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More than a decade ago, plans to create a banking union were becoming reality!’]. The banking union was
Europe’s response to the great financial crisis and Europe’s sovereign debt crisis. These events had
shown that, in the absence of centralised supervision and crisis management frameworks, cross-border
banking can lead to excessive risk taking, to risks spreading across countries, and to a vicious bank-
sovereign nexus. The main objectives of the banking union were to break the nexus between bank and
sovereign fragility, to restore private liability in banking, and to prevent excessive risk taking. But it was
also hoped that banking union would foster healthy financial integration, bringing with it the benefits of

integrated markets such as greater risk sharing and welfare-improving competition.

The design of the banking union envisaged common supervision, resolution and deposit insurance in the
euro area. Ten years on from its launch, only two of its pillars, European supervision and resolution, are in
place. Where do we stand? Have risks been reduced, has risk sharing been enhanced, and are banking
markets more integrated?

In many ways, the banking union has been a clear success. The single European rulebook is in place, and
common supervisory standards are directly applied by the ECB across Member States on the largest
banks (“significant institutions"). The ability to benchmark more easily across banks is a significant

advantage compared to purely national supervision.l2l And European oversight of smaller banks (“less
significant institutions”) has been equally beneficial L]

We have seen a number of positive developments in terms of institutional integration and private risk
sharing. With the Single Resolution Board and the Single Resolution Fund (SRF), institutions and safety
nets have been put in place to deal with banks in distress, providing private, industry-funded resources to
finance resolution.

Indicators of integration, which declined after the global financial crisis, have stabilised or started to trend
upwards again. And this is despite the severe shocks that Europe was exposed to over the past few years.

But to take full account of the banking union to date, we need to paint a more nuanced picture. There are
three main points | would like to discuss today.



First, significantly changing market structures, including the cross-border presence of banks, takes time.
Europe’s banking markets are quite well developed, which limits the potential for new entrants to
challenge the market positions of incumbent banks. Banks that do operate across borders do so mainly
through subsidiaries rather than branches. At the same time, digitalization of financial services diminishes
the role of physical borders and can increase price competition at the margins.

Second, the first decade of the banking union was rather unique in terms of risks and risk sharing. For
most of the decade, macroeconomic volatility remained low. In more recent years a series of shocks hit
the European economies: first the pandemic, then Russia’s war against Ukraine and the energy crisis.
Banks went into these episodes being well capitalised and hence resilient. Furthermore, supervisors
promptly granted them flexibility to use existing buffers. Yet, extraordinary fiscal and monetary policy
support measures played a major role in buffering the shocks and the banking union’s new channels of
private risk sharing, such as banks’ enhanced loss-absorbing capacity and the single resolution safety net,
hardly needed to be used.

Third, to achieve further and sustainable financial integration, completing the banking union remains a
priority. This means closing the remaining gaps in the resolution framework and introducing a European
deposit insurance scheme. But progress on capital markets union is equally important. Banking and
capital markets complement each other. Non-bank financial intermediation has gained in importance and
the risks it generates do not stop at national borders. At the same time, capital markets in Europe remain
relatively fragmented and supervised at the national level.

Integration of European financial markets: slow but gradual progress

Integrating financial markets offers the promise of more competition, better financial services and greater
diversification of risks specific to sectors, economies, or regions. Cross-border risk sharing is especially
important in a currency union like the euro area, where a common monetary policy is implemented across

different countries with different economic conditions.
But are European financial markets delivering on this promise? Or do the potential adverse consequences

of financial integration — such as excessive risk taking[‘—” and spillovers of shocks — prevail?

Size of European financial markets
Today, European financial markets are well developed and can, by some measures, even be considered
saturated.2] Total financial assets in the euro area increased from around 300% of GDP in 2002 to a peak

of over 800% in 2021, before falling slightly on account of lower valuations due to higher interest rates.[6]
In relative terms, financial assets in the euro area are greater than in the United States, where they equate
to almost 500% of GDP (Slide 3).

This increase in the size of the financial sector is in line with global trends.[! It reflects the growth of the

non-bank financial intermediation sector, such as money market funds, hedge funds and investment funds.



