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Summary

In recent times the financial services industry has experienced a major transformation, in which
markets and players have been globalised and consolidated. Certain financial centres have
concentrated on financial firms and markets, engendering considerable research on the foundations of
their pre-eminence. Nevertheless, the growth of financial centres in peripheral regions has not been
conveniently analysed, despite the fact that financial activity may play a major role in some economies.

This paper provides a thorough survey of state-of-the-art literature, both on the transformation
of the financial marketplace, and on the rise of global financial centres, devoting especial attention to
the appearance of peripheral financial centres. The Scottish case is studied, among other aspects,
through the use of Input-Output multipliers, to determine the dramatic role financial services have to
play in this region’s economy. This approach advanced may be adapted to other locations, to help to
assess the specific impact of financial centres and to draw attention to possible problems arising from
overdependence on their activity.
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1. Introduction

During the 90s and early XXIst century global consolidation has been especially noteworthy in
the financial sector (Lepetit et al., 2002). Thousands of financial firms have been acquired, mainly in the
major industrial countries. A marked increase in this M&A activity has been experienced in the
millennium period and the early XXIst century.

The process of consolidation is connected with the broader issue of financial markets’
transformation which has occurred in recent times. Financial markets have gone “global”, experiencing
a liberalisation process in a large number of countries. It is the first time that a large section of the
population in developed countries has been holding financial investments. Significantly, the evolution of
international financial markets has become a main subject for discussion among international
institutions, policymakers, the media and public opinion.

Accordingly, economic research has thoroughly analysed the globalisation of financial markets
from different angles (e.g., Berger et al., 1999 or Slager, 2005). A main research stream has focused on
the change of financial services industry itself. Worldwide contributors have chosen the extent of the
change, its reasons and consequences, while hundreds of academic papers have focused on the likely
future of the financial industry (e.g., Abraham and Van Dijcke, 2002).

The literature, specifically, has paid great attention to M&As in the financial sector and their
effect on efficiency, both at industry and country level (e.g., Campa and Hernando, 2006). The
implications of financial consolidation on market stability have also been largely discussed.
Simultaneously, dozens of researchers have focused on the consequences of financial consolidation in
terms of risk reduction and value creation (e.g., Ayadi and Pujals, 2005).

Economic geographers and historians have also conducted research on the location of the
financial services industry, and have specifically analysed the increase of financial districts that supply
services at global basis (e.g. Bindemann, 1999). Certainly, it has been concluded that some international
financial centres are clearly outperforming others as financial hubs, increasing their share of the world
market and concentrating on the financial services activity (e.g., London when compared to Paris or
Frankfurt, see Lascelles, 1999). Nevertheless, the relatively good performance of some peripheral
financial centres has been somewhat neglected.

Simultaneously, less attention has been devoted to the importance that financial services may
have in certain economies. Despite the dramatic role that financial services industry plays in some
regions (e.g., as a main employment industry and noteworthy source of GDP), the question “which is the
economic impact of the financial services industry in financial centres?” has not produced a large
research volume to date. This neglect is telling, as researchers seem to share the opinion that the
consolidation of financial services industry in alpha global cities2 is irreversible (Friedmann, 1986;
Sassen, 1991 and 1994). This could certainly be the case. However, it is also possible that, in the
medium term, the financial services industry may follow the evolution of most global markets and move
its productive facilities to countries with lower labour costs (although this is not foreseeable in the near

2 Alpha global cities are those placed in the pinnacle position of the World city network (Beaverstock et al., 1999;
Beaverstock et al., 2001; Taylor et al., 2002). The ten cities classified as “alpha” are London, New York, Hong Kong, Tokio,
Paris, Singapore, Chicago, Los Angeles, Frankfurt and Milan.
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future). Scarcely any research has been conducted on how to measure the effect of this threat (or the
effect of financial shocks and subsequent financial activity crunches) in regional economies highly
dependent on the financial services industry, with the significant exception of London (see Halushka et
al., 2005).

In this context, this paper provides a literature review on three related areas: the recent evolution
of financial markets; economies of industrial location; and financial centres, stressing in this case the
relative lack of research on second-tier financial centres. Our aim is to shed some light on the economic
impact of financial services in regional economies. Hence, we also present a case study concerning the
Scottish Financial Cluster, showing the high performance enjoyed by this sector during the last years,
and the major role it plays in the Scottish economy. The Scottish financial services industry has recently
experienced a sharp increase in output and in Gross Value Added, gaining weight both within the
regional economy and the British financial services industry. Furthermore, we will show that this
financial activity also pulls along other economic sectors, having a significant multiplier effect on the
Scottish economy.

The Scottish case will permit us to respond, affirmatively, to the question “do peripheral regions
still have a role to play in the financial services industry of the XXIst century?”. Similar analysis may be
useful in a number of secondary financial centres, both in Europe and world-wide, where financial
services activities may engender, directly or indirectly, a large share of GDP.

This paper is organised as follows: section 2 presents the main contributions, analysing the recent
financial consolidation world-wide, while section 3 summarises principal theories of the geographical
location of industries. Next, section 4, reviews the main literature on financial centres, providing a
synthesis of previous approaches. Section 5 considers the main features of the Scottish Financial Cluster,
analysing the recent evolution of this industry, and measuring both its impact on the Scottish economy
and its linkage to other regional sectors. Section 6 provides an international comparison of the Scottish
Financial Cluster with some other well-known second-tier financial centres, indicating the considerable
relative size of this Scottish industry. Finally, we offer our concluding remarks and detailed references.
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2. Financial consolidation

Financial markets have experienced two major changes since 1980: consolidation and
internationalization. Both can be regarded as the driving forces behind the transformation of financial
organizations and the way they provide their services: a transformation in which changes in competition
regulation, increases of individuals and institutions investing in financial markets, and advances in
technological progress have also been critical. Due to the current leading role that financial markets
enjoy in the developed economies, universities, and agents within industry, have become interested in
conducting research on financial integration and on related market developments. At the same time,
public administrations and international institutions are also actively supporting research in this field3.
Thus, the literature has paid much attention to the processes affecting financial markets. We will review
in this section the extent of the changes, the reasons underlying them, the factors that have enhanced
financial market evolution and their main effects.

Bertrand (1969) initiated the debate on whether the international integration of financial markets
had had a positive impact on the economies of the countries involved, stimulating reflection on whether
it was a desirable economic objective for their societies. This question is nowadays overshadowed by the
fact that integration has already occurred, at least at the European level and above all in some specific
sectors (ECB, 2007; European Commission, 2006). Thus, this discussion has been supplanted, to some
extent, by the debate on the appropriate degree of financial integration, and the desired level of global
consolidation achieved within the financial services industry. Nevertheless, authors such as Pauly (1997)
argued that the social and economic consequences of the integration of the world’s financial markets
should be subject to public scrutiny and should become part of the political debate.

Arguably, the movement towards global consolidation of financial services has been accelerated
in recent times. Hence, during the 1990s and early XXIst century, M&A activity has been especially
noteworthy in the financial sector. Over 10,000 financial firms were acquired in the major industrial
countries from 1990 to 2001, including 246 deals in which the acquired firm had a market value greater
than US $1 milliard4 (Amel et al., 2004). The level of M&A activity in the financial sector even
increased towards the end of the decade: in the period 1990-95 the value of financial M&A was 0.3%
and 0.27% of GDP in the United States and the European Union (EU), respectively, which rose to
2.09% and 1.07% in the period 1996-2001. Simultaneously, both within-industry and cross-industry
deals increased in intensity during this period, although international M&As in the financial industry
remained rare (Buch and DeLong, 2004).

Focusing on Europe, over the last two decades the banking industry has experienced an
unprecedented level of consolidation, as M&As involving banks have taken place at record levels.
According to Lepetit et al. (2002), more than 1,200 M&As took place in the European market between
1991 and 2001, an average of 120 deals a year, compared to an average of just 15 deals a year during the
eighties. This suggests that European M&As jumped to a new level in the 1990s.

3 For instance, the Research Network on “capital markets and financial integration in Europe” launched in 2002 by the
European Central Bank and the Center for Financial Studies. Other organisations (Central Banks, IMF, BIS…) are also
promoting research in these areas, striving for a better knowledge of financial markets organization.
4 Large numbers will follow continental European notation: a milliard is 109 and a billion is 1012.
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The European process of consolidation has been largely conducted within national borders,
creating a new set of “big players” in most western European countries. Furthermore, domestic
consolidation of financial institutions has taken place within each financial sector (Moshirian and Szegö,
2003), although there is also evidence of a growing cross consolidation among different financial
markets (e.g. bank-assurance). Abraham and Van Dijcke (2002) suggested that the most likely medium
term scenario would be for European banks to continue with their current cross-border pace. For these
authors, the European banking markets “will remain a mosaic of national clusters, be it with growing
interdependence through competition” (p. 92).

