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Attempts to launch a capital market union in the EU so far have failed. This may have depended on the
overambition of trying to build an integrated capital market from a greenfield while banking, which
dominates continental finance, is itself not yet integrated. This paper argues for jumpstarting banking
integration first, as a complement and prerequisite to build an integrated capital market as well. Suggestions

on how this can be made are offered, summarizing a proposal made in a recent paper submitted to the
European Parliament.
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In spite of the EU Single Market program in the 1990s, the euro in 1999 and the single ECB banking supervision
in 2014, the integration of the eurozone financial sector is still a goal to be achieved; European finance remains a
loosely connected collection of national components. This paper offers some reflections on this failure and
suggests possible ways forward. The European elections and the formation of a new Commission in 2024 offer
the opportunity of a policy reset. The Union’s political center of gravity is shifting, with consequences that are still
unclear. Wherever this may lead us, a strong integrated financial sector remains a central goal of the Union, a
necessary ingredient of the thriving and globally competitive economy Europe needs as it moves further into the
21st century. This goal transcends politics, or at least it should.

In recent years, the odds to make progress on this front have been placed on a Capital Markets Union (CMU). So
far, this project has not delivered. This paper suggests that more attention should be given to the integration of
banking markets. Banking integration is not an alternative to capital markets integration, but a complement.
Actually, it is probably a prerequisite, given the dominant role banks play in continental European finance.
Eurozone banking markets are no more “united” today than they were a decade ago, in spite of the banking
“union” having celebrated its tenth anniversary. Promoting progress toward banking integration means not only
abiding to the commonsense principle “first things first”, but also giving CMU a better chance of success.

An insufficiently appreciated feature of the CMU plan is that it combines two goals in one: strengthening non-
bank finance and financial integration. The two goals are not the same and it is not clear that a single set of
policies can deliver both at the same time. In its goal, CMU lacks a clear focus. One consequence is that it attracts
opposition from multiple quarters: from banks seeing capital markets as competitors; from national governments
and regulators dreading the loss of control; and from national financial establishments which are likely to lose, in
a supranational environment, the comfortable relations they enjoy nationally. All powerful incumbents, all the
more if they join forces against the whole idea.

This paper starts by summarizing in section 2 the recent steps taken by EU Commission on CMU. It then revisits
in section 3 some recent research on market-based and bank-based finance. The newest contributions to that
literature tend to downplay the alternative between the two, seeing them as complements rather than
alternatives. Merits and drawbacks, strong and weak points, depend on multiple factors - legal traditions,
cultures, preferences. Starting conditions matter as well, because financial development is a path-dependent
process. Section 4 presents some data on the capital market activities of eurozone banks. Two findings here. First,
such activities tend to be highly concentrated: a small number of banking groups account for most of them.
Second, those same banks, which are large by European standards but small globally, are also those that are most
active across national frontiers. This evidence supports the idea that progress towards financial integration can
be made by facilitating further cross-border reach of these banks. Finally, drawing on another recent paper,
section 5 summarizes a set of regulatory changes that may help in this direction.

1. The Union that never took off

In 2015, the European Commission published its first “Action Plan on Building a Capital Market Union” (EU
Commission, 2015); a strategy to broaden the funding options of European firms giving a stronger role to capital
markets. Leveraging on the Union’s single market and single currency, the intent was to create deep, liquid and
competitive area-wide markets serving principally the needs of the corporate sector, with particular focus on
equity financing to innovative SMEs start-ups. The reference model was the United States, whose highly
diversified, efficient and integrated market-oriented financial sector was seen as a key factor in that country’s
superior economic performance.

www.suerf.org/publications/ SUERF Policy Note No 354 2



The CMU Plan coexisted at the time with two other initiatives, the Juncker Plan and the banking union - the latter
especially prominent on the wake of the successful start of the Single Supervisory Mechanism (SSM). The Juncker
Plan, mobilizing over 300 bn euros of investment in key sectors over the 2015-2018 period, would be facilitated
by broader capital markets. The successful establishment of the SSM, completed in just two years (2012-2014),
contributed to a wave of optimism on the Union’s institution-building potential which encouraged the conception
of the CMU as well.

