kingdom.

5.2 The eight indicators

We review here eight statistical indicators of integration. For each indicator we
present the formula(e), we specify the range of possible values and we provide a
short interpretation of the min/max values, if this is not straightforward.

Measures of the amount of cross-border activity within the euro area

Indicator #1 - share of cross-border activity

LG ® %D[O,]] [3.1a]
ixi,i
I= & ':X—D[O,]] [3.1b]

Result [3.1a] is the share of cross-border activity of the banking system of country
i, while [3.1Db] is the corresponding result for the euro area as a whole. If I;(i))=0 the
banking system of country i does not deal cross border, while if I;(i)=1 the business
is wholly run cross border. Moreover, if I;(i))=0 for each i then I,=0; likewise, if I;(i)=1
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for each i then I=1. Note however that under more general conditions I, differs
from the average of the n values I;(i).

Indicator #2 - home bias

. Xi. X1 Xii X, 0 X, X-iD
|2('): TR = — —1g—>,1-—[0=0 [3.2a]
X. BX. X. X. BX. X.0

where a suitable equivalent for the euro area as a whole is

IfiE«,i-Xi)’:{” @Xl =Xf. Z[X 1,0)] =0 13.2b)

This indicator measures the excess of the actual domestic business compared with

the domestic business carried out under the assumption of no-country preference.
The ratio (xi. x.,j/X ...) is the conventional statistical result to replicate neutrality in
bi-dimensional characters for the generic cell of position (i,j). It follows that in
[3.2a] and [3.2b] (x;. x.i/x ..) measures the amount of domestic activity undertaken
when there is neutrality with respect to the euro area country (domestic vs. foreign)
of the counterparty.

Measures of the distribution of cross-border activity within the euro area

Indicator #3 - concentration of cross-border trading

|3:Z@xi, —xi,i)/Z(xi,, —x”)gm(o,l] [3.3]

The concentration of the shares of cross-border trading is measured through a
Herfindhal index. In [3.3] the numerator of the term between square brackets is the

total cross-border activity of country i while the denominator is the corresponding
euro area sum.

Indicator #4 - distribution of cross-border positions

d(Xeuro _ Xeuro:MIN )
d(Xeuro;MAX _ Xeuro;MIN )

I,= 0[o.1] [3.4]

This indicator is a normalised measure of the distance of the actual distribution of
cross-border positions from the distribution prevailing under the assumption of no-
country preference. In [3.4] X*™ ™" is the matrix derived under the assumption
that cross-border positions are distributed proportionally to the size of each
national banking market within the euro area, i.e. of no-country preference.

XOMAX s the matrix derived under the opposite assumption of max preference,
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e.g. country A deals only with country B, country C only with country D, and so
forth. All measures are adjusted for the home bias. (Cfr. Annex 2 for further
details.)

Indicator #4 takes value O if the actual distribution of cross-border positions
mirrors the one predicted under the assumption of no country preference.
Conversely, the indicator takes value 1 if each national banking system
concentrates its cross-border activity with one foreign country.

Indicator #5 - distribution of cross-border positions (adjusted for land sharing)

This indicator replicates indicator #4 with the exception of the preliminary re-
grouping of cross-border positions depending on whether the foreign counterparty
is located or not in a country sharing a land border with the country of the

€uro

reporting MFI. From X®"° we first derive a three-column matrix Y*"* as

yero =[y(D) fY(,2) 1Y(,.3)] [3.5a]

Y(,1)=x,, i=1,..n [3.5b]

Y(i2=Y X, i=1,..n [3.5c]
2

Y(i3)= x,, i=1,..n [3.5d]
j;i J

where K; is the sub-set of euro area countries sharing a land border with country i.
We then set the normalised indicator

d( euro _Yeuro;MIN)
d(Yeuro;MAX _Yeuro;MIN)

0fo.]] [3.5¢]

I; =

s :MIN :MAX ;MIN :MAX
The meaning of Y*"*" and Y™"° corresponds to X" and X above

respectively, mutatis mutandis. (Cfr. annex 3 for further details.)

Indicator #6 — access to hub banking system

H= i(pj,m _1) [3.6al
i

d(H-H"")
d(H MAX _ MIN

ls=

)D[O,l] [3.6b]

This indicator is a normalised measure of a co-graduation index (a la Kendall) of
the bilateral ranks in the cross-border activity of the individual countries vis-a-vis
the country with largest overall cross-border activity (“the hub”). In [3.6a] p;is the
rank of the cross-border activity of countries j and [1] out of the (n-1) cross-border
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bilateral positions of country j, [1] is the hub country. (Cfr. annex 4 for further
details.)

Indicator #6 takes value O if the hub country stands on top of each national
ranking. Conversely, the indicator takes value 1 when the highest heterogeneity in
the ranks is reached. Such an outcome may signal unevenness in the access to the
national components of the euro area market.

