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The introduction of Europe’s single currency 20 years ago was an important milestone for the integration
of financial markets in the euro area. These markets integrated significantly in the first decade after the
launch of the euro, but the integration process came to an abrupt halt with the outburst of the global
financial crisis. Since then, the progress of financial and economic integration has slowed down
significantly, and concerns about the stability of the overall financial system returned. The weaknesses of
the regulatory and supervisory architecture that came to light during the crisis led to calls for
comprehensive reforms to stabilise the EU’s financial system and promote its integration. In addition to
the ad hoc measures to address the crisis, these reforms included: (i) an overhaul of the regulatory
framework for financial markets and institutions; and (ii) the creation of two crucial building blocks for a
genuine financial union: the banking union and the capital markets union. These reform measures were
very successfully designed, and, while not fully completed yet have contributed to the stabilisation of
Europe’s financial sector. However, further efforts are now necessary to reap the full potential of a true
financial union. This section presents an overview of how the financial sector and its regulation have
developed over the past two decades. It starts with a literature review on financial integration and
stability, followed by an overview of trends in financial integration in the euro area. The subsequent
chapters elaborate on the regulatory framework established before the crisis, the weaknesses of the

financial system which were unveiled by the crisis, and the subsequent policy response. (%)

1.1. Introduction

The adoption of the European single currency
initiated a long process of euro-area financial
integration. That process of integration has waxed
and waned over the past 20 years. In particular, the
global financial crisis significantly interrupted the
integration process, as can be seen in Graphs 1.1
and 1.2. Overall, however, the long-term trend
towards financial integration has been maintained.

Almost immediately following the introduction of
the euro, the financial services action plan (FSAP)
became the key component of the EU’s attempt to
create a single market for financial services.
However, a decade later, the financial crisis
exposed several weaknesses in the European
financial system and its regulatory and supervisory
architecture. The crisis led to calls for more
thorough reforms of the regulatory and supervisory
framework. In otrder to achieve a true financial
union, these reforms, including the creation of the
banking union and the capital markets union
(CMU), must be completed.

() 'This section represents the authors’ views and not necessarily
those of their affiliation. The authors gratefully acknowledge the
contribution by Emrah Arbak on access to finance based on
SAFE data; support on the data and preparation of the graphs by
Nicola Negrelli; and the comments by (in alphabetic order):
Markus Aspegtren, Elena Peresso, Jennifer Robertson, Emiliano
Tornese, Geert Van Campenhout, Christoph Walkner and Corina
Weidinger Sosdean (all European Commission, DG FISMA),
Zenon Kontolemis (European Commission, DG ECFIN) and
two anonymous reviewers.

I.2. Theory and benefits of financial
integration

Baele et al. (2004) define a fully integrated market
as a market where all market participants face the
same relevant characteristics, such as: a single set of
rules when dealing with financial instruments and
services; equal access to the same set of financial
instruments and setvices; and equal treatment of
participants in the market. (3 In other words, full
financial integration requires the same access to
banks for both investors (the demand side for
investment opportunities) and firms (the supply
side of investment opportunities), regardless of
their region of origin. It also requires the same
access to trading, clearing and settlement platforms
for investors and firms. Liebscher et al. (2000)
show that financial integration can take many
forms, including: monetary integration,
liberalisation of the capital account, subcontracting
abroad of financial services or of financial
infrastructure, foreign entry, regulatory
convergence, and harmonisation. (3) The concept
of financial market integration implies that the law
of ‘one price’ holds, which means that assets with

(®» L. Baele, A. Ferrando, P. Hordahl, E. Krylova and C. Monnet
(2004), ‘Measuring financial integration in the euro area’, ECB
occasional paper series no. 14, April 2004.

() K. Liebscher, ]. Christl, P. Moolslecher, and D. Ritzberger-
Griinwald (2006), Financial development, integration and stability:
evidence from Central, Eastern and South-Eastern Europe,
Edward Elgar Publishing.
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identical risks and returns are priced identically
regardless of where they are transacted. (%)

The economic literature (°) identifies several
interrelated benefits of financial integration,
including more opportunities for risk sharing and
for risk diversification; better allocation of capital
among investment opportunities; and the potential
for higher growth. Some studies also consider
financial development as a beneficial consequence
of financial integration.

On risk sharing, Jappelli and Pagano (2008) show
that integration into larger markets is beneficial to
tirms, financial markets and institutions. (¢) In
particular, financial integration facilitates the
investment process. This is because entrepreneurs
with little initial capital have access to more
intermediaries that can mobilise savings to cover
the costs of investment. In addition, the availability
of risk-sharing opportunities improves financial
markets and permits risk-averse investors to hedge
against negative shocks. This allows higher-risk
projects (potentially also with high returns) to be
financed. Given that integrated financial markets
and institutions are better able to handle credit risk,
financial integration removes certain forms of
credit constraints faced by investors.

An  integrated  financial —market removes
impediments to the trading of financial assets and
to the flow of capital. This allows investors to
allocate their funds to the most productive use, and
at low operational cost. Kalemli-Ozcan et al. (2008)
show that opening access to foreign markets gives
agents a wider range of financing sources and
investment opportunities, and permits the creation
of deeper and more liquid markets. This allows for
information to be pooled and processed more
effectively, and for capital to be allocated more
efficiently. (7)

(* R. Feenstra and A. M. Taylor (2016), International Economics,
Worth Publishers.

(®) See for more details: International Finance: A Survey, H. Kent
Baker and Leigh A. Riddick, Oxford University Press Online,
2012.

() T. Jappelli and M. Pagano (2008), ‘Financial market integration
under EMU’, European Economy, Economic Papers 312, March
2008.

() S. Kalemli-Ozcan, S. Manganelli, E. Papaioannou and J. L. Peydro
(2008), ‘Financial Integration and Risk Sharing: The Role of the
Monetaty Union’, working paper prepared for the 5% European
Central Banking Conference on The Euro at Ten: Lessons and
Challenges.
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The economic literature also indicates a strong link
between the development of financial structures
and economic growth. ()) In the neoclassical
framework, the opening of international capital
markets generates flows from capital-abundant
countries towards capital-scarce countries, and thus
accelerates  convergence (it therefore also
accelerates medium-term growth) in poorer
countries. Productivity may also increase in the
countries receiving foreign capital, since capital
tflows relieve the economy of credit constraints and
thus allow agents to make more productive
investments. (*) Financial integration may also
improve the functioning of domestic financial
systems through the intensification of competition
and the import of financial services. There is ample
evidence in the literature (1) that financial
integration leads to higher economic growth.

At the same time, increased cross-border financial
activity creates challenges for financial regulators
and supervisors secking to maintain financial
stability. Deeper financial integration requires
closer regional financial policy cooperation,
because shocks spread more widely in an integrated
financial system. Sudden market volatility and
abrupt reversals in capital flows across integrated
markets may provoke financial crises. Appropriate
legal frameworks and rules must therefore be put
in place to take account of market circumstances
where institutions are organised on a Pan-
European, cross-sectoral basis. Possible regulatory
safeguards to keep pace with new sources of
financial risk and contain institutional and systemic
risk include capital adequacy for banks and
solvency margins for insurance companies.

Researchers have debated at length the extent of
Europe’s financial integration — and more
specifically the extent of the euro area’s financial
integration. Their research is not entirely
conclusive, as many researchers stress that even a
fully integrated financial market may be subject to
frictions. (*') What remains unchallenged is the fact
that financial integration has progressed in Europe

() R. Levine (1997), ‘Financial Development and Economic Growth,
Views and Agenda’, Journal of Economic Literature, 35(2), 688-
726.