Although the current financial services M&A wave has focused mainly on domestic targets,
producing very large organisations at national level, and to some extent threatening domestic
competition, international consolidation activity has been significant as well. Berger et al. (1999)
reported that financial corporations from across the United States and the European Union had acquired
foreign firms with a market value slightly over US $ 250 milliards, in the period 1985-1997 while during
the same period, domestic M&As value was US $ 710 milliards in the financial sector of these two
regions. The relative weight of cross-border operations in financial consolidation is likely to have
increased in the period 1998-2007.

Financial institutions have become global through other methods, apart from international M&As
(ex-novo entries, alliances, cross-border inter-bank loans, service provision without physical location in
the host country…). Slager (2005) has analysed the growing internationalization of the banking market,
which has taken place between 1980 and the present. He found that within the largest world banks the
degree of internationalization had increased considerably during the 1990s and early XXIst century.

Some authors take a different approach to the internationalization of the business of banks,
stressing the effects of the recent trend to foreign direct investment (FDI) in the financial sector.
Goldberg (2007) pointed out that whereas in the eighties banks under foreign control held typically less
than 10% of the industry’s assets, by the late 1990s banks under foreign control held more than 40% of
assets in many developing countries. Moshirian (2006) argued that the benefits for host countries of FDI
in banking services were much higher that the costs associated to them. Concerning this subject,
Goldberg (2007) found that FDI in the financial sector has the potential to strengthen institutional
development, thus improving regulation and supervision. It can also enhance the efficiency of the
competitor banks in the host market. Li et al. (2003) found that FDI was a complement to foreign trade
in financial services, and not a substitute. Moshirian (2006) considered that this confirmed the major
contribution of multinational banks to the global integration of financial markets.

According to Cumming (2006), foreign direct investment has reshaped the financial landscape of
developing countries in three main ways. First, the composition of international bank lending has shifted
in recent times from cross-border lending towards local lending through subsidiaries. Thus, the share of
foreign ownership of assets in the banking system exceeds 65 percent in the Czech Republic, Mexico,
Hungary and Poland, and has risen substantially in several other developing countries. Second, foreign
direct investment in the financial sector has promoted efficiency in developing countries, by intensifying
competition within the banking market. At the same time, foreign institutions have increased financial
market completeness in emerging countries, by introducing new financial products, for example by
providing alternatives to bank loans in order to channel credit and liquidity into the local economy.
Third, the integration of local financial firms into larger foreign institutions lifts most of the funding
constraints they may face. Tùma (2006) added another benefit: the knowledge transfer from the more
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developed firm towards the company in the emerging country. This author also pointed out that the main
reasons for investing in emerging economies’ financial systems were their growth opportunities and the
prospect of higher margins.

Bayraktar and Wang (2006) have also found that opening a given country’s banking sector to
foreign banks improves access to financial services, thus increasing the banking sector efficiency. These
authors considered that foreign banks entry encourages economic growth, directly and indirectly.
Moshirian (2001) found that the expansion of multinational banks affects the wages paid by the sector,
pushing them up to international levels.

The relative performance of banks with foreign ownership has also been analysed. Data from
Argentina during the 1990s suggests that foreign-owned banks may perform slightly worse than
domestically-owned banks, although the differences are relatively small compared to the effects of state
ownership on banking performance (Berger et al., 2005). Micco et al. (2005) found exactly the opposite
in a panel of over 9,500 banks from 179 countries, but this only related to developing countries in which
foreign owned banks are more profitable than private owned banks. They did not find a strong
correlation between performance and ownership in developed countries. In turn, this paper found that
privately owned banks are more profitable than state owned banks.

The literature has tried to analyse the reasons for both the unprecedented wave of consolidation
in the financial sector and the growth of overseas investment. It is a commonly shared opinion, amongst
corporate experts, that the main motivation was to maximize shareholder value (Berger et al., 1999;
Amel et al., 2004), although specific motivations of other stakeholders may have also been relevant in
some cases (Berger et al., 1999). Shareholder value can be increased by the exploitation of both
economies of scale and scope, and by improving managerial performance in the target institution (Amel
et al., 2004).

Nevertheless, the theoretical argument that M&As are aimed at increasing shareholder value is
not backed by recent evidence: “the large majority of M&As carried out recently, in Europe or in the
US, are far from having proved their effectiveness in terms of value creation”, at least in the short run
(Ayadi and Pujals, 2005, p. 24). This result is consistent with Akhigbe and McNulty (2003), who found
that small banks are more profit efficient than larger banks, confirming the results of Berger and Mester
(1997). Llewellyn (2002) argues that there is a viable future for regional and focused financial firms, as
these companies can secure economies of scale through joint ventures, outsourcing processes, etc.,
rather than by growth in size.

In fact, experience with M&As among European financial firms prior to 2004 provides little
evidence of bottom line savings for the resultant company (Bikker, 2004). Although Campa and
Hernando (2006) found some improvements in the target institution’s efficiency, these were
uncorrelated with the excess returns obtained by their shareholders upon the deal announcement. Lepetit
et al. (2002) did not find any significant increase in value for the bidding company in a sample from 14
European markets for the period 1991-2001 (although they did find a positive and significant effect
upon the target company). Despite this, De Vincenzo et al. (2006) found evidence suggesting that buyers
could be expected to transfer their superior know-how to target institutions. In a broader sense, Bikker
and Bos (2005) analysed the effects in competition and profitability of all the recent changes in the
European banking landscape. Among their most remarkable findings was that improvements in
efficiency during the nineties were not driven by increases in competition.
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De Vincenzo et al. (2006) pointed to agency problems (CEOs may be seeking to manage a larger
empire, for instance) as the main reason for some takeovers, what could explain the lack of value
creation for the shareholders of the bidding company. It is highly relevant that Anderson et al. (2004)
found that CEO compensation increased following the merger between prominent banks, at least in the
US case. However, these authors argued that this could be consistent with the increased responsibility of
the CEOs, who must identify and realize the potential gains of the M&As.

Simultaneously, several works have tried to identify which socioeconomic changes have fuelled
the transformation of the financial services industry in key economies. Berger et al. (1999) identified
five such motivations, all common to most countries involved in this consolidation process:
technological progress allowing bigger economies of scale; changes in regulation lifting geographical
and product restrictions; excess capacity, as companies that have achieved this overcapacity in certain
markets may eliminate it through consolidation; globalisation, as there is a growing demand for global
players in the financial market that may deal with the needs of international markets of goods and
services; and the long period of simultaneously low interest rates and high stock prices. In their turn,
Lown et al. (2000) pointed out four key factors contributing to the reshaping of the financial landscape:
profitability and high stock prices during the mid-to-late nineties; the banks’ loss of market share in
favour of other financial institutions; the growth of sophisticated financial products that may prove to be
more efficiently produced by larger institutions; and the deregulation process.

The EU constitutional, legal and economic construction process has also played an important role
in the global consolidation of financial markets. The introduction of the euro, together with other
European policies (such as the launching of the TARGET system of payments), has impelled the
integration of certain financial markets at EU level (European Central Bank, 2007), including the
increase of interdependence among the euro area equity markets (Bartram, Taylor and Wang, 2007).

The literature has analysed the effects changes have had on the financial system in a number of
ways. For example, Focarelli and Panetta (2002) analysed M&As within the financial industry from the
consumers’ point of view. These authors found that, in the short run, in-market mergers increase market
power and led to deposit rate changes that are unfavourable to consumers. In the long run, however, the
effect would be the opposite, with a relative rise of deposit rates among banks involved in M&A
activity. Concerning specifically cross-border M&As while Lepetit et al. (2002) did not find positive
effects upon the companies involved, Amihud et al. (2002) found that those operations did not change
the systemic or total risk of the acquiring bank in any significant way.

Referring to the related issue of financial market concentration and its implication for stability,
Cetorelli et al. (2007) found that several financial markets in the US had become more interlinked
between 1990 and 2004 (namely, syndicated loans, bond underwritings, equity IPOs and M&As), thus
making every one of them vulnerable to problems experienced in the other markets. Beck et al. (2006)
found evidence consistent with the stabilizing effects of competition in the banking markets, with a
negative and significant relationship between banking market concentration and systemic crisis. Some
years before, Hughes et al. (1999)had found that consolidation within the US banking market between
1980 and 1994 had improved bank safety measured by the risk of insolvency, in the cases in which it
enhanced geographic diversity.