Measures of the amount of cross-border activity with UK residents

Indicator #7 - cross-border activity with UK residents (out of total activity)

n

| = —ZXLMD[O,J]

7 euro+UK
X,

[3.7]

This indicator, that takes values in the range O to 1, compares the cross-border
positions held by euro area MFIs with UK residents to the total positions held by
euro area MFIs with residents in an euro area enlarged to the UK.

Indicator #8 - cross-border activity with UK residents (out of cross-border activity)

n

in,ml
lg=—" 0[o.] 3.8]

n

X.eu.ro+UK _in i
1=

This indicator replicates indicator #7, with the exception that the denominator of

the ratio includes only the cross-border positions within the euro area and the
cross-border positions with the UK. The domestic positions held by euro area MFIs
are thus excluded.

6. THE RESULTS

6.1 Indicators 1-2: Measures of the amount of cross-border activity within
the euro area

An inspection of the shares of cross-border trading (Chart 1 and Table 2) for the
euro area as a whole suggests the identification of three patterns. First, the share
of cross-border activity for retail deposits and retail loans is still modest, at 5% or
less, and displays no marked change after the start of EMU. A second group of
balance-sheet items includes the interbank deposits, the holdings of securities
issued by MFIs and the holdings of shares, items whose share of cross-border
activity has been increasing in recent years and now accounts for 10%-25% of the
total euro area activity. Finally, a third pattern has been followed by the holdings of
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securities issued by non-MFIs, in which case since 1999 the cross-border share
has markedly accelerated and is now above 35%.

These results are in line with the literature quoted in section 2, notably in
respect to the more limited role of the cross-border activity in traditional retail
banking businesses such as the collection of deposits from and the granting of
loans to non-banks. In particular, our results support the conclusion by De Bandt
and Davis (1999) on the weaker scope for the cross-border granting of loans
compared to the deposit taking in the retail business (in fact, the share of cross-
border loans might be higher than that of cross-border deposits if consolidated data
were used; see Annex 1).

Table 2
Shares of cross-border activity
(average of end-quarter observations over the period indicated)

1998 2002
Deposits from non-MFIs 6.0% 5.2%
Loans to non-MFIs 2.3% 3.2%
Interbank deposits 20.6% 25.2%
Holdings of securities issued by MFIs 12.1% 21.6%
Holdings of securities issued by non-MFIs 19.2% 35.9%
Holdings of shares 10.7% 13.8%

Notes. Entries are calculated using [3.1Db].

We reported above as a consensus view that the integration of the wholesale
banking business started well before January 1999. One aspect of this view which
can be tested formally is whether cross-border shares have been increasing over
time. To this end, for each balance sheet-item we ran fits of the type

As, =B, +B, trend+(a-1) s, +¢, (4]

where s; is the share of cross-border activity for the euro area as a whole and the
results for the coefficients Bo and B, provide a quick tool to draw inference on the
change of the share over time. Fits were run on monthly data from September 1997
to July 2003, for a total of 71 observations, and results can be summarised as
follows:7?

- on average, the share of cross-border activity has been increasing for all six
balance-sheet items under examination (i.e. fo was positive across the board);

7 Following standard unit root inference, if in [4] the ADF test does not reject the null of a=1, then
B1=0. As an additional remark, shares are all well below the upper bound of 100% (they stand below
50%). Nonetheless, it is generally preferable not to fit a (theoretically) upper bounded variable using a
trend. We thus conducted the fits on the transformation y=[®(s)]-! where @ is the cumulated normal. It
follows that if sO[0,1] O y O(-e, +o). Finally, we used on this occasion a slightly longer sample to
increase the robustness of the results.
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- the pace of change has increased (i.e. B:>0) for the retail deposits, and
decreased for the interbank deposits and the two categories of securities;

- a CUSUM test of the constant in the fits for retail deposits and retail loans
suggests a break (a higher (o) after 1999.

A complementary angle of analysis is the distribution of the national cross-border
shares (see Chart 2; the dotted line is the resulting trend line while the solid line is
the 45° diagonal). As a first finding, national shares of cross-border activity vary
significantly from country to country. Taking the example of the interbank deposits
(chart 2c¢), in 2002 in Germany, France and Finland shares were close to 15%, in
Italy, Spain and the Netherlands were close to 30% and finally in Belgium and
Portugal exceeded 50% (Austria was close to 20%). Broadly speaking,
unsurprisingly the larger is the domestic market, and thus the alternatives for a
suitable business partner, the smaller is the share of cross-border activity. If 100 is
the trading of interbank deposits with euro area counterparts, in 1998 the banking
systems of the four largest countries (Germany, France, Italy and Spain) exchanged
on average only 18.9 with counterparts located outside the own country (Table 3).
This proportion rises to 35.0 on average across Belgium, the Netherlands, Austria,
Portugal and Finland. Four years later both proportions had increased, to 22.6 and
38.0 respectively, but the relative distance had hardly changed.

