


The aim was to allow, by removing administrative ob-
stacles, the creation of a single financial market structure
in the Community’. Such a single financial market should
in particular ‘

increase cross—border competition on EU financial
markets and thereby enhance development and effi-
ciency of financial markets and financial institutions;

reduce the'volatility in and failure risk of the financial
system by creating a larger and more stable market
sphere;

thereby strengthen its main allocative function, the
channelling of savings into productive resources with
the highest return to capital.

Although first evidence suggests that progress has been
made on all these targets, there remain doubts if this devel-
opment has gone sufficiently far.

Assessing the Community economy on the basis of the Com-
mission ”White Paper”?, the European Council (10/11 De-
cember 1993, Brussels) concluded, among other items, that
"the capital market must be made more efficient in order to
encourage a flow of savings into productive job—creating
investments” 3.

The present study deals with some of the issues identified as
significant for an assessment of the result of the programme
of financial integration of EU financial markets. It is
neither exhaustive nor does it give definite answers, but is
rather a starting point for further more detailed analysis on
this matter, concentrating on a few main issues:

the general level and development of financial markets’
activity over the past 10 years;

the degree of assimilation and integration of financial
markets of Member States over the past 10 years;

the development of the efficiency of financial markets
and financial integration in the Community,

the eventual costs of financial integration and liberaliz-
ation over the past years;

remaining obstacles to further integration of the EU fi-
nancial markets in the field of market structure and re-
gulation :

See therefore in detail: Commission of the European Communities, Directorate-Gen-
eral for Economic and Financial Affairs: "Creation of a European financial area”; Euro-
pean Economy, No 36, May 1988.

Growth, Competitiveness, Employment.— The Challenges and Ways Forward into the
21st Century™; Brussels 1993,

Presidency conclusions — Brussels, 10 and 11 December 1993 (SN 373/93).

In order to reach such conclusions the paper starts with a
succinct assessment of the main features of the financial
sector in the European Union. This assessment concen-
trates on the main sectors of financial markets and institu-
tions and casts some light on the specific features of the EU
as compared to other major financial markets, but also re-
maining differences, as regards the structure or the degree
of development, within the European Union.

The first results nevertheless give a few indications about
the general situation and areas of concern:

o Although the volume of private domestic savings ap-
pears relatively satisfactory, it reached 22% of GDP in
1995, the available pool of savings for private sector in-
vestment could be further enhanced by a greater conso-
lidation of public deficits. Institutional investors, such
as insurance companies or pension funds, are now play-
ing an increasingly crucial role in channelling savings
into investment. On an EU level, around 30% of private
savings are collected by these institutions.

Cross—border capital movements between Member
States play a growing and positive role in investment in
the Union and in a more efficient allocation of savings.
However this process is still in its early stages and the
Member States’ financial markets are only to some de-
gree integrated.

Company financing relies mainly on direct bank lend-
ing. This reflects, amongst other factors, an on average
high efficiency of EC banking. However, in a few Mem-
ber States the efficiency of the domestic banking system
lags behind the Community average.

Furthermore, securities markets, both as an alternative
and a complement to bank lending in financing invest-
ment, are inefficient in some areas or non—existent in
some Member States. This factor weighs more heavily
on smaller companies and, generally, on companies in
smaller countries, where the limited size of domestic
capital markets makes it more difficult to obtain invest-
ment financing at competitive terms. The development
of specialist markets seems to have had, so far, an over-
all positive impact on the efficiency and stability of the
securities markets.

Some obstacles remain to reaping the full benefits of the
Internal financial market in the European Union. A
minimum harmonization in the field of the taxation of
savings and in taxation of corporate profits could im-
prove the functioning of the internal market. The adop-
tion of a Community minimum withholding tax on in-
terest income would be an important step towards that
goal.
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Overall, as regards financial margins, a certain conver-
gence in the recent years among EC countries took place as
compared to the 1980s where the variety of regulations was
wider. The margins of banks in some highly regulated
markets were at that time substantially above average (F, E,
B) compared with unregulated markets whereas now these
large differences have decreased (on average, high finan-
cial margins in 1993 do not go beyond 5%).

Consolidation within the banking industry has, in most
countries of the EU increased concentration within bank-
ing.

Over the same period, financial margins in the US have
steadily increased from 4.2% in 1985 to 5.2% in 1993, re-
flecting the recovery of the banking sector in this period
from its deep crisis in the mid eighties. In Japan, margins
are much lower than in the US and have overall remained at
the same level around 1.6%.

3.3.3 Stability and consolidation

Over the period from 1985 to present, concentration has
overall only little changed (see table 8). Whereas in some,
formerly more regulated and state—owned markets, con-
centration fell over the period (Greece, France, Portugal), it
increased in particular in Denmark, Spain and the UK.
Concentration levels are naturally, given the very different
market sizes, quite dispersed. The market share of the five
largest banks amounted in 1994 in the Netherlands to 84 %,
Belgium, Spain and Greece around 60%, UK, France and
Italy around 45 %. It was relatively low in Germany (28%)
and in particular, given the specific nature of its market,
Luxembourg (19%).

TABLE 8 : Concentration in banking
(measured in terms of market share of largest 5 groups)

level 1994

change 85-94 low medium high
decrease " EL.EP

little / no change D,L I NL
increase B,E, UK DK

Source : Economic Research Europe Ltd.

Most of the changes in market concentration were due to
external corporate growth by means of mergers and ac-
quisitions of and between banks in the respective country.
The overall volume and time profile of M&A in the differ-
ent countries is quite different, following more specific cir-
cumstances in the respective country (profitability, degree
of state ownership and privatization, ... ) than an overriding
pan—European pattern (see table 9).

Unlike in the US in the 80’s or in Scandinavian countries at
the beginning of the 90’s, the EU banking system has dem-
onstrated its resilience to external shocks and rapid asset
price changes.

TABLE 9 : Mergers and acquisition in banking
(in percent of M&A in all industries)
1989-90  1991-92  1993-94  1995-96

B 02 14170 19
D Ces 16 35
E 15T s T 34
F 43 1.0 10.4
1 15.6 17.7 19.7

0.2 0.5 9.5

L3 nasE

38 20

6.5 34 124
USA 73 18.7 9.0 13.5
Japan 718 03 18.8 71.0
Source : BIS, Annual Report 1996.

Essentially only very few banking failures took place since
1985:

o the Bank of Commerce and Credit International
(BCCI), the largest bank in Luxembourg, collapsed in
July 1991. It was closed down by regulators;

o the Spanish Banesto had an acute liquidity crisis in
1994. It was saved by the Spanish deposit insurance
scheme, and later sold to another Spanish bank.

e the UK bank Baring's collapsed in February 1995 over
uncovered losses in stock options traded in Singapore; it
was subsequently taken over by the Dutch ING.

