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Abstract
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euro area and discuss policy options to facilitate further integration. We find that
the situation in money, bond, equity and banking markets has generally
improved, with remaining signs of divergence in bond and banking markets
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EXECUTIVE SUMMARY

 Financial integration in the euro area progressed in the first years of the euro, but this
episode was followed by financial fragmentation in the wake of the global financial
crisis and the European sovereign debt crisis. Fragmented banking and capital markets
can lead to insufficient supply of credit and financing costs unrelated to the underlying
credit worthiness of enterprises undermining recovery in the real economy. In addition,
the effectiveness of euro area monetary policy is reduced.

 More recently, measures of financial integration suggest that financial fragmentation
has decreased considerably. Remaining differences in financing conditions across
countries do not necessarily indicate persistent fragmentation of banking markets, but
may reflect heterogeneous fundamentals, such as differences in credit risk or earnings
prospects across euro area economies, as should be expected in efficient financial
markets. Similarly, remaining yield dispersion in bond markets may represent a
healthy correction of risk valuations – after all the almost complete disregard of
country-specific risk before the financial crisis is arguably one of the major reasons that
led to the build-up of unsustainable imbalances before the crisis.

 Regarding liquidity in money markets, the central bank to a large extent replaced the
functions of the interbank market. The ECB should be aware of the risk that its
extraordinary measures – in part designed to alleviate perceived financial
fragmentation – could by itself introduce distortions (e.g. by underpricing differences
in risk across countries). Equity markets seem to have resumed their path towards full
integration.

 Integration of the banking sector has advantages as well as disadvantages. While
beneficial effects can be expected from increased risk-sharing, diversification, and the
spread of best practices, there is the risk of capital flight in times of economic
difficulties as well as potential risks from contagion and increased complexity in an
increasingly integrated financial environment.

 During the European sovereign debt crisis which peaked in 2012, the possibility of a
sudden breakup of the Monetary Union introduced an implicit currency risk for all
cross-border investments with increasing financial fragmentation as a result. The
currency risk effectively acted like an invisible wall for financial cross-border flows.
Investors and deposit holders had to take into account that cross-border investments
might be repaid in a new and probably devalued currency, potentially resulting in large
losses.

 The bank-sovereign nexus, which is at the heart of the sovereign debt crisis, describes
the close connection between financial (in-)stability and fiscal (un-)sustainability.
Weakening the link between governments and the domestic banking sector is crucial in
strengthening the cohesion of the monetary union and reducing financial
fragmentation. Policies that weaken this link work through (1) increasing robustness of
the financial sector, (2) reducing spill-overs from the financial sector to the public
sector, (3) improving fiscal soundness and reducing the probability of sovereign default
and (4) reducing financial sector dependence on solvency of the treasury.

 A number of policy initiatives have been introduced to increase loss-absorption capacity
of MFIs (e.g. Basel III), improve bank surveillance (SSM) and reduce implicit
guarantees of regarding the bail-out of banks in times of crisis (SRM). The third pillar
of the Banking Union, namely a European joint deposit insurance scheme (EDIS), is still
under discussion. However, the extent of joint liability would be enormous, and issues
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such as moral hazard, considerable differences in legacy shares of nonperforming loans
and fiscal risks in the bank balance sheets due to excessive home bias will have to be
carefully addressed in the design of EDIS. In an attempt to improve fiscal soundness
and reduce the probability of sovereign default, with the European Fiscal Compact the
rules of the Stability and Growth Pact have been redesigned, but an apparent lack of
compliance in recent years may have undermined the credibility of fiscal rules in the
euro area. At the same time, while remaining contentious, the combination of the
possibility of financial assistance by the ESM in case of sovereign debt crisis and the
ECB’s OMT program as an ultimate monetary backstop to fiscal problems have
successfully calmed down concerns about an imminent breakup of the monetary union
and helped reverse financial disintegration trends. However, proposals to reduce the
dependence of the financial sector on the solvency of the treasury by limiting exposure
of banks to their sovereign (home bias in government bond holdings) have not yet
been addressed.

 A Capital Markets Union (CMU) is potentially beneficial as it (1) shifts risks involved in
financing real economic activity away from the banking sector to other private market
participants (more private risk sharing), (2) simplifies and strengthens cross-border
investments (more cross-country risk sharing), and (3) improves access to a broader
set of financial market instruments so that European firms’ excessive reliance on bank
credit will be reduced. Progress in the necessary harmonization of regulations and tax
laws, however, is set to be slow and the emergence of a fully developed Capital Market
Union remains a distant prospect.
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1. INTRODUCTION

Financial integration in the first years of the euro was followed by financial
fragmentation in the wake of the financial crisis. Following the creation of the euro
area, financial markets experienced a period of increasing financial integration. The global
financial crisis in 2008/09, however, showed that financial integration was at least partially
spurious. With different and inconsistent national regulations in place, a massive home bias
of financial institutions and dependence on the credibility of national governments as the
ultimate financial backstop, financial integration went into reverse with interbank markets
particularly affected. Financial fragmentation, broadly defined as a situation in which
financing costs of economic agents are to a significant extent determined just by the
country of origin of a borrower rather than its underlying fundamentals, has been rising in
response.

In recent years indicators of financial fragmentation have improved again. At the
height of the European sovereign debt crisis, financial constraints as a result of
fragmentation were negatively affecting growth in the distressed countries and severely
hampering the recovery. Currently, with European rescue schemes in place and monetary
policy employing non-standard policies to alleviate the effects of fragmentation, the picture
is less clear. In a recent remark President Mario Draghi went so far to state that the
fragmentation in the euro area was by and large over.

Financial integration should foster long-term growth but can improve economic
outcomes also in the short run. Schnabel and Seckinger (2015) find that financial
integration during financial crises generates growth effects four to five times stronger than
in normal times. This indicates the potential of foreign financial institutions to smooth the
economy in the event of reduced domestic bank lending in times of crisis and deleveraging,
making a case for policies fostering financial integration. However, without an appropriate
regulatory environment more integrated banking markets could also become a source of
increased instability.