The issue of competition among financial markets has also produced much research. Baumann,
Hoggarth and Pain (2005) found that, at least for large British corporations, there is a trade-off between
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bond finance and loans from the large banks. These authors suggest that banks may have recently lost
their role as pivotal providers of liquidity, especially during periods of economic stress. Bossone (2001),
although sharing the opinion that banks are losing their competitive advantage in the channelling of
funds through the economy, argued that they are not replaceable by non-banks intermediaries. Cetorelli
et al. (2007) showed that the same players are now becoming protagonists in different financial markets.

Despite the trends within the European financial system cited above, retail financial activity
remains far from being integrated into the European marketplace. In fact, the great majority of M&A
activity has involved retail firms from the home country or acquisitions in developing countries. Only in
recent times has cross-country consolidation experienced a sharp increase in the EU. Thus, the share of
cross-border M&As in the EU financial sector has been relatively low, compared to both domestic
operations of consolidation, and to crossborder M&As in other economic sectors. The EU Commission
(2005) has found that between 1999-2004, crossborder M&As in the EU financial sector only accounted
for one fifth of the total value of M&As, compared to 45% in other economic sectors over the same
period. Arguably, only once financial companies have become very large (and have been regarded as
“national champions”) have they considered acquiring or merging with foreign institutions from other
European countries.

The average size of a company acquiring a majority stake through a cross-border acquisition
supports this view, as it has been close to €150 milliards between 1999 and 2004 (European
Commission, 2005). This is highly significant, when compared to the average size of acquiring
companies involved in domestic deals during the same period, which is around €50 milliards according
to the European Commission. This lack of integration in the retail market is connected to the evidence
presented by Bos et al. (2005), showing that heterogeneity remains among European countries when
referring to banking credit risk assessment and lending behaviour.

Tùma (2006) argued that cross-border consolidation of retail banking activity within the EU had
been delayed, until consolidation in domestic markets had reached its natural limits. The protectionist
role that a number of competition policy authorities have played, preventing some cross-border
takeovers, has also been emphasised (Barros et al., 2005; Tùma, 2006). Anyhow, a further increase in
the current level of domestic concentration in the retail banking market could diminish competition, as
collusive behaviour may appear (Bikker, 2004; Goldberg, 2007). This would be a powerful reason for
the supposed attitudinal change in previously protectionist authorities.

The literature has devoted considerable attention to other aspects of the reshaping of the financial
industry. Thus, Chemmanur and Wilhelm (2002) have argued that technological progress has had a
dramatic impact in the way financial intermediaries offer their services. Financial firms use human
capital intensively and are highly dependant on the relationship network of employees and managers.
Since the evolution of information technologies has lifted previous entry barriers and, thus, favoured ex-
novo competitors, financial firms have had to protect themselves from losing valuable human resources
by imposing contractual restrictions on labour mobility. These authors envisaged that the evolution of
financial markets may lead to having large global trading platforms, where the best firms may be listed;
and, simultaneously, smaller firms could be traded in a number of small and specialized markets. Berger
and Mester (2003) found that technological innovation had improved profit productivity in the US
banking industry during the 1990s, despite a worsening of costs during the same period. Casu et al.
(2004) found strong improvements in some European countries’ banking sectors during the nineties.
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They argued that technological “catch-up” by institutions previously lagging behind the larger banks
could be the reason for this increase in productivity.

A large number of different approaches have been taken into account in the analysis of the recent
evolution of the financial system. Nevertheless, little attention has been paid in the specifically financial
literature to the locations in which financial activities have been concentrated. Next, we review the main
contributions to the economics of industrial locations, to be followed by the state-of-the-art literature on
financial centres.
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3. Geographical location of industries: clusters and industrial districts

Geographical economics, and its multiple variations of “urban economics”, “the theory of
location”, “spatial economics” or “inter-regional and international trade”, attempts to respond, from a set
of different points of view, to a single question: “where is economic activity located and why does it
occur precisely in this location?” Most economists do not pay attention to the organisation and use of
space (Fujita, Krugman and Venables, 1999). It may be because there is a lack of accurate tools to
analyse this problem, or due to the difficulties in explaining the increasing returns derived from spatial
agglomeration (Krugman, 1995).

Following the first work on the location of economic activities in the XIXth century, made by
J.H. von Thünen (Der Isolierte Staat, 1826), we can point out some early approaches to this question in
the works of Alfred Weber (Reine Theorie des Standorts, 1909), Christaller (Central places in Southern
Germany, 1933), Lösch (The economics of location, 1940) and Isard (Location and space economy,
1956; Methods of regional analysis: an introduction to regional science, 1960). A complete exposition
of Mr. von Thünen’s contributions can be found in Samuelson (1983). For a thorough analysis of all
these theories, we refer the interested reader to Krugman (1995, 1996), Storper (1995) or Loi (2000).

In recent times the study of the location of economic activities has experienced a greater
momentum due to “cluster” and “industrial district” approaches. Even though there are alternative
definitions of clusters, and some have even argued that none of them are correct (Jacobs and DeMan,
1996), most literature refers to Michael Porter’s definition of clusters. Thus, a cluster is “a
geographically proximate group of interconnected companies and associated institutions in a particular
field, linked by commonalities and complementarities” (Porter, 1990). In his 1990 book, and in
subsequent work, Porter shows that the cluster approach is better than the traditional “sectorial analysis”
for determining the competitive advantages of a certain territory or industry.

When discussing the four factors that determine the competitive advantage of a cluster (factor
conditions; demand conditions; firm strategy and structure; and related and supporting industries),
gathered in his famous “diamond framework”, Porter (1990) argued that domestic rivalry and
geographic concentration may be key factors for a cluster to be competitive. Porter assumed that
domestic rivalry is necessary for innovation and that geographic concentration promotes clustering.
Anyhow, all four elements are necessary for a cluster’s success; even more, achieving a satisfactory
development of these factors would generate a “virtuous cycle” of improving competitive advantage.

Some of the criticisms that Porter’s framework has raised lie in the neglect of the role that
history, politics or culture may play in achieving competitive advantage (O’Shaughnessy, 1996;
Rosenfeld 1997). These factors are taken into account in a previous concept (although far less used in
recent Anglo-Saxon literature): the industrial district.

Industrial districts were an original contribution made by Alfred Marshall, who found that
economic advantages linked to great scale production could also be obtained through a dense network of
small firms’ collaboration, operating in a single territory. This idea was fully developed at the beginning
of the XXth century (Industry and trade, 1919), although Marshall had already conceived it more than
twenty years earlier (Principles of Economics: an introductory volume, 1890). Marshall argued that
those industrial districts enjoy an “industrial atmosphere” that enhances their competitiveness and
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predispose them to innovation. As he put it, “the mysteries of the trade became no mysteries; but are as
it were in the air, and children may learn many of them unconsciously” (Marshall, 1890 p. 271).

Other researchers have concluded that it is not necessary for a region to be objectively better (in
their resources or in their industrial atmosphere) to generate a successful industrial district. Thus,
Hirschman (1958) had argued that it is sufficient to be perceived as better. Furthermore, investors would
try to benefit from the areas of industrial growth, and with their financial inflows the district would be
strengthened. Somehow, the industrial districts are self-reinforcing. As Hirschman (1958, p 158) put it:
“It is interesting to note that to some extent these claims are self-enforcing. Even though the initial
success may often be due to sheer luck or to environmental factors, matters will not be left there […] It
is precisely the self-righteousness that will tend to produce its own evidence”. Marshall had already
followed the same reasoning: “When an industry has thus chosen a locality for itself, it is likely to stay
there long: so great are the advantages which people following the same skilled trade get from near
neighbourhood to one another. [...] a localized industry gains a great advantage from the fact that it
offers a constant market for skill” (Marshall 1890, p. 271)

More recently, David (1985) proposed the term “economics of QWERTY”5, which emphasises
that irreversibilities due to learning and habituation play an important role. Krugman (1992) developed
this idea and related it to industrial location, arguing that once a given industry is located in a specific
region, the very fact of its location is likely to favour resource reassignments towards this region. Thus,
this industry will gain competitive advantage, and a change of location will become increasingly
difficult. Krugman (1987) applied this concept of “historical accidents” and self-reinforcing external
economies to London as a financial centre.

