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Casual readings of banks’ annual reports reveals the importance of a series of  corporate financial

goals, such as Return on Equity (ROE), risk-adjusted return on capital (RAROC), Economic

Profit (EP), growth in Earnings-per-Share (EPS), or cost/income ratio.  As all the above measures

of performances are based on short-term results, one wonders about the importance of longer

term financial goals. Clearly, a balance has to be found between short- and long-term corporate

goals.

Moreover, financial analysts seem to follow  a pendulum, switching from praise for focused

institutions to compliment for diversified financial services group. One certainly remembers that

Derek Wanless and the management of National Westminster Bank were severely criticized for

their efforts to venture into insurance with the (failed) takeover attempt of Legal &  G eneral.

Recently, both Citigroup and BNP-Paribas have been praised for having a well diversified source

of revenue from commercial banking, investment banking, and insurance activities. Focus versus

diversification is a second strategic issue. 

The purpose of this paper is to argue  for a ‘balanced view’ , a need to define both short- and

long-term financial goals, and to ensure an acceptable degree of diversification. As philosophers

would say: in medio virtus.

The paper is structured into two parts. In the first part, we review the fundamental drivers of

share price, economic profit and growth, and discuss the case of the British bank Lloyds TSB

over a twenty-year period, 1983-2004. It highlights the need for a balanced approach between

short-term performances and long- term growth.  In the second section, we review the theoretical

benefits of diversification, and present some data on international credit risk diversification. A

conclusion follows.
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Market imperfections, such as a lack of competition or externalities, may demand1

public interventions.

Sectio n  O n e: RO E, RARO C, Eco n o m ic P r o f it,  Efficien cy   r a tio , Gr o w th  a n d

V a lu e: Th e Ca s e o f  Llo y d s  TSB

Over the last twenty years, shareholder value-based management has acquired an almost

universal appeal. As the market for corporate control has facilitated takeovers and as institutional

shareholders exercise pressure on management, the focus on value creation for the owners of the

firm has increased considerably.  Relying on results from welfare economics, M. Jensen (2001)

has argued convincingly that, in a competitive economy,  this single corporate objective function

will  increase public welfare. Enlightened value maximization, identical to enlightened1

stakeholder theory, specifies long-term value maximization as the firm’s objective, while

focusing attention on meeting demands of all important corporate constituencies, such as

employees, clients, suppliers and local authorities.

Value-based metrics of bank performance

Shareholder-based measures of performance include the Return on Equity (ROE), Risk-adjusted

Return on Capital (RAROC), growth  in earnings-per-share (EPS), and Economic Profit (EP).

According to mainstream finance, and common sense,  value is created whenever the return on

funds invested by shareholders exceeds the opportunity investment return available to them. The

opportunity cost of equity is estimated by the current risk-free bond rate plus a risk premium of

around 4-5% for commercial banks in OECD countries. To make this performance objective

operational, profit centers, now called value centers, are created. They include business units,

such as corporate banking or retail branches, large customer relations, or specific products. Profit

and equity are allocated to each business unit, so that a risk-adjusted return on capital, RAROC,
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On value creation in banking, see Dermine and Bissada (2002). On pitfalls with value2

centers in banking , see Dermine (2004).

The measure is not perfect as it includes both a cost and an income variable.3

Economic-based measures of cost efficiency, such as Data Envelopment Analysis (DEA),  are

superior measures of operational efficiency (Canhoto and Dermine, 2003).

can be calculated:

In essence, the effort is to divide a complex financial institution into a set of small firms, each

with its own P&L and balance sheet. Value creation can thus be evaluated at the level of each

value center, by comparing the RAROC of a department to the relevant cost of equity. Finally,

since the RAROC measure is a percentage measure, which does not take into account the size

of operations, a new measure is increasingly being used and reported in annual reports, the

economic profit (EP). It is defined as the difference between the net income allocated to a

department and a cost of allocated equity.

Economic Profit (E)  = Allocated Net Income - (Allocated Equity x Cost of Equity)

This measure, which  uses the same information as RAROC (allocated income and allocated

equity) is a superior measure of performance, as it is an absolute  measure of value creation

(millions of i, £, $) which takes into account the size of operations. Along with the above2

measures of shareholder value creation is the efficiency or cost/income ratio. This ratio  attempts

to focus on a specific source of value creation, the control of operating expenses. Defined as

operating expenses over gross income, it has become a standard yardstick of cost control.3

However, if these performance measures are useful indicators of value creation, one should be
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wary of not sacrificing long-term growth to the benefit of short-term profitability, or, in other

words, surrendering to shortermism. Indeed, simple dividend-based model of share prices can

show (see Appendix One) that the capitalized value of  shares is equal to the value of current

equity plus the present value of future economic profits. 