Against this backdrop, this paper takes stock of the current evidence on
fragmentation in financial markets in the euro area and discusses policy options
to facilitate further integration. The paper starts with a brief description of how financial
fragmentation impacts on the real economy with a focus on the bank lending channel
(Chapter 2). Chapter 3 discusses recent evidence with respect to financial fragmentation in
money, bond, equity and banking markets. It finds that the situation has generally
improved with remaining signs of divergence in bond and banking markets potentially
explained by differences in fundamentals rather than fragmentation, and notes that the
situation in the money markets is difficult to interpret due to the excess liquidity pressed
into the market by the ECB. Chapter 4 describes the bank-sovereign nexus as the principle
source of fragmentation and discusses different routes to break this connection, including
the proposed Capital Market Union.
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2. ECONOMIC CONSEQUENCES OF FINANCIAL
FRAGMENTATION

Fragmented banking and capital markets can lead to insufficient supply of credit and
financing costs unrelated to the underlying credit worthiness of enterprises in a
country undermining recovery in the real economy. The most important source of
diverging credit conditions within the euro area is the interdependence of the national banking
sector and sovereign debt that during the European sovereign debt crisis became evident in the
increasing correlation between sovereign bond spreads and European banks’ credit spreads.1 A
deterioration in the perceived creditworthiness of individual countries’ sovereigns (usually
reflected in downgrading of sovereign debt by rating agencies) tends to reduce the standing of
the national banks in international money markets and raise concerns about the safety of
deposits. This will lead to increasingly unfavorable financing conditions for the banks concerned
which are ultimately passed on to the broader economy. As a result, the cost of credit will rise
and availability of credit will be reduced even for fundamentally sound borrowers in the
respective jurisdiction, undermining recovery in the real economy.

Weakness in credit growth seems to be at least partly due to credit supply constraints
and SMEs are affected most. Weak credit growth has been a major concern in the euro area
in general and in the distressed countries in particular over recent years. While there is always
some uncertainty whether credit growth is restrained by supply or demand, the European
Commission in its 2012 autumn economic forecast concluded that diverging financing conditions
due to increased financial fragmentation were at least partially responsible for the disparities
within the euro area (European Commission 2012: 36). With the credit channel being the most
important link to the real economy, small and medium sized enterprises (SMEs), which in
European countries generally represent the backbone of the economy, are particularly affected
as in contrast to large corporations they lack access to the capital markets and are particularly
dependent on bank lending as a source of financing (Al-Eyd and Berkmen 2013). During the
European sovereign debt crisis the spread between interest rates for loans to SMEs and loans to
large enterprises has risen significantly in distressed countries relative to the respective spread
in the rest of the euro area. While part of this increase can be explained by fundamental factors
such as profitability or indebtedness, the geographical location remains as a decisive factor in
SME lending and investment, indicating that financial fragmentation may play an important role
(European Commission 2013).

In a fragmented banking system the effectiveness of euro area monetary policy is
reduced because interest rates for loans in distressed countries respond to individual
country’s sovereign risk rather than ECB benchmark rates. A single monetary policy for a
group of countries like in the euro area has the inherent problem that in the case of diverging
real economic developments the single interest rate of the central banks tends to be
destabilizing as real interest rates will be lower in countries in a relatively strong cyclical
position, which tend to have relatively high inflation, and higher in countries in a relatively weak
cyclical position which will face a relatively deflationary environment. This problem is
exacerbated in a situation of fragmentation, when interest rates in distressed countries are
going up in response to rising sovereign risk and the policy response of the central bank is
restrained by considering the appropriate stance for the whole currency area.

More generally, financial fragmentation and the underlying inconsistent and divergent
regulatory measures reduce the efficiency of capital allocation and economic welfare
in the long run. Generally, there are uncoordinated or inconsistent regulations at the root of
financial fragmentation (BIAC 2014). They create uncertainty which hampers the ability of
financial institutions to conduct business, raise costs for financial services and negatively affect
cross-border trade, ultimately reducing economic welfare. Thus, the main task of the financial
system – to channel savings to the most productive uses – is impaired; it can only fully be
accomplished in an integrated financial market.

1 The bank-sovereign-nexus will be discussed in more detail in Chapter 4.
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3. FINANCIAL INTEGRATION IN THE EURO AREA: WHERE
DO WE STAND

Financial fragmentation may not be the most pressing problem for the euro area
right now. In a rather cursory remark at the ECB press conference on 21 July 2016,
President Mario Draghi said that "the fragmentation in the Eurozone is by and large over"
(ECB 2016a).To judge the veracity of this statement we need three things: (1) a definition
of financial fragmentation, (2) some indicators that allow the measurement of financial
fragmentation, and (3) an idea of what those indicators would look like in the ideal state of
financial integration.

Differences between countries do not necessarily indicate fragmentation but
might also be explained by heterogeneous fundamentals across Member States. It
is important to note that differences in financial indicators across countries can in principle
be caused by reasons other than the fragmentation of markets. The could rather be
justified by fundamentals, for example by unequal levels of credit risk or earnings
expectations. The latest Financial Integration in Europe report (ECB 2016b, henceforth FIE)
defines a market (for a given financial instrument or service) as fully integrated if all
potential participants with the same characteristics (a) face the same rules, (b) have equal
access, and (c) are treated equally. Of course, phrases like "the same characteristics" and
"equal treatment" still leave a great deal of room for interpretation. There can never be two
different entities that are equal along all possible dimensions, and great care has to be
taken not to exclude relevant features when trying to set up comparisons to show supposed
financial fragmentation.

The FIE report recognizes identification problems in principle but nevertheless
calculates two so-called Financial Integration Composites (FINTECs). The first
indicator aggregates quantity-based information, the second one price-based information.
Both indicators are supposed to measure the development of European financial integration
over time from different angles and are based on a host of variables that might show cross-
country differences in four different segments of the financial markets, i.e. money markets,
bond markets, equity markets, and banking markets.