None of these failures had any serious repercussion on
other financial institutions. Thus the feared systemic risk
inherent in the banking sector, did not materialize even in
these few large banking failures in the Community over the
past few years.

To this result contributed a number of factors, among which
the overall stability of the general economies, the efficient
prudential supervision, the quality of banking management
and the improved capital base which has increased over the
last decade. In international standards, though, the EU
banks’ capital base is not exceptionally high. Whereas, as
regards the largest 500 banks world—wide, EU banks ac-
counted roe 43% of all assets, they only accounted for 37%
of tier one capital®.

3.3.4 Payments system

Tremendous efforts have been made over the past decade to
enhance the domestic payments systems. Efficiency has
been strengthened by switching gradually from paper—
based to paperless means of payments. The value of paper-
less transactions (credit transfers or direct debits) in the EU
amounted in 1995 to around 60% of total transactions, up
from 34% in 1988. However, there are still considerable
differences among Member States. Belgium, Ireland, and
Portugal rely still to a large degree on paperbased transac-
tions. In many other Member States, the value of paper-

8  See: The Banker, July 1997.
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based transactions has fallen below 10% and is falling
further.

The stability of the payments system has been enhanced by
the progress in the introduction of Real-time gross settle-
ment systems (RTGS). Such systems allow the reduction
and virtual elimination of time lag between a payment order
and the final settlement of the order, and thus an important
source of possible credit risk which might spread over, af-
fecting other institutions participating in the payments sys-
tem®. Most Member States have now such a system in oper-
ation, whereas in 1985 only the UK, with its CHAPS
system, had such a system. Recent introductions took place
in Belgium in 1996, the ELLIPS system, or Italy, the BI-
REG system in 1997.

Furthermore Member States decided that all Member
States such have such a system, and that these systems
should be linked by the TARGET system. Such Commun-
ity—wide introduction of that type if system, and the linking
of these systems will additionally reduce the systemic risk
in the payment system of Member States.

3.4 Securities markets

3.4.1 Stock markets

Total market capitalization of EU stock markets amounts to
22% of total international stock market capitalization. As
an EU average this amounts to 32% of total GDP, as com-
pared to 68% in the US and 65% in Japan.

However, within the Community differences are consider-
able (see table 10): the largest stock market by far,
measured in terms of market capitalization, in absolute and
relative terms, is the UK, followed by, in relative terms, the
Netherlands. Relatively small are the market capitalization
in Greece, Italy and Austria. Differences in trading vol

TABLE 10 : Stock markets’ size - domestic equity (1996)
market trading trading
capitalization  volumein % volume in %
in % of GDP of market of GDP
capitalization

B 459 186 86
DK 41.8 50.8 21.2
D 29.6 1123 333
EL 19.7 343 6.7
E - 423 97.9 414
F 38.9 163.4 63.5
IRL 49.7 17.0 8.5
I 21.7 39.9 8.6
L 193.4 23 45
NL 97.8 49.4 48.3
A 14.3 32.1 4.6
P 23.7 28.7 6.8
FIN 50.7 355 18.0
S 97.2 53.5 52.0
UK 149.9 4.1 66.1
EU 53.0 72.6 385
Source : Federation of European Stock Exchanges, own calculations.

9 See the report of the BIS: Real Time Gross Settlement Systems, 1997.

umes are even larger among Member States. Whereas the
markets in Luxembourg, Ireland, Belgium and Portugal
have shown a turnover in 1996 of less than 30% of the do-
mestic market capitalization. On the other end, German,
French and Spanish markets have proven to be highly
liquid.

Within the last 5 years, stock markets have, measured in
capitalization and number of quoted companies, increased
their role in the Netherlands, France, and Greece, and de-
creased in Belgium and the UK. However, liquidity in these
markets very often differs sharply from the size of tradable
assets. In 1996 the German and UK exchanges accounted
for more than 76% of all equity market turnover in domestic
companies in the Community. Within the last 5 years an in-
crease in trading activity of about 50% took place in the
Community. However in the same period for Belgium, Tre-
land, and Italy this number dropped whereas in other
markets (Germany, Greece, Denmark, Portugal, France)
the increase was above the EU average.

However, to a large extent, stock markets do not serve as an
alternative to financial intermediation but just as a supple-
ment, as it is to a certain degree financial services com-
panies which tap the stock markets (e. g. as a percentage of
total capitalization in Portugal 73%, and in Italy 67%).
There is a negative correlation between the size of the over-
all stock market and the share of financial firms. In other
words, the absolute figures even underestimate the differ-
ent degrees of stock market financing of non—financial
companies.

Member States’ organized stock markets mostly trade do-
mestic equity only. Financial integration has not changed
this type of segmentation. Only London has a sizeable
amount of trading in foreign shares (around 2/3 of total
trading in London, around 95% of total EU trading in
foreign shares), far ahead of German (where a very large
number of foreign shares is listed but in which trading is
quite thin) and French markets.

Apart from the London SEAQ, most EU stock markets still
basically trade domestic securities. Nevertheless, financial
integration has over the past years translated into a closer
interrelation of national stock markets. Cross—border secu-
rities transactions have very strongly increased and port-
folios in particular of institutional investors have become
more international.

This closer integration has translated into a higher correla-
tion of national stock market prices. As table 11 shows, a
simple comparison of the period 1991-1996 with
1985-1990 shows the increasing correlation between EU
markets. For example, the correlation between the German
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TABLE 11:Change in correlation of share prices

B DK D E

DK 035

D 42 0230

E 0.01 0.58 0.62 0
I 0.2 0.3 0.02 0.11
NL o3 0.19 0.13 0.20
FIN & ~%go1 ™ 05 0.75 -0.06
s -0.02 0.24 0.37 003
UK 0 0.34 0.36 -0.04
USA -0.05 0.23 0.17 -0.10

(correlation of monthly values of national share price indices, change in period 1991-96 over period 1985-90 in % points)

013 0 T

035 033 LT e A T
0.04 0.1 0.10 0

-0.08 0.13 0.1 0.03 0

-0.32 0.08 0.05 -0.03 -0.03 0

s UK USA

Source : Eurostat; own calculations.

and Dutch markets has increased by 0.13 points. Overall,
the correlation has increased over this period within the EU,
whereas the corresponding correlation of Member States’
markets with major third markets, such as the US, has vir-
tually remained the same in these two periods (see
table 11). :

3.4.2 Bond markets

EU bond markets account for about 32% of all outstanding
bonds world-wide!®. However within the Community
there are large differences in the absolute and relative size
of the respective bond markets (see table 12).