M ark et Value of Shares = Equity + D iscounted Value of Future Economic Profits.

Value-based management should thus achieve the maximization of both short-term and long-

term economic profits. A balance (in medio virtus) has to be found between short- and long-term

objectives. To illustrate the difficulty of finding a delicate balance, we focus on the case of the

British bank, Lloyds TSB, long heralded as the champion of value creation (McTagart et al.,

1994, pp. 37-39 ; Pitman, 2003). 

The Case of Lloyds-TSB (1983-2004)

In 1983,  Brian Pitman became Chief Executive of Lloyds Bank, Sir Jeremy Morse being

Chairman of the Board.  At a board meeting held in 1983, the members went into a philosophical

discussion as to what the relevant corporate objective should be. They finally agreed that the

company had to earn a return in excess of the cost of equity, and that the single objective would

be: To double the share price every three years (Bose and Morgan, 1998). At the time,  the Return

on Equity was 12%, when the interest rate on gilt securities was 10%. The ROE was clearly

falling short of any measure of the cost of equity, and it was no surprise that the shares of Lloyds

TSB were trading at below net asset value. 

In the first annual report published under the leadership of Brian Pitman in 1983, appeared the

following comments:

! We are committed to the idea that our function is to create shareholder value .

! The key-issue for management is : What collection of divestments, acquisitions and
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In a meeting with the author, Sir Brian explained that the attempt to take over4

Standard Chartered Bank was, in fact, aligned with the strategy of being one of the four

leading firms in any market which Lloyds Bank would chose to enter.

reallocations of capital is necessary to change our return on equity, market value, access

to capital and ability to sustain an appropriate growth ? .

! A bank's strategy has to start with its customers. A company can only build value for its

shareholders if it can create value for  its customers.

Although, shareholder value management is now common practice, in those days, it was fairly

new thinking, with recommendations of asset disposals,  and corporate objectives that seem to

have been copied, word for word, from standard corporate finance textbooks.

Many of the significant decisions taken by the management of Lloyds Bank since 1983 are

reported in Table One. Comments will be offered on some of these decisions. The first was, in

fact, a decision of no-action. At the time of Big Bang in 1985, the deregulation of the stock

markets in London, Lloyds TSB decided against buying a specialist broker-jobber house, on the

ground that they were too expensive. Lloyds Bank was among the very few not to join the herd

of European and American banks which paid very high prices to enter this market. To be fair, the

second action is a bit outside the strategy. In 1986, Lloyds TSB attempted to take over Standard

Chartered Bank, an institution with significant market shares in various countries of Asia and

Africa.  This failed, as the wealthy Singaporean Tan Sri Khoo Teck Puat, a white knight, came4

to the rescue of the bank, with the purchase of a 37% equity stake. The following steps are in line

with the strategy announced in 1983. An early move into life insurance with the purchase of

Abbey Life in 1988, a move of retail headquarters from expensive London to Bristol in 1990,

and a long series of divestments in Canada and USA, Portugal, Bahrain, China, Singapore, Korea

and Taiwan. In 1992, performance-related pay was introduced in the bank. There then followed

the start of a series of efforts to acquire domestic financial institutions. A bid to take over the

Midland Bank was
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Table One : LloydsTSB Strategy, 1983-2004 

1985 (Big Bang) : Did not buy a broker-jobber house in London

1986 : Fail in attempt to takeover Standard Chartered

1988 : Merge with Abbey Life to create Lloyds Abbey Life

1990 : Move retail banking Headquarter from London to Bristol

1984- 1992 : withdraw form North-America, Portugal, Bahrain, Far  East (China,

Singapore, Korea, Taiwan)

1992 : Change pay structure

1992 : Conditional Bid for Midland (withdrawn)

1994 : Buy Cheltenham & Gloucester (C&G)

1995 : Merge with TSB

1996 : CEO: Peter Ellwood ; Chairman: Brian Pitman

          Close New York treasury operations.