() A. Bonfiglioli (2008), ‘Financial integration, productivity and
capital accumulation’, Journal of International Economics,
Elsevier, vol. 76(2), pages 337-355, December.

(%) See e.g. Eichengreen, and Wyplosz (2001), Klein and Olivei
(2008), and Quinn and Toyoda (2008).

(") R. Matousek and D. Stavarek (2012), Financial Integration in the
European Union, Taylor&Francis.
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since the Treaty of Rome (1957), which created the
basic conditions for the creation of a single
European market for financial services.

The adoption of the common currency in 1999
gave a major impetus to financial integration in the
euro area. ('2) As economists point out, a single
currency is an important component of a common
financial system and a strong promoter of financial
integration. (13)

I.3. Trends in euro-area financial integration

Euro-area financial integration began to increase
after the inception of the euro, but stalled during
the global financial crisis. Remarkably, integration
in prices (where prices for — and returns on —
similar investments in different euro-area countries
converged) consistently outperformed quantity-
based measures of integration (which cover
interbank markets and which include the money
and banking markets, bond markets and equity
markets). After the acute phase of the crisis, the
aggregate indicators of euro-area  financial
integration resumed their upward trend — strongly
in the case of prices, but much less strongly in the
case of quantities (see Graph 1.1).

The main drivers behind the recent progress in
price-based indicators of euro-area financial
integration, whose level is still to reach pre-crisis
levels, have been: (i) the convergence in equity
returns; and (i) the convergence in bond yields
along with declining risk premia (see Graph 1.2). In
contrast, the slight decrease in the quantity-based
indicator of integration over the past few years
appears to result mainly from a decline in cross-
border interbank lending. This decline in cross-
border interbank lending may be linked to lower
counterparties’ needs to undertake transactions
within the euro area money market given the
ECB’s loose monetary policy and in particular its
sustained liquidity injections into the euro area
banking system.

(*?) Liebscher et al. (20006), op. cit.

(1) Jikang, Z. and Xinhui, W. (2004), ‘Financial Market Integration in
Euro Area, Development and obstacles’, in The 4th Meeting of
the BEuropean Studies Centers in Asia: EU Enlargement and
Institutional Reforms and Asia, China: European Studies in Asia.

Graph I.1: Composite indicators of euro-
area financial integration

0,4
0,2

)

5 N P DD DDA O DD LA

ELA-ANIC LR\ G S N N

N R A
6" 6" Q"' PP
PP PP

—Price-based Indicator ===Quantity-based indicator

Note: The price-based composite indicator aggregates 10
indicators that cover the four main segments, i.e. the money,
bond, equity and banking markets. The quantity-based
composite indicator aggregates 5 indicators, all covering
various market segments. The indicators are bounded
between O (full fragmentation) and 1 (full integration). See
more details in ECB’s Financial integration in Europe, May
2018, pp. 127-131.

Source: ECB

Graph 1.2: Dispersion of euro-area ten-year
sovereign-bond yields
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Looking at specific market segments, money-
market indicators of financial integration give a
mixed picture. In the unsecured money market, the
dispersion in interbank lending rates shows
volatility in recent years. This volatility may be
linked to declining transaction volumes on the back
of greater excess liquidity injected through the
Eurosystem’s monetary policy operations (see
Graph 1.3). In this environment of lower turnover,
outlier transactions, even at small volumes, have a
pronounced impact on interest-rate dispersion.
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Graph 1.3: Dispersion in euro-area
countries' unsecured interbank lending

Graph 1.4: Share of MFI cross-border
holdings of debt securities issued by euro-
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interbank lending

A high level of interest-rate dispersion was also
registered in the secured money market. This was
linked to high demand for high-quality collateral
amid the ongoing public-sector asset purchases by
the Eurosystem.

In the securities market, euro area equity market
integration, as measured by differences in returns
between euro area countries, has recently reached
again pre-financial crisis levels. In the sovereign
bond segment, sovereign bond yields showed
evidence of a return to cross-country convergence,
following an increase in the dispersion rate during
years 2015-2017. Convergence also continued in
non-financial corporate bond yields while the
measures of financial integration based on the
portfolio structures of euro area securities investors
showed mixed trends. The exposures of monetary
and financial institutions (MFIs) (14) to euro area
sovereign and corporate bonds issued outside their
domestic market increased during the first few
years following euro inception but the trend
reversed during the crisis (for corporate bonds) or
even before (for government bonds) — see
Graph1.4. More recently, both groups of
exposures stabilised at levels exceeding those from
approximately 20 years ago.

(**) MFIs constitute one of the most prominent sub-sectors of euro
area investors.
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In banking, the convergence of several price-based
euro-area banking-market indicators continued.
This was partly due to support from the ECB’s
non-standard monetary policy measures. The
narrowing dispersion in bank bond yields was
helped in recent years by the positive market
reaction to the resolutions, liquidations and
recapitalisations of European banks and by the
reduction in the stock of non-performing loans
(NPLs — loans where the borrower is unable, or is
deemed unlikely to be able, to make scheduled
payments) (see Graph 1.10).

Meanwhile, interest rates on lending to
non-financial corporations and to households have
continued to decline since the inception of the
euro, amid falling cross-country dispersion. These
developments indicate that access to finance
improved for households and companies, including
for small and medium-sized enterprises (SMEs)
(see more details in Box I.1). The results of the
bank lending survey (1%) show changing trends in
credit supply and demand in the euro area over the
last two decades. The period immediately following
the inception of the euro was marked by significant
supply constraints, as well as by weak demand for
credit. These weaknesses gradually dissipated, but
frictions started to rebuild, especially in stressed
countries, during the global financial and euro-area
sovereign debt crisis. In recent years, there have

(1) The bank lending survey provides information on bank lending
conditions in the euro area. It supplements existing statistics with
information on the supply of and demand for loans to enterprises
and households.
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been consistent improvements in both credit
supply and demand conditions throughout the euro
area (see Graph L.5).

Graph 1.5: Credit supply and demand
conditions in the euro area
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Note: For supply, values correspond to the net percentages of
banks contributing to tightening credit standards. For
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reporting a positive contribution to demand.

Source: ECB

Despite gradual progress, quantity-based indicators
continue to show that there is fragmentation in
cross-border and retail banking. The shate of
outstanding cross-border bank loans provided to
non-MFIs is currently at around 5%. The share of
cross-border loans to non-financial corporates
remains below 10% while the share of cross-border
loans to households remains below 1%. However,
euro area equity and bond investment funds
remained diversified across euro area Member
States and beyond. The combined share of their
investments in other euro area Member States and
outside euro area have been increasing (see

Graph 1.6).

Further, there are signs that euro-area financial
integration is becoming more resilient to shocks.
This trend can be illustrated by foreign equity
investments gaining ground over foreign debt
investments, and by foreign direct investments
strengthening relative to portfolio investments (see
Graph L1.7). Moreover, cross-border bank lending
to retail customers has slowly increased over time
in comparison to cross-border interbank

lending. (1)

(1) See more details in Financial Integration in Europe, ECB, May
2019.

