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Abstract:

This paper deals first of all with highlighting the structure of the financial sector in the
European Union. It provides a quantitative overview of the role of the different financial and
non financial sectors in offering capital funds to accomplish the needs of households,
companies, governments, etc. The analysis tries to solve questions such as who provides
funds, who uses them, in what forms the finance is formalised or through what channels
financial resources flow. The second part analyses some important aspects of the
implementation of the Capital Markets Union, which will be a key step in completing the EU
Single Market. Our paper concludes with stating that the integration of the capital markets
will be a strong step in supporting economic growth and competitiveness in the EU in the
long run.
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1. Introduction

The economic crisis has had a big impact on the financial system in the European
Union. Financial risk has to be monitored and supervised more closely.

For the European Central Bank, the market for a given set of financial instruments
and/or services is fully integrated if all potential market participants with the same
relevant characteristics (1) face a single set of rules when they decide to deal with
those financial instruments and/or services; (2) have equal access to the above
mentioned set of financial instruments and/or services; and (3) are treated equally
when they are active in the market (Baele et al., 2014, Thalassinos et al., 2010,
Thalassinos, Ugurlu & Muratoglu, 2012).

This paper will provide a comprehensive overview regarding the structure of the
financial sector in the European Union. The financial system has an important role in
financing and stimulating the economy. | will try to highlight the mechanism in
which credit is mobilised and answer some key questions like who is providing the
funds/credit, where does this credit go to and in which form the credit is formalised
or through which channels financial resources flow.

Also, this paper will provide an overview for the development of the Capital
Markets Union (CMU). The Capital Markets Union is a plan of the European
Commission to create more flexible and more integrated capital markets for the
European Union (Abiad, Dell’Ariccia and Li, 2011, Thalassinos et al., 2013 and
2014).

With the CMU, the Commission will explore ways of reducing fragmentation in
financial markets, diversifying financing sources, strengthening cross border capital
flows and improving access to finance for businesses, particularly SMEs. The
investment plan for Europe aims at reversing the drop in investment to fuel the EU's
recovery and meeting the long-term needs of the European economy (European
Commission, 2015a).

2. Features of the European financial system

In the European Union and in the United States there are 15.000 companies that have
access to capital markets by issuing either shares or bonds. But there are more
companies that finance their activities by other means. These types of companies are
approximately 25 million in the EU and about 5.7 million in the United States.

The economy is financed by a variety of sources. For example start-up companies
such as family businesses are born by the resources generated at inception and the
retained earnings in the future years help them with the needs of capital. Also some
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advantages offered by suppliers and customers can by consider short term financing.
Companies can also be financed by inter company loans, bank loans, government
loans, etc.

In order to understand the financial sector in the European Union, we should map the
channels through which financial resources move. It is important to understand who
is providing these resources, to whom they are targeted and with which instruments
or products.

The financial market in the European Union is bipolar. We have on the one side the
Western markets that are all very developed, with many years of tradition and free
capital movement and on the other side the Eastern European financial markets that
are not so well organized and with not the same capital resources.

In the figure below one can observe the channels through which financial resources
move (direct financing through markets, direct financing outside capital markets and
intermediation) from the providers of funds to the users of funds.

Direct financing through markets
Bonds and shares

Providers of m Users of funds
funds (Assets)l > (Liahilities)