In recent times, Italian economists have paid great attention to industrial districts, revisiting
Marshall’s concept and developing a whole framework around them (Becattini, 1977, 1988 and 2002;
Iacaponi 1990 and 2001; Tappi, 2000; Famiglietti, 2001; De Filippis, 2000). Their enthusiasm is based
on the good performance the Italian “distretti industriali” obtained in international markets, despite the
weak situation of many Italian Multinational corporations. Most of the “distretti industriali” are located
in the north-central regions of Italy (Tuscany, Emilia-Romagna), consisting of a large number of
individual small firms. Those firms are agglomerated in districts where they enjoy some specific
historical and social features that prove relevant to the concerned industry. Thus, these Italian authors
emphasise the role that geographic space plays in the determination of the district’s industrial model,
conditioning its potential growth. Somehow, the efficiency of many firms in the district depends on
factors external to the companies but internal to the territory. For this literature, characteristics such as
history, culture, sociological features, relationship networks, etc., are highly relevant to explaining the
industries’ competitive advantages. To some extent, Becattini’s industrial district enlarges Porter’s
cluster analysis to include the territory itself and the society that lives in it.

A further step in the analysis of the relationship between territory and economic activity is the
study of the economic impact that a given industry may have in the region or industrial district where it
is located. An accurate way of determining the “economic impact” that a given sector has in a specific
region is by the use of Input-Output (IO) tables (Haines, 1998; Larreina, 2006a and 2006b). IO tables
provide a complete picture of product and service flow in the economy during a single year, illustrating

5 The name comes from the topmost row of letters on any computer keyboard and is applied to situations in which
“standardization on the wrong system” (David, 1985 p. 334) occurs, for some historical reasons that “lock in” this standard.
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the relationship between producers and consumers, and the interdependence of industries. The use of
this statistical tool allows the researcher to assess the direct, indirect and induced changes on the whole
economy (measured through the impact on GDP and labour) when the demand for a single sector of
activity increases (Kurz, Dietzenbacher and Lager, 1998; Eustat, 1999). Thus, the effects that a shock
affecting this sector may have on the whole region can be anticipated, to some extent.
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4. Geographical location of financial industries: financial centres

The literature on financial consolidation has paid little attention to the simultaneous emergence
of financial clusters when referring to gains in efficiency and profitability of the firms consolidating,
neglecting the external economies obtained by transferring certain activities to some financial centres.
Nevertheless, the creation and evolution of financial centres has arisen a deep research interest; in fact,
we cite in this section a large number of consultancy works and research conducted by historians and
geographers on this subject, many of them referring to the main international financial centres, and
specifically, to the City of London. Despite the recent literature on financial centres, Faulconbridge et al.
(2006) concluded that “there has been no systematic attempt to date to analyse such changes”, in
referring to the restructuring of the European financial landscape, and, specifically, to the stock
exchange mergers. Corbridge, Martin and Thrift (1994) had already pointed out the relative neglect of
the financial services industry in the social sciences.

Next, we will review the main literature on financial centres. Such a centre can be defined as “the
grouping together, in a given urban space, of a certain number of financial services” or as “the place
where financial intermediates coordinate transactions and arrange the settlement of payments” (Cassis,
2006 p. 5). According to our aim, we can divide the relevant literature into three main groups. First, the
papers that try to explain why the financial centres are born. Most of this literature focuses on the recent
successes of New York and the City of London in the financial landscape; and on the relative failures
suffered by other international financial centres simultaneously. Second, the papers that analyse the
offshore financial centres that emerged worldwide, during the last third of the XXth century. And finally,
third, the papers whose approaches focus on financial centres of lower rank, located in the industrialised
countries; and the role played by these regional financial clusters.

Within the first subset of academic literature, Kindleberger (1974) analysed the historical
evolution of financial centres and proposed some elements that he considered to be determinants of their
success (e.g., economies of scale; central location; a single currency; the administrative capital; a certain
culture). Some years after this early work, Friedmann (1986) had foretold that corporate headquarters
would in future be concentrated in a select group of cities, which would then become the “command and
control centres” of the world economy. Choi et al. (1986) proposed a classification of financial centres
through the presence of banks headquartered in other main financial centres. Sassen (1991 and 1994)
argued that business service firms providing knowledge-based service to their global clients would have
to locate their offices in the main world cities. Reed (1981 and 1989) constructed a hierarchy of
international financial centres, with London as the supranational centre par excellence.

O’Brien (1992) discussed the evolution of the financial services industry and the likely future of
financial centres in Europe, claiming that, having virtual financial markets, geography had died as a
reason to locate financial services: “geographical location no longer matters in finance or matters much
less than hitherto” (O’Brien, 1992, p.1). Nevertheless, the impact of changes in information
technologies has been coterminous with an increasing agglomeration of financial services in certain
hubs, following Friedmann’s theory (1986). Thrift (1994) argued that precisely the volume and speed of
informational flows were determinants of the rising of “centres of comprehension” of this information:
international financial centres. Bindemann (1999) pointed out a set of factors that the future major
European financial centre should have, most of them already proposed two decades before by
Kindlerberger (1974) although each author stressed different factors. Bindemann (1999, p. 96) stated
that “despite the globalisation of financial services, geography still matters”. Agnes (2000, p.363)



13

pointed out “an important geographic paradox: although swaps are based on globalization and "end of
geography" processes, local embeddedness remains an important constraint”. The same can be said
about many other financial services and products, most of them corresponding to Clark and O’Connor’s
(1997) categories of “translucent” and “opaque” products. The broader subject of the tensions between
globalisation and regionalisation has been studied by Genosko (1997), among others.

Wrigley et al. (2003) highlighted the high level of knowledge transfer that is needed in the
financial services industry (between client and provider of financial services or among the financial
services firms and employees themselves). Thus, location in financial centres strengthens the
possibilities of these transfers as it permits face-to-face social relationships (industry conferences, site
visits, dinners and even informal meetings at pubs, gyms or clubs). Agnes (2000) found that the highly
localised swap industry requires face-to-face interaction, obviously facilitated by spatial proximity.
Thus, swap dealing networks are under-pinned by social relationships, which strengthen the importance
of the global financial centres where these products are traded. Roberts (1999) argued that better access
to up-to-date and high-quality information has been the most significant synergy obtained via
collocation of financial firms, hence, the main reason for the existence of financial centres. Nevertheless,
Smith and Walter (1997) do not include headquarters location as a source of competitive advantage for
an individual bank, although they do mention “geographic markets” as one of the three main dimensions
defining the global market for the financial services industry.

McKenzie (2004) discussed the need of social relationships for financial traders, arguing that the
famous “herd behaviour” “is a perfectly rational response to ignorance or the lack of certainty” (p.85).
The location of a financial firm near the others could be seen, from this perspective, as a way to
minimize decisions being taken in isolation from other market participants.

Referring to the City of London, a number of studies that analyse its present situation can be
cited (Halushka et al., 2005; Gower, 1988; Lizieri and Kutsch, 2006; Hedrick-Wong et al., 2007), even
though the large literature on the City’s historical performance and structure is beyond the object of this
paper. The magnitude of London financial centre by any measure (number and size of financial firms
headquartered; staff employed; quantity of money managed; financial services’ turnover and value
added…) together with the high percentage of London’s GDP produced by these activities explain why
the City of London has been thoroughly studied. According to Halushka et al. (2005), more than
700,000 jobs are connected to London’s role as a main global financial centre (about 18% of the total
jobs); of these, more than 300,000 were direct financial jobs. Simultaneously, “financial intermediation”
accounted for more than 10% of London’s GDP. As Gower (1988) put it, “the City is […] an
exceptionally successful service industry. If service industries are less "real" or worthy than
manufacturing industries (and I don't see why they should be) ours seem to be more efficient in every
way-including providing employment and, on the whole, under more attractive conditions” (p. 22). In
2006, financial services firms occupied 57% of core space in the City of London, while an additional
27% was occupied by related businesses and professional services (Lizieri and Kutsch, 2006). Hedrick-
Wong et al. (2007) found that London is the world’s leading financial centre; in fact, the City
outperforms New York in four out of the six dimensions considered in their survey.