Graph 1.6: MFI loans to non-MFls:
outstanding amounts by residency of
counterparty
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Graph 1.7: Euro area cross-border equity
holdings
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Opverall, cross-border, private financial risk sharing,
which refers to attempts by households and firms
to smooth out their consumption streams against
fluctuations in the business cycle of their country
resulting from economic shocks, is still fairly
limited. ('7) ECB calculations show that, as of
2017, almost 80% of the idiosyncratic shocks to a
country’s GDP growth remain unsmoothed.
According to the literature, better integration of
capital and credit markets could make much larger
contributions to risk sharing. (19)

() Idem.

(*8) Asdtubali, P., Sorensen, B., and Yosha, O., ‘Channels of Interstate
Risk Sharing: United States 1963-1990.” Quarterly Journal of
Economics, Vol. 111, 1996.
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Box 1.1: Developments in access to finance based on SAFE data

More than 10 years after the onset of the global financial crisis, the availability of bank
financing has become a much less significant problem for firms within the euro-area'. In
particular, the results of the EU’s survey on the access to finance of enterprises (SAFE) make it
clear that the availability of external bank financing has improved greatly since 2010 in 11 euro-area
countries for which data coverage remains comparable. Indeed, as of mid-2018, only 5.7% of
sampled firms were deemed to be credit constrained, down from a peak of 13.8% in late 2011
(Graph 1a). Moreover, although credit constraints have eased for all firms, they continue to be
much more significant for smaller firms, affecting nearly 7.2% of micro-sized firms in mid-2018 as
opposed to 2.9% of larger firms in the same period (Graph 1b).

Graph 1. Credit-constrained* firms (% of sampled firms)

(a) by financial market conditions ** (b) by firm size ***

1

Sonrce: Survey on the access to finance of enterprises (SAFE); European Commission.
Notes: Figures aggregate the share of firms facing problems in accessing bank loans or credit lines. *Credit-constrained firms are those
firms that received less than 75% of the original amount sought, including a full rejection, or those that refused the bank’s offer. **The
EA-11 countries that have not experienced severe financial market stress are identified as Austria, Belgium, Finland, France, Germany,
and the Netherlands. The stressed EA-11 countries are Greece, Ireland, Italy, Portugal, and Spain. *** Micro enterprises are enterprises
with 1-9 employees, small- and medium-sized enterprises (SMEs) are those with 10-249 employees, and large enterprises have 250 or

more employees.

The figures also make it clear that the availability of bank financing continues to be mote
difficult for firms in countries that have experienced a severe episode of financial market
stress. This is especially the case for Greece (country-specific data are not shown here), where
17.1% of firms are credit constrained, and 31.3% of firms say that access to finance is their most
pressing problem. A deeper analysis reveals that most of this cross-country variability can be
explained by: (i) changes in business outlook (i.e. sales and profitability); (i) future growth
expectations; (iii) credit history; and (iv) financial and macro-economic conditions.

An arguably less positive development has been the declining share of firms that seek bank
financing. As of mid-2018, 67.5% of all sampled firms have refrained from seeking financing, a
percentage which has been continuously increasing since the beginning of the survey (Graph 2a).

(") The discussion in this box uses data from the EU’s Survey on the access to finance of enterprises (SAFE) to assess both the
availability of — and the need for — external bank financing by firms within the euro area since 2010. The analysis has been
limited to 11 countries (Austria, Belgium, Finland, France, Germany, Greece, Ireland, Italy, Netherlands, Portugal, and Spain)to
ensure homogenous data coverage with the sample period.

(Continued on the next page)
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Box (continued)

The figures also reveal that the share of firms not needing bank financing is much greater in
countries that have not faced severe financial market stress. This tendency holds for micro-sized
firms and SMEs (Graph 2b). However, larger firms appear to have been more likely to seek bank
financing since late 2015, which may be a direct result of the ECB’s expanded asset purchase
programme. An empirical analysis reveals that an improving business outlook, and the
corresponding ability of a firm to generate the needed funds internally, help to explain a relatively
small part of the cross-country and intertemporal variability. The data do not highlight any
increased use of alternative non-bank financing. Put together, these findings suggest that declining
credit demand may be driven by reasons other than internal fund generation or alternative funding
sources. These other reasons may include high levels of debt, economic and political uncertainty,
and so on.

Graph 2. Firms that did not apply* for bank financing (% of sampled firms)

(a) by financial market conditions ** (b) by firm size ***
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Source: Survey on the access to finance of enterprises (SAFE); European Commission.
Notes: Figures aggregate the share of firms facing problems in accessing bank loans or credit lines. *The figures exclude firms that
refrained from applying for a bank loan or a credit line due to potential eventual rejection. **The EA-11 countries that have not
experienced severe financial market stress are identified as Austria, Belgium, Finland, France, Germany, and the Netherlands. The
stressed EA-11 countries are Greece, Ireland, Italy, Portugal, and Spain. *** Micro enterprises are enterprises with 1-9 employees, small-

and medium-sized enterprises (SMEs) are those with 10-249 employees, and large enterprises have 250 or more employees.

I.4. From euro inception until the crisis regulatory convergence observed in the 1990s (%)
and the elimination of the exchange rate risk
The first decade which elapsed since euro through the introduction of the euro are two
inception can be characterised by a significant important factors that pushed cross-border
growth of cross-border banking groups in financial activity. (1)
Europe. (*) While some general factors, such as
the globalisation of financial markets fostered this
process, also EU-specific drivers boosted cross-
border financial activity. In particular, the legal and

(*%) One milestone in this regard was the Second Banking Directive
(No 89/646) which entered into force in January 1993 and
introduced the Single Banking Licence.

(") See F. Allen, T. Beck, E. Catletti, P. Lane, D. Schoenmaker and (") See S. Kalemli-Ozcan, E. Papaioannou, and J.-L. Peydro, (2010),

W. Wagner. (2011), ‘Cross-Border Banking in Eutope: ‘What lies beneath the euro's effect on financial integration?
Implications for Financial Stability and Macroeconomic Policies’. Currency risk, legal harmonization, or trade?”’, Journal of
Centre for Economic Policy Research (CEPR). International Economics, 81, issue 1, p. 75-88.
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In order to strengthen the emerging single market
for financial services in Europe, the FSAP was the
key action plan guiding the EU’s attempt to create
a single market for financial services. The plan was
issued in May 1999 and it tackled three strategic
objectives: (i) the creation of a single market for
wholesale financial services; (ii) ensuring open and
secure retail financial markets; and (iii) ensuring
modern prudential rules and supervision. (%?)

In order to complete the single wholesale market,
the FSAP called for:

e the removal of outstanding barriers to raising
capital (an update to the Directives on reporting
requirements and prospectuses);

e a common legal framework for integrated
securities and derivatives markets (amendment
of the Investment Services Directive; Directive
on  market  manipulation; and  the
Communication on clarification of protection
rules for sophisticated and retail investors);

e a single set of financial statements for listed
companies, and legal security to underpin cross-
border securities trades (amendments to
financial collateral arrangements);

e asecure and transparent environment for cross-
border restructuring (agreement on proposals
for a European company statute and takeover-
bids directive; proposals for directives on cross-
border mergers and transfers of company
headquarters; requirement for disclosure of
objective and  stable criteria for the
authorisation of restructuring in the banking
sector);

e a sound framework for asset managers to
optimise the performance of their portfolios in
the interests of their investors (proposals for
directives on: (i) prudential supervision of —
and tax arrangements for — supplementary
pensions; and (i) closed-end collective
investment funds).

To develop open and secure markets for retail
financial services, the FSAP promoted better
information, transparency and security for the
cross-border provision of retail financial services

(*?) See European Commission (1999), Financial Services Action Plan,
COM(1999)232.