Five years later, it was clear that in spite of some parts of the Plan having been initiated or even completed, the
envisaged strengthening of Europe’s capital markets was not happening. Eurofi, a European think tank for
financial services, wrote in 2020: “European capital markets remain under-developed compared to other developed
regions, in terms of size relative to GDP and did not grow significantly over the last few years” (Eurofi, 2024; data on
CMU progress can be found in AFME, 2020). To complicate matters, in 2020 Europe was in the midst of a deadly
pandemic, an economic recession and re-nationalization of financial markets. Not discouraged, the Commission
launched a new and more detailed CMU Action Plan (EU Commission, 2020). “Let’s finally complete the Capital
Markets Union”, stated its new president, Ursula von der Leyen, in her opening address to the European
Parliament.

Again, financial reform was intended to support an investment program, much bigger this time (750 bn euros),
the Next Generation EU (NGEU). Hopes ran high. Quoting from the 2020 CMU Action plan launching document:
“The CMU can speed up the EU’s recovery from the COVID-19 pandemic. It can also provide the funding needed to
deliver on the European Green Deal, make Europe fit for the digital age, and address its social challenges”. The
Plan’s 16 lines of actions included actions and legislation on new market infrastructures, simplification of
procedures, financial education, public disclosure, investor protection, insolvency procedures, harmonized
supervision, and more. Only tax harmonization - the thorniest issue of all European agendas - was not part of
that list.

The 2020 Plan was not more fortunate than its predecessor. In the end, Covid was overcome, the economy
recovered and NGEU was put in motion - not without problems, but broadly on track. By contrast, CMU remained
at the starting blocks. A survey by AFME, the association of European financial market participants, reports
disappointment on almost all count (ESG finance being exception). The report concludes: “Unfortunately, when we
take a longer view and consider the medium-term trends, it is clear that the EU has not made significant progress at
improving its capital markets depth, particularly in terms of global competitiveness” (AFME, 2023).

Political obstacles have been mounting further lately. A last-ditch attempt by Germany and France to rally
consensus behind CMU at the last EU Summit before the 2024 European elections was flatly rejected by a
majority of EU member countries, especially small and medium sized ones (Financial Times, 2024).

2. Banks or markets: a false alternative?

As mentioned already, the CMU Plan combines two goals: strengthening market-based finance and integrating
finance across national borders. The two goals are different and not necessarily of equal importance. Recent
research actually tends to see the two types of financial structures not as alternative, as in earlier analyses, but as
complements, each with merits and drawbacks relevant in different situations. This literature finds that optimal
financial structures embody the best combination of the two elements. Let’s briefly look at the main suggestions
coming from this very large body of research.
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A long-standing broad conclusion from finance and growth literature - good surveys abound; see for example
Levine (2003) - is that financial development benefits economic growth. King and Levine (1993) and Rajan and
Zingales (1998), building on ideas by Schumpeter and Goldsmith, document a robust association between
financial development and economic performance using international data. A causal association between the two
was repeatedly confirmed in different institutional contexts and at different levels of economic developments.
Importantly, however, this relationship ceases to hold in extreme circumstances, for example when financial
‘development’ becomes excessive and gives rise to excessively complex and opaque financial structures (Rajan,
2005; Zingales, 2015).

These conclusions refer to financial development in general. The evidence is much more ambiguous when one
distinguishes between different financial structures. Levine (2002) uses data from 48 countries in the 1980-1995
period to compare two models of finance, the “bank-based view” and the “market-based view”. The “bank-based
view” emphasizes the efficiency of banks in channeling saving to investment using information on borrowers’
characteristics obtained through long-standing client relations. By contrast, the “market view” emphasizes the
beneficial role of competitive markets in extracting information, conveying it to investors and disciplining
managerial behavior. According to this view, banks may hamper growth because they tend to use size and market
power to extract rents from their borrowers. Levine (2002) finds no confirmation for either of these views.
Quoting from his conclusion: “The results are overwhelming. There is no cross-country empirical support for either
the market-based or bank-based views. Neither bank-based nor market-based financial systems are particularly
effective at promoting growth. The results are robust to an extensive array of sensitivity analyses that employ
different measures of financial structure, alternative statistical procedures, and different datasets.”