The recent success the City has experienced was not fully expected in the early nineties. Thus,
Frost and Spence (1991) found a balanced number of advantages and disadvantages for London to
maintain its prime role in the financial services industry; Stafford (1992, p. 45) wrote that in the late
eighties “the atmosphere in the City was one of defensiveness and disappointment”; Coakley (1992, p.
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70) argued that “it is not inconceivable that by the middle of the nineties London will be struggling to
compete with Paris and Frankfurt for financial hegemony in Europe”; and Thrift (1994) wrote that the
future of the City “is often depicted as tentative and insecure” (p. 327). By the end of the 90s the case of
the growing London financial cluster despite other financial centres failure was noted by Edwards
(1998) in a survey of global financial centres for The Economist. Although he could foresee some of the
rivalries that the City has faced in recent times in the financial-centres marketplace, he also stated that
“the net effect for London is that business will continue to consolidate” in the City (Edwards, 1998, p.
10). In fact, the increased integration of European financial and capital markets has encouraged non-UK
financial institutions to move some activities to the City or expand their previous position in London
(Group of ten, 2001), strengthening the City’s financial cluster.

According to Kuah (2003) London’s success as a financial centre can be explained in terms of
economies of scope and scale, arising from the agglomeration of firms in different industries with strong
links. Thus, the concentration of financial services firms generates a strong demand for qualified labour,
technology and other suppliers, confirming the “new international division of labour” proposed by
Fröbel et al. (1980). Furthermore, Kuah finds that financial firms located in the London cluster tend to
grow faster than firms with a different British location. These arguments on London’s success,
especially the need for face-to-face contact and the relationships network, had already been pointed out
by Plender (1986), Thrift (1994) and Michie (1998) among others. Thus, Michie (1998) suggests that
London’s success lies in the ability to attract talented individuals from everywhere in the world, while
simultaneously maintaining a solid fabric of within UK relationships. Thrift (1994) considered that a key
factor was the City’s role as a centre of knowledge, expertise and contacts, extending its influence from
global financial press to the “cultural authority” for global financial services. Krugman (1987, p. 172)
assessed that “London acts as a world financial centre partly because of the external economies
associated with its already established position (which in turn rests on historical accident)6”. And
finally, Plender (1986, p.42) highlighted the virtuous cycle of strengthening a financial centre as well:
“the success became self-feeding. International bankers wanted to be in London because other
international bankers were there”, although he claimed that London’s success as a global financial hub
owed much to the fact “that the United States chose, until recently, not to take advantage of its own
economic strength to promote American financial institutions in the international sphere”, a statement
that seems to underestimate British own strength in the financial market.

Taylor et al. (2003) examined the benefits and costs that financial firms receive for locating in
London (mainly in the City, but also in Canary Wharf and the West End). As in their previous works
(Cook et al., 2003) they found that location is thought to transmit a trustable signal of the firm’s history
and performance. Financial services companies gain prestige if located in the City. To some extent,
reliable financial institutions “should” have a foothold in London. Furthermore, proximity enhances
knowledge transfer and the building of a soft relations network, what is considered a key factor. The
accumulation of different industries enables multi-disciplinary teams to assemble quickly if needed and
fosters face-to-face interaction. These authors also emphasised the large and skilled labour market which
attracts specialists from all over the world to work in the London financial services industry.
Simultaneously, they found that transport deficiencies, together with unmanageable regulation and the

6 By “historical accident” Krugman means that some of the historical events that fostered London as a financial centre in the
first term (the rising of the British Empire, the long period without wars in British soil, the accumulation of financial
expertise both national and international, the relative decay of Amsterdam as a financial centre) were not inevitable and could
have not occurred.
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high cost of premises, are the main disadvantages for a financial firm in a London location. It is
noteworthy that both weak transport provision and high rental levels were already pointed out as two of
London’s weaknesses by Frost and Spence (1991).

Beaverstock et al. (2001) found that although relevant agents had an overwhelming view on the
financial markets of both London and Frankfurt, the City remained highly favoured as a place to do
business over its German counterpart. This result is consistent with the conclusions of Bindemann’s
research (1999) and with the fall of Frankfurt’s attractiveness as a financial centre during the period
1970-2000 showed by Choi et al. (2002).

Accordingly, the pre-eminent position of London within the European financial services
landscape, has prompted the Corporation of London to commission periodic surveys on the importance
of the City to the EU economy. Among the findings of the last report (Halushka et al., 2005), the authors
argued that almost one fourth of “City-type” activity in Europe would be lost if London’s financial
cluster did not exist. In fact, in their opinion “the disappearance of London [financial cluster], even
were some of its activities to be spread around the rest of Europe, would be little short of disastrous [for
financial services]… nearly 13% of the current market would be lost to competitors in the other
continents… an [additional] estimated 10% of business would not take place, driven out of existence by
the higher costs that would ensue”.

Considering this reduction in financial activity as an important shock to the European economy,
it would be even far more dramatic for London. For instance, Lizieri and Kutsch (2006) assessed that the
City of London’s occupational market has bound its future “tightly and irrevocably” to the evolution of
the global financial market7. In our opinion, this close linkage can be extended to the whole economic
activity in the City. Thus, in the Millennium period more than 10% of London’s employment laid
directly within the financial cluster (Trends Business Research, 2001) while the contribution to GDP
was likely to be higher, as financial services is an industry producing large added value. Indirect
employment (legal and business activities, IT companies, news agencies, advertisement, etc) would
double the previous figure, while induced effects (transport, high standard hotels and restaurants, etc)
would be hard to measure but surely positive and significant.

The second area of economic research regarding financial centres refers to the evolution of
offshore financial centres (OFCs). The growth of OFCs in the 70s (largely in areas that were already tax
havens) has generated a noteworthy literature since the end of that decade (Aliber, 1980; Johns, 1982).
Simultaneously, OFCs have been a major concern for international organisations and OECD-countries
financial regulators, because of the role they played in the financial crisis of Latin America and Asia
during the late nineties (Errico and Musalem, 1999; IMF, 2000). Roberts (1994) analysed the fierce
competition among these OFCs to attract international capital, a competition mainly held via
deregulation and light (if any) controls. Although in the mid nineties the deregulation in the financial
sector of the OECD countries seemed to threaten the capability of OFCs in attracting financial activities
away from the major financial centres (Cassard, 1994), OFCs remain relevant financial hubs in the XXIst

7 At the same time, we find hard to admit with the evidence showed by Lizieri and Kutsch (2006) that this is likely a “double
direction bind”: the adverse effects that a downturn in the London offices market may have in the performance of financial
firms located in the City should be considered, although not taken for granted.
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century8. Furthermore, lowering the standards of financial regulation may have negative effects for the
soundness of the system; as Plender put it (1986, p. 48), “the competitive approach to deregulation in
different financial centres is, economically, a zero-sum game. Attracting footloose international business
on the basis of lower regulation and cheaper transaction costs may simply transfer business and jobs
from one country to another with little overall benefit to the world economy, apart from a marginal
increase in financial efficiency. Excessive competition can also lead to shocks to the financial system.”

Finally, in recent times other financial centres have also been analysed in a number of locations.
Gomez-Bezares et al. (2000 and 2001) studied the future of Bilbao’s financial cluster and proposed
several initiatives for it to become a financial hub for the Atlantic façade of continental Europe; Kuah
and Day (2005) analysed the main determinants of Singaporean financial cluster development;
Zapotocky (2002) proposed several feasible strategies for the development of the Wiener Börse; Bertke
et al. (2000) highlighted the attractiveness of Tampa Bay for locating financial services; and Leeds has
been acclaimed as being able to hold its financial cluster (Thomas and Shutt, 1996; Lagendijk and
Charles, 1999), while French (2002) pointed to Bristol as a “life insurance cluster”. Frasher et al. (2003)
saw the possibilities of a Baltic financial centre placed in Riga; Bindemann (1999) and Beaverstock et
al. (2001) compared the performance of Frankfurt with that of London, while Lascelles’ (1999) analysis
included also Paris. Faulconbridge et al. (2006) analysed the recent decline of Amsterdam as a financial
centre; IBM (2005) compared the performance of three regional financial centres in Europe
(Amsterdam, Frankfurt and Luxembourg); Beaudry and Swann (2001) found that financial
intermediation is a clustered industry in the UK, with financial companies tending to locate themselves
among peers; and Pandit et al. (2001 and 2003) also found important clustering effects in the British
financial services industry for the period 1968-1995.

Anyhow, the analysis of other European financial centres has been much smaller than that of
London’s financial cluster. Despite this, financial clusters may play a key role in the development of
certain regions. In the next section, the Scottish Financial Cluster is analysed.