14 | Quarterly Report on the Euro Area

(Directive on distance selling of financial services;
Recommendation on mortgage credit information;
proposal  for a directive on  insurance
intermediaries;  action  plan  to  prevent
counterfeiting and fraud in payment systems). The
FSAP also proposed the speedier resolution of
consumer disputes through effective extra-judicial
procedures (Communication on out-of-court
settlements) and the balanced application of local
consumer-protection rules.

To ensure the continued stability of EU financial
markets, the FSAP proposed to bring banking,
insurance and securities prudential legislation up to
the highest standards. It proposed to do this via:

e the adoption of a directive on the winding-up
and liquidation of banks and insurance
companies;

e the adoption of a directive on electronic money;

e amendments to the
Directive;

Money Laundering

e proposals to amend the capital framework for
banks and investment firms; and

e proposals to amend solvency margins for
insurance companies.

The FSAP also proposed: (i) a directive on the
prudential supervision of financial conglomerates;
and (i) specific arrangements to increase cross-
sectoral discussion and cooperation between
authorities on issues of common concern (creation
of a securities advisory committee).

On mutual funds, several successive directives on
undertakings for collective investment in
transferable securities (UCITS) (2%) were adopted.
Finally, the FSAP addressed broader issues on an
optimal single financial market, including the
elimination of tax obstacles and distortions. (24)

To support the development of the proposals and
policies outlined above, the ‘Lamfalussy process’
was designed in March 2001. This process was
composed of four ‘levels’, each focusing on a

(*¥) Including, Directive 2009/65/EC and Directive 2014/91/EU.

(**) See European Commission (2005), FSAP Evaluation, Part I:
Process and  implementation,  http://ec.curopa.cu/smart-
regulation/evaluation/search/download.do?documentld=447.
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specific stage of the implementation of legislation.
At the first level, the BEuropean Parliament and
Council adopted a piece of legislation, setting out
the core values of a law and building guidelines on
its implementation. The law then progressed to the
second level, where sector-specific committees and
regulators advised on technical details. At the third
level, national regulators worked on coordinating
new regulations with other countries. The fourth
level involved compliance with — and
enforcement of — the new rules and laws. The
Lamfalussy process was a significant catalyst in
delivering successful agreements on four key
measures of the FSAP: the Market Abuse
Directive, adopted on 3 December 2002; the
Prospectus Directive, adopted on 15 July 2003; the
Markets in Financial Instruments Directive
(MiFID), adopted on 27 April 2004; and the
Transparency Directive, adopted in 2004.

The Lamfalussy process strengthened the role, legal
status and political accountability of what were
known as Level 3 committees. These committees
subsequently evolved into the three supervisory
authorities constituting the European system of
financial supervision: the FEuropean Banking
Authority (EBA); the European Insurance and
Occupational Pensions Authority (EIOPA); and
the European Securities and Markets Authority
(ESMA). These reforms set the ground for
subsequent supervisory convergence at euro-area
and EU level.

The Commission’s White Paper on Financial
Services Policy 2005-2010 (?%) presented the
Commission’s financial-services policy priorities
for the period after the FSAP. The main objectives
of the White Paper were:

e to strengthen the achievements made under the

FSAP;

e to remove remaining inconsistencies in the
regulatory framework;

e to further improve the supervisory architecture;

e to create more competition between financial
services providers;

(*) European Commission (2005), White Paper — Financial Services
Policy 2005-2010, COM(2005) 629 final.

e to bolster the EU’s position in global capital
markets.

The FSAP was largely completed by its 2004
deadline (39 of the 42 measures adopted) and two
further measures were adopted in 2005. Member
States made considerable efforts to transpose
FSAP directives into national law, albeit at
different speeds. Still, the plan left a number of
significant fiscal and legal obstacles to creating a
truly  Single Market in financial services
unaddressed, for example as regards the treatment
of pensions across Member States. An important
remaining challenge was the even and full
implementation and enforcement of the newly
adopted rules and regulations.

During the first decade of the euro’s existence, the
financial services industry was actively involved in
the rule-setting process. In particular, the
Giovannini Group (*) produced reports on: (i) the
re-denomination of bond markets into euro (1997);
(i) the EU repo market (1999); and (iii)
coordinated issuance of euro-area government
bonds (2000). The role of the Group was essential
in the area of post-trading, where in 2001 (¥7) it
identified 15 barriers to efficient cross-border
clearing and settlement. It categorised these
bartiers under three headings: (i) national
differences in technical requitements/market
practices (10 barriers); (i) national differences in
tax procedures (2 barriers); and (iii) legal certainty
(3 barriers). In the subsequent report (2003) (%) the
Group proposed actions to remedy the identified
problems. These actions took the form of a set of
technical standards, market conventions, rules,
regulations, and laws that are consistent with a
bartier-free environment for the provision of post-
trading services. As a follow-up to these efforts,
European securities exchanges, clearing houses and
central  securities  depositories  signed  on
7 November 2006 the code of conduct on clearing
and settlement. However, the scope and
implementation of this code of conduct turned out
to be insufficient.

(*%) Formed in 1996 to advise the Commission on issues relating to
EU financial integration and the efficiency of euro-denominated
financial markets.

(*") https://ec.europa.cu/info/system/files/first_giovannini_
report_en.pdf.

(*) https://ec.curopa.cu/info/system/files/second_
giovannini_report_en.pdf.
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1.5. The crisis unveiled weaknesses

In the years preceding the global financial and
economic crisis, the European financial sector
experienced a boom. The financial system grew
significantly in size during these years (see
Graph 1.8), and the operations of large financial
institutions expanded, including across borders.
These pre-crisis years also saw financial markets
become increasingly integrated internationally. As
mentioned at the beginning of section 4, this rapid
growth of global banking groups, including those
with headquarters in the EU, was fuelled by the
introduction of the euro. However, other factors
also played a role in this growth, such as the EU’s
enlargement, the US financial market boom, and
the low interest-rate environment. (%)

Graph 1.8: Total assets of euro-area MFls
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The global financial and economic crisis, which
started in 2007-2008 in the US, exposed
weaknesses in the European — and in particular
the euro-area — financial system. Many challenges
were imported, or reinforced, by financial
imbalances elsewhere, and the FSAP had only
addressed some of the financial stability challenges
of the system. The large scale of banking losses
globally and the failure of leading investment banks
such as Lehman Brothers spurred uncertainty in
the market and prevented banks from lending to
each other restricting liquidity provision across
financial markets and to the broader economy. The
described problems in the banking system, coupled
with existing vulnerabilities of some euro-area

(*) See European Commission (2014), Commission Staff Working
Document Economic Review of the Financial Regulation Agenda,
SWD(2014) 158 final.
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Member States led to significant financial-sector
disruptions and to the sovereign debt crisis in 2010.

Opverall, this led to a return to fragmentation along
national borders, first appearing in the banking
sector and subsequently spreading to the sovereign
sector. Some of the divergences resulting in
fragmentation, were driven by country-specific
differences in fundamentals and other factors (e.g.
debt/GDP ratio, relative size of the financial
sector, banking sector openness, national ring-
fencing of financial markets).

