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Abstract
The European Commission is building a Capital Markets
Union (CMU) to counteract Europe’s over-reliance on
bank funding. As the Commission’s CMU communication
often refers to peripheral projects and misapprehension
of Europe’s capital markets, this paper aims to contribute
by highlighting the main challenges and action points for
realising the CMU.
“The direction to take is clear: to build a single
market for capital from the bottom up, identifying
barriers and knocking them down one by one,
creating a sense of momentum, and sparking a

growing confidence for investing in Europe’s future.
The free flow of capital was one of the fundamental
principles on which the EU was built. More than 50
years on from the Treaty of Rome, let us seize this
opportunity to turn that vision into reality.”1
This statement of the Action Plan on building a Capital
Markets Union (CMU) is powerful. The initiative of the
European Commission (the Commission) is to be praised
as it takes the Liikanen Report2 forward and attempts to
tackle one of the anomalies of European finance: the
excessive importance of the banking sector as a source
of financing in the EU.

The objectives of the CMU
The Liikanen Report pointed out that the European
banking sector is significantly larger than those in the US
and Japan. In 2010, Europe’s banking assets represented
349% of its GDP, relative to 78% in the US.3 Although
Europe and the US have a similar GDP, the depth of their
capital markets is very different. The Association for
Financial Markets in Europe (AFME) estimates that
Europe’s investable assets is two-thirds of the US’ total.4
The size of the European Bond market is indeed half of
the US in GDP terms.5 It shows the underdevelopment
of the European bond market, which is largely dominated
by sovereign issuers rather than companies. This chart
published in 2013, shows that Europe constitutes an
anomaly by world standard.6

*

This article is a further development to the comment letter the author sent to the European Commission that has been prepared in conjunction with several participants to
the class I am teaching on “European Banking and Finance” at Columbia Law School. The contribution of Christopher McIlwaine and Isabel Verkes has been particularly
helpful in the elaboration of this paper.
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Total banking assets as % of GDP
On the dichotomy between bank-based and a more
market-based financial system—as respectively
represented by Europe and the US—there is no conclusive
evidence that one of these systems should prevail.
However, a system that heavily relies on a single kind of
funding is not optimal. As this continues to be an issue
for Europe, Erkki Liikanen raised the issue of Europe’s
overbanking in 2010 and again in 2014. He warned that
the expansion of bank sizes and bank funding is not
matched with a similar growth in market-based finance.7
Indeed, the EU needs both forms of finance. That is
why former Governor of the central bank of Switzerland,
Philipp Hildebrand, argues that Europe should diversify
its funding channels.8 Also, EU Commissioner Jonathan
Hill recognises this:

“Bank-based funding has many strengths, not least
the close relationship that some banks have with
their clients … But the crisis has clearly
demonstrated that there is a risk in having too many
eggs in one basket.”9
Developing market-based finance in Europe would
strengthen Europe’s economic growth capacity and
improve its resilience against adverse financial
circumstances resulting in tightened bank lending.
However, this requires a fundamental reform of the
European financial system that amounts to various
challenges, risks and structural changes. An additional
complicating factor is the differences in market depth
across the various EU Member States (see graph below).10
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Erkki Liikanen, Keynote Speech at the Alpbach Financial Market Symposium in Alpbach, Austria (28 August 2014). Available at: http://www.bis.org/review/r140905a
.htm [Accessed 18 March 2016].
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Philipp Hildebrand, “A European capital markets union must consider its investors” (16 April 2015), Financial Times. Available at: http://blogs.ft.com/the-exchange/author
/philipphildebrand/ [Accessed 18 March 2016].
9
Commissioner Jonathan Hill, “Refocusing financial integration on growth and jobs”, Speech at the European Financial Integration and Stability Conference (27 April
2015). Available at: http://europa.eu/rapid/press-release_SPEECH-15-4861_en.htm [Accessed 18 March 2016].
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William Wright and Laurence Bax, “Decoding capital markets union: report on the potential growth in European capital markets” (June 2015), New Financial. Available
at: http://newfinancial.eu/wp-content/uploads/2015/05/Decoding-capital-markets-union-final-0915.pdf [Accessed 18 March 2016].
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Furthermore, limiting the role of bank-based finance
will collide with entrenched and vested interests of bank
intermediation. For the purpose of this article, we will
therefore focus on the needs for a disintermediation of
European capital markets in the course of building a
CMU. As confirmed by EU Commissioner Jyrki Katainen,
the project of the CMU should:
“Increase the overall pie so that everyone benefits:
banks, capital markets and, most importantly, firms
who will find more sources of funding. Removing
obstacles that prevent our high levels of savings
from finding their way to productive use in the
economy. And it is about giving choice to companies
on where and how they want to get financing.”11
However, both the Green Paper12 and the Action Plan13
of the Commission reflect a wide scope of considerations
and are not entirely focussed on the objective of reducing
the over-reliance on bank intermediation. The EU
communications on the CMU include inputs from other
EU policies, seeking to strengthen the political legitimacy
for the Commission to intervene. Accordingly, the
Commission posits some features and effects of the CMU
that are unrealistic deliverables of the project.
While applauding the initiative, I want to remain
neutral as to whether or not the Commission will succeed
in the development of a CMU. Rather, this article is trying
to look at some of the basic realities and
misunderstandings on capital markets that may resonate
from the way the CMU is projected in the Green Paper
and Action Plan. What are some fundamental reasons
why this market is less developed in Europe?