For price-based indicators, it is usually assumed that increasing market integration will
lead price differentials to converge towards zero. However, this disregards the fact that
heterogeneous fundamentals across entities (such as default risk) would support unequal
financing costs even in fully integrated markets.

Quantity-based indicators typically use a common market portfolio as a benchmark. The
argument here is that in a fully integrated market, investors from all countries would use
the same weights for allocation purposes in order to obtain the most favourable risk/return
profile. In other words, the percentage shares of different assets would be the same across
portfolios in all countries. This disregards two things: asset weight differences across
countries could still be efficient if either the access to relevant information is distributed
unequally (e.g. locals have better knowledge about local companies) or people in different
locales prefer to hold different risk profiles (e.g. if business cycles are asynchronous, people
from different countries might wish to insure themselves against income losses at different
times, necessitating different investment holdings).

The rest of this chapter will take a look at the four mentioned areas (money, bond, and
equity markets, banking) and their recent development, in turn before some big-picture
interpretations are offered in the conclusion.
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3.1. Money Markets
When interbank activity fell, the Eurosystem increased the scope of its operations.
Since the global financial crisis, money market volumes have, apart from two intermissions
in 2010 and 2014, been on a broadly downward trajectory. In July 2016, average daily
transaction volumes for the EONIA sample (which measures interbank overnight lending)
lay about 40 percent below their values a year earlier. At the same time, excess reserves of
private banks in the Eurosystem increased dramatically, as the Extended Asset Purchasing
Programme continues to increase the amount of outstanding central bank money (see
graph G1). Because interbank money markets have, at least for some financial institutions,
progressively been supplanted by central bank programmes, additional care should be
taken in the interpretation of fragmentation and stress indicators which include money
market variable.

Reduced interbank activity is not necessarily the result of generalized financial
fragmentation. In its Money Market Survey the ECB reports declining turnovers across
segments and counterparties (ECB 2015). The fact that transaction volumes with extra-
euro area partners seem to have fared comparatively well provides evidence against
general fragmentation in the interbank market, however.

When assessing money markets, the influence of risk and available collateral
should also be taken into consideration. Compared to before the Crisis, secured
lending increased in importance vis-à-vis unsecured lending, and the use of cross-border
collateral declined to a lower level. This does not necessarily imply an increase in market
fragmentation (especially since the shift towards secured lending was of remarkably similar
magnitude in core and peripheral countries; see graph G2), but might just reflect different
credit risk and stocks of acceptable collateral across countries.

Country fundamentals contribute greatly to money market conditions for the local
financial sector. Abascal et al. (2013) find that the interbank market fragmented during
the financial crisis and the sovereign debt crisis, particularly when looking at peripheral
countries during stress periods. Significant contributing factors were counterparty risk,
financing costs, and country-specific factors such as banking sector openness, debt-to-GDP
ratio, and the relative size of the financial sector. It should therefore be noted that,
although harmonization of banking regulation can reduce heterogeneities, some differences
between countries will remain justified by fundamentals and could be viewed as an
expression of efficient capital allocation decisions.
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As regards price-based indicators, spreads have come down in many markets. In
2014 and 2015, the cross-country interquartile ranges of interest rates in the unsecured
interbank markets were back to their pre-crisis levels of mostly below two basis points for
durations of one and twelve months (as measured by EURIBOR). Only the very short-run,
the overnight lending rate (EONIA) still displayed elevated spreads (however, these
disparities between EONIA and the EURIBORs may also be due to differences in
participation and trade volumes, which might make EURIBOR rates a less representative
measure).

All in all, money markets do not show significant signs of fragmentation, but
interpretation of developments is complicated by ECB activities. While indications of
fragmentation in money markets have diminished, at the same time the European Central
Bank has become increasingly important in supplying short term liquidity relative to private
participants. The ECB should be aware of the risk that its extraordinary measures – in part
designed to alleviate perceived financial fragmentation – could by itself introduce
distortions and result in misallocations   (e.g. by underpricing differences in risk across
countries).

3.2. Capital Markets: Corporate and Sovereign Bonds
After showing some signs of fragmentation during the acute phases of the
financial and sovereign debt crises, bond market indicators reversed in 2013. The
yield dispersion of long-term government bond yields started to increase with the onset of
the global financial crisis and spiked up during 2010-2012 when the European sovereign
bond crisis unfolded. Since then, yield differentials have come down substantially,
indicating that financial integration has recovered, although they have not yet reached their
pre-crisis levels (see graph G3). Similarly, according to quantity-based indicators, following
a period of disintegration during the crises the bond markets have started to reintegrate
again, with the share of domestic bond holdings (indicating the degree of home bias)
having started to decrease again, albeit slowly (graph G4).

The neglect of country-risk and resulting evaporation of yield spreads between
countries before the financial crisis was inefficient. Yield dispersions for sovereign
and corporate bonds now stand well below those observed during the crises’ heights but
have not come down to the levels before 2008, when they had all but disappeared. Even
though rescue programmes and the Eurosystem have collectivized a substantial amount of
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credit risk, investors still seem to perceive different country risk. Acharya and Steffen
(2013) argue that banks’ behaviour in the bond markets before the crisis was consistent
with inefficient exploitation of implicit government guarantees for large, undercapitalized
banks taking excessive risks, arbitrage possibilities provided by regulatory risk-weights,
and the option value of access to central bank funding. Hale and Obstfeld (2014) add that
the increase in lending to the periphery was financed via an increase in leverage by
borrowing from outside the European Monetary Union. A disappearance of yield spreads
between Member States should therefore not become a policy objective in and of itself,
since it could very well support a repetition of the build-up of unsustainable debt dynamics
in individual countries as had been developing before the crises.