The largest EU bond markets are by far the German and
Italian ones with together nearly half of all EU outstanding

TABLE 12 : Bond markets’ size
(all domesticfixed income securities, 1996)
Bn. ECU % of GDP
Pctor  hector  total  Pooir  Booer  total
B 165.3 3484 514.2 49.3 103.7 153.0
DK 2223 143.2 365.6 100.4 64.7 165.1
D 1301.0 1083.9 2384.8 435 36.3 79.8
EL 1.0 125.3 126.3 0.7 80.3 81.0
) E e 54.7 377.8 4325 73 50.6 58.0
F 697.7 875.9 1573.6 356 44.6 80.2
IRL 2.0 36.8 389 23 41.3 43.6
 { 520.6 1622.5 2143.1 33.8 105.2 139.0
L 13.7 13 15.0 61.6 57 67.3
NL 852 253.1 3383 17.1 50.8 67.8
A 89.3 93.3 182.6 319 333 65.2
P 23.6 57.8 814 17.9 43.8 61.7
FIN 41.8 64.9 106.7 26.7 414 68.1
S 199.9 181.2 381.1 629 57.0 119.1
UK 3284 593.4 921.7 22.6 40.8 63.4
EU 3747.0 5858.6 9605.6 344 53.7 88.1
us 57303 9017.7 14748.1 62.1 97.8 159.9
JAP 1865.4 4188.9 6054.3 320 719 103.9
‘g;l:r;;:?BlS. own calculalioﬁs.

19 Salomon Brothers; "How big is the World Bond Market?"; September 1993.

bonds. Asregards bond markets for private issuers, in most
of the EU Member States bond markets do not provide a
feasible alternative for company funding. Germany has, in
absolute numbers, the largest private sector bond market,
mostly driven by mortgage—backed or other bank bonds.
As compared to the size of the economy, Denmark, Sweden
and Germany have relatively large market. The main is-
suers on the markets are either governments or financial in-
stitutions. Other corporate bonds are, with the exception of
France, the Netherlands and Spain, almost non—existent.
Public sector bond markets are, in relative terms, particu-
larly dominating in Italy, Belgium and Greece.

Certain instruments on the bond markets are not yet devel-
oped. This applies in particular to indexed bonds!!.

Government bond markets, as the largest and most liquid
segment, have become the main target for cross—border ac-
quisitions of securities, in particular reinforced by the in-
creased activity of institutional investors. Table 13 might
give an indication of the state of this trend.

Two cases, Italy and Portugal clearly buck the trend, as they
show either a continuously very low level of foreign in-

TABLE 13 : Gross general government debt held by
non-residents
(% of outstanding debt at year end)

1987 1993 change
—

DK 36

D 21

EL 34

E .

F

IRL ' 48

1 4

NL 9

P 23

UK 13

Source : EMI Public Finance Report, 5/1994.

11 Seee. g. for the discussion of these instruments: Viard, Alan; The Welfare Gain from
the Introduction of Indexed Bonds; JMCB; Vol. 25(3); p. 613-29.
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Initially, financial derivatives markets were amarket—
driven answer to volatility in interest rates stemming
from increased inflationary expectations and “’vol-
atile” monetary policy in some major Western econ-
omies. They were conceived, basically, as a hedging
instrument forlong terminvestors. A consequence of
this situation is that at present the major financial de-
rivatives products are interest rate related products in
order to allow big institutional investors to hedge the
interestrate risk of their portfolios, who are to a large
extent concentrated in bonds.

In today’s capital markets both the cash and the de-

rivatives markets form asingle entity. Botharediffer-

entmethods of dealing with the same financial instru-

ment and, thus, they move together in the same direc-

tion. This result is assured by arbitrageurs, which
equalize prices between both markets.

At the beginning of their development, derivatives

markets followed cash markets in their movements,

as the former were simply hedging tools. However,

nowadays, derivatives markets tend to become the

primary market place where the ”discovery price” ac-

tivity is carried out, sending messages to cash
markets, which tend to follow.

Several competitive advantages of derivatives
markets over cash markets have contributed to this
role reversal:

1. Some of the products, traded on the derivatives
markets, are “ideal-type” of assets, such as certain
notional bonds or stock indices. These assets allow
asset managers to precisely adjust their portfolios to
their specific needs. Cash markets provide only ap-

proximations to these contracts.

2. Transaction costs are lower, as the delivery and
settlement of the security as such is not necessary.

Box 2: The role of derivatives in financial intermediation

3. They allow investors to leverage their positions
very flexibly without having to borrow from credit
institutions.

4. They are a flexible tool for investors to quickly real-
locate their funds between different financial in-
struments within their portfolios.

Because of these factors “marginal” transactions are
basically madeinthe derivatives markets, whichform
the critical mass in the process of price formation.
The facilities given to investors by derivatives
markets for a quick and efficient reallocation in their
portfolios and in taking fresh positions, coupled with
their linkage with the underlying cash markets, have
the effect ofimproving the transmissionand discount-
ing of any piece of news into market prices and, thus
the efficiency of markets to incorporate all informa-
tion available.

Derivatives markets have also an importantimpact in
improving the liquidity of underlying cash markets,
not only via arbitrage activities, but also by the fact
thatderivatives markets allow investors to hedge their
positions in the underlying markets and, thus, the
possibility of reducing marketrisks, whichis apower-
ful incentive for big institutional investors. Highly
liquid markets have a positive impact on funding
costs in the underlying markets, since the risk pre-
mium tends to be lower than in markets with lower li-
quidity.

Finally, evidence shows that derivatives markets do
not increase the price volatility in the underlying cash
markets. Volatility in those financial centres with
relatively well developed derivatives markets does
not seem to have substantially increased over recent
years and, what is more important, it is lower than in
other markets with no significant derivatives markets
activity.

3.4.4 Foreign exchange markets

Foreign exchange markets have world—wide grown very
rapidly in the past few years, and are mostly in the form of
interbank over—the counter markets. According to the last
triennial BIS survey on this issue, the total daily volume
amounted in April 1995 to around 1136 Bn USD.

During that period EU markets amounted to around 50% of
global markets, up from 48.6% in 1992 (see table 15). The
UK is the dominant market place for foreign exchange turn-
over, with around 29.5% of the global and 58.6% of total

EU foreign exchange business, far ahead of Germany and
France. The US dollar remains the most heavily traded
currency on these international markets, far ahead of Ger-
many and France within the EU.

The USD has remained the main traded currencies, repre-
senting around 83% of total volume of 200% for both sides.
EU, including the ECU, amounted to 69%. Thus, the pre-
dominance of EU markets for foreign exchange trading
does not necessarily translate in a similar dominance of EU
currencies in international trading. Here the USD has
maintained its position, amounting to more than all EU cur-
rencies combined.
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In some countries institutional saving has reached a very
high proportion of household financial assets. In the
Netherlands, for example, such institutional savings have
reached around 94% of total household saving in 1994, up
from 87% in 198S.