Table 3
Interbank deposits: Share of cross-border activity and the size of the country
(average of end-quarter observations)

1998 2002
Large countries (DE, FR, IT, ES) 18.9% 22.6%
Other countries (BE, LU, NL, AT, PT, FI) 38.5% 40.3%
Other countries except LU 35.0% 38.0%

Notes. Entries are unweighted average of national shares calculated using [3.1a].

The derivation of a home bias using [3.2a] is a simple way to correct the shares of
cross-border business for the difference in the size of the domestic market. With
respect to the interbank deposits we calculated a home bias of 61.6% for the
largest four countries and 57.5% for the other countries (64.2% if Luxembourg,
which has a relatively low home bias, is excluded; Table 4). It follows that the home
bias is high across the board, for large and small countries alike.8 Looking at the
home bias for other balance-sheet items, unsurprisingly this is higher for less-
integrated retail segments, close to 80%, than for the holdings of securities, around
50%. In the latter case, we observe a decrease from 1998 to 2002, which may be
taken as a sign of growing integration.

8 Besides Luxembourg, [3.2(a)] returned a value below 50% only for Germany and Belgium.
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Table 4

Home bias
(average of end-quarter observations)
1998 2002
Deposits from non-MFIs @ 78.5% 78.9%
Loans to non-MFIs @ 80.9% 80.2%
Interbank deposits @ 58.5% 59.1%
of Large countries (DE, FR, IT, ES) ® 62.8% 61.6%
which  other countries (BE, LU, NL, AT, PT, FI) ® 55.6 % 57.5%
Other countries except LU ®) 61.7% 64.2 %
Holdings of securities issued by MFIs @ 67.6% 52.0%
Holdings of securities issued by non-MFIs @ 63.2% 49.8 %
Holdings of shares @ 73.5% 68.8 %

Notes. (a) Entries are calculated using [3.2(b)]. (b) Entries are unweighted average of national results
calculated using [3.2(a)].

If there is no preference for the country of location of the counterparty, cross-
border shares should be equal once due account is taken of the size of the
domestic market. A framework to test more formally the convergence of the shares
of cross-border activity can be derived as a variant of the (-indicator proposed in
integration studies by Goldberg and Verboven (2001) and Adam et al. (2002). This
is a unit root type of test of the convergence equation

L
AD; o =0 B Pijis +Z Yi APy T €k (5]

where the €'s are serially uncorrelated shocks and pix: is the difference between the
market shares of country k and country i (chosen as basis) and at time t, corrected
for the different size of the domestic markets

Ear
= J X ] e Xk [6b]
. x.HH x. H

In [6a] the term in the first squared parenthesis on the right-hand side - time

indexes are not shown for simplicity’s sake — measures the difference between
national cross-border shares, and the second term is the adjustment for the
difference in size of the national markets for banking products.

The null hypothesis subject to test is =0, no convergence, against the

unilateral alternative hypothesis <0 of convergence. The estimates of [ are
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compared to the t-bar statistics calculated by Im, Pesaran, Shin (2003).° Fits have
been run against Belgium and Germany as base country for the “small” and “large”
countries respectively — the Netherlands have been tried in both groups (Table 5).
The estimate of B appears always with the expected negative sign, but the null
hypothesis could be rejected only in a limited number of cases: 18 out of the 54 fits
of [5]. The only segments for which the null hypothesis could be accepted in a

majority of cases are the retail loans and the holding of shares.

Table 5
Convergence of national cross-border shares

L
(probability associated to the null of B=0in Ap;, =0, +B P 1 +Z Vi APy TE k)

1% or less 1% - 5% 5% - 10% higher than
10%

Base country: Belgium. Countries tested: Austria, Finland, Luxembourg, the Netherlands,
Portugal

Deposits from non-MFIs All countries
Loans to non-MFIs NL, LU FI PT AT
Interbank deposits NL AT, FI, LU, PT
Holdings of securities issued FI AT, LU, NL, PT
by MFIs

Holdings of securities issued All countries
by non-MFIs

Holdings of shares PT, NL, LU AT, FI
Base country: Germany. Countries tested: France, Italy, the Netherlands, Spain

Deposits from non-MFIs NL ES, IT, FR
Loans to non-MFIs NL ES, IT, FR
Interbank deposits NL ES, IT, FR
Holdings of securities issued FR ES, IT, NL
by MFIs

Holdings of securities issued ES IT NL, FR

by non-MFIs

Holdings of shares IT, FR NL, ES

Notes. pikis the difference between the cross-border share of country k and country i, where the latter
is the “base country”, corrected for the size of the national markets for banking products. Fits have
been carried out using least squares and lag L=2. Probability is based on values tabulated by Im,
Pesaran and Shin (2003) for N=10 and T=60.