Financial stability and diversification
An important objective that leads the CMU initiative is
financial stability:
“Integrated financial and capital markets can help
Member States, especially those inside the euro area,
share the impact of shocks. By opening up a wider
range of funding sources, it will help to share
financial risks and mean that EU citizens and
companies are less vulnerable to banking
contractions.”14

Where the existence of a CMU aims to reduce the
balance sheets of financial institutions, it transfers risks
of instability but does not necessarily reduce the risk of
instability.
The confusion comes from the notion of diversification:
the CMU aims to offer alternative sources of funding to
borrowers. The Commission argues that the growth of
capital markets will induce stability. Unfortunately,
capital markets are by nature more subject to short-term
movements and volatility than to stability. That does not
disqualify the project: it simply requires a realistic
approach to financial stability and what the further
development of capital markets will deliver.15 What the
CMU will provide is the stability that comes from a
non-exclusive reliance on bank balance sheets that, in
Europe, remains more vulnerable than in the US.

Capital markets as an alternative to banks
“Capital markets are the markets where securities
such as shares and bonds are issued to raise medium
to long-term financing, and where the securities are
traded. The securities might be issued by a company
which could issue shares or bonds to raise money.
Bonds could also be issued by other entities in need
of long-term cash, such as regional or national
governments. The securities are issued in what is
known as the primary market and traded in the
secondary market. In the primary market a company
would have face-to-face meetings to place its
securities with investors.”16
This definition from the Financial Times is the general
understanding of capital markets. The Commission’s
CMU communication does not define “capital markets”,
but it focusses on the objective of reducing the size and
leverage of European banks and the dependency of the
economy on bank financing.
Europe’s strong dependence on bank-based finance
imposes constraints on growth and comes with risk. The
financial crisis showed destabilising consequences of
growing on- and off-balance sheet leverages in the
banking sector. Although the banks appeared to have
strong capital ratios, when market forces compelled banks
to deleverage, rapidly falling asset prices reduced their
overall capital and available credit. The build-up of
excessive leverage and subsequent deleverage processes
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Commissioner Jyrki Katainen, speech at ESBG retail banking conference in Brussels (19 March 2015). Available at: http://ec.europa.eu/commission/2014-2019/katainen
/announcements/esbg-retail-banking-conference_en [Accessed 18 March 2016].
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Green Paper on Building a Capital Markets Union (Green Plan), COM(2015) 63 final (2 February 2015). Available at: http://eur-lex.europa.eu/legal-content/EN/TXT
/PDF/?uri=COM:2015:63:FIN&from=EN [Accessed 18 March 2016].
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Action Plan (2015), p.4.
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Georges Ugeux, International Finance Regulation: the Quest for Financial Stability (Hoboken: Wiley Financial Series, 2014). Available at: http://www.amazon.com
/International-Finance-Regulation-Financial-Stability/dp/111882959X [Accessed 18 March 2016].
16
Financial Times Lexicon available at: http://lexicon.ft.com/Term?term=capital-markets [Accessed 18 March 2016].
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damaged the financial system and the economy as a
whole. The Basel Committee addressed this issue by
introducing a non-risk based minimum leverage ratio of
3% to complement risk-based capital ratios.17
Accordingly, the Commission adopted the Basel III
leverage ratio as laid out in the Capital Requirements