Given the differences in corporations’ earnings prospects, one should not expect
equal bond yields for all firms. According to creditreform (2015) notable differences
exist across countries in key metrics such as average equity ratio, return on sales, EBITDA2

interest coverage ratio, and the ratio between net debt and EBITDA. Therefore, differences
in interest rates across countries would be expected in an efficiently functioning market.
What is suggestive of relatively normal market functioning is the fact that not all crisis
countries developed in the same way: for example, while risk premia in Italy remained
elevated in recent years, they have come down for Spanish corporations since 2011. In
addition to company fundamentals, the interplay between sovereign and firms in its
jurisdiction is also important: if governments do not get their spending and debt under
control, businesses will be expected to face a higher path of future taxes, reduced
profitability and higher default risk, leading to rationally higher financing costs.

Home bias in private portfolios is slowly decreasing. Quantity-based measures show
that cross-border diversification in euro area bond markets fell during the crisis, bottomed
out around 2012, and has since started to rise again, albeit slowly (see graph G4).
However, the increase in domestic bond holdings during the crisis was not only result of a

2 EBITDA (earnings before interest, taxes, depreciation and amortization)is one indicator of a company’s financial
performance.
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decision by private agents in response to country-specific risks could be alleviated by
improvements in the regulatory framework for the private financial sector. According to De
Marco and Macchiavelli (2016) the temporary resurgence of home bias can be explained at
least partially by political influence which is part of the bank-sovereign nexus. Banks that
are either government-owned or have (former) politicians on their boards exhibited higher
home biases in the period of 2010 to 2013 and were the only ones to increase it further
during the sovereign debt crisis. This effect was most visible in distressed countries.

3.3. Capital Markets: Equity
Since Member States’ economies are heterogeneous across many attributes,
simple differences in equity index returns are not a good measure of financial
integration. Bekaert et al. (2011) propose to control for cross-country differences by
taking into account the relative weights that different industries have in each economy.
Doing so results in a measure for equity market segmentation which in 2015 was at the
same level as before the crisis (see graph G5). But two periods of divergence in equity
returns remain unexplained by the differing fortunes across industries: late 2008 and early
2009, at the height of the global crisis which gripped all countries, and around 2012 when
the European sovereign debt crisis peaked. However, since those times were associated
with pronounced differences in perceived country-specific risk, they should not be seen as
proof of market fragmentation, especially since they subsided very quickly after such risks
were reduced.

Home bias in equity portfolios is decreasing steadily. Shares from other euro area
countries increased as a proportion of total equity portfolios from about 18 per cent in 2008
to 22 per cent in 2015. During the same time, home country equity holdings fell by ten
percentage points, to 52 per cent (see graph G6). Thus, while local issues are still
overrepresented, the level of home bias is decreasing. Moreover, diversification towards the
rest of the world is happening faster in absolute terms than towards the rest of the euro
area. Taken together, although some price-based measures suggest some inclination of
European equity markets to display signs of fragmentation in times of financial stress, the
underlying trend towards financial integration has resumed and is continuing apace in this
market segment.
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3.4. Banking
The picture regarding fragmentation in the banking sector is decidedly mixed. The
differences in loan interest rates between core and peripheral countries, which grew
considerably during the crisis, have since come down. The major exception is consumer
credit, where the standard deviation of rates across countries has continued to rise (see
graph G7).

Cross-border lending is less dispersed but stagnant in volume since the crisis. The
growth in the volume of loans to non-financial corporations was more equal across
countries after 2008 than before (but also slower in general; see graph G8). However, the
share of cross-border lending from other Euro Area Countries mostly stagnated at around
five per cent since the onset of the crisis, after having doubled in the ten years before. The
domestic share of loans to MFIs, which had fallen below 50 per cent before the crisis, even
rose by ten percentage points. The reduced willingness for cross-border lending between
banks is unsurprising, given that default probabilities became very heterogeneous across
countries (this can be seen, for example, by looking at CDS premia) and that the slow and
not very stringent process of resolution is still incomplete.

Current ECB interventions may not be successful in improving financing
conditions. The ECB policy aims at reducing corporate financing costs in distressed
countries by affecting the interest rates for loans through government bond purchases.
However, this policy may not be effective at the current juncture. Holtemöller and Scherer
(2016) note that financing costs for non-financial corporations in euro area countries
started to diverge with the onset of the sovereign debt crisis (and not before; furthermore,
not all distressed countries’ corporate sectors became victims of this heterogeneity) and
find that while increasing government bond yields can partially explain rising corporate
financing costs in 2011, they cannot in 2012. In the latter phase of the sovereign debt
crisis the share of non-performing loans to the corporate sector takes over as the principle
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explanation for interest rate differentials. Thus, a policy geared toward resolving the
problem of bad loans may be more effective in improving financing conditions in the
corporate sector than a policy that aims at reducing government bond yields.

Maximal financial integration may not be optimal. Allen et al. (2010) argue that
financial integration could be excessive and a moderate level of financial integration may be
preferable. While there are advantages of financial integration, including the possibility of
risk-sharing and diversification as well as the spread of best practices via market entry of
more advanced banks from abroad with better risk management, there are also
disadvantages. Foreign capital is typically more mobile and may be quicker to flee in bad
times (this can be somewhat ameliorated by the presence of local branches or subsidiaries,
which provide more stable funding than direct lending). In addition, a rise in the exposure
to foreign shocks increases the possibility of contagion, and increased complexity, size, and
interconnectedness in combination with a growing similarity of financial institutions could
raise the risk of systemic crises.

All in all, the problems in the European banking market are to be found less in the
loan provision to non-financials and more in the weakness of (some of) the banks
themselves. The bank-sovereign nexus and high legacy amounts of non-performing loans
continue to weigh on MFIs in some countries more than in others. However, since the
beginning of this year, a resolution mechanism for these issues is available (see also
Chapter 4 on policy advice).

3.5. Conclusions
Quantity-based indicators on aggregate show that European capital markets in
equity and bonds are increasingly well-integrated. Some remaining differences in
prices can be explained by cross-country differences in risk and other fundamental factors
that should be reflected in prices on efficient markets rather than by financial
fragmentation.