1997 : Sell Corporate Banking Paris to Crédit Agricole

           Sell SMH (Germany) to UBS

1999 : Buy  Scottish Widows

2000 : Buy Chartered Trust

2001 : Brian Pitman retires

2002 : Competition Commission rules out a merger  with Abbey National

2003 : CEO: Eric Daniels

           sell Lloyds Brazil to HSBC + New Zealand operations to ANZ

2004 CFO Hampton is resigns ; discussion to sell the operations in Argentina.
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Midland was taken over by Hong Kong and Shanghai Bank (HSBC) in 1992.5

withdrawn for the fear that it would not be authorised by the British competition authorities.  A5

building society, Chetenham & Gloucester (C&G), was acquired in 1994, one year before the

successful merger with TSB (Salomon Brothers, 1995). So, after twelve years under the new

management team, had the objective of value creation been met ?  Figure One reports the

evolution of the share price of Lloyds vis-à -vis one of its competitor, Barclays Bank. The figures

reported are relative to the Footsie index:

                                      Figure One : Share price of Lloyds and Barclays

                                                      (relative to index)

Figure One is a textbook example of successful value-based management. From 1973 to 1983,

one sees both Barclays and Lloyds severely underperforming the index. A turnaround is evident

with the arrival of Brian Pitman in 1983, and the series of disposal of assets, domestic mergers,

and cost cutting. Barclays continues to underperform the index for a decade, while Lloyds stock

performance is brilliant. 
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Foreign asset disposal continued over the years: Corporate Banking Paris to Crédit Agricole in

1997, Lloyds Brazil to HSBC and New Zealand  operations to ANZ in 2003, and , in 2004, the

start of negotiations to sell the last piece of a 140-year presence in Latin America, the operations

in Argentina. Domestic acquisitions went into pension fund management with the acquisition

of Scottish Widows, and consumer finance with the purchase of Chartered Trust. Over a twenty-

year period, Lloyds TSB had refocused on the United Kingdom,  transforming itself into a

dominant financial services firm. The massive exit from foreign operations in emerging markets

(such as China and the countries of South East Asia) could, of course, raise questions about the

potential for future growth, and whether or not short-term ROE targets and shortermism were not

driving factors. However, year after year, Lloyds TSB was showing very high ROEs, and the

stock price was going up.

1993 1996 1999 2002ROE  = 21 % ROE  = 33 % ROE  = 29 % ROE  = 23 %

1994 1997 2000 2003ROE  = 24 % ROE  = 37 % ROE  = 28.4 % ROE  = 33 %

1995 1998 2001ROE  = 25 % ROE  = 31 % ROE  = 29.1 %

Table Two : Lloyds TBS ROE, 1993-2003

Figure Two:Lloyds TSB Share Price and Volume, 1993-2003
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This specific discussion addresses one of the issues allocated to Commission 26

“Competitive Strategies” of the SUERF Conference.

In 1999, the share price of Lloyds TSB reached a peak of £ 10. The stated single objective of

“doubling the share price every three years” appears to have been met.  However, this seems to

have been the end of the ‘golden’ years.  Since 1999, the price has fallen back to  £ 4.5, despite

a series of impressive ROEs. Although, the drop in share price could be due to the vagaries of

stock markets, one can tentatively explain the source of the decline. It all started when the market

became aware of the lack of an Internet strategy at the time of the ‘new economy’ wave. Then

came the end of the stock market bubble and  losses in the pension business. Finally, and more

significant, in light of the paper, was the decision of the British Competition Commission to rule

out any significant merger for the four largest clearing banks, who had achieved a market share

of 91% in liquidity management services to small&medium size enterprises, the SMEs

(Competition Commission, 2002). With the inability to realize  more cost cutting-driven

domestic acquisitions, the market started to wonder about the new sources of growth. If past

earnings growth was driven largely by capital gains on asset sales, cost cutting, and efficiency

gains, these had reached a limit, and the market was getting anxious about the sources of  future

earnings growth.

The tale of Lloyds Bank, which started as a fairy tale of value-based management, is ending on

a sour note as the market seems to be questioning the sources of future growth. It should serve

as an example of the need to balance short-term earnings objectives with long-term sources of

earnings growth: in medio virtus.

Interest rate level and Grow th6

A technical note on the sources of growth in banking concerns the current environment

characterized by low inflation, low interest rates, and low profitability on the payment business.
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Inelasticity can be explained by oligopolistic equilibrium models of the banking7

industry(Gual, 2004).

Indeed, the interest rate margins on deposits over the period 1980-2000 went down very

significantly in most European countries. This is reported in Table Three. In Spain, for example,

margins on savings deposits fell from 8.45 % in 1980 to 2.37% in 2000. A similar pattern

emerged in France, with margins on savings deposits falling from 5.3% to 0.92% over the same

period. The evolution of margins on deposits did not arrive as a surprise. Indeed, it was widely

anticipated that the arrival of a common European currency and an independent monetary policy,

designed on the model of the German Bundesbank, would bring down inflation expectations,

interest rates, and margins on deposits. The author, in an essay written two years before the

arrival of the Euro, stated: “ One can safely conclude that an objective of monetary stability and

low inflation pursued by an independent European Central Bank will reduce the source of

profitability on the deposit funding business” (Dermine, 1997). The effect is mechanical. Due

to the drop in market rates, the inelasticity or “stickiness” of deposit rates implies an automatic

reduction in interest margins.7

 However, if, as documented in Table Three, the impact of low inflation on the margin on

deposits  is quite significant in a large number of countries, two additional effects of a low

inflation environment might soften the impact of lower margins on deposits.