At the peak of the financial crisis, the euro-area
banking system became fragile. Stricter funding
conditions meant that the flow of interbank
funding decreased, and in some cases even came to
a halt. This was particularly the case for cross-
border, and wunsecured, borrowing. This was
because foreign lenders started charging larger
premia or ceased lending altogether. At the same
time, banks had limited ability to absorb losses,
given their often-large expansion of balance sheets
without provisioning sufficiently for the level of
risk taken. Banks had also come to rely on
relatively short-term wholesale funding to finance
their balance sheets, and this wholesale funding
proved unstable in the crisis. The resulting maturity
mismatch between these short-term liabilities and
longer-term loans or other assets, made them
vulnerable to liquidity shocks. These liquidity
shocks, combined with the solvency problems of
some banks, led to calls for unprecedented state aid
to support the euro-area banking system.

As a consequence of the financial crisis, bank
lending to the economy dropped sharply. The
heavy reliance on banks as a source of funding, and
the relatively limited role of other sources of
financing (such as equity markets) aggravated the
problem. This seriously hampered the economic
growth of the euro area. The financing conditions
faced by companies very much depended on their
geographical location.

The disproportionate growth of assets in the
financial sector in the years preceding the crisis was
accompanied by the accumulation of excessive
levels of private- and public-sector debt (see
Graph 1.9). The low level of sovereign-bond yields
created an environment in which governments
were no longer subject to market pressure. The
build-up of high levels of private (and public) debt
hindered economic recovery, in particular in
vulnerable Member States. At the same time, these
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high debt levels exacerbated problems in the
banking sector. The share of NPLs on the balance
sheets of certain European banks increased
significantly, as private-sector borrowers faced
debt-servicing problems in the weak economic
environment (see Graph 1.10). The increased NPL
levels diminished the capital position of many
banks, and in some cases, reduced their
profitability, thus hampering their ability to provide
financing to the real economy. ()

Graph 1.9: Euro-area public and private
debt (in 2% of GDP)
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The sovereign debt crisis also illustrated the risks
emerging from banks’ exposure to sovereign debt.
In particular, it illustrated the systemic risk that can
arise from banks’ disproportionately large exposure
to the sovereign debt of their ‘home’ sovereigns
(i.e. the countries in which the bank conducted
most of its business), referred to as the ‘home bias’
(see Graph I1.11). The adverse bank-sovereign loop
transmitted the turmoil on sovereign debt markets
into bank funding markets. This in turn affected
lending conditions to the real economy. As a
consequence, the single market for banking
services once more fragmented along national
borders.

(%) See European Commission (2018), Commission Staff Working
Document accompanying the document Communication from
the Commission to the Eutopean Patliament, the Council and the
European Central Bank ‘First Progress Report on the Reduction
of Non-Performing Loans in Europe’, COM(2018) 37 final/2.

Graph 1.10: EU and euro-area (EA) banks’
total NPLs (in % of total gross loans, end-
of-year values)
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Graph 1.11: Euro-area MFIs' home bias and
sovereign concentration
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Another development observed since the global
financial crisis is the retrenchment of cross-border
banking in the EU. European banks cut down their
cross-border bank claims by approximatively 25%.
In particular, intra-EU claims were sharply
reduced, and also commercial presence in other
Member States was reduced. This led to
geographically little diversified balance sheets,
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making banks more vulnerable to domestic

shocks. (31)

There were many causes of the crisis, and these
causes were all intertwined. (3) Although many
factors — both European and global — played an
important role, two of the key issues in the crisis
were: (i) the inadequate supervisory and regulatory
framework; and (ii) the absence of a framework to
facilitate an orderly winding down of financial
institutions. Rectifying these flaws was at the centre
of reform efforts in the years following the crisis.

I.6. Policy response to the crisis and
remaining factors that hinder financial
integration

Given the weaknesses of the regulatory and
supervisory framework, and the lack of crisis
management tools available, the initial policy
response to the crisis was based on ad hoc (and in
some cases unconventional) measures to address
the particularly urgent situation. To safeguard
financial stability, Member States took timely and
coordinated action at national level, and provided
unprecedented public support to their banking
sector within the EU State aid framework. That
framework ensured an orderly and coordinated
process to rescue certain banks. Overall, the total
volume of State aid increased significantly in
response to the financial crisis. In 2008, aid
provided in the form of cash expenditure
represented €671 billion or 5.4% of the EU GDP
and €1.3 trillion or 10.3% of the EU GDP for
contingent exposures. (3) At the same time, the
central banks of major economies coordinated
their liquidity interventions, and the European
Central Bank took a range of additional — in some
cases novel — monetary policy measures, including
the measure known as quantitative easing,

(") See Emter et al. (2018), ‘Cross-border banking in the EU since the
crisis: what is driving the great retrenchment?”’, ECB Working
Paper Series No 2130.

() The causes of the crisis have been assessed in various
publications. See, for example, European Commission (2009)
Economic crisis in Europe: causes, consequences, and responses,
European Economy No 7, September 2009; High-level Group on
Financial Supervision in the EU (2009); Claessens et al (2014);
Reinhart and Rogoff (2009); Acharya and Richardson (2009);
Achatrya et al (2009); Roubini and Mihm (2010); Lo (2012);
Gorton (2010); and Gorton and Metrick (2012).

() See Adamczyk G. and Windisch B. (2015), ‘Competition State aid
brief — State aid to European banks: returning to viability’,
http://ec.europa.eu/competition/publications/csb/csb2015_001
_en.pdf.
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Although the 1999 legislative programme had been
largely completed (3%) before mid-2007, the ad hoc
measures taken during the crisis were not sufficient
to resolve all the implications of the financial crisis
or to prevent future similar crises from happening.
A fundamental overhaul of the regulatory and
supervisory framework in the financial sector was
therefore necessary. (%) Consequently, significant
reform measures were taken or launched to
stabilise Europe’s financial system and to restore
the confidence of markets and the general
public (*%). More concretely, since the start of the
crisis, the Commission proposed more than 50
legislative and non-legislative measures (*7) to build
a safe, responsible and growth-enhancing financial
sector in Burope.

In the context of the 1999 legislative programme,
most EU financial market legislation had taken the
form of directives, which had to be transposed into
national law. To address some of the shortcomings
of that approach, the Commission released a set of
harmonised prudential rules in what was called the
‘single rulebook’ (%), initiated in 2009 (*%). The
Commission also  ensured the consistent
application of the regulatory banking framework
across the EU. This completed the single market in
financial services and ensured the uniform
application of the Basel rules in all EU Member
States.

() One exception was the Directive on insurance supervision
(Solvency II). The proposal was only tabled in July 2007 and
adopted in 2009. See Directive 2009/138/EC.

(*) For a holistic overview and assessment of the EU’s financial
services policy since mid-2007, see Véron (2018), ‘EU financial
services policy since 2007: crisis, responses and prospects’, Global
Policy Volume 9, Supplement 1, June 2018, available at
https://onlinelibrary.wiley.com/doi/full /10.1111/1758-
5899.12564.

(%) See Communication from the Commission to the European
Parliament, the Council, the European Economic and Social
Committee and the Committee of the Regions (2014), A reformed
financial sector for Europe, COM(2014) 279 final.

() For an overview of the progress of financial reforms, see
https:

finance/financial-reforms-and-their-progress
reforms en.

(*®) The most relevant legal acts of the Single Rulebook are the
Capital Requirements Regulation (CRR) and the Capital
Requirements Directive (CRD 1V); the Bank Recovery and
Resolution Directive (BRRD); and the amended Directive on
Deposit Guarantee Schemes (DGSD). Other acts include the
Payment Services Directive (PSD2); the Mortgage Credit
Directive (MCD); the corresponding technical —standards
developed by the European Banking Authority (EBA) and
adopted by the European Commission (RTS and ITS); and the
EBA Guidelines.