By contrast, the situation is less sanguine in banking and money markets. To be
sure, financing costs on the money markets have converged across Member States but this
came as a result of massive ECB interventions. But this should not be seen as a sign of
healing in money markets. Many MFIs in Europe are still seen as unhealthy, making others
reluctant to grant them loans. This interpretation is supported by the fact that non-financial
corporations in the wake of the crisis had less trouble to find cross-border loans than MFIs
did: since only some foreign activity was reduced, there must be other reasons besides
national borders suddenly becoming less permeable to explain the reduction in bank
financing.

All in all financial markets in the euro area currently do not display signs of
serious financial fragmentation, leaving policy time to carefully design
appropriate policy responses. Our review of financial integration indicators supports the
view that financial markets by and large have resumed working with sufficient efficiency. In
this improved financial environment policy makers should carefully evaluate policy options
in order not to unnecessarily introduce new distortions and inefficiencies into financial
markets that would hurt the economy in the longer run.
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4. FINANCIAL FRAGMENTATION: REMEDIES
The Five-Presidents-Report singles out two remaining crucial elements required
to complete the financial union: A common deposit insurance system and the
Capital Markets Union (Juncker et al. 2015, p.11). If the financial union were “complete”,
we should not expect financial fragmentation to be a major concern. In order to put the two
mentioned elements into perspective, we describe in more detail the main mechanism that
has caused financial disintegration processes which have peaked in 2012, i.e. doubt about
the cohesion of the monetary union. To reduce concerns about a possible breakup of the
monetary union a weakening of the link between governments and the domestic financial
sector (bank-sovereign nexus) is necessary, as it is at the heart of the European sovereign
debt crisis. From this analysis, a number of policy responses can be derived that each have
the potential to contribute to preventing problematic forms of financial fragmentation.
Some of these policies have already been put in place, while others – such as EDIS and
CMU – have not yet been implemented.

4.1. Main mechanism that causes financial fragmentation
The close link between sovereigns and banks created the risk of breakup of the
currency union. Once market participants realized from 2010 onwards, that a default of
Greece was imminent and that other countries might follow, the consequences of such an
event became clear. If a country declared default it would have difficulties to remain a
member of the monetary union. The sequence of events from a sovereign default to
abandonment of the Euro can be as follows:

• (Imminent) Sovereign default compromises the capital basis of domestic banks. This
is because banks tend to have a disproportionate share of sovereign bonds of ‘their’
own government on their balance sheets (home bias in financial sector’s investment
portfolio).

• In a situation of (near) bankruptcy, the government will be unable to recapitalize
weak banks. It cannot play the role of an emergency financial backstop any more
that prevents systemic crises from going rampant. Credit ratings (and financing
conditions) of all domestic banks deteriorate since ‘their’ government as a common
backstop is disqualified.

• The ECB rulebook does not allow providing liquidity to insolvent banks. Therefore,
large parts of the domestic financial sector will be on the verge of collapse.

• Without central bank liquidity, real economic activity caves in. Therefore, and to be
able to pay its own employees, the government would have to consider introduction
of a new (parallel) currency. Deposits were to be redenominated to the new
(devalued) currency.

Doubt about the cohesion of the Euro area was a main reason for intensifying
financial fragmentation during the debt crisis peaking in mid-2012. The possibility
of a sudden and unorderly breakup of the monetary union created an implicit currency risk
for cross-border financial investments. This implicit risk effectively acted like an invisible
wall for financial flows: investors and deposit holders had to take into account an implicit
currency risk, i.e. the risk that a member state might have to default and to introduce a
parallel currency. In such a situation, existing cross-border financial investments will be
expected to be repaid in a new and probably devalued currency (at a certain probability),
or not be repaid at all. Similarly, deposits in that country will likely be devalued
considerably in real terms. Thus, the expected value of financial investment returns will
decline in affected countries. As soon as the implicit currency risk is perceived as being
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substantial, it will be incorporated in cross-border investment decisions. As a result credit
availability for domestic banks and companies will be reduced irrespective of the specific
situation of the firm, thus introducing financial fragmentation.

Other reasons for incomplete financial integration are often benign. For example,
cross-country interest rate spreads may simply reflect different risk perceptions for
investments in these countries. Government bond spreads may mirror (correct)
assessments about the degree of fiscal sustainability. Corporate bond yields and credit
rates for non-financial enterprises may reflect expectations about future tax rates and
economic prospects of the respective countries. Other reasons for limited cross-border
investments are lack of knowledge about local markets and conditions or local
counterparties, lack of experience with a different legal system, or simply the prevalence of
a different language. There may also be the suspicion that foreign investors could be
treated differently from local investors in times of crisis. This whole set of reasons for
incomplete financial integration is generally not too problematic in normal times, although
lack of financial integration reduces the potential to switch to foreign suppliers of financing
on the case of financial trouble in the domestic economy. The reason behind financial
disintegration at the peak of the European sovereign debt crisis in 2012, however, was
malign. As argued above, implicit breakup risks of the currency union caused investors and
depositors to shift capital from periphery countries to core countries. In order to fix this
vulnerability of the Euro area, the bank-sovereign nexus needs to be addressed properly.

4.2. Weakening the Bank-Sovereign Nexus
Weakening the close link between governments and the financial sector is
paramount. So far, the close connection of fiscal (un-)sustainability and financial (in-)
stability links the fate of governments and banks – in good times and in bad times (“doom
loop” or “bank-sovereign nexus”; see graph G9). A major insight that evolved over the
years since the start of the debt crisis is that the sovereign-bank nexus must be addressed
to solve the debt crisis in a fundamental way. By weakening this link, the above-mentioned
sequence of events can be prevented. Without the risk of euro area breakup, the main
reason for financial disintegration would be switched off.

G9: The bank-sovereign nexus

Source: Own representation.
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Disentangling banks and sovereigns can follow different routes. There are four
elements in graph G9: Banks, the government and the links between the two in both
directions. Each of these elements can be dealt with separately by policy instruments in
order to weaken the bank-sovereign nexus and reduce the vulnerability of the euro area.
The four elements, which are subsequently discussed in more detail are: (1) increase
robustness of banks; (2) weaken the link from financial sector to public sector, i.e. remove
(or replace) implicit guarantees of governments to bail-out banks in times of crisis; (3)
improve fiscal soundness and reduce probability of sovereign default; (4) reduce
dependence of financial sector stability on solvency of the treasury.