9 Levin and Lin (1992) propose alternative values of the t statistics. The conditions of applicability of
their test are generally found rather restrictive, and tests with broader application were tabulated by
Im, Pesaran, Shin (1997, 2003). In fact, as noted by Maddala and Wu (1999), the two classes of tests
are not directly comparable because in the work by Im, Pesaran and Shin the 3 parameter is not kept
constant, while Levin and Lin refer to pooled data. Maddala and Wu also show that there exist other
classes of test with larger power. At the same time, they acknowledge that the test by Im, Pesaran,
Shin is “easy to use because there are ready tables”. For the same reason, this test is used here.
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6.2 Indicators 3-6: Measures of the distribution of cross-border activity
within the euro area

Values of [3.3] did not change significantly from 1998 to 2002, with the exception
of the holding of securities issued by MFIs (table 6; the table also presents the sum
of the two largest national shares, countries are listed in decreasing order). This
signals that the introduction of the euro has had no much bearing on the market
structure, as confirmed by the finding that in 10 out of 12 cases the same
countries appear in the first two ranks.

Table 6
Concentration of shares of cross-border activity
(average of end-quarter observations over the period indicated)
1998 2002
Deposits from non- Herfindhal index 23.9% 19.9%
MFls Sum of 2 largest shares 65.7% (LU, DE)  57.5% (DE, LU)
Loans to non-MFIs Herfindhal index 22.6% 22.4%
Sum of 2 largest shares 63.1% (LU, DE) 62.7% (DE, LU)
Interbank deposits Herfindhal index 15.2% 16.9%
Sum of 2 largest shares 65.7% (BE, DE) 46.9% (DE, LU)
Holdings of securities Herfindhal index 29.3% 20.0%
issued by MFIs Sum of 2 largest shares 70.7% (LU, FR) 52.9% (LU, FR)
Holdings of securities Herfindhal index 18.2% 17.3%
issued by non-MFIs Sum of 2 largest shares 46.1% (FR, LU)  47.8% (DE, FR)
Holdings of shares Herfindhal index 19.1% 17.5%
Sum of 2 largest shares 50.7% (DE, FR) 49.8% (DE, FR)

Notes. Entries for the Herfindhal index are calculated using [3.3].

One of the core issues we investigated relates to the distance of the actual
distribution of the cross-border positions from the distribution prevailing when
banks are fully neutral about the euro area country of location of the counterpart.
Using [3.4] we worked out the distance at below 10% at end-2002 for the four
wholesale segments: the interbank deposits, the holdings of securities issued by
MFIs and by non-MFlIs, and the holdings of shares (Charts 3). Such low levels were
however largely well established already before the start of the EMU. Conversely, it
is with respect to the retail deposits and loans that the distance, while still
standing at levels close to 25% and 15% respectively, has shortened more markedly
after the start of the EMU. Given the modest dimension of the cross-border market
for retail banking, it seems far-fetched to conclude that, say, a Dutch household
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has no preference over whether her funds (if these are not placed with Dutch
banks) should be deposited with German or Finnish banks. That said, our results
point to increasing neutrality.

Subsequently, by means of [3.5e] we repeated the exercise for the case where
the bilateral cross-border positions are preliminarily grouped according to whether
countries share or not a land border. This offers an insight about the possibility
that the euro market is in fact the sum of several regional markets. Results are
uncontroversial: the distance from the null of no region-preference is close to only
5% if not well below for all six balance-sheet items under examination (Charts 4).

If indicators #4 and #5 look at the distribution of volumes, indicator #6
provides evidence on the potential unevenness in the access to the national
components of the euro area market. Let us consider a simple four-country (A to D)
example where A leads the cross-border activity, and B follows. Under these
conditions, one would expect that both C and D trade first (most) with A, and only
residually with B. An inversion of ranks — e.g. C trades first with A and then B
while the opposite holds true for D — may signal that A and B do not offer the same
conditions to C and D. It is thus rationale for the latter two countries to make
different choices.

The results we calculated using [3.6b] for interbank deposits provide a re-
assuring outcome. The distance from the case of full concordance has shrunk to
less than 1% in 2002 from 24.1% in 1998 (Table 7). In other words, there is now
virtually no evidence of unevenness in the access conditions to the national
banking systems in respect to the interbank dealing, a crucial element of the chain
of implementation of the single monetary policy.

Table 7
Ranks vis-a-vis the hub: relative distance from the case of full concordance
(average of end-quarter observations over the period indicated)

1998 2002
Deposits from non-MFIs 26.0% 22.6%
Loans to non-MFIs 0.8% 0.3%
Interbank deposits 24.1% 0.7%
Holdings of security issued by MFIs 8.5% 14.8%
Holdings of security issued by non-MFIs 8.2% 4.2%
Holdings of shares 6.9% 13.8%

Notes. Entries are calculated using [3.6(b)].