Levine (2002) advocates a “financial services view”, in which financial arrangements (contracts, markets,
intermediaries) combine different saving-investment channels to resolve the informational imperfections
inherent in credit markets. The best mix at any point in time depends on preferences, technology, habits and
historical traditions. This approach logically connects with the “law and finance view”, popularized (Laporta et al,,
2000, among others), who see the financial sector as a set of contracts and enforcement processes. The crucial
point is how to make those contracts and enforcement processes effective with the best combination of customer
relations and arms-length finance.

Using a more recent and extensive multi-country data sample, Demirgiic-Kunt et al (2012) find that as economic
development advances and financial structures become increasingly sophisticated, economic growth tends to be
associated more with financial markets than with bank intermediation. However, these authors are careful not to
stress causal links between these phenomena. Their evidence is consistent with the idea that at any point in time,
a combination of both arrangements can be optimal. Other factors may also be at play. As economic development
progresses, institutions progress as well: judicial systems improve, transparency, accountability and reputational
mechanisms strengthen, etc. This helps improve the functioning of financial markets, along the lines suggested by
the “law and finance view”.

In interpreting this complex set of relations, one may look at the US financial system, a prominent example of a
well-developed market-based finance. Looking at US financial developments over more than a century, Philippon
(2008) concludes that the large fluctuations of the US financial structure were driven by the needs of the
corporate sector. Young and innovative firms, rich of investment plans but short of internal cash and in need of
external finance, make the financial sector expand. Concentrating on the post-WWII period, Greenwood and
Scharfstein (2013) find that the great expansion of finance especially in the 1980s-1990s was driven by two
sectors: asset management and household mortgages. In that period, the share of non-bank finance grew relative
to total because these two activities grew largely outside the banking sector. This doesn’t need be the case always
and everywhere, however. In Europe, for example, the asset management industry is to a large extent conducted
directly by banks or controlled by them. Household mortgages are still originated and largely held on bank
balance sheets.
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An interesting interpretation comes from recent work by Acharya et al (2024, henceforth ACT). They first
document the shift in weight since the 1980s within the US financial sector from banks to “shadow banks” (Non
Bank Financial Intermediaries, or NBFI). Since NBFIs tend to focus their activity more on capital markets, this
shift translates also in a growing importance of capital markets. Part of this movement is induced by prudential
regulation, which imposes more stringent requirements on banks on the (dubious) assumption that systemic risk
stems from them and not from NBFIs. However, banks and NBFIs are not substitutes of one another, in the sense
of conducting different activities in parallel. They are rather complements, performing most financial functions
jointly and depending increasingly on each other’s support.

Using new flow-of-funds data collected by the Federal Reserve, ACT show that the two sectors are closely
interwoven and connected by a web of bilateral ties. For example, banks have shifted loan and mortgage business
exposures out of their balance sheet, but retain part of the risk through lines of credit toward NBFIs and retaining
senior tranches of structured products. As a result, bank risk does not disappear but takes on a different form.
Most activities conducted by NBFIs, for example financing leveraged acquisitions, continue to depend on bank
financing, on a regular basis and in the form of contingent funding NBFIs rely on under stress. As a result,
activities of the two sectors cannot easily be disentangled. Systemic risk depends on NBFIs as much as it depends
on banks: the latter run into trouble when the former do. This was clearly demonstrated during the 2008-2009
financial crisis, when risks originated outside the banking sector were quickly transmitted to banks (Volcker,
2009).

