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1 INTRODUCTION This shift is welcome from an economic-policy
standpointCapital markets play an important role

The European Commission has created mamesharing economic risks and smoothing con-

tum around the idea of a European Capitakiaption and investment. They can provide better

kets Union (CMUhe expression was first used

by then Commission president-elect Jean-Claude

Juncker in the initial exposition of his policy

agenda in mid-201&ince then, CMU has been

prominently included in the title and job descrip-

tion of the Commissioner for financial services —

or to give him his full title, the Commissioner for

Financial Stability, Financial Services and Capital

Markets UnianThe Commission published a

green paper on CMU in Februar§. Z0&5

announcement of CMU as a policy priority has

elicited a number of substantial contributions

from a variety of stakeholders, both before and

after the publication of the greerntpaper

This mirrors a broader shift in the European
policy consensuét the outset of the financial
crisis in 2007-08, European policymakers often
described the bank-based nature of Europe’s
1. Juncker (2014a).financial system as a factor of stability, in contrast
2. Juncker (2014b).With the more exotic features of finance in the US,
3. European CommissigiHCh as securitisation conduits and other forms of
(2015a). ‘Shadow banking’. However, Europe's dependence
4. See in particular AFNHE' DaNks and the scarcity of alternative financing
(2015a), Andersenal channels have since been identified as significant
(2015), BlackRock (2015)eatures of the European crisis and obstacles to
Dixon (2014), Europeafs resolutiénThe president of the European Cen-
(fgfg)r,s’e‘i}é%i srgazi% Bank (ECB) illustrated the new consensus by
(2015), House of Lord®@Pserving thathe crisis has shown the draw-
(2015), Martinez anddacks of over-reliance on a bank-centred lending
Philippon (2014), Odendaphodel. So we also need to develop reliable
(2015), V‘\é/(lo_“ r(lfoggij“%ources of non-bank lending, such as equity and
”g, (2014). bond markets, securitisation, lending from insur-
%ai?reai%\ng; ((Zzgll;élnce companies and asset managers, venture
, capital and crowdfundénggi the debate on CMU,
- 6 Draghi (2014).the reference to ‘capital markets’ is often used as
7i-nTt::: pr‘;'Trggscii‘t’ee)'ft’%%‘l’worthand for such sources of non-bank lending,
Ifhi"ppon and Vérorf)?{”d is preferred to the expression ‘shadow bank-

(2008). ing’, which has more negative undertones.
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way the corporate sector is funded is substaitially structure of financial intermediation
different in different jurisdictions (Figure 2¢hghyes slowlfyhe way non-financial corpora-
companies, like their Japanese counterpartipredyfund themselves tends to be stable over
more strongly on bank credit, while US compar@d§igure 3). In the United States, for example,
rely more on equity financing, corporate hbedsercentage of equity in total corporate fund-
and securitisation. In China, corporate credibgiaas remained almost unchanged in the last 30
kets remain comparatively underdevelopedyears. However, bank credit has become less
important and was partly replaced by securitisa-
tion (Figure 4). In both the UK and the euro area,
equity financing has gradually lost importance
while bank lending became significantly more
important until the beginning of the crisis.

There are substantial differences in the funding
models in different EU countviis, bank lend-

ing, securitisation, corporate bonds and equity
playing very different roles (Figure 5).

The EU financial system remains national; cross-
border integration is limit&ktail banking has
remained largely national with few cross-border
loans and limited cross-border ownership of sub-
sidiaries, depending on the country (Figure 6).
Wholesale banking became integrated before the
crisis but has since lost its cross-border importance.
Cross-border corporate bond holdings declined sub-
stantially during the crisis, but recently increased.
The home-bias in equity remains substantial, with
64 percent of EU equity holdings and 61 percent of
euro-area equity holdings being of domestic origin.