(*) The de Larosi¢re Report of 2009 laid down the vision for a
European single rulebook. See European Commission (2009),
Report of the High-Level Group on Financial Supervision in the
EU chaired by Jacques de Latosiere.

ec.europa.cu/info/business-economy-euro/banking-and-

rogress-financial-


https://ec.europa.eu/info/business-economy-euro/banking-and-finance/financial-reforms-and-their-progress/progress-financial-reforms_en
https://ec.europa.eu/info/business-economy-euro/banking-and-finance/financial-reforms-and-their-progress/progress-financial-reforms_en
https://ec.europa.eu/info/business-economy-euro/banking-and-finance/financial-reforms-and-their-progress/progress-financial-reforms_en
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Policy efforts in the banking sector were
complemented by reforms of the regulatory
framework for selected financial institutions and
parts of the financial infrastructure. One notable
example was the revision of the Regulation on
credit rating agencies (CRAs) (*). In the period
leading up to the financial and sovereign debt
crises, CRAs failed to propetly appreciate the risks
in certain categories of financial instruments. In
response, the Commission strengthened the
regulatory and supervisory framework for CRAs.
Another example is the strengthening of post-trade
infrastructure. In this area, new rules were adopted
in 2012 that required certain over-the-counter
(OTC) derivative contracts to be cleared through
central counterparties (CCPs). The aim of this
reform was to mitigate some of the risks posed by
the credit default swap market and other
derivatives markets that were revealed by the crisis.
In addition, the EU adopted in 2014 a regulation
on central securities depositories (*!) to strengthen,
harmonise and streamline the settlement process
across borders. Finally, the Securities Financing
Transactions Regulation was adopted in 2015 to
increase transparency and reduce risk around
transactions in securities used by investors and
tirms to fund their activities.

Building and preserving financial stability in the
euro area had been underway for more than 10
years. It had been significantly supported by the
Lamfalussy process and the de Larosiere repott.
However, some remaining gaps were identified and
solutions had to be developed. Thus, two crucial
building blocks were proposed to help achieve full
financial integration within the euro area: the
banking union and the CMU. The banking union
was launched to further weaken the connection
between banks and the governments of their home
countries, thus strengthening the resilience of the
European banking sector and ensuring that banks
in difficulty are not ‘saved’ by taxpayers’ money. It
also aimed at strengthening the crisis management
and resolution framewotrk. The CMU aimed to
promote private risk sharing and improve access to
funding by offering companies more diversified
sources of funding,.

All of these reforms were complemented by the
adoption of: (i) an action plan on fintech in the

(*) The latest legislative package on CRAs consists of Regulation
(EU) No 462/2013 and Directive 2013/14/EU.
(") Regulation (EU) No 909/2014.

financial sector to harness the potential of financial
technology, both for companies and for investors;
and (i) the sustainable finance action plan, to
redirect  capital flows towards sustainable
investment and to manage financial risks stemming
from environmental degradation and social issues
(see more details below).

The banking sector and the banking nnion

The regulatory and supervisory framework for the
financial sector was overhauled to safeguard
financial stability and enable the EU banking sector
to recover (*?). The following measures have all

helped to create a more resilient banking sector in
the EU:

e higher capital requirements;
e the introduction of liquidity requirements;

e the introduction of a macro-prudential
dimension to bank regulation and supervision;

e reforms to remuneration rules to curb excessive
risk-taking;

e rules to curb moral hazard in securitisation; and

e the creation of bank resolution frameworks to
address the too-big-to-fail problem.

In addition, a new architecture was put in place for
the supervision and resolution of large or systemic
credit institutions in the euro area. The first two

pillars of the banking union — the single
supervisory mechanism (¥)) and the single
resolution mechanism (SRM) () — have already

been implemented and are operational. However,
work remains ongoing on a common European
deposit insurance scheme (EDIS) () and the
implementation of a common backstop to the
single resolution fund (SRF). The creation of the
banking union was preceded by the establishment
of the European system of financial supervision,

(*?) These reforms originated from reform efforts initiated at a global
G20 level.

(¥) The SSM performs prudential supervision of credit institutions in
the banking union.

(*) The SRM ensures consistent implementation of the rules for
orderly recovery and resolution of banks in the banking union
that are failing or likely to fail. The SRF, which the SRB has at its
disposal, has €24.9 billion in contributions from banks.

(*) The Commission made a legislative proposal on EDIS in 2015.
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which is a network of micro- and macro-prudential
authorities supervising the implementation of
financial regulations. The European system of
financial supervision is now centred on the three
European supetvisory authorities (ESAs) (*) the
EBA; the EIOPA; and the ESMA), along with the
European Systemic Risk Board (ESRB) (*) and
national banking supervisors. (45)

The banking package, a set of measures proposed
by the Commission back in 2016, introduced key
amendments to the single rulebook’s prudential
and resolution provisions. It revised the rules on
capital requitements (now laid down in CRRII/
CRDV) (*) and resolution (BRRD/SRM (%),
strengthened the prudential framework; and
increased banks’ ability to absorb losses in times of
crisis. The banking package is — and will remain
— an important milestone in the reduction of risks
in the banking sector. It should also pave the way
for further progress in the completion of the
banking union. A political agreement on the
banking package was reached in December
2018. (31

The Deposit Guarantee Scheme Directive, adopted
in 2014, improved protection for depositors based
on harmonised rules applicable to: (i) the funding
of national deposit-guarantee schemes; and (i) the

(*) The ESAs are responsible for micro-prudential supervision, and
work primarily on harmonising financial supervision in the EU.

(*) The ESRB, established in 2010, is a body responsible for macro-
prudential oversight at EU level. It provides a coordination
platform, monitors risk, and gives guidance to national authorities.

(*) Academics have also extensively studied the various elements of
the Banking Union, see e.g. D. De Rynck (2016) Banking on a
Union: the Politics of Changing Eurozone Banking Supervision.
Journal of European Public Policy, Vol. 23, No. 1, pp. 119-135;
C. V. Gortsos (2017) A brief overview of the European Banking
Union, L'Europe en Formation, vol. 383-384, no. 2, 2017, pp. 61-
83; D. Gros and D. Schoenmaker (2014) European Deposit
Insurance and Resolution in the Banking Union. JCMS, Vol. 52,
No. 3, pp. 529-546; D. Howarth and L. Quaglia (2013) Banking
Union as Holy Grail: Rebuilding the Single Market in Financial
Services, Stabilizing Europe’s Banks and “Completing” Economic
and Monetary Union”. JCMS, Vol. 51, Issue Supplement S1,
pp. 103-123; N. Véron (2015)Europe’s Radical Banking
Union(Brussels: Bruegel); Various authors (2018) Special edition
on constructing Banking Union: Introduction, Journal of
Economic  Policy =~ Reform, 21:2, pp.99-101, DOI:
10.1080/17487870.2017.1412148.

(*) See European Commission (2019) Factsheet on the adoption of
the banking package: revised rules on capital requirements
(CRR 1I/CRD V) and resolution (BRRD/SRM),

: . apid/press-release MEMO-19-2129 en.htm;
and EU Directive 2019/878 and Regulation (EU) 2019/876.

(") BRRD: Directive 2014/59/EU 82; SRM: Regulation (EU)
No 806/2014.

(") See European Commission (2019) Fact sheet — Adoption of the
banking package: revised capital requirements
(CRR II/CRD V) and resolution (BRRD/SRM),
http://europa.cu/rapid/press-release_ MEMO-19-2129_en.htm.

rules on
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level of guarantee that national deposit-guarantee
schemes offer to depositors. (?)

