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Executive summary 

The deepening and integration of the European Union’s capital markets
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1 The Capital Markets Union project: great  
 promise, difficult delivery
Capital markets play a crucial role in modern economies. Their purpose is to match the sup-

ply of funds from investors with the demand for funding from companies and governments. 

Sources of financing such as equity and bonds, securitisation, lending from insurance compa-

nies and asset managers or venture capital, complement lending by banks and help allocate 

financial resources to where they can be most efficiently deployed. 

Capital markets have long been underdeveloped in Europe, partly because they tend to 

be fragmented along national lines. Much effort has been devoted over the years to integrate 

European capital markets: the Single Market project in the 1980s, with the liberalisation 

of capital movements and the creation of the European passport for financial services; the 

Financial Services Action Plan starting in 1999 and the Lamfalussy process starting in 2001; 

and the Larosière Report in 2009 (Larosière, 2009), which enshrined the vision of a single 

rulebook and resulted in the creation of the European supervisory authorities (ESAs). 

The economic case for capital markets union
There were good reasons for the Juncker Commission to launch the Capital Markets Union 

(CMU) initiative in 2014, shortly after the 2007-09 financial crisis and the 2010-13 euro-area 

banking and sovereign crisis. This sequence of crises was a painful reminder that Europe 

needed to improve its regulatory and supervisory environment to better ensure financial 

stability. It was also a wake-up call that the EU economy had been too dependent on bank 

lending and needed a more diversified funding system in which non-bank finance would play 

a significant role. 

According to Sapir and Wolff (2013), while it was crucial for the euro area to decide (in 

2012) on the creation of a banking union to address vulnerabilities in its banking system, it 

was equally important for the EU – and crucial for the euro area – to complement the creation 

of the banking union with decisions on fostering capital market integration. As they noted, 

“the EU and in particular the euro area need to develop a genuine cross-border equity and cor-

porate bond market, in part to be able to absorb shocks…This would reduce the heavy reliance 

of the EU economy on bank funding and improve economic stability thanks to better financial 

risk sharing”1. 

Pagano et al (2014) and Langfield and Pagano (2016) reviewed the debate in the finance 

literature on the relative merits of bank-based and market-based financing systems in terms 

of their effects on economic growth and on the allocation of risk. They found that the theo-

retical literature contains no clear-cut prediction about the superiority of one system over 
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credit growth remained subdued, reflecting a combination of deleveraging and in some cases 

supply constraints (Figure 2 and Figure A1 in the annex). Debt securities such as corporate 

bonds also play a role, but mostly for large companies. Equity financing has meanwhile 

increased in importance in the EU27 but rarely to fund SMEs (Figure A2 in annex).

Figure 2: Size of different financial intermediation channels to the non-financial 
corporate sector as share of GDP, 2016 and 2006

Source: Eurostat and Federal Reserve. Note: Given the volatility of flows we use three-year averages. 

Private sector debt is relatively high in many EU countries and many countries have found 

it difficult to reduce corporate and household debt overhangs, in part because of non-existent 

capital markets for non-performing loans (Ahearne and Wolff, 2012; Demertzis and Lehman, 

2017).

The financial portfolios of households in the EU27 remain strongly biased in favour of 

bank deposits, while equity plays a lesser role than in the US (Figure 3).

Figure 3: Financial portfolio of households in the EU and US (% of total financial 
assets), 2016  

 Source: OECD National Accounts at a Glance.
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Not only do capital markets play only a modest role in the financing of the European econ-

omy compared to bank lending, financial intermediation also remains mostly national. For 

example, the proportion of equity that is of domestic origin often exceeds 50 percent, a strong 

home bias that effectively prevents risk-sharing across borders (Figure 4). Also, bank lending 

is mostly national and cross-border asset holdings, let alone cross-border bank mergers, have 

not even recovered to pre-crisis levels (Sapir and Wolff, 2013; Goncalves Raposo and Wolff, 

2017, Figure A3 in the annex).