Insert Table Three

First, a low interest rate environment usually leads to much higher margin on personal loans

because of the relative inelasticity of interest rates on personal loans. In Spain, for instance, loan

rate stickiness raised the margin on consumer loans from 2.57% in 1980 to 4.67% in 2000.  In

Germany, margins on consumer loans appear to have increased from 4.32% in 1990 to 6.84%

in 2000.  A second positive impact of a low inflation environment is that the so-called ‘inflation

tax’ will be much smaller (Fisher-Modigliani, 1978; Dermine, 1985). A simple example will give

the intuition beyond the inflation tax. Consider a case with no inflation in which equity is
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invested in a 3 % coupon bond. After a thirty percent corporate tax rate is deducted, the revenue

is 2.1 % ((1-0.3) x 3%). The full profit can be paid as dividend as there is no need for retained

earnings and higher capital since there is no growth of assets. If because of a 10 % inflation rate,

the same equity is invested in a 13 % coupon bond, the profit after tax is only 9.1 % ((1-0.3) x

13%), a figure too small to finance a necessary equity growth of 10 %. No dividend can be paid

in this case, and equity holders have suffered from an ‘inflation-tax’. 

Therefore, the impact of a low inflation environment on the profitability of banks will depend

on the relative importance of reduced margins on deposits, higher profit on personal loans, and

on the significance of the ‘inflation-tax’.

In the next section, we review the strategy debate on focus versus diversification.

Section Two: F ocus  versus Diversification

The second main issue addressed in this strategy paper is the issue of focus versus

diversification. Traditional corporate finance theory states that no gains are to be expected from

diversification in a world with perfect information and complete markets. Shareholders,  holding

a diversified portfolio of shares, can achieve the same results, in essence, by mimicking a

diversified firm. Under this line of argument, cross-border mergers for reasons of diversification

would have no merit, as shareholders could buy the shares of banks from two countries.

Empirical evidence for the Unites States, consistent with this view, is that by DeLong (2001).

She attempts to distinguish between focused mergers (same geography and activity) and non-

focused-mergers (different geography and/or activity). She reports that focused mergers create,

on average, a gain of 3 % percent in the combined value of the target and the bidder, while non-

focused mergers destroy value. 

To justify the gains from financial diversification, one has to turn to some types of market
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imperfections. Four motivations for corporate risk management and diversification have been

advanced in the literature (e.g., Santomero, 1995 ;  Froot and Stein, 1998, Dermine, 2004):

managerial self-interest, non-linearity of taxes, cost of financial distress, and capital market

imperfections. These are discussed briefly.

First, managerial self-interest refers to the fact that managers, having a significant fraction of

their permanent income attached to the firm, cannot diversify risks adequately. Managers’ risk

aversion will lead to risk mitigation. Second, the non-linearity of taxes means that losses may not

be fully tax-deductible, or that large profits could be taxed at a higher rate. In this case, a

reduction of profit variance leads to a reduction of expected tax payments.  Third, the cost of

financial distress refers to the loss of value due to a state of distress. In banking, this could imply

a loss of clientele or a loss of a profitable banking license (the ‘charter value’). Fourth, costs may

arise from capital market imperfections. Because of asymmetric information, banks may find it

costly to raise external funds. In such a context, losses could lead to a lower equity level, and

missed profitable investment opportunities. Stabilization of profit can reduce the call for

expensive external finance, and lead to the realization of profitable investments. An alternative

explanation for the resources spent on risk control is linked to reputational risk. Because of

opacity, investors cannot evaluate whether a reported loss is due to bad luck or to inferior

management quality. In this context, stabilization of profit prevents a loss of value. So, even in

the absence of bank regulation, there are several economic motivations for the control of risks

and diversification in a bank.

The mathematics of financial diversification have been well understood since  Markowitz (1959).