The adoption of International Financial Reporting
Standard (IFRS) 9 improved the accounting
treatment and valuation of financial assets and
liabilities. This included improvements to the rules
applicable to the impairment of financial assets,
which is relevant for banks’ non-performing
exposures. (33)

The Commission also proposed a package of
measures to address remaining stocks of NPLs and
prevent their possible build-up in the future. The
package included:

(i) a proposal for a regulation amending the capital
requirement regulation and introducing common
minimum coverage levels for newly originated
loans that become non-performing (54);

(i) a proposal for a directive on credit servicers,
credit purchasers and the recovery of collateral (55);
and

(i) a Commission staff working document
containing a blueprint for Member States that
choose to set up national asset management

companies (AMCs) (%6).

This package played an important role in reducing
risks in the banking sector. It aims to preserve the
banking sector’s ability to lend and finance the
economy even in difficult times. In December
2018, the European Parliament and Council agreed
on the prudential backstop regulation, which
introduces minimum levels of coverage for future
NPLs arising from newly originated loans. (*7)
However, the proposal for a directive on credit
servicers, credit purchasers and the recovery of
collateral is still under negotiation. Data suggest
that measures taken by banks and by national and
European  policymakers, supported by the
economic recovery, are delivering results. The
latest figures for end-2018 indicate a further drop
in the NPL ratio (3) to 3.3% for the EU at large,

(*» Ditective 2014/49/EU.

(3 Regulation (EC) No 1126/2008 codifies IFRS as adopted by the
EU.

5 COM(2018) 134 final.

5%) COM(2018) 135.

) SWD(2018) 72 final.

57) Regulation (EU) 2019/630.

%) EU total gross non-performing loans and advances, in % of total
gross loans and advances.


http://europa.eu/rapid/press-release_MEMO-19-2129_en.htm
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compared to 6.7% since the end of 2014 (see
Graph 1.10).

The Commission also took action to tackle the
bank-sovereign loop by proposing a regulation for
an enabling framework for the securities known as
sovereign bond-backed securities (SBBS) (*?). SBBS
are instruments that can be issued by private
market participants. They entail two fundamental
features: first, bundling of bonds issued by
different euro area sovereigns in a single portfolio
according to a pre-defined key; and, second, issuing
two or more tranches against this portfolio with
different seniority. SBBS could help banks diversify
their sovereign exposures and weaken the bank-
sovereign nexus and associated systemic risk. The
European Parliament voted in favour of the
proposal in April 2019, but the Council has not yet
agreed on a common position.

Today, the EU banking sector is in much better
shape than during or even before the financial
crisis. Overall, banks are less leveraged and better
capitalised and are thus better prepared to
withstand economic shocks. In addition, liquidity
provisions, which were a key issue during the crisis,
have also improved materially. Today, the EU’s
large banks hold an average core capital ratio of
13%, which is a rise of 2.8 percentage points since
the establishment of the banking union. The
strengthening of capital positions is also reflected
in higher leverage ratios, which improved from
4.0% at the end of 2014 to 5.3% at the end of
2018. ()

Nevertheless, some weaknesses and vulnerabilities
remain. For example, the ring fencing of regulatory
capital and liquidity to protect the domestic assets
of a bank from cross-border contagion, by
regulators turned out to bear some risks. While
during the crisis, supervisors aimed at securing
domestic financial stability, they neglected potential
negative effects on other EU Member States. (61)

(%) See European Commission proposal for a regulation of the
European Parliament and of the Council on sovereign bond-
backed securities, COM(2018) 339 final (May 2018).

(%) See e.g. Communication from the Commission to the European
Parliament, the European Council, the Council and the European
Central Bank (2019) Fourth Progress Report on the reduction of
non-performing loans and further risk reduction in the Banking
Union, COM(2019) 278 final, and ‘Monitoring report on risk
reduction indicators’
https:/ /www.consilium.europa.cu/media/37029/joint-risk-
reduction-monitoring-report-to-eg_november-2018.pdf.

(") See e.g. R. Beck, D. Reinhardt, C. Rebillard, J. Ramos-Tallada, J.
Peeters, F. Paterno, J. Worz, . Beirne and L. Weissenseel (2015)

More importantly, the architecture of the banking
union is not yet complete. Progress on the banking
union is essential to guarantee that the overall
framework is sufficiently robust in future episodes
of financial stress. This progress requires: (i) the
establishment of an effective and functional
common backstop for the SRF to reinforce the
credibility of the bank resolution framework within
the banking union; and (i) the setting up of a
common FBEuropean deposit insurance scheme
(EDIS), which would equally and effectively
protect depositors in the banking union from large
tinancial shocks and thus reduce sovereign-bank
links. The EDIS should also facilitate cross-border
banking activities which play an important role in
reducing risks through private risk sharing, and
support continued improvements to the EU crisis-
management framework, in particular for less
significant financial institutions. The issue of euro-
area banks still holding substantial amounts of
sovereign bonds on their balance sheets, in
particular sovereign bonds of their ‘home country’,
continues to pose a barrier to financial sector
integration and a risk to financial stability. (¢?) If a
problem arises in either area, both public finances
and the banking sector could be destabilised.

Therefore, as outlined in the Commission’s 2017
reflection paper on deepening European monetary
union (%) as well as the 2019 Communication (¢4),
further measures could be considered in the
medium-to-long-term to strengthen and deepen
the financial union. For example, a joint political
agreement could be taken on changing the
regulatory treatment of sovereign exposures and
introducing a European safe asset.

The side effects of national financial sector policies: framing the
debate on financial protectionism, ECB Occasional Paper Series
No. 166, European Central Bank.

(?) Also academics cite the bank-sovereign vicious citcle as one of the
main issues that need to be addressed. See e.g. A. Bénassy-Quéré,
M. K. Brunnermeier, H. Enderlein, E. Farhi, M. Fratzscher, C.
Fuest, P.-O. Gourinchas, P. Martin, F. Pisani, H. Rey, N. Véron,
B. Weder di Mauro, |. Zettelmeyer (2018) Reconciling risk sharing
with market discipline: A constructive approach to euro area
reform, CEPR Policy Insight No 91.

(%) European Commission (2017) Reflection Paper on the Deepening

of the Economic and Monetary Union.
https://ec.curopa.cu/commission/sites/beta-
political/files/reflection-paper-emu_en.pdf.