8 At the end of 2003, banks assets in OFCs reached a 12% of the world’s figures. OFCs’ importance in other financial
markets is also noteworthy: for instance, Bermuda was in 2004 the fourth largest reinsurance market in the world (Zoromé,
2007).
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5. The Scottish Financial Cluster: a glorious past and a promising recent evolution

Scotland has had a long standing tradition for providing financial services, which goes back to
times previous to the Industrial Revolution: the Bank of Scotland, for example, was founded in 1695. In
this sense, “Scotland holds a unique place among the nations of the world as being the country where
[…] banks enjoyed a measure of freedom” as Meulen (1934, p. 127) put it. The Bank of Scotland was
established to supply people with credit, not to meet governmental economic needs, as was the case of
the Bank of England or other national banks. The expansion of the Scottish economy allowed the
creation of the Royal Bank of Scotland in 1727, the British Linen Company in 1746 and three smaller
banks in Glasgow before 1765 (Cameron, 1995).

A large number of banks were set up in Scotland during the XVIIIth and early XIXth centuries,
providing the necessary credit for trade and industrial production (Lynch, 1991; Devine, 2006). The
linen industry in Edinburgh and the tobacco trade in Glasgow are two clear examples of the close link
between banking and economic development (Cameron, 1995). The Scottish banking system had a
decisive effect on the prosperity of the country, funding the Industrial Revolution (Meulen, 1934, Reid,
2004). Sir Walter Scott wrote that “the consequence of this Banking system, as conducted in Scotland,
has been attended with the greatest advantage to the country” (Cameron, 1995 p.9) and Adam Smith
praised the Scottish banking system in a similar way. Scottish banks pioneered branch banking and won
a reputation of being highly reliable (Munn, 1988; Cameron 1995). Thus, the liabilities of the Scottish
banks would experience a significant rise in the period 1825-1914 (Checkland, 1975). Scottish banks
were pioneers in growth as well; this was achieved mainly through M&A activity, as the large number
of local banks created was reduced to 17 banks by 1825 and to only 10 by 1900 (Collins, 1991). The
Union Bank of Scotland held a leading role in the takeover market during this period (Munn, 1988).

To some extent, the evolution of the insurance business in Scotland is comparable to that of the
banks. Scotland is regarded as “creating the pioneer friendly societies of the British Isles”(Morrah,
1955) and the Church of Scotland approved a scheme for a Widows’ and Orphan’s Fund for their
ministers in 1743 (Dunlop, 1992). In the early XIXth century a number of insurance companies were
funded in Scotland, some of them among the most important world insurers today (Moss, 2000).

Michie (1991) highlighted the central role played by the stockbrokers (rather than by the Stock
Exchanges) in Scottish development. Anyhow, in the mid XIXth century, the increasing importance of
shares trading and the growing number of stockbrokers led to the creation of the Glasgow (1844),
Edinburgh (1844) and Aberdeen (1845) Stock Exchanges; some decades after, two smaller Exchanges
were created in Dundee (1879) and Greenock (1888). These Exchanges, together with the stockbrokers
were essential for the needs of local investors and companies, although they were more than local
(Michie, 1981)

But the financial activity in Scotland is not only a matter of history linked to the Industrial
Revolution. In fact, Scotland has remained a good location for the financial services until today.
Although the Stock Exchanges were lost at an early stage in the second half of the XXth century, the
region has been able to keep a strong financial community, with a reputed expertise in funds and
pensions management, life assurance and general insurance. Simultaneously, in 2007 Scotland still hosts
the headquarters of two of the largest European banks (Royal Bank of Scotland and Halifax Bank of
Scotland). Beyond that, Scotland is claimed to be “second to London as European Financial location”
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(Scottish Development International, 2007, p. 4), although this statement could possibly be too
optimistic.

In the Millennium period it was claimed that the Scottish Financial services industry was
“becoming more of a virtual entity”, (Cap Gemini Ernst & Young, 2001, p. 26); despite this, in 2006 the
industry accounted for almost 10% of the jobs in Scotland, including indirect employment (FiSAB,
2007). The financial industry produces directly at least 7% of GDP (FiSAB, 2007), being far from
negligible for the regional economy; that is precisely why the Scottish Executive has decidedly
promoted its further development.

During the early XXIst century the Scottish financial sector has been growing continuously,
outperforming both the overall British sector and the regional economy, as can be seen in Figure 1. The
Gross Value Added (GVA) by this sector in 2006 was almost 90% higher than the 1998 figure; during
the same period of strong financial activity, the overall British financial service GVA had increased by
55%.

Figure 1: Evolution of the Financial Industry and overall economy in Scotland and the UK (98-06)
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During the period 1989-2004, the financial services industry increased its importance
considerably in the Scottish economy, although the figures may vary depending on the statistical source
used9. According to the Scottish Input-Output tables, financial intermediaries’ progression has been
noteworthy: from accounting for 4.18% of Scottish GDP back in 1998, this sector accounted for 6.67%
in 2003 and would account for 7.62% in 2006, following preliminary estimates of chained sectoral GVA
growth made by the Scottish Executive. The increase would have been even more evident if ONS

9 The main sources, as shown in the references, are the Scottish Executive and the Office for National Statistics (ONS).
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figures for regions were more accurate; according to them, financial intermediation accounted for less
than 4.5% of the Scottish GDP in 1989 (5.28% in 1998), while it would have accounted for 8.25% in
2004 (latest figure available).

At the same time, the Scottish financial services industry has increased its weight within the
British financial sector, from 6.60% in 1989 to 7.94% in 200410. This rise is more significant if one
considers that during this period the industry had become concentrated even further in London. Other
regions that are relevant in the British financial industry have been reducing their relevance since the
eighties: the South East, the East of England and the North West accounted for 35.37% of the industry in
1989 while they hardly accounted for 29% in 2004. In these three regions the financial services industry
produced a higher Gross Value Added than in Scotland in the late eighties. Nevertheless, in the early
XXIst century Scotland overtook the North West in financial industry’s GVA; and by 2010 Scotland will
have surpassed the South East, if the recent trends remain unchanged.

The positive trend of the Scottish financial services industry, gaining weight in both the regional
economy and the British financial industry, is shown in Figure 2.

Figure 2: Weight of the Scottish Financial Services Industry (SFSI).
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Simultaneously, the recent development of the Scottish financial industry has placed Scotland as
the second region in the UK regarding the weight of financial services in the regional GDP. While the

10 The source of the regional data is the ONS. The UK is divided in 12 regions: London, eight other English regions,
Scotland, Northern Ireland and Wales.
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financial services industry has increased its weight in the GDP in all British regions in the period 1989-
2004, the rise in Scotland has not resembled the increase experienced simultaneously in other regions
(84% rise in Scotland, 57% rise in London and 25% rise in the rest of the UK). Thus, while in the late
eighties there were five regions in which this sector accounted for a higher percentage of GDP than it
did in Scotland (London, East of England, South East, South West and North West) in 2004, only
London’s economy now shows a higher dependence on the financial industry.

Concerning the geographical distribution of this industry, although the Scottish Financial Cluster
is located mainly in Edinburgh and Glasgow, a number of other cities within the Scottish “Central Belt”
benefit from having the headquarters of financial firms.

The economic importance of the financial services industry in Scotland exceeds its direct share
of both regional GDP and growth. We will use the Input-Output tables for Scotland for the years 1998 to
2003 (Scottish Executive, various years) to determine the economic impact of the financial services
industry. First, we will consider the “industry by industry” domestic flows matrices, which show the
commercial linkage between every pair of economic sectors within the region.

During the period considered, the Scottish output has grown by 15%. The financial services
industry accounts directly for 45% of this growth. Furthermore, the Scottish financial services industry
is a main purchaser of goods and services provided by other Scottish firms. According to the evolution
of the Scottish Financial Cluster during the period 1998-2003, the sales of other economic sectors to the
financial industry have also increased, as can be seen in Figure 3.

Figure 3: Weight of the financial industry in other Scottish sectors’ sales (98-03). %.
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In this context, “intermediate sales” are sales of a given Scottish industrial sector to any other
Scottish industrial sector. “Total sales” include both intermediate sales and final demand. The latter
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consists of (i) gross formation of fixed capital; (ii) final consumption by any Scottish agent, including
households and Government; and (iii) exports to the rest of the UK and overseas.

During the period 1998-2003 more than 10% of intermediate sales of other Scottish industrial
sectors have been directed annually towards the financial services industry; this industry has accounted
for more than 4% of total sales of these sectors during the same period.