Most of the very large institutional investors in the Com-
munity are either banks, mutual funds, or life insurance
companies from the big Member States (see table 17).
Among Member States, pension funds play a significant
role only in the UK, the Netherlands and Ireland (as it is the
case in the US). This is partly due to the predominance in
other Member States of pay as you go statutory systems or
supplementary schemes, or of book reserve schemes such
as those prevalent in Germany.

TABLE 17 : Largest EU institutional investors

(Assets under management in Bn. US-$, end 1995)

Institution home country assets
1. BZW Asset Management UK 8443
2. Groupe Axa F 275.0
3. Deutsche Bank D 212.1
4. Dresdner Bank D 178.5
5. Allianz D S V) W
6. Groupe Caisse des Dépots F 166.3
7. Algem. Burgelijk Pensioensfonds NL 141.0
8. Union des Assurances de Paris F 136.0
9. ING Group NL 129.9
10. Mercury Asset Management UK 119.0
Source : Euromoney

3.7 Cross-border access to financial services

Trade barriers faced in EU banking and credit markets have
been largely reduced since the completion of the SMP, al-
though various restrictions still persist. The corporate cus-
tomer market has witnessed the most significant reduction
in barriers relative to the retail sector. Reductions in
barriers appear to have been most pronounced in Italy and
Portugal.

There is a broad consensus across member states concern-
ing the relative importance of the barriers that respondents
face when operating in other EU markets. The financial and
informational cost of entering new geographical markets
are by far the most significant barriers that financial institu-
tions face. Various legal hindrances (such as restrictions on
marketing financial services) and national taxation regimes
are also viewed as substantial barriers.

3.7.1 Deposit and loan prices and fee levels

Competition intensified in all EU banking and credit
markets in the post—-SMP period and this has been reflected

by a decrease in financial service prices in various market
segments across countries. Case study and questionnaire
evidence suggested that the SMP has been largely respon-
sible for reported loan and deposit price reductions in
Greece, Italy and Spain, whereas in other EU systems the
internal market integration programme has had a smaller
influence.

The price of corporate loans to both small and large firms in
all countries fell slightly, except in Ireland, France and
Spain where relatively large decreases were reported.
Banks in Greece and Denmark also indicated relatively
large price decreases for corporate loans to large firms. The
price of retail loans and mortgages also fell slightly across
the EU, although the price falls were smaller than in the cor-
porate sector. '

Deposit prices in the retail and corporate sectors decreased
slightly during the post-SMP period and some 14% of re-
spondents attributed this decline largely to the SMP while
two thirds claimed the SMP was slightly responsible for the
decrease.

Fee levels have fallen by a very small amount during the
post—SMP period. Banks in Spain, Portugal and Greece at-
tribute relatively large proportions of this fall to the SMP.

In areplication of the price differential analysis found in the
Cecchini report, significant price differences are found to
remain across countries. Credit card prices, however, have
fallen (by comparison with Cecchini) across all EU systems
and the range of prices has narrowed by about 30 per cent.
The range of mortgage prices between member states has
also narrowed, although as the price of mortgages has not
decreased across—the—board it is not possible to say
whether this convergence is towards a lower average price.

For commercial loans, current cheque accounts and per-
sonal equity transaction costs, substantial price differences
across countries persist. Moreover, in 1994 differences of
over 100 per cent remained for the cost to consumers of
cross—border payment transfers.

3.7.2 The impact of the SMP on consumers

There is no strong evidence that, in response to the SMP,
banks have changed their strategies in ways that threaten
the stability of banking systems in the EU. This partly re-
flects the need for banks in a number of EU countries to
meet more demanding prudential requirements, but also re-
flects increased concern by banks to earn an adequate return
on equity. Consumers are benefiting from a wider range of
financial products and services as a result of SMP and new
channels of delivery have opened up (direct banking) as in-
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TABLE 19 : Financing structure of EU companies

(values in percent of total balance sheets (end 1995), and change over 1985 values)

Creditors : <=1 year of which: from banks Creditors : >1year  Provisions Capital and reserves
value change value change value change value change value change

small companiés
Austria 38.6 -163 133 -6 16.2 -23 6.6 4.1 38.7 226
Spain _ a8 122 -37 13.1 23 L 0.5 446 5
France 4.5 -122 5.1 44 18.6 22 2 -05 344 103
Ttaly 51.8 -19 202 19 16.4 4 6 17 24.6 26
Netherlands 335 2.3 47 -3.1 28.5 85 58 -05 32.1 -5.8
Portugal 44.1 10 21.4 R & R B
Sweden 30.7 16 26.9 6.5 29.9
average* 438 65 104 -1.8 18.6 29 37 o1 328 39
;:dlﬂ}l;;;lled companies ’ ~ B —
“Austria 422 69 14.7 21 18.3 22 118 2.1 277 75
" Spain 36 -1 112 36 112 -3 22 13 503 43
France TETTEATTTTT 10 6 -02 149~ 1T s TR IS Y R V]
Italy 58.5 45 19.8 1.8 11.2 0 6.1 02 23 33
Netherlands 30.2 -8 717 24 26 47 57 02 38.1 35
Portugal 4.1 v 108 205 e o
Sweden 322 45 254 19 o3
average* 45.8 44 11 0.2 33 -7.8 4.7 2.3 154 6.4
large companies 3
Austia 316 44 82 03 18.4 -5.1 189 -19 311 114
Spain 289 4 54 -32 239 -11.6 6.2 5.1 407 4.2
France 30.1 3.5 303 14 - 239 239
Italy 418 08 105 -03 18.1 -5 o T 19 300 36
Netherlands 304 5.1 5.7 -15 214 1.6 6.4 0 418 3.6
Portugal 19.9 5. 276 L
Sweden 28.1 2.8 85 T
average* 328 -05 6.1 -02 24 -17 - 111 0.5 307 21

* weighted with respective GDP.
Source : European Commission (BACH, own calculations).

Box 3: SME’s competitiveness and cost of capital

To be competitive, companies as a whole and, in par-
ticular, small and medium enterprises need a financial
structure healthy enough to overcome periods of crisis.
Furthermore, profits should remunerate the capital in-
vested as well as the risks taken in order to obtain funds
for financing the renewal or expansion of its equipment.

Since 1988 in Europe two facts have hampered ad-
equate financial development of the productive sector:

e arecourse to higher indebtedness in order to finance
investments;

¢ a tightening of interest rates and consequently of
the cost of credit up to 1993.

Bank loan costs affect a company’s competitiveness in
various ways. They have a direct impact on its profit—

and-loss account, in the form of financial costs, and re-
quire the firm to acquire a better return on its assets in
order to offset the costs of its bank debt. This means that
a firm will have a better chance of being competitiveina
financial environment in which the costs of bank bor-
rowing are not excessively high; in such conditions, it
will be able to reap the benefits of financial leverage.

Studies of interest rates and ancillary charges in bank
lending to small and medium-sized enterprises (SMEs)
show that there are considerable differences in the
cost of credit both between the Member States and
between the European Union, the United States and
Japan.