[ New providers of digital financial services have increased their market share. The fintech sector has
been growing rapidly in recent years, with year-on-year costumer growth rates of more than 50% in

Europe in the period between 2020 and 2022.1 And although BigTech firms provide limited financial
services in the EU, they have the potential to scale up rapidly.m]
All this has increased the competitive pressure on European banks.

That said, Europe is still more bank-based than other parts of the world. Euro area banking assets have
remained relatively stable over the past two decades: in 2002, they measured 240% of GDP; this
increased to 300% in 2011, while as of end-2022 they measured 290% of GDP. By comparison, this figure

stands at around 120% of GDP in the United States, where non-bank financial institutions play a larger

role.l] Funding sources for European corporates have remained relatively stable, with banks continuing
to account for around 30% of the total (Slide 4).

Integration of European financial markets

At the same time, European banking markets are certainly not fully integrated. The competitive
environment differs across countries. National implementation of directives differs across Member States.
There is relatively little cross-border retail banking activity, with slow movement towards further integration
(Slide 5). Cross-border merger and acquisition activity in banking has been weak. Most lending takes
place within national markets. Cross-border lending within the euro area accounts for 7% of total retail
lending, while lending to borrowers outside of the euro area accounts for 11% (Slide 6).

Again, the comparison with the United States is instructive. In both jurisdictions, laws designed to facilitate

interstate — or inter-Member State — branching were put in place in the early 1990s.['2] But the outcomes
of these processes could hardly have been more different.

In the United States, the 1994 Riegle-Neal Interstate Banking and Branching Efficiency Act lifted
restrictions on interstate branching. This led to profound changes in the US banking landscape, with banks

converting subsidiaries into branches or establishing new branches. The number of out-of-state branches
in the United States increased from just 64 in 1994 to almost 25,000 in 2005.%]

In Europe, by contrast, the implementation of the Second Banking Directive in 1992 — which enabled
banks to establish branches in any other Member State — did not produce similar results. To this day, it is
still more common for banks to operate across borders through subsidiaries established and authorised in

host countries than through cross-border branch networks.[4]

Financial integration can be measured in different ways, and each indicator tells a different part of the

story. 9] price-based indicators of financial integration (such as interest parity tests) typically show a
greater degree of integration than quantity-based indicators (such as savings-investment correlations).
And banks do not necessarily have to move across borders for prices to converge — assets can be priced
on the same market, and risks can be shared, without banks having a presence in a given market. Cross-
border holdings of equity can provide a channel for this kind of risk-sharing.



Let’s look at the evidence.
In Europe, both price and quantity-based indicators of financial integration have increased since the start
of Economic and Monetary Union (Slide 7).@] Integration indicators peaked before the global financial

crisis with only a limited recovery since then.l'] However, the pre-crisis period may not be a good
benchmark for sustainable integration as there was a significant build-up of risk and insufficient resilience
in the financial system.

Price-based indicators do not show a strong overall trend. The co-movement of prices increased strongly
before the sub-prime crisis and fell just as strongly in the aftermath. In recent years, it has recovered to a
level similar to that seen when the euro was introduced. The effect the banking union is difficult to see, not
least because its announcement coincided with that of the Outright Monetary Transactions. If anything,
price-based indicators of integration have become less volatile and spikes in volatility have become

shorter in duration.

Quantity-based indicators have been more stable throughout. This stands to reason: it takes time for
financial institutions to establish a direct presence abroad or to build up customer relationships across

borders. 18]

But this does not necessarily imply a lack of effective competition. It is the degree of (price) competition at
the margins that matters. Knowledge that new market entrants are waiting in the wings might spur

competition and lead to prices converging, even without large-scale cross-border market entry.

Banks do indeed not need to establish affiliates to provide services across borders. EU freedoms allow
authorised institutions to operate throughout the EU, for instance by providing services via digital
platforms. Non-EU banks may establish branches in individual Member States, subject to national laws.

And new digital platforms provide services such as payments and consumer finance.