An elegant expression of risk states that the standard deviation of total income is equal to the sum

of individual risk, each of them weighted by the correlation between that risk and that of the
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Proof available in Appendix II.8

entire firm. Consider a bank present in three markets (say, three countries: Finland, Norway and8

ASweden) with respective assets A in Finland, B in Norway, and C in Sweden, with F  = standard

A A,Pdeviation of return R  on asset A  (B, C), D  being the correlation between return on A (B,C)

Pand the total bank,  then the volatility, or riskiness, of total income, F  , is equal to :

P A A,P B B,P C C,PF  = [A x F  x D ] + [B x F  x D  ] + [C x F  x D ]

The relationship indicates intuitively that, unless activities are highly correlated with the entire

bank (correlation close to one), the sum of the risks is going to be less than the sum of individual

risks. As a consequence, ceteris paribus, engaging in activities that are not highly correlated can

bring about a reduction of volatility of income. Real economic benefits follow from stability of

income since, as discussed above, market imperfections and opacity can raise the cost of external

finance.

The expected gains from diversification across countries or activities will only materialize if

correlations across sources of income are not too high. This becomes an empirical issue. Boyd

and Runkle (1993) and Hughes, Lang, Mester and Moon (1999)  report that large banks, able to

diversify credit risks across many states, exhibit a lower variance of profit in the United States.

Other studies (Santomero and Chung, 1992 ; Boyd, Graham and Hewitt, 1993)), simulating a

merger between banks and insurance companies, come to similar conclusions (a quite obvious

result, since low correlation can only lead to more stable profits). Simulation results indicating

the benefits of diversification  must be viewed with caution for two reasons. First, there is an

implicit assumption that the combined firm can be managed as efficiently as the separate firms.

Second, as emphasized in an empirical study by Boyd and Runkle (1993),  lower volatility of

asset return is often combined with a lower equity base (higher leverage) so that the probability

of default of large diversified institutions appears to be as high as that of smaller, less diversified

but less leveraged, firms. At the international level, Berger et al. (2000) report very low
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correlations of the aggregate ROE of banking systems of the various European countries.  Dahl

and Logan (2002) analyze the overdue international claims of 28 UK-owned banks over the

period 1987-2000. They report a significant gain from international diversification of credit risk

exposure.  Acharya, Hasan, and Saunders (2002), however, express caution in a detailed analysis

of credit losses in Italy over the period 1993-1999 that the benefits of diversification might be

lost with lack of expertise. Amihud, Delong and Saunders (2002) see no impact on the volatility

of stock returns either before or after a cross-border merger.

A word of caution should be expressed here, concerning studies that focus on correlation and

volatility of losses. As credit risk distribution is known to be highly skewed (many states of the

world with fairly few loan losses, and few states of the world with periods of significant

recession and substantial losses), it might be better to analyze the impact of diversification at

times of deep recession. A standard approach in the management of trading risk is to simulate

the impact of a large shock (stress scenario) on a portfolio. In Table Four, we report the

provisions on loan losses (an imperfect estimate of loan losses) of the banking systems of several

countries over the recession period 1988-1992. To study the potential benefits of diversification,

we simulate the average loss on a GNP-weighted diversified loan portfolio. In the case of the

United Kingdom, which experienced severe loan losses during that period (2.13% in 1992), one

can observe that an internationallydiversified bank would, ceteris paribus, reduce the loan losses

by thirty-seven percent (1.35% in 1992). Note that this is only a simulation. Part of the

diversification benefit could disappear if credit management quality were to worsen in a large

international organization.

Insert Table Four

Diversification at LloydsTSB, the 1992 Stress Test Case

In the first section of the paper, we presented the strategy of Lloyds Bank over the period 1983-

2000. Through a long series of sales of foreign assets, and purchase of domestic financial

institutions, Lloyds TSB has created an efficient financial firm in the United Kingdom. In 1995,
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Sir Brian stated :

" By concentrating on fewer markets, we can simplify our business and reduce our overheads.

Diversity carries with it complexity, and complexity creates cost, slippage and delay. Today's

world is too competitive for us to handicap our people with extra costs, extra procedures and

slippage in communication and execution. Even more important, today's rate of change is too fast

for us to tolerate the delays in decision making caused by having excessively complicated 

businesses. A sharper focus achieves better performance." Sir Brian Pitman, 1995. 

Given the prospects for demographics and economic growth in Western Europe, however,

questions were raised about the growth potential, in particular when the Competition

Commission will not allow additional mergers of significant size to take place. In the context of

the above discussion, a second question must be raised about the strategy of Lloyds TSB, that of

a lack of financial diversification, when risks are concentrated in one market. Again, the year

1992 provides a useful testing ground as it was the worst economic recession since World War

II.  Comparative data for British banks are presented in Table Five. An analysis of the profits of

Lloyds TSB follows.