Regulation (CRR) and Directive (CRD IV).18
Safeguarding sustainable levels of banking leverage
remains an important issue to the overall resilience of
banks. On 6 December 2015, the Bank for International
Settlements published a paper inviting regulators to raise
the Basel III leverage ratio for banks from 3% to 5%.19
The Commission assumes that regulatory constraints
will limit the ability of banks to lend, and uses this
rationale to justify the overall CMU project. Therefore,
one of the objectives in the CMU Action Plan is
leveraging banking capacity to support the wider
economy.20 This seems to be in contradiction with the
Basel III regulations and seems to water down the
standards of the CRR and CRD IV. In a similar vein, the
Commission tries to reverse a trend by watering down its
own capital criteria when it comes to small and
medium-sized enterprises (SMEs):
“Article 501(1) CRR includes a provision that
reduces the capital requirements for credit risk on
exposures to SMEs. This provision was introduced
to ensure that the level of capital required in respect
of SME loans did not increase as a result of the
higher overall level of capital required under the
CRR. Consequently, capital requirements for loans
to SMEs have been reduced relative to the
requirements for other categories of loan.”21
First, this should be looked at more attentively since
SME loans generally contain risks associated with less
stable companies. Similar concerns apply to the
Commission’s idea on allowing credit unions to operate
outside the EU’s capital requirements framework for
banks.22 Secondly, and more importantly for this article,
expanding the capacity of the banking sector should not
fall under the scope of a CMU. Strengthening credit
unions and SME bank financing are valuable objectives,
but these are not directly related to capital markets and
thus distract from the actions needed to develop a CMU.
Therefore, the extent to which the CMU Green Paper and
Action Plan consist of proposals relating to issues beyond
capital markets raises important questions on the diversity
of EU objectives.

Venture capital funds are not traded on
capital markets
The previous comment also applies to the part where the
CMU stresses the importance of venture capital and
private equity for the European economy, recognising
the challenges:
“Risk-capital markets can often lack scale; this is
the case not only for the stock exchanges specialized
in financing high-growth companies, but also for
risk-capital investment at the start-up or development
stage of new enterprises or in high-technology
companies.”23
To tackle this, the Commission proposes to:
“Launch a package of measures to support venture
capital and equity financing in the EU, including
catalysing private investment using EU resources
through pan-European funds-of-funds, regulatory
reform, and the promotion of best practice on tax
incentives.”24
The Commission’s initiative makes a lot of sense, and
is worth pursuing. The source of risk capital for SMEs is
definitely complex, and funds have become a key resource
for them. However, even in the US, those funds are not
listed and do not raise capital through public markets.
Stock exchanges do not list venture capital and private
equity firms because they do not want to be listed. The
nature of their private investments makes valuation very
difficult—they are to be put in the category of private
placements.
It is therefore better to leave private equity and venture
capital out of the scope of building the CMU, as it simply
does not have a relevant impact on the European CMU
project.

Politics
An explanation for the wide-ranged proposals within the
CMU project is the complexity of political agendas within
the EU. The Commission seems to add some remarks on
the CMU for internal political reasons—to obtain the
support of the various European constituencies. The
European logomachy and comitology diverts the attention
away from the core issues such as liquidity and
disintermediation. An example is the referral to Europe’s
€315 billion Investment Plan fund.25 This project will not