6.3 Indicators 7-8: Which role for London?

Given the stated objective of this work — to analyse the integration of the euro area
banking system -, the role of London as financial centre has purposely been left
out of the picture thus far. An analysis of this type would however be incomplete
without a reference to the activity between euro area MFIs and agents located in
the United Kingdom. For reasons which will become immediately clear, it is of
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special interest to report also the results in 1999, besides the by now “reference”

years of 1998 and 2002.

Overall, London plays a limited role when this is measured out of the total
activity of the euro area banking system (Table 8). In turn, this owes to the fact that
most business is still run domestically. However, if the focus is restricted to cross-

border positions, London turns out to play a key role in respect to interbank

deposits, retail deposits and retail loans (Table 9). In particular, more than one-
third of the total cross-border dealing of interbank deposits which is not carried out
domestically has an UK counterpart. The question of what would have happened
had London joined the euro area in January 1999 is unanswerable. The evidence

we gathered shows however that four years after the start of EMU, the position

(sometimes the leadership) of London emerges strengthened, if anything. Over a

medium-term perspective this result is even more telling, given that in 1999, in the
wake of EMU, the UK market share fell somewhat. Subsequently, a recovery took
place and the market share is now at approximately the same levels enjoyed in
1998 (a reverse pattern holds only in respect of the MFI holdings of shares).

Table 8

Activity of euro area MFIs with UK counterparts
(average over the four quarters ending in the period shown)

end-1998 end-1999 mid-2002
Deposits from non-MFIs 1.2% 1.4% 2.4%
Loans to non-MFIs 1.3% 1.0% 1.5%
Interbank deposits n.a. 9.9% 12.2%
Holdings of security issued by MFIs n.a. 1.8% 2.5%
Holdings of security issued by non-MFIs 1.5% 1.8% 2.9%
Holdings of shares 1.4% 1.7% 1.3%

Notes. Entries are calculated using [3.7].

Table 9

Activity of euro area MFIs with UK counterparts (only cross border)
(average over the four quarters ending in the period shown)

end-1998 end-1999 mid-2002
Deposits from non-MFIs 16.5% 18.8% 29.7%
Loans to non-MFIs 25.4% 18.2% 22.1%
Interbank deposits n.a. 28.5% 36.8%
Holdings of security issued by MFIs n.a. 9.8% 10.3%
Holdings of security issued by non-MFIs 7.4% 6.5% 7.7%
Holdings of shares 4.2% 5.2% 3.3%

Notes. Entries are calculated using [3.8].
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7. MAIN CONCLUSIONS

We analysed the integration of the euro area banking systems using a dataset of
14,520 data points, ranging from September 1997 to December 2002 and over six
main items of the balance sheet of the euro area banks (more precisely, monetary
financial institutions other than the Eurosystem). Our dataset is based on
unconsolidated balance sheets, where subsidiaries and foreign branches report
separately from the head bank. Additional insights could be obtained if a
comparable dataset, based on consolidated balance sheets, were available. In our
reckoning, resulting trends and “stylised facts”, e.g. the gap between the wholesale
and retail segments, are however robust to consolidation procedures.

The paper sets out a methodological framework to analyse integration on
volume data. Some of the indicators proposed, e.g. the share of cross-border
activity in total activity, are elementary descriptive statistics. Other indicators,
such as the normalised distance from a neutral distribution of cross-border
positions, the index of evenness in the access to the hub market and our variant of
the B-indicator of convergence are more sophisticated. Our recommendation is to
use a number of such indicators together when assessing integration in order to
avoid over-simplistic conclusions. To set out an agenda for further research in this
field, it would be of interest to map the structure of the banking groups (and within
them, head banks vs. subsidiaries) as opposed to stand-alone banks in the euro
area.

The paper also offers a number of quantitative results on the state of
integration of the euro area banking system. First, within the euro area the gap
between the cross-border banking activity in wholesale and retails markets is
widening. At end-2002 the share of interbank deposits exchanged with banks
located in the rest of the euro area (i.e. other than the own domestic territory) was
25%, five times the corresponding share for the retail deposits, close to only 5%. In
1998 the proportion was three to one.

Second, the share of cross-border activity is markedly lower for the four
largest countries (Germany, France, Italy and Spain) than for the other countries.
However, once due account is taken of the demand for banking products in each
country, the home bias shows very little variation across the board, and is rather
high for large and small countries alike. Geographical proximity and language
sharing provide a rationale for the home bias in retail products. Less obvious is
why this bias is still so persistent in wholesale segments, notably the interbank
market. Again, this may set an agenda for further research.

Third, very little variation can be observed in the concentration of the cross-
border activity after four years of EMU. The grip of the national banking systems
acting as hubs has thus loosened only fractionally.