(* Communication from the Commission to the European

Parliament, the European Council, the Council and the European
Central Bank (2019), Deepening Europe’s Economic Monetary
Union: Taking stock four years after the Five Presidents” Report
https://ec.curopa.cu/info/sites/info/files/economy-
finance/emu_communication_en.pdf.
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The capital markets union (CMU)

As a continuation of the reform effort, and to
better develop and integrate euro-area capital
markets, the CMU action plan was launched in
2015. (65) The CMU seeks to make progtress on the
functioning of the single market by ensuring that
companies, in particular SMEs, from all Member
States have better and equal access to capital
markets across the EU. CMU improves private risk
sharing and helps mitigate economic shocks in the
euro area and beyond More cross-border risk-
sharing, bigger, deeper, more liquid and more
competitive  capital ~ markets, a  greater
diversification of funding sources towards capital
market funding, together with the progress and
efforts made in the context of the Banking Union,
should deepen the integration of financial markets
and EMU at large and make the euro area more
resilient and robust to shocks. ()

The Juncker Commission has presented 13 CMU
legislative initiatives, of which 10 have been agreed
on by the European Parliament and the
Council. (¢7) These include measures that:

(1) make it easier for start-ups and SMEs to access
market finance and thus to diversify their funding
sources, such as via the new prospectus regime;

(ii) make it more attractive for institutional and
retail investors to invest long-term and in a more
cross-border way in the EU economy, such as the
Regulation for a personal pension product;

(%) Academics have also extensively analysed CMU. See e.g. V. V.
Acharya and S. Steffen (2017) The Importance of a Banking
Union and Fiscal Union for a Capital Markets Union, European
Economy Discussion Paper 062; A. Bley and ]. P. Weber (2017)
Capital Markets Union: deepening the Single Market makes sense,
but don’t expect too much; Vierteljahrshefte — zur
Wirtschaftsforschung, Vol. 86 (2017), Iss. 1: pp. 43-53; H.-H.
Kotz and D. Schifer (2017) Can the Capital Markets Union
deliver?, Vierteljahrshefte zur Wirtschaftsforschung, Vol. 86
(2017), Iss. 2: pp. 89-98; A. Sapir, N. Véron and G. B. Wolff
(2018) Making a reality of Europe’s Capital Markets Union,
Bruegel Policy Contribution, Issue no 7, April; N. Véron and G.
B. Wolff (2016) Capital Markets Union: A Vision for the Long
Term, Journal of Financial Regulation, Volume 2, Issue 1, March
2016, Pages 130-153.

() See Meyermans, Uregian, Van Campenhout and Valiante (2018),
‘Completing the Capital Markets Union and its impact on
economic resilience in the euro area’, Quarterly Report on the
Euro Area (QREA), Vol. 17, No 4 (2018).

() See European Commission (2019), Communication from the
Commission to the European Parliament, the European Council,
the Council, the European Central Bank, the European Economic
and Social Committee and the Committee of the Regions, Capital
Markets Union: progress on building a single market for capital
for a strong Economic and Monetary Union, COM(2019) 136
final.
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(iii) increase the integration of capital markets by
strengthening the coordination role of the
European  supervisory  authorities and by
strengthening the supervisory framework in the
area of anti-money laundering.

Another important policy objective is sustainable
finance, for which a dedicated action plan was
adopted in March 2018 (%%). This action plan lays
the ground for redirecting capital flows towards
sustainable investments, and also aims to improve
the handling of climate change risks in the financial
sector. As part of the action plan, three legislative
proposals have been tabled on:

e developing an EU-wide taxonomy for
sustainable economic activities in order to
better identify how ‘green’ given investments or
portfolios actually are. (%)

e disclosure requirements for asset managers,
institutional investors and financial advisers;

e giving investors the tools to measure the carbon
footprint of an investment strategy, by using
financial benchmarks.

The disclosures and benchmarks proposal have
been agreed by the European Parliament and the
Council. On taxonomy, the European Parliament
has already adopted its negotiation position.

As part of the European Commission’s efforts to
build a CMU, the European Commission also
adopted an action plan on fintech to foster a more
competitive and innovative European financial
sector (). Under the fintech action plan, the
European Commission intends to take 19 measures
to: (i) boost innovative business models at EU
level; (ii) support the uptake of new technologies,
such as blockchain, artificial intelligence and cloud
services in the financial sector; and (iif) increase

() European Commission (2018), Communication from the
Commission to the European Parliament, the European Council,
the Council, the European Central Bank, the European Economic
and Social Committee and the Committee of the Regions —
Action Plan: Financing Sustainable Growth, COM(2018) 97 final.

(%) Proposal for a Regulation of the European Parliament and of the
Council on the establishment of a framework to facilitate
sustainable investment, COM(2018) 353 final.

(% See Communication from the Commission (2018), ‘FinTech
Action Plan: For a more competitive and innovative European
financial sector’, COM(2018) 109 final.
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cybersecurity and the integrity of the financial
system. (1)

The launched CMU initiatives now need to be
followed up in order to ensure that they achieve
their purpose. In particular, a further development
of market-based financing possibilities for SMEs
need to be ensured. Also, challenges relating to the
green transition, digitalisation and changing trade
patterns need to be addressed.

Fostering enro-area financial integration and stability via
country-specific recommendations

In 2010, the European semester (7?) was set up to
improve economic governance and policy
coordination between EU Member States. As part
of the FEuropean semester, the FEuropean
Commission presents and addresses country-
specific recommendations (CSRs) for each EU
Member State, which cover a broad scope of
policies.

Some of these recommendations relate specifically
to each country’s financial sector, a sector that was
of particular importance in the aftermath of the
financial crisis. At that time, CSRs on the financial
sector focused mainly on measures to stabilise the
financial system in general. They targeted the
restructuring and recapitalisation needs of the
banking system or the quality of banking
supervision. This emphasis has recently shifted
more towards recommendations addressing some
of the legacy issues of the financial crisis, such as
the high levels of NPLs on banks’ balance sheets,
as well as access to finance for companies.

Overall, the CSRs related to the financial sector
have contributed to improved financial-sector
stability and to greater resilience of the banking
sectors of EU Member States (73). For example,

(") See also European Financial Stability and Integration Review 2019
for an overview of the main developments in EU financial
services policies in 2018 and early 2019
(https://ec.europa.ecu/info/files/european-financial-stability-and-
integration-review-2019_en).

(® The legal basis for the European Semester is the ‘six-pack’, i.e. six
legislative acts that reformed the Stability and Growth Pact
(Regulation 1175/2011 amending Regulation 1466/97, Regulation
1177/2011 amending Regulation 1467/97, Regulation 1173/2011,
Directive 2011/85/EU, Regulation 1176/2011 and Regulation
1174/2011).

(®) See also Communication from the Commission to the European
Parliament, the European Council, the Council, the European
Central Bank and the Eurogroup, 2019 European Semester:
Assessment of progress on structural reforms, prevention and
correction of macroeconomic imbalances, and results of in-depth

Member States made progress — albeit to varying
degrees — in: (i) addressing structural weaknesses
in their banking systems; (ii) tackling high levels of
NPLs and shortcomings of national insolvency
frameworks; and (iii) improving access to finance
for companies, including SMEs. Nevertheless, the
implementation of key reforms on financial
markets/sectors must advance further and remain

a priority.
1.7. Conclusion

The euro-area financial system has completed a
long path towards greater integration and stability
since the introduction of the single currency. While
the full potential of financial integration has yet to
be realised, this goal is within reach if the effort
continues. Although the past two decades have
seen many difficulties, most of these difficulties
have been turned into opportunities to thoroughly
reform and improve the functioning of the system.
The recent times are bringing new economic,
environmental, technological and geopolitical
challenges for the system. To name a few
examples, the confirmation of growth concerns got
amplified by mounting trade tensions; cyber-attacks
increased in frequency and become more
sophisticated; non-bank credit intermediation
opened new channels for propagating systemic
stress. All these issues should be carefully
monitored and, if needed, followed with adequate
policy responses. More importantly, the initiated
projects such as the banking and capital markets
union need to be completed so as to yield all their
benefits for euro area financial integration and
stability. Two important milestones in this context
would be to reach an agreement on EDIS and

further ease market-based financing possibilities
for SMEs.

reviews under Regulation (EU) No 1176/2011, COM(2019) 150
final, https://eur-lex.curopa.cu/legal-
content/EN/TXT/PDF/?uri=CELEX:52019DC0150&from=E
N.
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