4.2.1 Increasing robustness of the financial sector

Regulatory reforms have helped increase the robustness of MFIs. The “Basel III”
framework is intended to overcome weaknesses of former regulatory standards,
weaknesses that have become evident during the global financial crisis of 2008 and
thereafter. New rules, phased in between 2013 and 2019, require banks to increase the
size and quality of their equity base, while counter-cyclical capital buffers are called for to
increase loss-absorptive capacity of banks in times of crisis. Risk coverage is also improved
as capital requirements are increased for several asset classes. The whole Basel III
package of regulatory reforms covers a wide range of measures and is designed to improve
robustness of the financial sector. Despite the progress in regulation, the crisis legacy still
weighs heavily on many banks, particularly in periphery countries. The sustained economic
crisis, followed by a restrained recovery left large amounts of non-performing loans in
bank’s balance sheets, particularly in Italy, Portugal and Greece. Moreover, record-low
interest rates continuously squeeze bank margins from the revenue side. Overall, the new
rules certainly are useful steps towards improving the robustness of the financial sector,
but it requires more time – and probably a protracted and strong recovery – before banks
in severely affected countries will have absorbed the problems accumulated in the crisis.

Bank surveillance has been unified under the common roof of the ECB. In order to
overcome the fragmented regulatory environment in Europe a common bank surveillance
has been introduced. Since November 2014, the ECB is in charge of supervising banks
whose balance sheet total exceeds either 30 million € or 20 percent of the respective
countries’ GDP. As a result, the same regulatory standards now apply to large banks in all
member states (First Pillar of the banking union: Single Supervisory Mechanism – SSM).
Even if smaller banks – which remain under national supervision – outnumber large banks,
more than 80 percent of balance sheet totals of euro area banks are under ECB supervision
now. Therefore, large parts of the financial sector and particularly banks with systemic
relevance are covered by surveillance under a common roof. With unified surveillance,
supervisors may be less indulgent with banks in the application of bank regulation.
Uniformity in regulation probably further improves the robustness of banks in the medium
to long run.

4.2.2 Weakening the link from financial sector to public sector

Difficulties in the financial sector should not endanger fiscal sustainability any
more. To this end, implicit guarantees of governments to bail out banks in times of crisis
need to be removed (or replaced by something else as long as failure is not an option for
systemic banks). In this respect, institutional reforms have brought considerable progress
(second pillar of the Banking Union: Single Resolution Mechanism – SRM). Since January
2016, the “Bank Recovery and Resolution Directive” (BRRD) is in force. In case of severe
difficulties of banks, BRRD rules apply, according to which unsecured bank creditors and
large depositors (beyond 100,000 €) are subjected to a bail-in. This procedure aims at
generating additional capital of 8 per cent of the bank’s balance sheet value, increasing the
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loss-absorptive capacity of banks respectively. In 2015 the single resolution fund has been
activated which will gradually build up until 2023 by collecting private (banking) sector
contributions, currently targeting 55 billion € of funding value. The SRF will provide
resources once bank resolution is required after bail-in of creditors and depositors has been
executed. According to Gros (2016), such funding of bank resolutions can generally be a
profitable business and does not necessarily involve mere loss absorption. Remaining losses
of a bank failure would actually strain the respective deposit insurance system rather than
the SRF.

To contain systemic crises, the financial system could be backed by a common
safety net instead of ultimately relying on fiscal resources of a single member
state. A joint Deposit Insurance System is one possible way to implement this (third pillar
of the Banking Union: European Deposit Insurance System – EDIS). Basically, this can be
organized as a re-insurance system (Gros 2016): while national deposit guarantee schemes
still take care of limited difficulties in single banks, EDIS would constitute a joint financial
backup for systemic crises in a member state. Moreover, ESM funds could be a fiscal
backstop in case a large country would be involved or in case of euro area-wide systemic
crises, so that the deposit insurance system would be made waterproof. This way,
depositors (up to 100,000 €) would not have to be concerned about safety of their deposits
irrespective of the country their money is located. As the Five-President report argues, a
truly single currency requires that “confidence in the safety of bank deposits is the same
irrespective of the Member State in which a bank operates” (Juncker et al. 2015, p.11).

A common deposit insurance system, however, is politically rather contested for a
number of reasons, and its design would have to carefully address a number of
reservations. Clearly, the extent of joint liability would be enormous. If EDIS resources
were exhausted, European tax payer money – probably financed by the ESM – would be
required to save the day. Given that current risks in the financial sector (e.g. NPL shares)
are rather unevenly distributed between countries, losses for the respective deposit
insurance may simply not have materialized yet. Therefore, the joint deposit insurance
might effectively imply legacy-sharing rather than risk-sharing. At the same time, moral
hazard is also an issue: The possibility to access joint European financial resources would
probably increase the likelihood of insurance events. Particularly those countries with
limited difficulties in the domestic banking sector are hesitant to move towards systems
that introduce joint liability. Another argument is that bank‘s balance sheets contain
substantial amounts of fiscal risks as long as domestic banks mainly invest in sovereign
bonds of ‘their’ country (home bias). Therefore, introducing a common financial safety net
for banks implies mutualisation of fiscal risks, i.e. implicit joint liability with respect to
government debt. Again, countries with relatively sound public finances are particularly
hesitant towards such a step – reducing the home bias would be required as a prerequisite.
Lastly, government decisions and characteristics of the respective legal system – e.g.
insolvency laws – have a considerable influence on risks in the financial sector, which
sooner or later can result in cost for the joint deposit insurance. Since national laws and
national government decisions are beyond the influence of elected politicians in other
countries, introducing joint liability for the resulting risks would violate the principle of unity
of liability and control. Part of these concerns are addressed by current proposals for EDIS
as it would be “privately funded through ex ante risk-based fees paid by all the
participating banks in the Member States and devised in a way that would prevent moral
hazard” (Juncker et al. 2015:11) and would be phased in over more than a decade (ECB
2016b). Also, O&D’s can be harmonized in order to reduce national control over resulting
risks for the deposit insurance.
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4.2.2 Reducing probability of sovereign default