Direct financing outside markets
Equity, loans, advances and others

i

!':::> Financial corporations C—"%
I {Intermediation)
Bamnks, MMFs, ICPFs, OFls

Figure 1. The flow of financial resources in the economy

Source: European Financial Stability and Integration Report (EFSIR), April 2015

There are different financial channels through which different entities (households,
companies, governments, etc.) can get financial capital to fulfil their investment
plans.
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Who? What? How much?
Institutional sector Instrument or product Measurement
Households Loans European Union (EU28) Absolute terms (Euro)
Non-financial corporations (NFCs) Bonds euro area (EA18) Relative terms
Governments Quoted shares Member States (28) Percentage of GDP
Monetary Financial Institutions (MFls) Unquoted shares International comparisons Percentage of balance sheet
Central banks Deposits United States Growth rates
Credit institutions Ins. technical Reserves Japan
Money Market Funds (MMFs) Other assets / liabilities China
Insurance Corporations and Pension Funds (ICPFs) Canada
Insurance corparations (ICs) G20
Pension Funds (PFs) How? When?
Other Financial Institutions (OFls) Circulation of funds Time Variable
Investment funds (IFs) Direct financing Historical perspective Stocks (outstanding volumes)
Financial Vehicle Corporations (FVCs) Through markets Annual series Flows
Asset-backed financing Outside markets Monthly series Gross issuances
'Residual' OFls Financial intermediation Redemptions
Non-residents (RoW) Net issuances

Figure 2. The dimensions of financial relations in an economy

Source: European Financial Stability and Integration Report (EFSIR), April 2015

Figure 2 presents all dimensions of the financial relations in a certain economy. It
also highlights all the different actors that help finance the needs of different entities
in an economy.

The total aggregate of the financial balance sheet of the financial sectors in the
European Union was about 193.000 billion Euros in the 3rd quarter of 2014. Also
the total assets (providers of funds equal € 96.500 billion) are less then total
liabilities (users of funds equal € 102.300 billion). Figure 3 shows that households
provided more funds than they borrowed. Governments and non-financial
corporations borrowed more funds in the third quarter of 2014. So governments and
non-financial companies are net borrowers and this is because they are more risk
secure as compared with households that don’t have the same capacities to borrow
and to offer collaterals in return. Households account for more than 140% of GDP in
2014 regarding net savings and their funds ensured the resources needed by the other
participants in the economy.
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Figure 3. Aggregate analysis of the size of the institutional sectors in the European
Union, in the third quarter of 2014, EU 28, € billion

Source: European Financial Stability and Integration Report (EFSIR), April 2015

According to Pagano (2014) and Buttiglione et al. (2014), the size of the financial
assets and liabilities in the Euro Area has doubled between 2000 and 2014 as
compared with a nominal GDP growth of only 40%. Also the rate debt-to-GDP is
still growing since 2005, even if the crisis affected most of the European economies.
Deleverage is not done as fast as intended and this affects nominal growth.

2.1. Country analysis for assets and liabilities

There are differences in the total size of assets and liabilities in the European Union.
In countries like Poland, Romania or Lithuania, the total aggregates are less than
500% of annual GDP as compared with 30.000% in Luxembourg. These big
differences appear because of the nature and size of the financial sectors in the
Western European Countries. Also many international headquarters of different
world banks are more or less placed in Western European Countries (European
Commission, 2014a).



The Financial System of the EU and the Capital Markets Union

64

Smaller than 300%
Between 300% and 400%
I Between 400% and 500%
I Larger than 500%
Data not available

Smaller than 300%
Between 300% and 400%
W Between 400% and 500%
I Larger than 500%
Data not available

- { ¥ A
Notes: Non-financial sectors include household: financial corp and governments. The balance sheet is calculated as the average between financial assets and financial
liabilities.

Figure 4. Balance sheet of institutional sectors, % of GDP, Q3 — 2014
Source: European Financial Stability and Integration Report (EFSIR), April 2015

Regarding net savings and net borrowing in the European Union, there are major
differences between sectors (European Commission, 2015b). As mentioned before,
households are the ones that provide the most financial resources for the economy in
the European Union and non-financial organizations are the main consumers of
capital. The Belgians, Britons, Italians and Maltese citizens contribute the most to
allocate funds to finance the economy and citizens from Romania, Greece, Poland,
Slovakia and Lithuania have the lowest net rates in the EU.

Many governments are net borrowers, with more than 100% of GDP being borrowed
in Greece, Belgium, Italy and Portugal. Also, in the external sector — ,, the rest of the
world” countries are net borrowers for the European Union. The financial sector,
even if it has a large aggregate size regarding assets and liabilities, doesn’t finance
the economy as compared with the households.