The role of the Scottish financial industry as a main client of other regional economic sectors
becomes dramatic when referring to certain industries as “postal services” or “accountancy services”.
The Scottish economic sectors that are highly dependant on the financial cluster are shown in Table 1.
These sectors, for which the Scottish financial service industry purchases more than 10% of their total
sales, account for an additional 11% of Scottish GDP (average during the period 1998-2003).

Table 1: Scottish industries highly dependent on the Scottish Financial Services Industry.
Average 1998-2003

Sales to the Scottish Financial industry
/

Total sales of the sector

% of Scottish GDP

Postal Services 40.07% 0.6887
Accountancy Services 29.01% 0.6656
Other Business Services 19.37% 2.5669
Advertising 18.71% 0.1544
Computing Services 18.22% 1.4195
Owning and Dealing in Real
Estate 18.11% 0.9607
Printing and Publishing 17.60% 1.1372
Market Research 16.96% 0.5759
Legal Activities 16.27% 0.9044
Telecommunications 15.93% 1.7259
Air Transport 13.38% 0.4052

Source: Scottish Executive

Input-Output methodology may be used to show the effect that exogenous variations would have
on the demand of the Scottish financial sector in the regional economy, as Haines (1998) did for other
Scottish economic sectors. Thus, we have operated on the “industry by industry” domestic flows matrix
for the Scottish economy (years 1998 to 2003) following a three step process. First, we have gathered
the financial services industries (industry groups 100.1 to 102.2 of SIC) in the “industry by industry”
domestic flows matrix to form the F matrix; second, we have built the Leontief matrix (including 121
sectors); and third we have operated with it to find the Inverse matrix.

The Leontief matrix (In - A) consists of subtracting the A matrix from an Identity matrix (a
matrix with unity values on the principal diagonal and null values in every other cell). Within the A
matrix every element ai,j (known as technical coefficient) is calculated by dividing each value Fi,j (sales
made by sector “i” to sector “j” during the year considered) in the F matrix, by the value of total
production of sector “j”.
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Next we have calculated the Inverse matrix (In - A)-1 in which every cell li,j shows the total effect
that an increase in demand of sector “j” would have on the output of sector “i” during the following
years, until a new equilibrium is reached. The sum of all the cells in a given column is known as a “type
I output multiplier” and shows the total effect on output (in all sectors) of an increase in demand in a
given sector.

We have found that the type I output multiplier of the financial sector varies from 1.586 to 1.818
during the period 1998-2003. That means that, if demand of the financial sector increases by one million
pounds, the subsequent purchases that financial companies would need to achieve, in order to fully
respond to this increase of demand, would produce an additional increase in output within the range
586-818 thousand pounds. This is the equilibrium situation that would be reached after several years,
supposing that the higher demand of the financial sector is the only exogenous change and that inter-
industry relations remain unchanged.

Tables 2 and 3 detail this process. In Table 2 we show the successive increases in output
produced year after year, until the equilibrium situation is reached several years after the initial shock
occurs; anyhow, in the first two years most of the effect takes place (around 88% of the total effect, not
considering the initial shock; the first year alone accounts for two thirds of the total effect).

Table 2: Annual increases of Output after a £ 1 m. shock in the financial services industry occurs.
Average of 1998-2003 period

£ m. Shock 1 year
after

2 years
after

3 years
after

4 years
after

5 years
after

New
equilibrium

Annual increase
in Output 1 0.443 0.149 0.051 0.018 0.007 0.006
Accumulated
increase in
Output 1 1.443 1.592 1.643 1.661 1.668 1.674

Table 3 shows which would be the sectors that would benefit mostly from this increase in output.
In the first place, we find the financial services industry. This shows that the financial companies largely
demand services provided by other financial firms. Thus, the value shown in the first row is the indirect
increase of the financial services industry; that is, a £ 1 m. shock in the financial services industry would
produce, in equilibrium, £ 1.145 m. higher output in the financial sector and £ 0.487 m. higher output in
other sectors.

Other Scottish sectors that, according to the Input-Output tables, would be expected to benefit
from the growth of the financial services industry are “other business services”, “telecommunications”,
“computing services”, “postal services” and “printing and publishing”. In the equilibrium situation, after
a £ 1 m. demand shock for financial services, the increase of output in these five sectors would be
around £ 0.218 m.

The increase in the output generated by the Scottish financial services industry during the period
1998-2003 has indeed fostered intermediate consumption of the goods and services provided by the
aforementioned five sectors. In fact, the intermediate sales of these five sectors to the financial industry
have grown from £ 1,081 m. in 1998 to £ 1,928 m. in 2003; accounting for an approximate £ 0.106 m.
increase in intermediate sales for every £ 1 m. increase in final demand in the financial sector.
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Considering the indirect effects (via the increased demand in other sectors) and the lags until the full
effect in output takes place, we can assume that the real effect of the increase in the demand of the
financial sector will be higher than this £ 0.106 per pound; but possibly not as high as the expected £
0.218 per pound.

Table 3: Expected increases in output in different Scottish industries after demand for the Scottish
Financial Services Industry increases by £ 1 m.

Increase of Output in
equilibrium situation (£)

Financial Services 144,559.12
Other Business Services 75,254.07
Telecommunications 42,394.87
Computing Services 36,864.13
Postal Services 32,367.52
Printing and Publishing 31,084.21
Transport Services 28,630.30
Owning and Dealing in Real Estate 26,463.17
Construction 25,834.91
Architectural etc Activities 24,535.17
Accountancy Services 22,006.23
Legal Activities 17,109.62
Market Research 14,366.30
Other Land Transport 13,386.58
Recreational Services 11,802.16
Air Transport 11,047.68
Other sectors 116,085.00

Another approach to the relevance of the Scottish financial industry is foreign trade. The
European Union as a whole is a net exporter of both financial and insurance services (European
Commission, 2006). In fact, the size of net EU exports in financial services (extra-EU) is comparable to
that of the US and exceeds by far that of Japan. The Scottish financial industry is a net exporter of
services to both the rest of the UK and the rest of the world, indicating a strongly competitive position.

During the period 1998-2003 this industry’s net exports to the rest of the UK have accounted for
£ 13,800 millions. Additionally, net exports to the rest of the world accounted for £ 4,360 millions.
However, a deeper analysis of these figures exceeds the scope of this paper.

In this section, we have highlighted how the Scottish Financial Cluster has outperformed most of
the other regions in the UK, experiencing a remarkable growth, despite the concentration of financial
activity in London. However, Scotland is not a rival for London, whose financial cluster is much larger,
and claims to be the global financial centre par excellence. Scotland, as a location for the financial
industry, may rather be competing with other second-tier financial centres in Europe. So, the obvious
question arises: how is the Scottish Financial Cluster performing in relation to other European financial
centres? The next section deals briefly with this issue.
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6. The Scottish Financial Cluster: an international comparison

Interestingly, even though in recent times Scotland has outperformed other financial locations in
Europe, it remains relatively unknown as a major financial centre outside the UK (IBM, 2005).

The geographic dispersion of the Scottish financial services industry may be a likely explanation
of this relative lack of knowledge. Most of the research regarding the location of the financial industry
that has been conducted focuses on cities providing financial services, neglecting Scotland where
financial firms are located in a number of places along the “Central Belt”. For example, Taylor et al.
(2002a, 2002b) do not use Scottish cities in their analysis, as Glasgow and Edinburgh individually fail to
achieve the necessary financial importance to be considered in their study. Whereas cities like Antwerp,
Dusseldorf or Hamburg are included, it seems very likely that a “Scots’ City” (formed by the tandem
Glasgow-Edinburgh) would have passed the filter. In fact, in Beaverstock et al. (2001) Glasgow and
Edinburgh ranked 138th and 145th out of 316 world cities in the world city network of global financial
firms. However, their unified score of 0.35 would have ranked them around position 50th. The same
remark can be made on similar surveys as that previously commented by Hedrick-Wong et al. (2007).

An initial way of comparing Scotland with its rivals could well be employment linked to
financial activity. In 2007 the financial services industry has directly employed over 108,000 people in
Scotland, slightly below 10% of Scottish labour force; simultaneous data gathered by IBM (2005) show
that traditional financial centres in continental Europe do not have a larger financial industry: Frankfurt
would have around 100,000 employees in the financial services industry, far ahead of Amsterdam
(45,000 employees) or Luxembourg (40,000 employees).