In the light of the studies’ overall findings, the Member
States can be divided into several groups according to
the cost of domestic bank lending.
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Box 3 (continued)

In an intermediate group Spain, Italy, and Ireland are
above average and France and Belgium below average.
The Netherlands, Germany and the UK are, in that
order, the Member States in which banks generally
charge firms the lowest rates of interest, fees and com-
missions.

These differences cannot be attributed to the effect of
inflation, which reduces the cost of borrowing only
moderately: interest rate differentials between EC
Member States are more pronounced than the corre-
sponding inflation differentials. In its turn, the cost of
borrowing in the United States and Japan are, by far,
much lower than in the European Union.

The wide disparity between the interest rates charged by
banks in the EC and the rates at which firms in Japan and
the United States can obtain funds on their own domes-
tic markets gives cause for concern also in view of its
effects on the competitiveness of European SMEs. If
European SMEs are in future to compete on more fa-
vourable terms with their Japanese and North American
counterparts, their financing costs must be brought
down to those borne by firms in countries where rates
are lowest.

One of the objectives of the integration of financial
markets is to ensure that EC firms enjoy the same op-
portunities for borrowing and lending, and can do so
under the same terms, thus removing restrictions to free
competition. This means that there should be competi-
tion between financial institutions, and this should en-
courage them to offer better, more efficient services at
lower costs to their customers.

The findings of these studies lead to the conclusion that
EC financial markets are not fully integrated since con-
siderable differences remain between the cost of credit
in the various Member States.

SME:s have so far seldom had access to the financial
markets of other Member States, either for want of in-
formation enabling them to choose the best terms or be-
cause of the reluctance of financial institutions to grant
loans to non resident firms or individuals.

The most likely development that will enable SMEs to
have recourse to foreign financial markets is the estab-
lishment of subsidiaries of financial institutions in other
Member States.

The financial institutions concerned will have to over-
come the obstacles that make it difficult for them to
enter these new markets and the problems involved in
the mobility of loans. .
The former obstacles appear to be on the decrease,
chiefly owing to the development of information tech-
nology.

Other impediments remain, such as fees and commis-
sions charged by banks when a firm wishes to pay off a
loan in order to arrange another loan with a different
bank make such transactions unprofitable for the firm
concerned. As a result, it is more difficult to stimulate
competition between financial institutions as part of the
drive towards financial integration.

Furthermore, banks operating abroad often do so as sec-
ondary banks, offering their services to firms as a ”sec-
ond” bank, because they are not in a position to offer a
full range of financial services.

As a conclusion it can be noted that SMEs have not yet
reaped their share, in the form of cheaper bank finance,
of the benefits expected from financial integration.
Such integration is as yet incomplete, and there is little
competition between banks in different Member States
as regards lending to SMEs.

4.1.3 Financing of SME'’s

Small and medium-sized companies have to rely much
more heavily on short-term external financing, by banks or
other sources, than larger companies. Creditors of one year
or less amounted, for those countries for which harmonized
data are available (see table 19), to 31% for Sweden up to
52% for Italy. In all those countries the respective share is
lower for large companies. Large companies can rely to a
larger extent on long—term debt and own capital. And, al-
though over the years 1985 to 1995 most companies made
progress in securing more own capital, larger companies
extended this gap towards smaller companies even further.
Thus the split in financing between small and large com-
panies in Europe has been deepening.

Small and medium-sized companies lack the access to
capital markets as large companies in the EU do. This is
true both for share capital and for fixed—income securities.
The reasons are manifold!4, among them the potential lock
of control by the owner over the company and the impact on
potential transparency and disclosure rules following a n
exchange listing.

In the past year two alternative systems of stock exchanges
for smaller European companies has been started. Easdaq
started in September 1996 and has, in the first year of its
life, attracted around 15 companies with a capitalization of
around 3 Bn. ECU. In spring 1997 7 companies with a
market capitalization of 1.2 Bn ECU were listed. The

14 See the Commission Communication: The European capital markets for small and

medium-sized enterprises: perspectives and potential obstacles to their progress
(COM(97) 187 final of 5 May 1997).
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Euro-NM (new market) is a European Economic Interest
Grouping, founded by the Paris, Brussels, Amsterdam and
Frankfurt “New Markets” (NM). These markets started be-
tween February 1996 (Paris) and March 1997 (Frankfuit).
The Paris market has attracted until summer 19997 31 com-
panies with a combined capitalization of around 1.6 Bn.
ECU. The other markets are even younger than the Paris-
segment. Therefore, they have attracted even less listings.
Together these four “New Market” segments had a market
capitalization of around 3.8 Bn. ECU in Summer 1997.
Turnover, and thus liquidity, are still extremely thin on
these markets, and it will to be seen if these initiatives will
succeed in provide a measurable alternative for the financ-
ing of SME’s. The UK AIM has been more successful and
has already a more sizeable listing (around 300 companies)
and trading activities.

This relatively small volume of market capitalization and
trading activity contrasts sharply with the US. There the
“National Association of Securities Dealers Automatic
Quotation System” (NASDAQ) serves as a quasi —ex-
change for shares in smaller companies which do not qual-
ify for the listing on the larger national exchanges (NYSE,
ASE)or which for other reasons remain on the NASDAQ
system. More than 5700 companies (in the “small cap” or
the “national market” segment) are presently traded on this
exchange. This fully automated system creates consider-
able transparency and liquidity for the trading in shares of
SME’s, thus encouraging the funding of these companies
by share capital.

4.2 Financial markets’ behaviour

4.2.1 Present market environment

The improvement in standards of living and the subsequent
increase in the resources of economic agents in Western
economies over the last decades, coupled with a higher de-
gree and extensive financial culture among them, has be-
come an important motor in the enormous increase regis-
tered in the amounts of funds invested by them in different
financial instruments. Moreover ageing populations, soph-
istication of financial markets and information and transac-
tions costs are other elements that have contributed to a
large extent to the so—called institutionalization of savings.
Thus, today’s financial markets are dominated by institu-
tional investors (pension funds, insurance companies, in-
vestment funds, banks, etc. ...).

Another important element comes from the major advance
in financial innovation registered during the 80’s. The rela-
tively cozy 60’s were replaced by the bumpy 70’s which
brought unexpected levels and volatilities in both inflation
and interest rates. This major change in the financial and

economic environment, coupled with important techno-
logical advances, paved the way for impressive innovations
in the financial markets, ranging from new financial instru-
ments to the creation of new segments in the capital
markets. Derivatives markets, Euro-commercial paper
market, swaps and many other financial innovations were
born and now form an integral part of today’s capital
markets.

The liberalization of capital movements is another import-
ant element which has granted institutional and retail in-
vestors the opportunity to base their respective portfolio
strategies on global considerations as cross—border transac-
tions are available to any investor.