Capital markets can play an important role in
spreading economic risk across different regions
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and jurisdiction#\ substantial body of literatigiens on consumption and investment (Figure
provides evidence that well-integrated and@&eBuch economic risk sharing requires sub-

capital markets can spread country and regjéotiial cross-border equity holdings in particular.
specific risk, smoothing the impact of deep reces-
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14. See Sorensen and
Yosha (1998), Bijlsma and
Zwart (2013), Allatchl
(2013), European
Commission (2015b).
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tively underdeveloped in most countries giverall importaniThe shape of the financial
their general level of economic developreensystem depends on decisions taken by all
Second, financial markets still remain prettmeé categories and the framework conditions
nantly national, as measured by high homehaiaaffect them. Changes in the funding mix for
in investment patterns. The two issues are hinkefihancial corporations have implications for
but call for different policies. While the resfioaseial intermediaries as well as for savers. For
in the first case should be to improve condéi@mple, strengthening equity funding implies
for capital market intermediation in every cotlrdtyinvestors need to accept higher risk and
the second issue should be addressed byohger maturities. While the current pattern of
monising and standardising the national findaiapean savings in low-risk, short-maturity
intermediation rules and practices. instruments is probably rooted in preferences and
demographic structures, it is also encouraged by
CMU should combine the benefits of deepspigfic tax and regulatory policies. These policies
and integrating financial markBisth are ben-should be amended to further the objective of
eficial and mutually reinforcing. Integration deeties funding for the European economy, includ-
borders, not least in equity markets, bringsnectitrough equity instruments. Similarly, corpo-
nomic risk mitigation and reduces the finanaialgovernance and ownership patterns that are
sovereign vicious circle. It also incredsesnated by family control in several EU member
competition and allows for scale effects, wtatds might contribute to companies’ reluctance
should help to generally reduce funding dostap external sources of finance, especially
This integration will also contribute to the dievsé outside banks. But a more favourable policy
opment of markets. Deeper capital markdtaiawork could incentivise a significant number
turn, offer a greater variety of funding optiortd aochpanies to change their financing patterns
easier access to finance for different kinds @f @manner that would be more conducive to
porations. They also increase the optioriavBstment and job creation. Financial intermedi-
households to save and invest. ation and in particular banks are also central.
Banks perform important functions in terms of
Most SMEs will remain reliant on banks forrtreginrity transformation, financial engineering and
external funding and will not be diredtlg overcoming of information asymmetries, and
impacted by CMdowever, CMU should hévey have the capacity to deal with regulatory and
material impact to broaden financing optiossigervisory differences between countries.
high-growth companies of all sizes and dymacnéasing harmonisation across EU countries
medium-sized firms. It is misleading to chewatd allow other organisations or even savers to
terise CMU as a project to target primarilyedigiige directly in cross-border activity more
SMEs will continue to rely predominantlgasity. However, this also means that non-banks
banks, even though larger SMEs might gainta&pitzrtain risks, including in terms of maturity
market access through better-developed doapsformation.
rate loan securitisation. Large corporations
already have decent access to capital mabketper and more integrated capital markets
Where CMU offers most potential is for highgirowthspread economic risk, but potential finan-
companies, which lack access to risk<apuitatial stability risks need to be manabeel eco-
for medium-sized companies, which curreathic literature and the empirical evidence are
have much more limited access to capital malkatsthat financial integration is a good way to
than large groups. spread economic risk. But the emergence of new
financial players also raises financial stability con-
To boost the role of capital markets in finaneiak, especially when they engage in maturity
intermediation, the perspectives of savdransformation and/or financial engineering. There

19. Veugelers (2011)financial intermediaries and non-financial firane risks at the level of instruments, institutions
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20. Based on membership
of the Federation of Euro-
pean Securities Exchanges
(FESE) and the World Feder-
ation of Exchanges (WFE).
These groups are, respec-
tively, BATS, Nasdag and the
New York Stock Exchange
(part of ICE) in the US; and
the stock exchange groups
headquartered respectively
in Amsterdam (Euronext),
Athens, Bucharest, Bulgaria,
Cyprus, Frankfurt
(Deutsche Borse), Ireland,
Luxembourg, Madrid, Malta,
Stockholm (part of Nasdaq
OMX), Vienna (CEE Stock
Exchange), and Warsaw in
the EU. This list does not
include the separate stock
exchanges in Bratislava and
Zagreb, which do not appear
on the FESE membership
list.

21. These included a brain-
storming workshop held at
Bruegel on 24 November
2014, a presentation by the
authors at a meeting of the

EU Financial Services Com-
mittee on 20 January 2015,
participation of the authors
and their Bruegel col-

leagues in a range of confer-
ences and other events
organised by third parties in
a number of different EU
member states, and numer-
ous bilateral conversations
with interlocutors in acade-
mia, the public policy com-
munity, the private sector
and other segments of
European civil society. The
authors are also grateful to
all those who have given
feedback on early drafts of

this paper.

22. Among others, Wright
(2014) notes th&here is
a striking inconsistency in
data in some parts of the
[EUJcapital markets”
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