Fourth, with the exception of the home bias, there is increasing neutrality
towards the geographical location of the counterparty, as it should be in a well-
integrated market. If the distance between the actual distribution of cross-border
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positions and that which would prevail under the assumption of perfect neutrality
is set to vary between O and 100, this distance is calculated at below 10 for the
wholesale segments of the banking activity, and between 10 and 25 for the retail
segments. It is reassuring to know that while in the former group a close distance
to the case of neutrality was a reality even before the launch of the euro, in the
latter group of segments the distance in question has shortened rapidly over recent
years. Furthermore, there is now virtually no evidence of unevenness in the access
to the national components of the interbank market, which plays a crucial role in
the implementation of the monetary policy in the euro area.

When our second and fourth results are taken together, the picture that
emerges is one of a persistently high home bias. At the same time, once banks
decide to trade across borders, they are increasingly neutral as regards the euro
area country in which the counterparty is located.

Fifth and finally, after a moderate decline in the wake of EMU, London is once
again gaining market shares, and has come closer to, when not overtaken the pre-
1999 levels. The question of what would have happened had the United Kingdom
joined the single currency in 1999 is unanswerable, one can only hazard a guess.
The evidence presented here confirms, however, the resilience of the British
banking system to the developments in the euro area.
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Annex 1: Inference on the role of consolidation

We followed the sequence of steps outlined below to gauge how much shares of
cross-border activity could change had we calculated them on consolidated
balance-sheet data, instead of unconsolidated data. (Unless otherwise noted, all
data refer to end-2000.)

Retail loans

i. We gathered an initial sample of 3464 euro area banks meeting two conditions:
1) their balance sheet could be retrieved in Bankscope, and 2) they were
included as credit institutions in the MFI list run by the ECB.

ii. We used information from Loanware to identify whether the bank included in
the sample could be classified as “head bank of a banking group”, “domestic
subsidiary”, “foreign subsidiary of euro area bank”, “foreign subsidiary of non-
euro area bank” and “stand-alone bank”. The classification could be
determined in 2969 out of the 3464 cases, covering 74% of the total assets of
the credit institution sub-sector as measured against official ECB data. In
particular, we counted 121 foreign subsidiaries, which accounted for 9.0% of
deposits, 6.5% of loans and 8.0% of total assets. We also identified 150
domestic subsidiaries within the sub-sample, the corresponding percentages
were 9.4%, 14.0% and 12.4%. We will use these results later on.

iii. For each of ten largest head banks, we selected the largest foreign subsidiary
located in the euro area. We then assumed that all interbank deposits (net of
interbank loans) reported in the balance sheet of the subsidiary were a transfer
made by the head bank. The resulting amount was finally compared to the total
deposits of the subsidiary. This ratio of “external funding” turned out on
average equal to 45.5%.10

iv. We applied this “external funding ratio” to the share of loans granted by the
foreign subsidiaries we had sampled: 45.5% x 6.5% = 2.9%. One could argue
that this is an estimate of the share of loans effectively funded by the head
bank and which should better be reported as cross-border positions in a
consolidated balance sheet, rather than as domestic positions as in our dataset
with unconsolidated balance sheets. When repeated on data for 2001, the
procedure yields a “consolidation share” of 2.4pp.

v. Note that the estimate of 2.9pp is likely to be biased upward. In particular, it
assumes that the only bank the foreign subsidiary deals with is its head bank.

Interbank deposits

vi. The ratio of net interbank deposits out of total deposits was calculated at
32.0% for the foreign subsidiaries and 56.6% for the domestic subsidiaries.

vii. It was further assumed that all net interbank trading was carried out by the
subsidiaries (either domestic or foreign) with their head bank and would thus
be netted out in the consolidation.

viii. The share of interbank deposits traded cross-border is calculated in 25.2/100,
using unconsolidated data (see table 2). Consolidation would transform this
ratio into:

[25.2 - (deposits with foreign subsidiaries)] / (100 - (deposits with foreign
subsidiaries + deposits with domestic subsidiaries)] =
[25.2 - (32.0% x 9.0)] / [100 - (32.0% x 9.0 + 56.5% x 9.4] =24.3 / 100

10 The ratio was constrained between 0 and 100%, when it would otherwise have been calculated
outside this range (e.g. the interbank deposits of the subsidiaries exceeded the interbank loans).
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Consolidation would thus lower the share of cross-border interbank deposits by
0.9pp to 24.3% from 25.2%.

ix. If data for 2001 are used, the impact is calculated in a reduction of 0.3pp for a
share of 24.9%.

Holding of shares

X. We assumed that consolidation would net out all shares of the subsidiaries, i.e.
we assumed that head bank is the single owner of the subsidiary.

xi. Holdings of shares issued by MFIs account for 31.1% of total holdings of shares
by MFIs.

xii. As noted above, foreign and domestic subsidiaries account for 8.0% and 12.4%
respectively of total assets. Lacking any reliable direct information, we assumed
that same proportions hold for shares.

xiii. The ratio of holdings of cross-border shares is calculated in 13.8/100, using
unconsolidated data (table 2). Consolidation would transform this ratio into:
[13.8 — (holdings of shares of foreign subsidiaries)] / (100 — (holdings of shares
of foreign subsidiaries + holdings of shares of domestic subsidiaries)] =
[13.8 - (31.1% x 8.0)] / [100 - (31.1% x 8.0 + 31.1% x 12.4)] = 12.1/100
Consolidation would thus lower the share of cross-border interbank deposits by
1.7pp to 12.1%, from 13.8%.