Thus, the present financial environment is radically differ-
ent from the one prevailing only ten years ago. Technologi-
cal advances which allow information to be disseminated
globally on a real-time basis and transactions to be ex-
ecuted very quickly, financial innovation which allows in-
vestors to design any kind of portfolio investment strategy,
liberalization of capital movements which allows capital to
flow freely across frontiers and markets and the institution-
alization of savings which increase portfolio management
skills and capabilities for quick reactions to changes in ex-
pectations, form the back bone of today’s capital markets.
All these factors make financial markets much more effi-
cientandreactive to any piece of information so that news is
quickly discounted and incorporated into the prices of fi-
nancial instruments.

The question then must be whether this new environment
has rendered financial markets more volatile. A first analy-
sisdoes not allow us to conclude that this is the case in either
bond or equity markets. On the contrary, volatility of re-
turns in both cases has remained relatively stable over re-
cent years if exception is made for the 1987 equity market
crash and the 1989 crisis where major corrections in equity
prices occurred (program trading techniques played an im-
portant role in the first).

Market behaviour has overall shown an increasing stability
after the gradual liberalization and integration. Although
free cross—border capital flows and services and more
powerful information technology allow a more rapid entry

and leaving of markets, market prices have nevertheless

been decreasingly volatile and have therefore contributed
to the overall stability and efficiency of the financial sector.
Higher liquidity and better hedging possibilities as well as a
more stable general economic framework might have con-
tributed to that result.
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Box 4: Typology of investor behaviour

Investors placing their funds into financial instruments
demonstrate different behaviour which has a direct im-
pact on their portfolio strategy and management and on
the markets in which they are active. Three major cat-
egories can be outlined for a better understanding of
their behaviour and their impact on capital markets:

long term investors:

Traditional institutional investors such as pension funds
or insurance companies, together with corporate treas-
uries and a big part of retail investors form the bulk of
these kind of investors. They are the dominant force
and ultimate trend—setters on financial markets. Invest-
ment decisions are mainly based on long—term funda-
mental considerations and often maintained for a long
period of time. Thus changes in their portfolio strat-
egies are relatively infrequent and normally based on
changes in economic fundamentals.

However, given the importance of the size of these port-
folios, even small changes in their expectations and in-
vestment strategies (for example a reduction of 5% in
the equity holdings part of their portfolio in favour of
fixed—income securities) can have an important impact
on financial markets.

The investment decisions are typically based on the dis-
counting of future expected cash—flows of different fi-
nancial instruments, within a given risk-return frame-
work. Thus, such investors tend to choose those finan-
cial assets with the highest expected rates of return for a
given risk.

These investors operate normally in the cash markets
and use derivatives either for hedging purposes or for
transforming part of the upward price potential of the
instrument into an additional return on the asset (by
covered short operations thereby selling put options on
instruments they are in possession of).

This kind of risk—averse behaviour from the major
players in financial markets assures that in the long term
riskier assets should offer higher returns and vice versa.
Thus, normally short term fixed income securities offer
the lowest real return, followed by long term fixed in-
come securities and by equities, which represent, a
priori, the inverted order of risk. This fact has been

demonstrated in several studies on the major markets.
This result could not be otherwise, except for short term
periods of time when financial markets suffer correc-
tions due to changes in participants’ expectations.

short term investors and speculators:

These kind of investors base their investment decisions
on fundamental, chartist and some other less conven-
tional analysis. They operate actively in the cash and
derivatives markets and realize profits (or losses) quick-
ly then moving on to the next objective. They carry out
a very active management of their respective portfolios
and take and undo their positions within short periods of
time, ranging from hours to a few months.

In this category two subcategories can be identified:
those managing their portfolios without any major kind
of leverage and those heavily leveraged which are the
only ones that could be really labelled as ”speculators”.

In the first sub—category one could include a relatively
small share of retail investors and some banks active in
the management of their own trading portfolio (so—
called proprietary trading).

In the second sub—category are typically the so—called
hedge funds and some other non-traditional funds,
which take very aggressive and leveraged positions
both through borrowing (via securities collateral) and
through the derivatives markets.

The amount managed by this type of investors is rela-
tively small as compared to the former. Nevertheless,
the leverage of their positions and the velocity of their
movements can have a relatively major impact in some
segments of the financial markets at some specific mo-
ment. In this sense, they “’speculate” on future move-
ments in financial instruments and, thus, they can pro-
voke some kind of overshooting in the markets in some
cases.

However, with the support of traditional institutional in-
vestors, which have the necessary strength, financial
markets correct the situation adequately to market par-
ticipants’ expectations based on economic and financial
fundamentals.
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Box 4 (continued)

The ”dangers” of these short term investors and specu-
lators are limited, since for them to have a major impact
on financial markets a clear majority of them has to take
the same—way bet at the same moment, which is im-
probable. It should also be noted that while the profits
of speculative investors are often highlighted, their
losses are not often the subject of the same publicity.

Short term trading has a major beneficial by—product:
the increase in liquidity it supplies to secondary
markets.

This is important for the functioning of financial
markets, since a highly liquid secondary market is a
basic condition for the existence of a primary market.

Only the proper functioning of the latter allows the issu-
ing of new equity and other forms of risk—capital, as
well as fixed—income securities. Moreover, liquid sec-
ondary markets reduce the price risk of any financial in-

vestment and, thus, reduce the premium demanded on
it, lowering the relative costs involved.arbitrageurs
and some other forms of professional activism:

These investors take advantage of differences between
prices of the same or similar financial instruments
quoted simultaneously in different markets. One of the
most lucrative arbitrage activities is that between de-
rivatives markets and the underlying cash market, by
which market operators correct excessive differences in
prices of the same instrument, for example the cash
market index and a futures contract on the same index. -

.

This activity is under normal circumstances risk free,
but demands the use of advanced technology and man-
agement skills. Hence, banks and securities houses are
normally the only market participants. It increases the
efficiency of financial markets, since it assures uni-
formity of prices, integration of different financial
centres and adds liquidity to markets.

5. INEFFICIENCIES IN MARKET STRUC-
TURE AND REGULATION

5.1 Lack of sufficiently large and efficient financial
markets

The overall situation shows relatively well developed and
complete financial market structures within the EU. How-
ever, very often these markets are relatively small, and thus
not operational. This applies for example to many stock
markets (particularly in the Southern and smaller countries)
and several bond markets. Also the banking system is, al-
though in every country present with a full range of core
banking business, of very different quality and, particularly
in the smaller countries, highly concentrated.

Overall, as compared to other large capital markets, such as
the US, all European capital markets lack some size advan-
tages and a certain degree of deepness and sophistication.

The findings show a wide spread of available instruments,
markets, and institutions among the EU countries. Disad-
vantages in one sector are normally not compensated for by
other advantages. Particularly in several countries, such as
Greece or Portugal, a relatively inefficient banking sector is
aggravated by the lack of alternatives for company finance
on the capital markets.