3. Capital market activities of eurozone banks

To assess where we stand, in this section we look at the data regarding capital market and wholesale activities of
eurozone banks. Data on individual banks are rather scarce. We use information from two sources: EBA (2024a)
and EBA (2024b). Table 1 contains balance sheet and activity indicators, dated end-2022, for 25 banking groups
on which EBA conducts the Global Systemically Important Institutions (G-SlIs) exercise. The group includes all
major banks so as to cover most capital market activities conducted by the eurozone banking sector as a whole.

Balance sheet indicators include total and risk-weighted exposures and CET1. Activity indicators available from
the EBA G-SII exercise include payments (largely, wholesale international payments), assets under custody,
trading and underwriting, OTC derivatives, securities held for trading or available for sale, level 3 assets (assets
priced by means of models, hence deemed more risky), as well as cross-border assets and liabilities. Not all these
indicators are related to capital markets; for example, payments may be linked to a variety of client-related
services. Cross-border exposures (not only within the eurozone) express the extent to which the bank operates in
more than one country. Unfortunately, important information is missing here; for example, securitization, stock
market activities, fixed income and other exposures, money markets, primary dealership, etc.

With these caveats in mind, the following tentative messages emerge. First, wholesale and capital market
activities by eurozone banks are extensive but spotty. In some banks, activities are skewed towards certain
compartments: for example, Deutsche Bank reports an exceedingly high payments activity. In general, banks offer
a diversified menu of services, including asset management, trading, OTC derivatives and payments. Moreover,
there is a sharp distinction between few very large players and others. A small ‘élite’ of maxi-lenders offer all
main services. Interestingly, those banks are also the ones that tend to have a comparatively large cross-border
presence, in terms of both assets and liabilities. There is a relation between the propensity to engage in cross-
border business and to offer wholesale and capital market services.
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TABLE 1: EUROZONE BANKS: SELECTED BALANCE SHEET AND ACTIVITY INDICATORS

Total Risk Assets Under Trading OTC deri- HFT-AF5 = Level 3 cross- Cross
Country exposures CET1 exposures Payments under writing volume vatives | securities assets hor_der bcrrder

custody claims | ligbilities
AEN Amro NL 415 20 129 4163 180 12 20485 1835 3 1 80 58
Banco BPM IT 200 9 60 2 683 87 7 345 170 4 1 31 18
Bangue Postale FR 696 14 93 211 13 0 30 188 10 20 23 11
Bayern LB DE 269 11 65 4037 95 7 377 707 8 0 37 12
BBVA ES 759 43 337 6990 417 23 324 5075 14 4 397 320
BNP Paribas FR 2629 92 745 58 091 5854 178 4310 26325 74 29 1359 1255
BPCE FR 1515 70 461 29 259 92 48 1769 10860 47 24 232 228
Caixabank ES 632 27 215 3594 179 0 87 916 2 1 110 53
Commerzbank DE 550 24 169 39 819 364 40 728 4899 17 5 311 254
Credit Agricole FR 2425 101 575 53 994 3048 72 1746 15071 34 33 574 440
Credit Mutuel FR 1126 63 334 18 824 388 5 389 681 25 21 163 71
Deutsche Bank DE 1252 48 360 129 807 3020 195 3204 41645 30 26 937 717
DZ Bank DE 550 19 137 8978 238 31 1830 1644 13 22 122 71
Erste Group AT 334 20 142 15 630 217 13 647 295 2 186 139
Helaba DE 206 9 65 2921 67 12 115 790 9 2 74 30
ING NL 1068 48 332 33 651 244 37 889 4614 24 8 941 797
Intesa Sanpaoclo IT 1041 41 295 11 047 583 20 282 3359 5 17 227 158
KBC BE 345 17 110 9 716 334 0 241 770 1 2 171 138
LEBW DE 355 14 94 6775 366 32 365 4536 17 2 113 13
Nordea Fl 560 24 145 24 833 279 83 202 7104 15 8 411 233
Rabobank NL 658 38 240 30 532 0 8 1104 5851 3 3 270 97
Sabadell ES 257 10 80 231 43 2 52 184 1 0 S0 75
Santander ES 1785 74 609 10 086 529 70 1245 6852 26 8 1245 989
Societe Generale| FR 1496 49 360 40 316 2521 107 4939 13522 103 23 546 509
Unicredit IT 951 51 320 13 889 461 67 976 6813 15 7 518 444

Reference date: end-2022. Data are in billions of euros. Sources: EBA transparency exercise and G-Slis reports.