Figure 4: Equity home bias

Sources: Darvas and Schoenmaker (2017), Bruegel based on IMF CPIS and ECB. Note: Equity home bias relative to the rest of the world is 
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• Legislation listed in the 2015 action plan, proposed by the Commission but not yet adopt-



7 Policy Contribution | Issue n˚07 | April 2018

related to EU27-based clients. Thus, depending on the extent to which UK-based financial 
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As recently as ten years ago, supranational supervision in the EU was widely viewed as a 

possibly desirable but wholly unrealistic proposition. This has now changed fundamentally, 

first with the creation of ESMA in January 2011 and then with the transfer of prudential super-

visory authority over euro-area banks to the ECB in November 2014. Furthermore, the deci-

sion of the UK to leave the EU will remove a consistent and powerful voice against supervisory 

ii and pdJs(g)7 (ains)2 (t s)3 (up)-2 olly(U w)-6.0(g)e
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policy decisions are taken by the board of supervisors, which is a purely intergovernmental 

body (the chair has no voting rights)11. ESMA’s funding, by a mix of EU budget funds and 

national contributions, is also not conducive to independence from political interference. 

Instead, its funding should come entirely from levies on the capital markets industry, with a 

clear framework of EU-level accountability akin to those created for the SSM and the Single 

Resolution Board (SRB). This would ensure a more credible claim to independence than the 

European Commission’s proposed mix of national and EU resources and capital-markets 

levies, and would be in line with international best practice
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3 The long road to a real CMU
The deepening and integration of EU capital markets is a long-term structural endeavour that will 

require persistence and hard work16. Although difficult, this work is important for several reasons. 

First, as the economic literature strongly suggests, purely bank-based financial systems are more 

prone to crises and might produce lower growth. Second, the literature also suggests that cross-bor-

der capital market integration can be an important complement to fiscal risk sharing and is there-

fore particularly important to Europe’s monetary union. Third, the urgency of making concrete 

progress with the CMU initiative at this point in time is further reinforced by the departure of the UK 

– home to the EU’s main capital market centre – from the EU.  

The Juncker Commission has now tabled all the legislative proposals it intended to put forward 

as part of the CMU initiative. So far, as noted above, only three of these proposals have been 

adopted by the EU co-legislators. At its March 2018 meeting, the European Council, once again, 

endorsed the importance of the CMU project, but the real question is which of the Commission 





12 Policy Contribution | Issue n˚07 | April 2018

Langfield, S. and M. Pagano (2016) ‘Bank bias in Europe: effects on systemic risk and growth’, Economic 
Policy 31(85): 51-106

Lintner, P. (2017) ‘De/centralized Decision Making Under the European Resolution Framework: Does 
Meroni Hamper the Creation of a European Resolution Authority?’ European Business Organization 
Law Review 18:3

Pagano, M., S. Langfield, V. Acharya, A. Boot, M. Brunnermeier, C. Buch, M. Hellwig, A. Sapir and I. van 
den Burg (2014) Is Europe overbanked? Report no.4 of the European Systemic Risk Board’s Advisory 
Scientific Committee

Quaglia, L., D. Howarth and M. Liebe (2016) ‘The Political Economy of European Capital Markets Union’, 
Journal of Common Market Studies 54 (S1): 185-203

Sapir, A., D.Schoenmaker and N. Véron (2017) ‘Making the best of Brexit for the EU27 financial system’, 
Policy Brief 2017/1, Bruegel

Sapir, A. and G. Wolff (2013) ‘The neglected side of banking union: reshaping Europe’s financial system’, 
Policy Contribution presented at the informal ECOFIN, 14 September, Vilnius, Bruegel

Tokar, M. (2016) ‘IFRS – ten years later: a standard-setter’s view’, Accounting and Business Research 46(5): 
572-576

Véron, N. (2014) ‘Defining Europe’s Capital Markets Union’, Policy Contribution 2014/02, Bruegel

Véron, N. and G. Wolff (2015) ‘Capital Markets Union: a vision for the long term’, Journal of Financial 
Regulation 2(1): 130–153

Wright , W. (2017) ‘What have the capital markets ever done for us? And how could they do it better? 
Analysis of the central role of investment banks and asset managers in driving growth’, New Financial, 

February

Annex

Figure A.1: Size of different financial intermediation channels to the non-financial 
corporate sector, % of GDP, 2016 

Source: Eurostat financial flows [nasa_10_f_tr]. Note: Loans exclude intra-NFC loans.
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Figure A.2: Sources of SME financing in the past six months (% of EU28 SMEs) 

Source: Bruegel based on European Commission, ECB SAFE survey, wave 17 (November 2017).

Figure A.3: Cross-border holdings of assets of euro-area Monetary and Financial 
Institutions (MFIs) as % of total assets

Source: Bruegel based on ECB.
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