Ithas to be assumed that in all countries a further integration
of financial markets would benefit the efficiency of the fi-
nancial system. And particularly in those countries with a
cumulation of disadvantageous financial markets’ struc-
tures, even the development of the domestic f1nanc1al
market should exhibit high efficiency returns.

Cross—border capital movements and cross—border provi-
sion of financial services are the basic instruments to en-
hance the efficiency on European capital markets by creat-
ing one large market. Several factors, indicated below,
hinder the European capital markets however in fully reap-
ing the benefit of its potentially combined volume, degree
of development, and intensity of competition.

5.2 Financial markets and accounting standards

Financial statements are one of the most important tools
that enable investors to assess the economic performance of
companies, and accounting standards are the basis upon
which financial statements are prepared. When accounting
standards vary from country to country, it becomes difficult
and more expensive to assess the comparative value and
performance of enterprises.

The harmonisation of accounting standards thus contrib-
utes significantly to the integration of financial markets.
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The EU’s accounting directives!8 provide the basis for the
mutual recognition of company accounts for the purpose of
obtaining listings on the Community’s principal stock
markets and help to enhance financial transparency for the
more efficient functioning of the financial markets.

The Community securities Directives, however, do not pre-
vent stock exchanges in the EU from requiring or permit-
ting the presentation of accounts for companies seeking a
listing to follow standards other than those resulting from
the accounting directives, including US General Accepted
Accounting Standards. Moreover, compared to the US, en-
forcement of financial reporting standards in Europe is not
as strong as it could be.

At the international level, the exponential development of
financial markets and their globalisation has resulted in an
increased demand for highly developed accounting in-
formation. This led to the International Organisation of
Securities Commissions (IOSCO) and the International
Accounting Standards Committee (IASC) agreeing to es-
tablish a core set of accounting standards which would sat-
isfy the information needs of the most sophisticated secu-
rities markets, by 1998.

Increasingly European companies are finding that they can
only meet their capital requirement by requesting listings
on international financial markets outside Europe. Such
companies are at a disadvantage if they are obliged to pre-
pare two sets of accounts, one to satisfy European require-
ments and the other to meet the requirements of specific fi-
nancial markets or IAS. In order to avoid this drawback, the
European Commission adopted Accounting Harmonisa-
tion: a New Strategy vis—a—vis International Harmonisa-
tion (COM 95 (508)) in 1995, with the basic objective of
associating the EU with the joint IASC-IOSCO project.
The Commission is committed to ensuring that IAS are
compatible with the accounting directives, first by ensuring
a more influential expression of the European view in the
IASC and secondly, if necessary, by proposing changes to
the Directives.

Financial informationis only of use in so far as itis credible.
To have confidence in financial information, financial
markets must have assurance about the bases on which the
information has been prepared. Therefore it is necessary
for financial statements to be audited by qualified pro-
fessionals in accordance with generally accepted auditing
standards. There is not yet an agreement in the EU on a
common set of standards for auditors. An important step

18 Fourth Council Directive (78/660/EEC) of 25 July 1978 on the annual accounts of cer-
tain types of companies, O.J. No. L 222 of 14.8.78; Seventh Council Directive
(83/349/EEC) of 13 June 1983 on consolidated accounts, O.J. No. L 193 of 18.7.83.

towards improving audit quality will be the adoption by the
Commission later this year of a specific Communication on
statutory auditing, which follows on from the 1996 Green
Paper and Conference on *“the role, the position and the lia-
bility of the statutory auditor within the European Union” .

5.3 Information and Rating Agencies

One of the main conditions for an efficient capital market is
the availability of information to investors and savers!®,
Equally, one of the remaining obstacles to an effective in-
tegration of European financial markets and thus to access
of EU companies to cross—border financing is the given
lack of information among investors about capital markets
and borrowers other than the respective home market.

One of the necessary devices to spread information particu-
larly in the securities market sector are rating agencies.
Ratings on the European capital markets so far play mainly
a role on markets for debt instruments (bonds; money
market papers, medium-term notes), mainly for financial
institutions and supranationals.

The market in this segment is very developed in the US, and
rather weak in Europe. However, also in Europe it is domi-
nated by the two large US agencies, Standard & Poors
(owned by McGraw-Hill) and Moody’s (owned by Dun &
Bradstreet Corp.). These two companies form an oligopol-
istic market, each protected by the US Securities Exchange
Commission (SEC) recognition as “nationally recognized
statistical rating organization” (NRSRO).

The exclusive status of these two rating agencies give them
a very unique power in the pricing of financial markets, in-
cluding the interest levels in the different national markets
(by rating changes for the respective sovereign debt in the
country, recent example: downgrading of Sweden). How-
ever it seems that the SEC increasingly imposes rules on the
business behaviour of such NRSRO’s, thus partly depriving
them from their independence. This trend might eventually
lead to a situation where US regulatory authorities have a
decisive say on the international financial markets’ pricing
behaviour and thus interest rates.

Market entry barriers for newcomers on the rating agency
market are considerable, as it is difficult to convince poten-

19 Seealso : Gordon ,Roger, Bovenberg A. L.; Why is capital so immobile international-

ly ? Possible Explanations and implications for capital income taxation; in: American
Economic Review, December 1996, Vol. 86(5), p. 1057 ff.
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the form of explicit limits, which tend to penalize equities
and any other form of risk capital investment and to favour
fixed—income securities. One specific set of restrictions on
investment abroad by insurance companies is given below.

Initially, these regulations were introduced many years ago,
firstly, since fixed—income securities were a less risky asset
as compared to equity holdings and, thus, as a way of reduc-
ing the volatility in the institutional investors’ portfolios re-
turns and assuring their financial stability.

Secondly, as an indirect way of placing the ever increasing
amounts of public debt issues to fund persistent deficits in a
sure, easier and less costly way. This has been typically the
case in continental European countries, which have used
these kind of limits extensively. On the contrary, Anglo—
Saxon economies have tended to implement the so—called
”prudent-man” rule by which institutional investors decide
freely the mix of their portfolios, subject only to some gen-
eral principles based on prudence, such as diversification of
instruments and risks, no excessive concentration in one
single issuer, etc. ...

This major difference in regulatory structures as regards the
freedom of institutional investors to invest their funds has
had an important impact in their portfolio mix. Insurance
companies and pension funds in continental Europe tend to
be heavily invested in fixed—income securities while their
Anglo—Saxon counterparts are in equities, based on the un-
derstanding that, from a long—term perspective, returns in
equities are higher than in fixed—income securities (as has
been proved frequently in various studies) and provide a
better protection against inflation.