To show this idea visually, Fig 1 and 2 display scatter plots of pairwise activity measures. The size of the bubbles
is commensurate to the size of the respective balance sheets. The two figures show the following pairs: Payments
activity and Cross-border claims in Fig 1, and Assets under management and Trading volumes, in Fig. 2. Please
note that Deutsche Bank in Fig. 1 and Abn Amro in Fig. 2 are out of scale. The choice of pairs is not intended to
imply a causality relation. The charts suggest a positive relation between the aforementioned measures; a small
group of banks “stand out” in terms of most key parameters: size, cross-border openness and capital market
activity.

Though these data should not be over-interpreted, the fact that a small number of large players display large
values of all indicators in question suggests there is a complementarity between size, the propensity to operate
across-borders and that of engaging in capital markets. Policy efforts aiming at enhancing both cross-border
integration and capital markets can complement each others, and should be tailored to the specific characteristics
of those banks. Other small and medium-sized eurozone lenders that tend to offer traditional banking services
within national boundaries are likely to play a less important role from the viewpoint of fostering integration.
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Fig. 1: Payments and cross-border claims
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4. Conclusion: how to jumpstart banking integration?

Failure by the Commission to jump-start CMU in recent years may have depended on the overambition of
building an integrated capital market from a greenfield in a situation where not only banks dominate the financial
sector, but eurozone banking itself is not integrated.

Recent research is de-emphasizing the distinction between bank-based and market-based financial structures.
The two forms are complementary, not alternative; neither of the two is superior regardless of specific conditions
and the starting point. Certain functions are better performed by banks, others by non-bank intermediaries or
unintermediated arrangements. The financial needs of corporates and households are better served by
combinations of these elements.

Given the eurozone’s starting situation, in which banks dominate and some of them (very large within the
continent, but not sufficiently large globally) conduct significant but sporadic capital market activities, one may
consider spearheading banking integration first. This requires focusing on the needs of large players by removing
regulatory obstacles that constrain them largely within national borders. While banking integration proceeds,
capital market will have a better chance to develop. Segments especially promising because of their
complementary with established eurozone banking include securitization arrangements and equity-based
financing platforms for innovative start-ups.

In a recent paper submitted to the European Parliament (Angeloni, 2024) the suggestion was made of removing
the regulatory obstacles in EU law which prevent or discourage the cross-border presence of large banking
groups. If this is done, their internal cohesion needs strengthening, especially under stress, to avoid that entities
in distress may be “renationalized” and wound down using national taxpayer resources. More instruments and
powers need to be granted to the European resolution authority so that it can take exclusive responsibility for
crisis management of large eurozone cross-border groups.

The strategy could be summarized as follows (see the aforementioned paper for details):

o Define a set of structural and prudential criteria to be satisfied by euro area banking groups that conduct,
or realistically aspire to conduct cross-border business;

° Repeal or waive the legal provisions that prohibit the free movement of capital, liquidity and other
prudential resources within those banking groups;

° Strengthen the provisions that govern the internal support within those groups, making them mandatory
and enforceable both before and after the entity reaches the point of non-viability;

. Establish that these groups or the entities thereof, if declared failed by the ECB, would be resolved by the
Single Resolution Board, not liquidated nationally;

o Prescribe that the deposit insurance function for these groups would be performed by a dedicated scheme
contributed by the groups themselves.

These proposals are complex, affecting multiple parts of today’s EU banking law, but can all be implemented by
normal legislation. By attacking head-on the obstacles that prevent a genuine banking union, they can also help
starting the capital markets union that has so far been elusive.
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