Consolidation should have a limited impact in respect to retail deposits. One
notable exception may be the case where for tax reasons a head bank addresses its
customers to a foreign subsidiary. In a consolidated balance sheet, these deposits
would be classified as domestic, from cross border at present. Assuming this is the
case for all funds held by German residents with Luxembourg’s banks, we
estimated the resulting impact of the consolidation in a share of cross-border retail
deposits lower by up to 1pp. Again this estimate is likely to be a ceiling for the
actual bias. Finally, there does not seem to be a very obvious scope for intra-group
holdings of securities other than shares.

Annex 2: Derivation of indicator #4

In the 10x10 square matrix X™ the characters “euro area country of reporting
MFIs” and “euro area country of the counterparty of the reporting MFIs” are
organised by rows and by columns respectively. The theory of connections between
phenomena which can be represented as entries in a two-dimensional matrix — as
it is the case at hand -, describes the two characters as independent if, recalling
the notation introduced in section 5 of the main text, the following equality holds:

Xi. X, .
X, = - : Lj=1..,n [A.1]

The row-wise and the column-wise characters are fully (perfectly) dependent if
within each row all entries are nil bar one (e.g. the one corresponding to column k
for row ).

X, . if j=k
X, =0 ' J ) [A.2]
0 otherwise

The application of these standard statistical results!! to our problem requires a
little roundabout, to account for the domestic trading. In fact, we want to verify

11 See, for example, Leti (1983), chapter II, fourth part.
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here whether the two characters in question are independent only in respect to
cross-border flows, i.e. if [A.1] and [A.2] hold in respect to the elements outside the
main diagonal of the matrix X®™"°. We thus preliminarily define two matrices C (for
cross-border) and D (for diagonal) -we will omit for simplicity’s sake the superscript
“euro”- such that X = C + D where

- iz

d, =g S [A.3]
) %) otherwise

c..=X..—-d.,. [A.4]

ij i,j ij

We will introduce below the matrix C"'™ with obvious parallelism to X*™. Totals by
row/column/matrix are defined with notation corresponding to results [2]. In turn,
we derive the value a;; corresponding to the case of independence, using the
following little two-step procedure:

(o + b™" if j#i

cmn =~ ' A.ba
R if j=i [A.5al
min Ciy' C',i

ai,j = c [A5b]

blr’nm — alme Eb al_l aimin E [A5C]

where Q" caters for the quantity which the algorithm [A.5b] would otherwise

assign to the elements along the main diagonal, and Cirf}ir is the generic element of

MIN

the matrix C*. Turning to the case of full dependence, the algorithm used is:

™ + b if j#i

oM = ' A.6

75 o if j=i (4.6l
if jziandc,, =maxic, .,C, .,..,C, .

% :E)’ otrj1erwise ' o) (A.6b]

max_Ea.“]ax E: /Z ™ ﬂ% if ai* >0 A.6c]

otherwise

where [A.6c¢] caters for the possibility of multiple maxima. We now “plug in” again
the main diagonal elements:

XeuroMIN _ ~MIN | [A.7a]

Xeuro,MAX :CMAX +D [A.?b]

As a next step, the distance between the actual distribution defined by X™° and
the one represented by X" ™™ can be measured using any suitable metric, e.g. the

quadratic distance
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Finally, this distance is normalised using the ratio described by [3.4], where

d(xeuro,MAX _Xeuro;MlN):i i(xlm]ax _Xim,jin )2 [AS]
=T =

Note that in [A.6b] the maximum is searched across the n columns. The procedure
was repeated conducting the search also row-wise and a new value of the ratio
between [A.8a] and [A.8b] was worked out. Finally, the largest of the two ratios
calculated column-wise and row-wise has been taken as value of 14.

Annex 3: Derivation of indicator #5

The procedure followed to derive the indicator #5 is similar to the one just
described for indicator #4, except for a preliminary re-arrangement of the matrix X
into a three-column matrix Y.
Table A.1

Grouping of euro area countries according to border sharing

Own country Border-sharing countries Other countries
BE BE DE, FR, LU, NL ES, IT, AT, PT
DE DE NL, BE, LU, FR, AT ES, IT, PT
ES ES FR, PT BE, DE, IT, LU, NL, AT
FR FR ES, IT, DE, LU, BE NL, AT, PT
IT IT FR, AT BE, DE, ES, LU, NL, PT
LU LU FR, DE, BE ES, IT, NL, AT, PT
NL NL BE, DE ES, FR, IT, LU, AT, PT
AT AT IT, DE BE, ES, FR, LU, NL, PT
PT PT ES BE, DE, FR, IT, LU, NL, AT

Notes. Besides Greece and Ireland, the table does not include Finland, which does not share land
borders with any other euro area country.