These channels of integration should, ultimately, lead to a convergence of interest rates across countries.
Zooming in to the interest rates that banks charge to their customers and pay on their deposits indeed

shows a much smaller dispersion today than in the mid-1990s (Slide 8).1<

Anecdotal evidence also shows that price competition in Europe is indeed rather fierce in some market
segments. In investment banking, for example, fees often tend to be lower in Europe than in the United

States. And, in recent years, margins on loans and advances have tended to be higher in the United
States.[2]
Identifying what lies behind these trends is not straightforward.[EThe monetary policy environment has

certainly played a major role, as convergence increased during the period of low interest rates. But greater

competition stemming from the entry of new non-bank financial intermediaries, fintechs and big techs is

relevant as well.[22l And the entry of non-domestic institutions — even from a low starting point — may have
contributed to the convergence of prices (Slide 9).



The integration of markets for banking services has a key role to play for the degree of competition and
the efficient provision of services. The integration of equity markets and cross-border shareholdings is
equally important though when it comes to risk sharing.

Ultimately, equity owners act as the first line of defence if losses materialise. The more widespread and
dispersed ownership, the better risks are shared. Moreover, cross-border ownership implies that shares

are increasingly being priced on the same market.
Equity markets provide a mixed picture. Price-based indicators show a lower co-movement of share price

valuations and thus a lower level of integration than for other market segments (Slide 10).[@] At the same
time, investors from other euro area countries hold the bulk of European shares and other equity
instruments (Slide 11). Having investors from across the EU share in the risks and rewards of European

equities helps to ensure greater resilience to local shocks.

This trend has been promoted by the growth of the fund industry, including exchange-traded funds, which
have made it easier to invest in shares issued by non-resident firms. Intra-European shareholdings and

foreign direct investment have more than doubled since 2008 (Slide 12).

Overall, indicators of financial integration are mixed. The co-movement of prices suggests that integration
has progressed quite well, while quantity-based indicators of the actual cross-border presence of financial

firms indicate that there is integration potential that remains unexploited.

Risk sharing in the banking union

To assess integration from a welfare perspective, it is necessary to consider the trade-off between risk
diversification and exposure to common shocks. The risk of financial contagion is particularly high if

markets are not fully integrated.@]
So, are we now on a stronger, more resilient integration path?

In this first decade of banking union, significant progress has been made in strengthening banks’ loss-
absorbing capacity. Banks are now required to have a higher financing share of Common Equity Tier 1
(CET1) capital, which is the highest-quality and most loss-absorbing form of capital. The CET1 ratio
increased from 12.7% of risk-weighted assets in 2015 to 15.7% at the end of 2023. The leverage ratio,
which is based on banks’ total assets, has also increased, albeit more modestly — from 5.3% in 2016 to
5.8% at the end of 2023.

There has been progress on the legislative and institutional side. The single rulebook provides a common
set of prudential standards for banks operating in the banking union. The Single Supervisory Mechanism
ensures that all banks are subject to consistent, high-quality supervisory standards.

Of course, even the most effective supervision cannot prevent all bank failures. In a competitive market,
exiting the market must remain a possibility. The Single Resolution Mechanism was therefore established
to ensure the orderly resolution of failing banks, protecting taxpayers from public bailouts in times of
stress.



But resolution also requires funding. In addition to higher capital requirements, other significant steps have
thus been taken to enhance the capacity for banking sector losses to be absorbed and distributed without

having to use public funds.[22]

First, minimum requirements for own funds and eligible liabilities (MREL) ensure that banks are funded by
capital and debt that can be converted into equity in times of stress. Holders of these instruments are
largely non-bank financial institutions, many of which are located outside of the euro area (Slide 15). This
contributes to risk-sharing both, across financial sectors and globally.

Second, the Single Resolution Fund, which is financed by contributions from the banks, provides €78
billion for the resolution of banks. Over a period of 8 years, the fund has has reached its target level of at

least 1% of covered deposits in participating Member States.[2°]

The third element of the safety net is the European Stability Mechanism Treaty, which would provide for a
financial backstop to the Single Resolution Fund. But the Treaty has not yet been ratified in all EU Member

States — this is a major gap that needs to be closed.