1992 RESULTS (£m) BARCLAYS NATWEST LLOYDS

Total Assets 149,118 143,216 61,004

PreTax Profit - 242 405 801

MV / BV 0.87 0.95 1.81

Provisions for

Bad Debt

2,554 1,903 736

Table Five: Profitability of Barclays, NatWest, and Lloyds in 1992

1. MV/BV = market value of shares divided by equity book value

Table Five indicates first that, due to asset disposals, the balance sheet of Lloyds TSB, for the
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financial year 1992,  has been reduced substantially, in relation to those of its competitors. Also,

while Barclays was severely affected by the recession, and  both Barclays and NatWest equity

were trading below net asset value, Lloyds Bank managed to have a market-to-book value ratio

of 1.8, and an ROE of 16 % during that recession period. If, at first glance, one could suspect a

superior ability to control credit risk, this can be ruled out, as provisions for bad debt at Lloyds

are more or less proportional to asset size. So, where was the profit coming from at a time of the

worst recession since World War II ? A careful reading of the 1992 Annual Report reveals that,

indeed, UK retail banking at Lloyds was severely affected, making virtually no profit. Two main

contributors to  income were Lloyds Abbey Life (£298m) and Problem Country debt (£193m).

The income on country debt came from a release of provisions, as the value of Brady bonds

(LDC debt converted into bonds collaterized by zero-coupon US Treasury securities) were

trading at a value substantially higher than previously provisioned Latin American loans. This

is a perfect illustration of the benefits of diversification at work !  The sources of diversification

came from life insurance and exposure to country debt. We leave it to the reader to decide as to

whether the exposure to LDC debt was a strategic choice, or a pure historical legacy dating from

the early 1980s when Lloyds was an active lender to countries of South America.

If focus may facilitate management attention and a better understanding of risks, it appears again

that diversification can bring benefits at times of severe recession, and that a balanced firm must

mix management focus with a healthy degree of diversification of income,  in medio virtus.

The Choice of Corporate Structure: Societas Europeae ?

Finally, to reap fully the benefits of cross-border banking, banks should be able to put in place

an appropriate corporate structure. In theory, the European legislation with a single banking

license would allow banks to operate with one corporate structure and branches in several

countries. This would not only minimize the regulatory costs of having to comply with various

regulators, but it would also avoid VAT payment on services provided by shared-services
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In both cases, we were able to meet the general counsel, the tax and compliance9

directors, and executive directors in charge of the corporate structure.

subsidiaries. However, the reality is that most of the large cross-border banks, such as the

Scandinavian Nordea, the Dutch ING, and the German HypoVereinsbank (HVB) operate abroad

with subsidiaries (Dermine, 2003) .

Interviews conducted at ING Group and Nordea AB help to understand the choice of corporate

structure.   Both banks express the view that, in effect, a single corporate entity would facilitate9

the exploitation of economies of scale. This is why, at Nordea AB, for instance, the asset

management and securities business are put into cross-border structures with branches.  The

motivation to keep a subsidiary structure for banks is driven by eight arguments. The first four

are of a temporary nature, likely to disappear overtime. The others are more permanent.

A first argument in favor of the subsidiary structure at the time of the merger is to keep ‘business

as usual’ and not to change the brand. This has a short-term timespan as both banking groups,

Nordea and ING,  are busy building their own brands.  A second argument is that of reassurance

of the local management that key-functions will not be transferred. The reassurance of

shareholders, in order to get their approval,  is the third argument. MeritaNordbanken started with

a dual listing in Stockholm and Helsinki. A dual structure reassures shareholders, as it gives both

flexibility and continuity. The fourth argument is that of the need to reassure nations that they

keep their bank. When acquiring the Norwegian Christiania Bank, Nordea stated that it would

continue to operate as a legal entity.  A fifth, and major argument concerns corporate tax.  From

an international corporate tax point of view, a subsidiary structure is often more flexible than a

branch structure. That is, in case of future group restructuring, start-up losses are more easily

preserved and taxable capital gains are more easily avoided in a subsidiary structure. Moreover,

the conversion of a subsidiary into a branch could create a corporate tax liability. The sixth

(surprising) argument is deposit insurance. One should be reminded that the deposit insurer of

a subsidiary is the one in the host country, just as the insurer of a branch is the one in the home
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 Nordbanken and Merita merged in 1997 to create MeritaNordbanken. In March10

2000, this group merged with Unidanmark. In October 2000, the Norwegian Government

Bank Investment Fund decided to sell its shares in Christiania Bank og Kreditkasse to

state. Moreover, in many countries, deposit insurance premiums are levied until the deposit

insurance funds reach a certain level. After that, the premium is much reduced. If Nordea AB,

based in Sweden, transformed its Norwegian subsidiary into a branch of its Swedish bank, it

would have to contribute extra deposit insurance premiums to the home country Swedish deposit

insurance fund in charge of protecting a larger pool of Swedish and Norwegian deposits.