The development of the Scottish Financial Cluster and its relative neglect becomes more evident
if compared to Switzerland. This country is still an important financial hub in the early XXIst century,
despite recent developments of financial integration in Europe that have reduced the differential
attractiveness of the Swiss financial markets. In Switzerland, a country with 7.5 million inhabitants,
more than 200,000 people work in the financial industry, around 5.4% of the total jobs (OFS, 2007).

For a further comparison between Switzerland and Scotland, statistics on the contribution to
GDP may prove useful. Thus, the Swiss financial industry has accounted for around 14% of the national
GDP in the period 2000-2004; simultaneously, its purchases have been around 5% of inter-industry sales
(OFS, 2007b). The second figure is quite similar to that of Scotland previously commented upon,
although the economic relevance of the industry is certainly larger in Switzerland.

However, a comparison with relative values hides important features. Switzerland is a bigger
country than Scotland, and enjoys a higher GDP per capita. Furthermore, its financial industry accounts
directly for a higher share of GDP. Hence, the Swiss financial industry is more than five times bigger
than that of Scotland, according to their value added. This can be seen in Table 4.

Table 4: Comparison between the Swiss and Scottish financial industries. 2003.
GVA

(national currency)
GVA

(£ mill.)
Scottish financial industry £ 5,232.2 mill. 5,232.2
Swiss financial industry 62,529 CHF mill. 28,461

Source: Scottish Executive, OFS. Exchange rate used is that of 31/XII/2003
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Currently, the Swiss financial centre is dominated by the two largest banks (Cassis, 2006). It is
interesting to note that the largest banks in Scotland (Royal Bank of Scotland and Halifax Bank of
Scotland) and Switzerland (UBS and Crédit Suisse) are quite similar in size, as shown in Table 5.

Table 5: Comparison between the Swiss and Scottish largest banks.
Market Capitalisation

18/V/2007
million €

Total Assets
31/XII/2006

million €

Equity book value
31/XII/2006

million €
2 largest Swiss Banks 168,455.34 2,277,099.13 63,184.54
2 largest Scot Banks 149,465.14 2,120,433.04 86,379.46

Source: Companies and Stock Exchanges
Exchange rates used are those of 18/V/2007 and 31/XII/2006 respectively

The four banks aforementioned share a global approach to the financial marketplace; they are
leading institutions within industry as well. Nevertheless, reducing the financial activity to banking
ignores important markets in both countries (the Swiss Exchange or the Scottish insurance companies,
for example). It may be useful, therefore, to highlight the relevance of the Scottish industry.

Financial activity plays a leading role in the Dutch economy, as well. Interestingly, the
Netherlands enjoy a long tradition of offering financial services: Amsterdam was the largest financial
centre in the XVIIth century and the first Exchanges where stocks were traded were Flemish towns.
Nowadays, this country headquarters some of the larger banks and insurance companies in the European
marketplace, together with a Stock market integrated in Euronext. However, the Netherlands is a bigger
country than Switzerland, having a population of well over 16 million people.

Dutch financial firms accounted for 7.4% of the national GDP in 2005 (CBS, 2007). This sector
has steadily increased their share of GDP since the eighties; in 1988, financial activity accounted for just
5.9% of GDP. Despite this, its impact on other economic activities is not as important: this sector only
engenders 2.5% of the intermediate industrial purchases. In absolute terms, the GVA produced by the
financial services industry was around 31 milliard € in 2003, that was less than £ 20 milliards. If
compared to the figures previously reported (section 5 and Table 4, specifically), the Dutch financial
industry appears to be much bigger than the Scottish, although maybe not as crucial for the national
economy.

In conclusion, Scotland’s financial industry may not be as large as those of Switzerland or the
Netherlands, but it is growing at a much faster pace and increasing its impact on the general economy.
Table 6 shows these comparisons.

Table 6: Comparison among Scotland, Switzerland and the Netherlands.
Scotland Switzerland The Netherlands

Growth of financial industry’s
GVA (1994-2003) 101.19% 16.97% 18.03%
% of GDP (2003) 6,67% 14,38% 7,26%

Source: Scottish Executive, OFS and CBS

Although it has been forecasted that the financial activity would either concentrate on the main
international financial centres or become a “virtual activity” in which location would not be important
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for the business, it seems that there is still a place for peripheral financial centres, as the recent evolution
of the Scottish Financial Cluster may suggest. Some actions could enhance the growth of these
peripheral financial centres, attracting more players to them. First, becoming one of the regions that is
regarded as “leading sources of conventions and practices that later come to characterize the industry
as a whole”, encouraging financial innovation, as may be the case for California (Leyshon and Pollard,
2000, p 210). Second, concentrating the industry’s efforts in some market niches can strengthen its
competitive position, as is the case for Switzerland (Cassis, 2006). If the Scottish Financial Cluster is
able to progress in these directions, it will be an important step forward in closing the gap between it and
other second-tier European financial locations, such as Switzerland or the Netherlands.

The opportunity for Scotland to specialise in financial services industry is real, as European
regions become less synchronised, indicating that regions have grown increasingly more specialised in
fewer economic sectors (Fatas, 1997; Forni and Reichlin, 1998). The advances in the integration of
European financial markets would have very positive consequences for the regions that are providing
them. Anyhow, the Scottish exposure to the evolution of global financial markets could reach a high
level, demanding a careful and continuous control by the public sector.
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7. Conclusions and future research

In recent times financial markets have evolved towards global consolidation. One of the most
important features of this process is the large wave of M&As which have taken place within this
industry. Thousands of financial firms have been acquired, mainly in the major industrial countries.
Significantly, the evolution of international financial markets has become a main subject for discussion
among international institutions, policymakers, media and public opinion.

Hence, economic research has thoroughly analysed the globalisation of financial markets from
different points of view. A main research stream has focused on the change of the financial services
industry itself. A different approach has been taken by economic geographers and historians; they have
conducted research on the location of the financial services industry and, specifically, have devoted
large attention to the arising of those financial districts that supply services at a global basis.

Nevertheless, the brilliant performance of some peripheral financial centres has somehow been
neglected. Little research has been conducted on the importance that financial services may have in
certain economies, despite the dramatic role that the financial services industry plays in some regions.
This neglect is more relevant as researchers increasingly share the opinion that the consolidation of the
financial services industry in alpha global cities is irreversible.

This paper has dealt with the questions “what is the economic impact of the financial services
industry in financial centres” and “do peripheral regions still have a role in the financial services
industry of the XXIst century?”, and concluded by presenting the Scottish Financial Cluster as a case
study.

First, this paper has provided a literature review on three related areas highly relevant for our
purpose: the recent evolution of financial markets; economies of industrial location; and financial
centres, stressing in this case the relative lack of research on second-tier financial centres.

Next, we have analysed the Scottish Financial Cluster in order to shed some light on the
economic impact of financial services in regional economies. We have shown the brilliant performance
of this sector during the last years and its dramatic role in the Scottish economy. As we have
highlighted, the Scottish financial services industry has recently experienced a sharp increase in output
and in Gross Value Added, gaining weight both within the regional economy and within the British
industry. Beyond this, the financial activity pulls along other Scottish economic sectors as well, having a
noteworthy multiplier effect on this nation’s economy.

The following step consisted in comparing the Scottish financial services industry to some
European competitors. In this way, we have shown the respectable size of this Scottish industry, even
though Swiss or Dutch financial industries are still much bigger. That is, despite its key role in the
regional economy and its recent success, there is a long way to go before the Scottish Finance catches up
with second-tier financial hubs, such as the Netherlands or, especially, Switzerland.

The recent evolution of the Scottish Financial Cluster suggests that there is still a place for
peripheral financial centres. We pointed out two actions that could enhance the growth of these
peripheral financial centres, attracting more players to them: first, becoming one of the regions that are
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regarded as the benchmark for certain financial services, creating “standard” practices and encouraging
financial innovation; second, concentrating the industry’s efforts in selected market niches that can
strengthen their competitive position.

The growth of the financial services industry in Scotland also shows that it has a real opportunity
for specialising further in providing financial services. In this sense, the consequences of advances in the
integration of European financial markets would be very positive for those regions providing financial
services.

Finally, this paper would like to stimulate further research in two directions. First, second-tier
financial centres should be analysed in order to determine the impact that financial activity has in these
economies. Second, if the Scottish engagement in the evolution of financial markets is to reach a high
level, this economic cluster is worth further and more detailed analysis, focusing especially both on the
possibilities of continuing its success, and on the socio-economic consequences of specialising in the
financial services industry. The effects of the ongoing financial turmoil in the Scottish economy will be
examined in the future, in order to analyse the socioeconomic by-products of the crisis in the financial
sector.
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