The steps described above for indicator #4 are now replicated, mutatis mutandis, to
verify how close is the actual distribution of the amounts in the second and third
column to the case of neutrality.

Annex 4: Derivation of indicator #6

An integrated market can be conceived as a forum where “everybody-does-
business-with everybody-else”.

Chart A.1

Example of web-structure of cross-border activity
—P>

Country A Country D

Country B[¢———»{Country C
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The market may be well integrated even if some of the arrows (directions of cross-
border flows) are not operational in Chart A.1. At one extreme, one national
banking system may ensure the clearing and no cross-border business
disintermediates the hub.

Chart A.2

Example of hub-structure of cross-border activity (one hub)
>

Country A

Country D

Country B Country C

We may refer to these two models as web-structure and hub-structure
respectively.12 In practice, due to credit lines and ultimately to counterparty risk
management!3, neither the supply of cross-border activity from country A has
infinite elasticity, nor is such the demand for cross-border activity with country A
by agents resident in the other euro area countries. The purest one-hub model is
therefore unlikely to prevail in the real world. A relaxed version of it is presented in
Chart A.3, which assumes the existence of a second hub, country B.

Chart A.3

Example of hub-structure of cross-border activity (two hubs)

Country A I ' Country D

s

Country Blg------------ p| Country C

Note: dotted lines: residual trading with second hub.

Irrespective of whether the web-structure or the hub-structure prevails, what
should not happen in an integrated market is an inversion of ranks. With reference
to Chart A.3, let us assume that the banking system of A offers a more favourable
business environment (no matter why) than B and leads the cross-border activity,
i.e. it holds the largest total amount of cross-border positions. It should then follow
that the residents in all other euro area countries find it preferable to run business
with the banking system of A first. Only subsequently, in a logic of portfolio
(counterpart) diversification, they should deal with the banking system of B.

12 The terms “perfect competition” and “single counterparty” are used in an application to
consolidation models to clearing systems, ECB (2001). Buch (2001) defines the type of trading
described by Chart A.1 as “complete financial integration”, and the structure defined by charts A.2
and A.3 as “incomplete financial integration”.

13 See Hamilton (1996) for an analysis of the implications of the credit lines on the US Fed Funds
market. A more specific application of the implications of the diversification of credit risks in the
allocation of trading across countries is in Darmine (2002, p. 10).

Working Paper Series No. 300



Conversely, the case where this holds true for residents in C but residents in D
finds it preferable to approach first banks in B may be taken as a sign of uneven
access to the national banking systems. In other words, C and D make different
choices because what is more convenient for C (better to deal first with A and then
with B) is reversed for D (better to deal first with B and then with A).

Hence, by measuring the concordance or co-graduation of ranks, indicator #5
measures the unevenness in the access to the various national components of the
euro area market. In a limit case, for each country j other than [A], the largest
share of cross-border business is the one with [A]. In that case, [A] would not only
leads the cross-border activity as a total over the whole euro area, but also vis-a-vis
each of the single countries.

Coming to the algebra of indicator [5], we preliminarily define as hub country
the country i which verifies

n n n
> Xi :max% leyj, o 3 Xn E [A.9]
IERE! L] j

=1 j£2,1=1 j#n, =1

H"™ corresponds to the case where p sm=1 for all j's and [1] is the hub country. As
a result, H™ =0. The opposite case is one where A manages to snatch the top
overall position, while standing on averam%g only fourth in each of the bilateral
rankings.!4 Under those circumstances, H" "=(4-1)x9. It follows

H
I.= Al
6 4—1)x9§ (A 10]

14 Four is the largest integer that allows the banking system of country A retaining the lead over the
whole euro area.
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Charts 2a-2f
Share of cross-border activity, national totals

(yearly averages of end-quarter observations)
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Chart 2c: Interbank deposits
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Chart 2e: Holdings of securities issued by non-MFIs
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Chart 2f: Holdings of shares and other equity
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Charts 3a-3b

Distribution of cross-border activity: normalised distance from neutrality towards location of counterparty

Chart 3a: Retail deposits, retail loans, interbank deposits
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Chart 3b: Holdings of securities issued by MFIs, holdings of securities issued by non-MFlIs, holdings of shares
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Charts 4a-4b
Distribution of cross-border activity: normalised distance from neutrality towards location of counterparty depending on

whether countries share land border or not
Chart 4a: Retail deposits, retail loans, interbank deposits
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Chart 4b: Holdings of securities issued by MFIs, holdings of securities issued by non-MFIs, Holdings of shares
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