New fiscal rules aiming at strengthening fiscal soundness of member states have
been introduced. In order to reduce high debt levels, the rules of the Stability and Growth
Pact (SGP) have been complemented with the European Fiscal Compact (EFC), which
requires each member states to restrain its structural deficit (the budget deficit subtracted
by the cyclical component and one-offs) to 0.5 percent of GDP. Member states had to
consent to implementing this rule into national law as a precondition to an introduction of
the European Stability Mechanism (ESM). If all governments would strictly comply with old
and newly introduced fiscal rules, high debt levels would necessarily decline, fiscal space
would increase, and the likelihood of sovereign default would be substantially reduced.
However, partly due to considerable discretionary leeway for the EU commission in judging
member states’ efforts to comply with fiscal rules, the system of fiscal surveillance has not
been particularly effective so far. Soon after major concerns about imminent sovereign
default tapered off, while at the same time financing conditions improved due to ECB’s
unconventional policies, consolidation efforts were relaxed. Overall, it appears that fiscal
discipline has lost some of its appeal lately, so that government debt levels remain on an
alarmingly high level for the time being. Efforts to strengthen fiscal soundness have not yet
accomplished major progress in excluding the possibility of debt unsustainability.

A mechanism has been introduced to offer financial assistance to countries that
run into liquidity problems. When the sovereign debt crisis unfolded in 2010, markets
realized that being a member of the Monetary Union implies to be indebted in a currency
that countries are unable to create themselves. Unlike the United States, Japan and the
United Kingdom, euro area countries are unable to guarantee the nominal value of
circulating sovereign bonds, since they cannot simply print money to circumvent an
imminent default.3 As a result, countries with high debt levels became vulnerable to
speculative attacks by investors. With the spread of doubt, countries faced increasing yield
spreads, so that some of them slipped from a good equilibrium with low refinancing cost
and manageable debt service into a bad equilibrium of unsustainable debt and high
refinancing cost (Baldwin et al., 2015). In order to prevent self-fulfilling sovereign debt
crises of solvent member states, a crisis mechanism has been introduced. Once a member
state is unable to fulfil its liquidity needs at reasonable market financing conditions, the
government can apply for financial assistance at the European Stability Mechanism (ESM).
Persistent concerns, that ESM funds may not be sufficient meet the refinancing needs of a
big member state like Italy were finally wiped away when the OMT program (OMT =
Outright Monetary Transactions) was announced and the ECB stated that it would do
“whatever it takes” to preserve the Monetary Union. Conditional on the existence of an ESM
adjustment programme, the ECB was enabled to buy unlimited amounts of sovereign bonds
from the respective Member State, so that limited ESM funds were not deemed problematic
any more. While legitimacy of the ESM and particularly the OMT program is still
controversial, the crisis mechanism certainly calmed down concerns about an imminent
breakup of the monetary union and successfully reduced the probability of a self-fulfilling
liquidity crisis.

A credible solution for solvency crises of Member States is still missing. Clearly, the
distinction between a liquidity crisis and a solvency crisis is not always straightforward.
However, if the level of public debt is unsustainable – as it probably is in Greece – rolling-
over of debt by means of an ESM adjustment programme is problematic. In that case, tax
payer money is used to bail out investors who took the risk of lending money to the
respective government, while these investors should actually not be released from liability

3 The inability to print money in a sovereign debt crisis should not have come as a surprise, though, since
monetization of public debt is prohibited anyway.



Financial market fragmentation in the euro area: State of play

PE 587.314 21

unless it is evident that the country actually suffers from a mere temporary lack of liquidity.
A proposal to solve this issue has recently been put forth by Andritzky et al. (2016): Once a
country applies for ESM funds, the maturity for all circulating bonds is automatically
extended for three years. Thus, investors would not be bailed out immediately, but remain
involved as creditors. Moreover, in the negotiations for an adjustment programme, a
nominal haircut can be decided upon (debt restructuring), if the assessment does not find
debt to be sustainable. Another major argument for the maturity extension is that the ESM
would not have to roll over debt for three years, but would only have to finance current
deficits. Therefore, current funding of the ESM would clearly become sufficient to deal with
adjustment programmes even for big Member States. In effect, this implies that with an
automatic three-year maturity extension, the OMT program – which was never applied so
far anyway – would probably not be required any more.

4.2.4 Reducing the financial sector‘s dependence on public finances

Banks’ exposure their own government should be limited. Currently due to home
bias banks tend to have a disproportionate share of government bonds of their home
country in their books tying the health of the bank to the fiscal soundness of the sovereign.
Exposure limits for single issuers already exist, but not for sovereign bonds. The rationale
behind exposure limits is that banks should not be vulnerable to financial difficulties of a
single debtor. If they were introduced for sovereign bonds as well, banks would generally
have to reduce their holdings of government bonds of their home country reducing the risk
of falling victim to a sovereign debt crisis (Gros 2016). So far, proposals to reduce the
home-bias in bank’s investment portfolios have not yet been addressed at all. If anything,
the ECB may press MFIs under their supervision gently towards balancing their portfolios in
this respect. Among others, Andritzky et al. (2016b) propose to introduce non-zero risk
weights for sovereign bonds in bank regulation. This implies that the mere fact that
sovereign bonds are not risk-free would simply be acknowledged by regulatory standards
and incentives for holding government bonds would be reduced.

Removing implicit guarantees of the government also reduces the dependence of
banks on the credit rating of the treasury. As argued above, the SRM ensures that
banks are not bailed out by the government at first signs of difficulties, but that loss-
absorption capacity is broadened by a bail-in of bank creditors and large depositors. In
effect, the bank’s own credit rating now depends to a lesser extent on the financial power
of the home country’s government as an emergency financial backstop. Therefore,
deterioration of a countries’ credit rating does not necessarily imply any direct
consequences for the bank, as has been the case during the financial crises, because the
government does not play the role of an emergency backup for all banks any more.