This enhanced capacity to absorb losses has not been fully tested, however. The first decade of the
banking union has been rather unique. After a period of relatively stable growth, European economies
were hit by a number of severe shocks, but these did not have much of an impact on banks’ balance

sheets.[2]]

Since the pandemic, for example, there has been no significant increase in non-performing loans, despite
the decline in GDP during this period (Slide 16).

What explains this dichotomy?
The pandemic was a global shock against which there was little ex ante insurance. Fiscal authorities

provided ex post insurance through various domestic channels.28] |n Europe, the Recovery and
Resilience Facility provides a means of cross-border risk sharing. It consists of more than €600 billion of
grants and loans to EU economies and is financed by debt issued by the European Commission on behalf
of the EU. This fiscal policy support indirectly benefited banks, as corporate insolvencies were avoided

and losses contained. In addition, accommodative monetary policy provided ample liquidity support.

As a result, unlike during normal recessions, the pandemic recession did not lead to an increase in
corporate insolvencies (Slide 17). Scarring effects were contained, risk premia and banks’ credit losses did
not rise. Capital buffers of banks even increased.

This rather unique macroeconomic experience makes it difficult to assess what the degree of private

sector risk sharing would look like in more normal times.

Recent estimates of risk sharing point to some improvement. This can mainly be attributed to the savings-
credit channel: if the domestic economy is hit by a positive shock, residents can save more and invest
abroad. In the event of a negative shock, residents can borrow from abroad.



During the global financial crisis, many of the European countries affected could not draw on the savings-

credit channel and instead experienced a sudden stop of capital flows.l29] This was not the case during the
pandemic crisis, when private intra-euro area cross-border flows showed a high degree of resilience.

In absolute terms, however, the level of risk sharing in the banking union is still lower than in the United
States.2% On average, the impact of shocks to GDP on consumption in the US is reduced by about 70%

due to risk-sharing through capital, fiscal and credit channels.2 In the euro area, the equivalent figure is
less than 40%.Moreover, amongst the different channels, the credit channel remains the dominant shock
absorber in the euro area, given Europe’s bank-based financial model.

Integration requires progress beyond banking
What steps are needed to further promote integration?

Within European banking supervision, we have already taken various steps to remove obstacles to cross-
border integration. We published a guide clarifying that cross-border mergers within the euro area would

not be treated differently from domestic mergers.&] As to the use of branches, we have clarified that the
possibility of turning subsidiaries into branches exists, that it is well covered in the supervisory framework,

and that European Banking Supervision would not stand in its way.[@ Moreover, banks operating across
borders through subsidiaries can request liquidity waivers, enabling liquidity to be pooled across legal
entities. To mitigate potential concerns of host country authorities regarding the potential costs of bank
distress at the local level, concrete proposals have been made how to safeguard financial stability at group

and subsidiary level.[24]

In addition, significant progress has been made over the past months with regard to two important

regulatory files that strengthen European banking markets.
First, implementing Basel Il via the Banking Package, as agreed by the the European Parliament and the

Council in December 2023, will strengthen European banks.[22 Well-capitalised banks can better lend to
the real economy and better provide services to citizens, particularly in times of stress.

Second, the proposal on Crisis Management and Deposit Insurance (CMDI) closes relevant gaps in the
resolution framework.28! |t expands the range of options available to the European authorities when

dealing with the resolution of medium-sized banks.[2 This enhances regulatory certainty and reduces the
probability of relying on public funds for the resolution of bank distress.

But while institution building and supervisory guidance have clearly made progress, there are still many
barriers to cross-border activities. Some are deep-rooted and include culture, language and different legal

systems.@] Remaining frictions are often highly persistent, so it is even more important to remove those

obstacles to integration that can be changed.