Specifically, there are four major restrictions usually im-
posed on institutional investors as regards their freedom to
invest:

1. restrictions on equity holdings: the regulatory reason-
ing behind this being that equities are riskier assets and
their returns present a higher degree of volatility than
fixed—income securities, whichis true in the short term

2. restrictions on controlling-stake equity holdings:
the regulatory reasoning behind this being that the pur-
pose of institutional investors investment decisions
should be exclusively based on a portfolio strategy and
not in getting involved in corporate governance of the
undertakings where their funds are invested.

3. restrictions on asingle issuer: the reasoning being that
the institutional investor portfolio should be invested
in a wide variety of issuers and undertakings to reduce
the impact that a bankruptcy of any of them could have
on its financial stability.

4. restrictions on foreign (currency) holdings: the rea-
soning being that the currency risk of any portfoliois a
specific risk against which any institutional investor
should be covered.

TABLE 22 : Regulations on investment abroad by insurance
companies (Ceilings on investment in foreign assets
or assets denominated in foreign currency)

B "Technical reserves : to be located in Belgium.
DK None.
D Up to 5% of the premium reserve stock and 20% of the re- )

maminé restricted assets. In addition, specific ceilings range
from 5% to 20% depending on the foreign assets concemed.

EL EC legislation applies.

E None vis-a-vis OECD countries. Documents of title to capital
assets to be located in Spain.

F None vis-a-vis OECD countries. Documents of title to capital
assets must normally be located in France.

IRL None.

I EC legislation applies.

L Technical reserves : up to 10% in securities of other OECD
countries.

NL None.

A Technical reserves for contracts denominated in Austrian
currency : located in Austria.

P Assets to be located in EC countries.

FIN Technical reserves : Finnish real estate, securities, or assets

guaranteed by residents.

S Technical reserves : no more than 20% (unless to cover liabil-
ities in the same currency), to be localized in Sweden.

UK None.

Source : OECD ‘

Restrictions on equity holdings partly overlook the fact that
institutional investors, specially pension funds, have a long
term perspective because their liabilities come due, nor-
mally, many years ahead and, thus, short term volatility of
equity holdings are not relevant for their long term invest-
ment strategies. Furthermore, past evidence shows that
particularly equity holdings allow institutional investors to
hedge against the inflation risk associated to a much higher
degree with fixed—income securities or loans.

Restrictions on foreign holdings are in contrast to modern
portfolio theory2>, which defends and demonstrates empi-
rically that diversification is a much better and more power-
ful way of reducing currency risk than any kind of alterna-
tive regulation based on specific limits on foreign currency

25 Of which the major exponents are the recent Nobel prize winners, Markowitz, Sharpe

and Miller.
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Community (EUR-15)

5.11 The Ecofin Council has an in depth exchange of views on employment
issues, based on the Commission's proposal for guidelines for Member States
employment policies 1998.

The Commission adopts a communication on a package to tackle harmful tax
competition in the European Union. The main components of the package are
a code of conduct for business taxation and measures to eliminate distortions
to the taxation of capital income.

12.11 The Commission adopts a communication on the possibility of a re-
duced VAT rate on labour intense services for an experimental period and on
an optional basis.

17.11 The Ecofin Council notes that circulation of euro notes and coins shall
begin on 1 January 2002.

An extraordinary Ecofin/Labour and Social Affairs Joint Council meeting ap-
proves the draft 1997 Joint Employment Report.

18.11 The Commission endorses general orientations for a review of the ap-
plication of state aide rules to measures relating to the direct taxation of com-
panies.

20./21.11 The extraordinary European Council arrives at a political agree-
ment on the guidelines for Member States employment policies 1998. The
guidelines centre on improving employability, developing entrepreneurship,
encouraging adaptability and strengthening equal opportunities.

Belgium (B)

None.

Denmark (DK)

None.

Germany (D)

6.11 The Cabinet approves a draft bill reforming stock company law. The new
regulations aim at improving control over and transparency of companies,
giving more powers and duties to the Supervisory Board (Aufsichtsrat).

Greece (GR)

12,11 Presentation of the 1998 Budget to Parliament; it provides for the reduc-
tion of the central government deficit from 6.2% of GDP in 1997 to 4.4% of
GDP in 1998. The general government deficit is projected to be 2.4% of GDP
in 1998 from 4.2% of GDP in 1997. Nominal GDP is projected torise by 8.4%
in 1998 and inflation to be 2.5% at year—end or 3.7% on average.

Spain (E)

28.11 The central and regional governments reach an agreement on the new
territorial health financing system for the period 1998-2001. Under this
agreement, the budgeted expenditure for the whole health system will be in-
creased in 1998 by ESP 316 billion to ESP 3 769 billion.

France (F)

19.11 The government adopts the Supplementary Finance Bill for 1997,
which presents the final projections for the 1997 budget. The State budget
deficit for 1997 is now projected to stand at FRF 270.7 bn (3.35% of GDP)

Principal economic policy measures — November 1997

compared with an initial objective of FRF 284.8 bn (3.45% of GDP). Accord-
ing to the government, this good performance will make it possible to achieve
the 3.1% of GDP target for the 1997 general government deficit.

Ireland (IRL)

None.

Italy (I)
21.11 The Italian Senate approves the Budget Law for 1998.

Luxembourg (L)

14.11 Government approves an investment package amounting to LUF 121
billion for the period 1997-2001.

Netherlands (NL)

28.11 Government introduces an urban toll from 2001.

Austria (A)

5.11 The Parliament approves the reform of the public officials’ pension sys-
tem. The reform aims at an alignment of the officials’ pension system with pri-
vate sector systems, including the introduction of a calculation period for pen-
sion assessment.

6.11 In order to implement the 1998 budget proposal, the Parliament adopts
various changes to regulations concerning public prices, which are intended
to increase government revenues by 1 % of GDP in 1998.

7.11 The Parliament approves a reform of various Social Insurance Laws,
centred on the inclusion of disincentives for early retirement, the extension of
the number of insured beneficiaries and an increase in the upper limit for so-
cial security contributions.

Portugal (P)

18.11 Social security pensions increase by 4% on average from 1 December
1997; the pensioners with the lowest pensions receive the largest increase.

18.11 The Bank of Portugal lowers the repo rate by 20 basis points to 5.3%.

Finland (SF)

26.11 The central organisations of employers and employees reach agree-
ment on a comprehensive wage settlement, which will increase wages by
2.5% on average in 1998 and by 1.6% in 1999. If the settlement is implem-
ented in actual branch-level agreements by 11 December, the government
will ease the taxation of earned income: employees’ sickness insurance con-
tribution down by 0.4 of a percentage point in 1998 and further in 1999. In
1999, also the tax—exempt part of earned income in local taxation will be in-
creased, and the income tax rates reduced hy 0.5 of a percentage point except
in the highest income bracket.

Sweden (S)

None.

United Kingdom (UK)

6.11 The Bank of England raises official interest rates to 7Y% from 7% with
immediate effect.
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