Apparently, the bank would not be able to collect the premiums paid to the Norwegian insurance

fund. The seventh argument for a subsidiary structure is ring-fencing (protection form risk-

shifting) and the ability to do a separate listing. Finally, the eight argument put forward in favour

of a subsidiary structure is the ease with which to sell a business unit.

Of the eight arguments advanced to explain the choice of a subsidiary structure, four appear

temporary (protection of the original brand, management trust, nationalistic feelings, and

shareholder approval), two are due to the incomplete process of European integration (corporate

tax and deposit insurance), but the last  arguments are permanent features of business

(asymmetric information and risk shifting, listing, and flexibility). Two conclusions come out

of this  analysis of the factors governing the corporate structure. First, there are clear indications

that much more work needs to be done on the corporate tax side to facilitate the creation of a

European tax group bywayof a branch structure. Second, the analysis indicates that the corporate

structure of European banks is very unlikely to meet the single entity with branches textbook

case, but will involve a web of branches and subsidiaries.

Nordea is an interesting test case. Nordea AB is the result of the merger of four leading banks

in Finland (Merita), Sweden (Nordbanken), Denmark (Unidanmark) and Norway (Christiania

Bank).  The group holds significant bank market shares in Nordic countries: 40 percent of10



19

MeritaNordbanken.

OJ 2001. The directive should come into force late 2004.11

banking assets in Finland, 25 per cent in Denmark, 20 per cent in Sweden, and 15 percent in

Norway.  Until March 2004, a listed holding company, Nordea AB, based in Stockholm, was

the owner of banking subsidiaries operating in Scandinavia.

Very recently, Nordea AB  announced its plan to move to a single corporate structure with the

use of the Council Regulation on the Statute of a European Company  (”Societas Europeae”)11

The stated advantages are: regulation, book keeping, transparency, legal transactions, relations

with rating agencies. In March 2004, the holding company in Sweden has received a banking

licence. Progressively, the banking entities of the various countries will be housed into one single

corporate bank entity, incorporated in Sweden. However, the corporate restructuring process is

not easy. For instance, Finland has to change its law, as the financial contribution from branches

are not the same as those of subsidiaries for the financing of bank supervision. Morever, as stated

above, the deposit insurance is proving difficult. Mr Schultze, member of the Group executive

Management, announced in June 2004 :“Nordea will apply to Internal Market Commissioner

Frits Bolkenstein for a “grandfather clause” for the 1994 Directive to exempt Ses formed by the

merger of existing banks in different countries from the home country requirement for deposit

guarantees and thereby simply continue in local schemes” (Nordea, 2004). It is not yet clear what

the response of the EU Commissioner will be, but this would take us back to the situation before

the 1994 Deposit Guarantee Directive. Its ‘home country’ format was to ensure a matching of

responsibility and accountability between bank supervisors and deposit insurers. If Swedish

supervisors have the home country control task of supervising the  whole Scandinavian group

Nordea, while deposit insurers of various countries are in charge of insuring local deposits, the

matching of supervision and regulation would again be lost (Baltensperger and Dermine, 1987).
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Conclusions

The purpose of the paper has been to discuss two issues in bank strategy : the trade-off between

short- and long-term value creation, and the issue of  focus versus diversification. The case of

Lloyds TSB helps us to understand that value-based management has been quite successful for

a large number of years, but that focus on cost-cutting and banking into one country can lead to

problem of future growth. A balance must be found between keeping growth opportunities and

short term profit. Secondly, we have reviewed the various arguments for control of risk and

diversification  in banking. If focus can facilitate management attention and speed of response,

diversification of income can be particularly welcome, particularly at the time of a strong

recession. A simulation of credit portfolios diversification during the deep recession of 1992

shows that international diversification of credit risk across Europe would have helped banks

from the United Kingdom or Sweden.  The case of Lloyds TSB in 1992 reveals that the bank was

greatly helped in 1992 by the holding of international Brady bonds, but also by domestic

diversification into non-bank activities, namely life insurance. Finally, a call is made to European

authorities to facilitate the creation of a single corporate entity, the Societas Europeae.  Whether

one looks at the trade off between short- and long-term corporate objectives, and focus versus

diversification, the in medio virtus rule is to be highly recommended.
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Table Three : Intermediation Margin (%) 1980-2000