First, reaching a political agreement on the banking union’s third pillar, a European Deposit Insurance

Scheme (EDIS), is important. The recent vote in the Committee on Economic and Monetary Affairs in



favour of the EDIS proposal is certainly a welcome development in this regard.[@ European deposit
insurance would ensure a more comparable level of protection of depositors, thus potentially stimulating
cross-border demand for deposits. Host jurisdictions’ concerns on the national costs of bank distress
would be alleviated, thus reducing incentives to keep capital and liquidity resources locally. For banks, the
cross-border management of capital and liquidity would become easier, thus potentially increasing
incentives to go abroad. Not least, a more integrated deposit insurance framework would increase ex-ante
confidence in the European crisis management framework. Progress with EDIS may also unlock political
will to change the Single Rulebook by providing more room for cross-border liquidity waivers and allowing
for cross-border capital waivers.

Second, progress on the capital markets union is just as important as progress on banking union. The two

are intrinsically linked.[Y Today, financial institutions wanting to expand across borders must deal with an
array of regulations on securities markets, differences in insolvency legislation, and different accounting
and tax regimes. This makes cross-border integration costly and may ultimately prevent market entry.

A capital markets union needs stronger European supervision because risks do not stop at national
borders. To contain systemic risks from non-bank financial intermediation, we need not only common
supervisory standards but also European supervision to contain such risks. The European Supervisory
Authorities, especially the European Securities and Markets Authority (ESMA) and the European
Insurance and Occupational Pensions Authority (EIOPA), are already fostering supervisory convergence.
But to be more effective, they need sufficient oversight powers and associated resources. As in European
banking supervision, European supervision of the most systemic capital market participants can be
organised in cooperation with national supervisors.

European financial markets in an international context
To finish, | would like to widen the perspective by turning to the international context.

Integration of European financial markets is certainly not complete, but significant progress has been
made. While cross-border entry remains limited, price mechanisms are working better. Banking markets
have become more open to competition, new digital financial services are increasingly blurring national
borders. We have strong, new institutions in the Banking Union, and new risk sharing mechanisms,
including more industry-funds to cover potential losses. Private risk sharing benefits from cross border
ownership, including of MREL. Moreover, many proposals how to promote integration are under
discussion.

But European financial markets do not operate in isolation. Large European banks have significant
international exposures. All European banks are affected by global price trends and movements in global
markets. The European real economy is closely integrated with the global economy. It is exposed to
potential disruptions to trade, supply chain bottlenecks, volatility in energy markets, and changing capital
flows.



The risk of fragmentation in international markets can thus have negative repercussion for Europe. And
this risk has increased, following the pandemic, the surge in inflation, and rising geopolitical tensions.[4]

Governments are increasingly aligning their economic policies with security interests.*4 Trade and foreign

direct investment between geopolitically distant blocs have already declined, while intra-bloc trade and
investment appear to be more resilient.#3]
Fragmentation of international financial markets can be detrimental for financial stability because there are

no global risk sharing mechanisms.#4] Supervisors and resolution authorities closely cooperate, but this
cooperation is much less binding than in Europe. The risk of ring-fencing and protection of national

interests in times of crisis is thus potentially higher.

Against this backdrop, our role as supervisors is, first and foremost, to ensure that banks are resilient and
are properly managing the global risks to which they are exposed. European banks are better capitalised
and have higher liquid buffers compared to the situation at the beginning of the banking union. But good
risk management and sufficient resilience also require forward-looking risk assessments and scenario
analyses. This needs to take into account that the shocks which hit European economies over the past
years have hardly tested banks’ resilience due to the strong fiscal and monetary policy response.

In terms of policy, our greatest opportunity to strengthen European banks’ resilience to external shocks
without relying on public funds lies in bolstering the capacity for private risk sharing. Completing both, the
banking union and the capital markets union, thus remains crucial. Ensuring that banks have robust capital

and liquidity positions, and that they are resilient with regard to cyber risks remains our priority in the SSM.

But we should not forget that close international cooperation remains more important than ever. The
Financial Stability Board (FSB) and the Basel Committee for Banking Supervision (BCBS) are important
fora for coordination on policy issues relevant for global financial stability such as the increasing
importance of non-bank financial intermediaries or providers of Crypto-related financial services.
Implementing Basel Ill is a key element of a stable international banking system, ensuring comparable

standards, and supporting resilient banking systems that can best service society.
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