2.2. Products and instruments of funding the economy

The main instruments of savings for the different types of Euro Area sectors include
currency and deposits, bonds, quoted shares, other equity, insurance technical
reserves, loans and other assets.

The non-financial sector - (households, non-financial companies, public
corporations, etc.) have more than 30% invested in non-quoted shares and about
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24% in deposits and currency. Insurance technical reserves (pension funds) account
for 32% of the total assets of households, but for non-financial organizations these
types of assets are not relevant. NFC’s also use inter company loans and 21% of the

assets of governments represent loans for other sectors.

10,000 == ==-m-=mmmmmmmmmmememmmm e mm e me e e e e = (0,000 - - - - g e e e m e ———————
B Currency and deposits
mBonds
8.000 - - WQuoted shares ——— ——————---------
u Other equity
m|nsurance TechnicakReserves

6,000 Mloans

M Other assets

4,000

0
NFCs Households Government MFls (banks) ICPF OFls Rest of the world

Note: MFIs loans: € 12 600 bn. MFIs currency and deposits includes mainly interbank lending provided. NFCs: non-financial corporations, MFIs: monetary and financial institutions, ICPF:
insurance corporations and pension funds, OFls other financial institutions. 'Other equity imcludes holdings of investment funds shares, which is particularly significant for ICPF

‘Insurance technical reserves’ inclhude pensions and standardized guarantee schemes

Figure 5. Financial assets, Euro Area, € billion

Source: European Financial Stability and Integration Report (EFSIR), April 2015

The financial sector has the main assets represented by loans, currency and deposits,
but we must take into account that these assets represent also inter-bank (inter-
financial) loans and deposits. Only a part of the assets are used to finance the
economy. Also the financial sector has a total of 80.000 billion Euros in financial

assets, with the non-banking sector being half of that.

Funds invested in bonds and shares are quite limited as compared with the other
assets. Non-financial companies are the ones that invest more in shares, with

households investing more in bonds.

10,000

mBank loans
m Other loans
“wBofds T T T
mQuoted shares
M Other equity
M Others

8,000

6,000

4,000

2,000

0 ]

NFCs Households Government MFls (banks) ICPF OFls Rest of the world
Note: 'Bank loans' for MFIs correspond to interbank deposits received. 'Other loans' for MFIs comespond to deposit received (other than interbank): € 14 000 billion. 'Other equity’ for OFIs:
€ 12 700 billion. NFCs: nen-financial corperations, MFIs: monetary and financial institutions, ICPFs: insurance corporations and pension funds, OFIs: other financial instimtions. 'Other
financing’ for ICPFs cormresponds to insurance technical reserves. Investment find shares and mutual fund shares are included in other equity.

Figure 6. Financial liabilities, Euro Area, € billion
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Source: European Financial Stability and Integration Report (EFSIR), April 2015

There is a difference between the financial liabilities and financial assets in the
European Union, but the sources of the funds that the economy needs is dependent
on the forms in which the different sectors choose to save.

Non-financial organizations choose to fund their investments by own capital (51.4%
of their total liabilities). Loans are also very much used by European companies to
finance their needs, representing almost 15% of the total funds. Only 3.2% of the
needs of NFC’s are financed through bonds in the capital market. More than 64% of
the financial capital needed by EU companies comes from outside the financial
sector.

Households finance their needs mostly using loans (75%). The government gathers
their funds mostly by issuing bonds (70%), bank and other types of loans
representing only 10%.

The financial sector relies on deposits and loans from other sectors and also
interbank-lending. Capitalization in the financial sector is very low and banks don’t
usually finance their needs by issuing stocks. Also 15% of the funds are generated
by issuing bonds.

3. The Capital Markets Union

Jean-Claude Juncker stated in 2014 that “to improve the financing of our economy,
we should further develop and integrate capital markets. This would cut the cost of
raising capital, notably for SMEs, and help reduce our very high dependence on
bank funding” (European Commission, 2015c).