Belgium 1980 1985 1990 1995 2000

Treasury-Bill 14.4 10.7 10.4 5.36 3.34

Margin on Savings

Deposits

9.4 5.7 4.9 0.72 0.75

Margin on Consumer

Loans

6.92 3.63

Retail Intermediation

Margin

7.64 4.38

Margin on Corporate Loan 0.8 1.04 1.05 1.15 1.14

Netherlands 1980 1985 1990 1995 2000

Treasury-Bill 9.2 6.85 8.13 5.18 3.34

Margin on Savings

Deposits

4.2 3.5 5.63 3.13 1.84

Margin on Consumer

Loans

5.3 1.65 3.62 2.32 2.91

Retail Intermediation

Margin

9.5 5.15 9.25 5.45 4.75

Margin on Corporate Loan 3.05 -0.6 1.12 -0.18 0.41

Finland 1980 1985 1990 1995 2000

Treasury-Bill 13.8 12.8 16.05 5.85 3.34

Margin on Savings

Deposits

9.55 7.55 11.55 3.85 1.84

Margin on Consumer

Loans

-3.64 -1.1 -0.45 4.09 2.75

Retail Intermediation

Margin

5.91 6.45 11.1 7.94 4.59

Margin on Corporate Loan -3.64 -1.1 -1.29 1.58 0.89
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Table Three : Intermediation Margin (%) 1980-2000 (cont.)

France 1980 1985 1990 1995 2000

Treasury-Bill 12.2 9.5 10 5 3.34

Margin on Savings

Deposits

5.3 3 5.6 0.66 0.92

Margin on Consumer

Loans

5.4 3.03 4.85

Retail Intermediation

Margin

11 3.69 5.77

Margin on Corporate Loan 3.83 1.19 2.28 1.75

Germany 1980 1985 1990 1995 2000

Treasury-Bill 8.86 5.87 8.3 5.16 3.34

Margin on Savings

Deposits

2.08 1.37 1.31

Margin on Consumer

Loans

4.32 8.18 6.84

Retail Intermediation

Margin

6.4 9.55 8.15

Margin on Corporate Loan 0.8 2.39 1.31 4.16 4.34

Spain 1980 1985 1990 1995 2000

Treasury-Bill 12.2 12 14 8.33 3.34

Margin on Savings

Deposits

8.45 8.25 11.58 5.58 2.37

Margin on Consumer

Loans

2.57 5.03 3.18 5.62 4.67

Retail Intermediation

Margin

11.02 13.28 14.76 11.2 7.04

Margin on Corporate Loan -3.64 -1.1 -1.29 1.58 0.89

Source : Dermine (2003)
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Table Four: International Diversification of Credit Risk , a Simulation Ex ercise

Loan Loss Provisions as Percentage (%) of Total Loans

1988 1989 1990 1991 1992

Austria 0.32 0.35 0.39 0.54 0.76

Belgium 1.38 1.35 0.64 0.88 1.09

Denmark 2.2 1.69 2.38 2.66 3.2

Finland 0.64 0.54 0.47 0.45 3.2

France 0.46 0.33 0.3 0.49 0.74

Germany 0.4 0.82 0.83 0.6 0.69

Greece 1.09 1.28 1.4 2.5 1.24

Italy 0.46 1.23 1.21 1.12 1.12

Luxembourg 1.48 1.55 2.17 1.72 1.62

Netherlands 0.39 0.34 0.39 0.46 0.43

Portugal 3.44 4.25 4.02 4.45 4.52

Spain 1.27 0.7 0.65 1.1 1.34

Sweden 1.72 1.51 0.75 3.2 6

United

Kingdom

0.51 2.57 1.53 2.16 2.13

Diversified

portfolio1

0.65 1.15 0.93 1.15 1.35

1. The diversified portfolio is a weighted-portfolio of loans of banks from each country, the

weights being the 2000 GNP.

Source: Dermine, 2003
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Appendix One : Value, Economic Profit, and Growth

In this appendix, it is shown that the market value of equity is equal to the value of equity plus

the discounted value of future economic profits.

The Market Value of Shares = Present Value of Future Dividends discounted at the cost of

sequity, that is the opportunity return on shares (R )

Simple assumptions  allow to visualize the key-drivers of the market value of equity :

•  Constant Dividend-Payout ratio, p = DIVIDEND / EARNINGS

• Perpetual Growth of Dividends, g = (1 - p) x ROE

It can be proved (see below) that the market value of equity is equal to equity plus the discounted

value of future economic profits :

Under these assumptions, the Market- to- Book value ratio is equal to :
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Proof:
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Appendix Two : Diversification and Marginal Risk Contribution

i i iIf we define x  as the assets invested in business (country) i, R  the return on asset x , then the total

net income is equal to:

pAnd the variance of total income, F  , is equal to :2

pTotal risk, or volatility of aggregate income, F  , follows.

.
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