4.3. Capital Markets Union
The Capital Markets Union is a project to foster further financial integration and
deepening of the European capital markets. The aim of the CMU is to tap additional
sources of financing for European firms, especially SMEs, which currently by international
comparison rely on bank credit to a disproportionate degree. Sources of finance
complementary to bank-financing include equity markets and corporate bond markets,
venture capital, crowdfunding and the asset management industry. In addition, reviving the
market for securitization could additionally improve financing possibilities for smaller firms.

With the financial crisis the aspect of of cross-border risk sharing has moved into
focus. Both, global trends in financial integration, and of course the introduction of the
euro, have opened up national financial systems to a number of additional risk factors. For
the EU countries these are mainly risks associated with other member states. Economic
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downturns that could easily be absorbed by the EU economy as a whole can lead to
unnecessarily severe impacts because they materialize mostly locally, where the absorption
capacity is limited (Furceri and Zdzienicka, 2013).

The CMU has the potential to improve efficiency and robustness of the financial
sector in the Euro area along different dimensions. To the extent that the bank-based
European financial sector shifts somewhat towards a greater role for capital market
financing, some of the risk involved in financing real economic activity is also shifted away
from the banks to private market participants. Therefore, the CMU implies more private
risk-sharing. In addition, if financial products are harmonized across countries, this would
simplify and enhance cross-border investment. An increase in cross-country equity holdings
implies more cross-border risk sharing, i.e. consumption is smoothed via capital income
flows if there are fluctuations in GDP, compared to a situation without cross-border
investment (Kalemli-Oszcan 2016). Finally, access to a broader set of financial market
instruments for European firms implies that these firms do not have to rely on bank credit
only. Experience suggests that companies with access to financial market instruments are
financially less restricted in the aftermath of a crisis than companies that have to rely on
bank loans, which would probably contribute to a faster economic recovery.

In order to achieve CMU, substantial harmonization of the legal environment will
be necessary in stock markets, bond markets and the market for securitized
products, making the CMU a distant prospect. The Stock markets in most European
countries are generally rather developed, but are not very large in terms of capitalization
when compared for example to the United States. IPOs still mostly take place on a national
level, even though the potential of the European market would of course be much larger
raising the question whether the existing large number national stock markets in Europe is
efficient. Progress towards a unified European stock market will involve developing common
market rules and national law and taxation issues. Bond markets could surely profit from
widening the investor base. Harmonization of rules, for example disclosure regimes, would
be part of creating a single bond market. The more important aspect is, however, that
many institutional investors (pension funds) are constrained because they are only allowed
to buy certain investment grade bonds. Reviewing and harmonizing these rules will be
necessary and a slight relaxation might be a defendable policy given that recently prices of
some high quality bonds have been strongly rising as a result of a run for quality (Kaya,
2015). Securitization is potentially an important tool to improve the access to finance for
SMEs, which do not have direct access to capital markets. However, the reputation of this
product segment in the general public is not the best and, while the regulation of these
products has increased in the aftermath of the financial crisis, ABS, CDO, and MBS remain
complex products and come with problems of information asymmetry between the issuer
and the investor.
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5. CONCLUSIONS
Following a period of significant disintegration in the financial markets in the
wake of the global financial crisis and the European sovereign debt crisis, in
recent years the situation on financial markets has improved and financial
fragmentation currently does not seem to be a particularly pressing issue. In a
discussion of recent evidence with respect to fragmentation in financial markets (money
markets, bond markets, equity markets, banking markets, respectively), we stress that
interpretation of the behaviour of financial integration indicators should take account of
differences in fundamentals. Thus, although we find some remaining differences in price-
based indicators, especially in bond markets and banking markets, these could potentially
be explained by differences in fundamentals and are not necessarily due to financial
fragmentation. Whereas in equity markets the pre-crisis trend of increasing integration
seems to have resumed, the situation in the money markets is difficult to interpret due to
the excess liquidity pressed into the market by the ECB.

In order to improve on financial integration, breaking the bank-sovereign-nexus
is imperative in order to prevent a resurgence of the doom loops experienced
during the European sovereign debt crisis in a number of euro area countries.
Measures to weaken the bank-sovereign-nexus can take different directions. Important
steps have already been gone in some areas, but missing links remain. A number of policy
initiatives have been introduced to increase loss-absorption capacity of MFIs (e.g. Basel
III), improve bank surveillance (SSM) and reduce implicit guarantees of regarding the bail-
out of banks in times of crisis (SRM). The third pillar of the Banking Union, namely a
European joint deposit insurance scheme (EDIS), is still under discussion and issues such
as moral hazard, considerable differences in legacy shares of nonperforming loans and
fiscal risks in the bank balance sheets due to excessive home bias will have to be carefully
addressed in its design. In an attempt to improve fiscal soundness and reduce the
probability of sovereign default, the rules of the Stability and Growth Pact have been
redesigned, but an apparent lack of compliance in recent years may have undermined the
credibility of fiscal rules in the euro area. At the same time, while remaining contentious,
the combination of the possibility of financial assistance by the ESM in case of sovereign
debt crisis and the ECB’s OMT program as an ultimate monetary backstop to fiscal
problems have successfully calmed down concerns about an imminent breakup of the
monetary union and helped reverse financial disintegration trends. However, proposals to
reduce the dependence of the financial sector on the solvency of the treasury by limiting
exposure of banks to their sovereign (home bias in government bond holdings) have not
yet been addressed.

The Capital Market Union can potentially improve efficiency and stability in the
European economies, but is a distant prospect. The proposed Capital Market Union
would mean a move towards weakening the disproportionately large importance of bank
lending for corporate financing in Europe and can enhance stability and improve efficiency
by increased cross-border risk sharing. Progress in the necessary harmonization of
regulations and tax laws, however, is set to be slow and the emergence of a fully developed
Capital Market Union remains a distant prospect.
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