The implementation of the Capital Markets Union in the next five years is a goal of
the European Commission. It will be a difficult task because only 0.05% of the EU
companies are listed on the markets and most of them still rely heavily on bank loans
to get their needed funds. The economic crisis has shown that relying only on loans
to finance your major activities is not good if the economy is in turmoil.

As we have mentioned earlier, deleveraging has not speeded up so quickly in the EU
and banks have more and more non performing loans. On the short term the Capital
Markets Union can help banks deleverage faster.

The European Commission has three major objectives regarding the Capital Markets
Union (Anderson et al., 2015):
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o Better access to finance for businesses in the European Union, with a focus on
small and medium sized companies and investing in major infrastructure
projects

¢ Diversifying and better access to funds for investors in the European Union
and also globally

e Improving connectivity between investors in and across the EU Member States
and making the capital markets more efficient and effective

Compared with the United States of America, the EU capital markets are more
underdeveloped and falling behind the ones in Asia. Figure 6 shows that the capital
market in the European Union is half the size of the one in USA. Market
capitalization and debt has grown a lot compared with the 90’s. In 1992 the EU
capitalization was 1.3 trillion euros (22% of GDP) and in 2013 it is more than 8.4
trillion euros. In the above figure we can see that the capital market percentage of
GDP in the EU is the smallest one compared with other courtiers. The one in
Switzerland is three times the one in the EU.

400%
A5U%
200%
250%
200%
150%
100%
S0%
0%

B Stock market [ Debt securities

Figure 7. Stock market capitalization and debt securities, % GDP in 2013
Source: ECMI statistical package

The equity market in the US is twice the size of the one in the European Union, with
the bond market being three times larger in America. This poor performance is also
due to the fact that the capital market in the Western EU countries is much more
developed than the one in the Eastern Europe.

Prior to the 2008 economic crisis, the EU markets started to be more integrated and
cross-border acquisitions of financial instruments became much more efficient. But
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the crisis showed that these investments were mostly based on debt from bank flows
and a lot of them were evaporated over night, with people losing their savings.

Most of the equity market is not cross-border linked, but many of the European
citizens choose to invest in stocks in their own country. This means that risk and
future rewards are not divided between European countries (European Commission,
2015d).

There are many obstacles in creating a fully integrated capital market. The European
Commission (European Commission, 2015e) sees three major challenges in
integrating the capital markets in the European Union.

A first challenge is creating an effective market for SMEs so that they can get better
finance (new start-ups with high growth and very innovative).

Second of all, EU should improve capital flows for institutional and retail
investments. New capital instruments would help in solving this challenge. Also, a
growth in private pension provision would facilitate a more diversified European
market.

The third challenge is to make the CMU more effective. These will create a much
bigger European market. To achieve this plan we should have more competition, a
lower the cost of financing, more financial choices and also better distribution of
risks. More integration means that the shock absorption of future investments will
increase, especially for the equity market.

The European Central Bank is involved in the integration of capital markets in the
EU and underlines the importance of the CMU for fostering economic growth
(European Central Bank, 2015).

The creation of a sustainable and enhanced capital market in the EU will be a long
process, but the newly installed European Commission and Parliament are keen in
solving this issue in the future medium term.

4. Conclusions

The economic crisis has had an effect on the amount of capital flowing in the
economy. Households are the back-bone for providing funds to the economy. Banks
and NFCs rely on citizen’s savings to finance their needs.
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Our paper tried in the first part to answer some questions like who provides capital
financing for the European economy, where does this credit go to and in what form
the credit is formalized or through what channels financial resources flow.

We highlighted some important aspects of the implementation of the Capital Market
Union which will be a key step in completing the EU Single Market. The
integration of the capital markets will be a strong step in supporting EU’s economic
growth and competitiveness in the long run. CMU has the potential to complement
the Banking Union, strengthen the European Monetary Union (EMU) and foster
financial stability.
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