17

The Basel Committee on Banking Supervision developed a global framework to strengthen the regulation, supervision and risk management of the banking sector, referred
to as “Basel III”. The Basel III leverage ratio is defined as Tier 1 capital measure divided by the exposure measure (the bank’s average total consolidated assets), expressed
as a percentage. Available at: http://www.bis.org/bcbs/basel3.htm [Accessed 18 March 2016].
18
Regulation 575/2013 on prudential requirements for credit institutions and investment firms and amending Regulation 648/2012 (CRR) [2013] OJ L176/337 and Directive
2013/36 on access to the activity of credit institutions and the prudential supervision of credit institutions and investment firms, amending Directive 2002/87 and repealing
Directives 2006/48 and 2006/49 (CRD IV) [2013] OJ L176/338. Available at: http://ec.europa.eu/finance/bank/regcapital/legislation-in-force/index_en.htm [Accessed 18
March 2016].
19
Ingo Fender and Ulf Lewrick, “Calibrating the leverage ratio” (6 December 2015)Available at: http://www.bis.org/publ/qtrpdf/r_qt1512f.htm [Accessed 18 March 2016].
20
Action Plan (2015), p.21.
21
DG FISMA Consultation Paper on the possible impact of the CRR and CRD IV on bank financing of the economy (July 2015). Available at: http://ec.europa.eu/finance
/consultations/2015/long-term-finance/docs/consultation-document_en.pdf [Accessed 18 March 2016].
22
Action Plan (2015), p.21.
23
Green Plan (2015), p.17.
24
Action Plan (2015), p.5.
25
Action Plan (2015), p.5.
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be financed through capital markets unless it is guaranteed
by the EU, in which case it is included in the sovereign
borrowing category and not part of the CMU.
In a paradoxical way, the Commission’s statements
confirm that infrastructure finance and the other industries
of the Investment Plan cannot be done through capital
markets. This “fund” will not be funded by public markets
and will have no liquidity or secondary market. It is one
of the policies included in the CMU project that reflects
policy intentions rather than capital market considerations.
Indeed, it is important to outline the positive impact of
the CMU on other European policies. However, rather
than providing focussed proposals for the CMU
framework, the current proposals under the CMU project
often look at peripheral issues or benefits. The creation
of a European capital market for bonds and equities is a
huge challenge by itself. The complexity of the structures,
processes and accountability will need to be addressed.
By adding numerous other EU projects in the CMU

documents, the risk of dilution of the efforts beyond its
core purpose is such that it might derail the creation of a
capital market and misses its key target. It also
complicates the debate concerning the further
development of the CMU and the shape thereof.

The CMU and liquidity
Liquidity is the most important ingredient of capital
markets. It is the main source of confidence for investors
who want to make sure that their investments can be sold
in a reasonable timeframe and without major disturbance
of the price of the securities. Philip Hildebrand asks a
pertinent question on the objective of the CMU:
“Can liquidity be achieved in Europe without
cross-border opportunities? Realistically, not on the
scale that it is available in the US. Yet such
opportunities are now practically non-existent.”.26

Stylised view of capital markets in the broader financial system27
This chart above comes from the Green Paper. It
amplifies the confusion in the liquidity debate as it
misunderstands the distinction between primary and
secondary providers of liquidity.
Primary liquidity is provided by investors, retail or
institutional, and is by far the most important source of
funds. However, investors will not put their money in
financial assets that are not liquid enough to guarantee
that they will be able to sell their securities in a short
period of time without disrupting the price of those assets.
This applies in particular under the Solvency II Directive
that harmonises EU insurance regulation.28 Secondary
liquidity is provided by market makers, a combination of
banks, broker dealers and securities companies. Unless
enough financial resources are allocated to market making
by financial intermediaries, a CMU will not be possible.

In the aftermath of the crisis, these financial
intermediaries are subject to new rules and regulations
that affect their market-making capabilities. It is not the
role of institutional investors to be market makers or
providers of market liquidity.
Improving Europe’s liquidity conditions requires
involvement of the various stakeholders:
“Liquid and efficient capital markets support
economic activity, growth, and jobs. It is the
responsibility of market providers, investors, issuers
and regulators to ensure that this vital function is
not compromised.”29
Yet, there is no evidence at this stage that the banking
sector is willing to embark on a major initiative that will
reduce their balance sheets and allocate equity to

26

Hillebrand, “A European capital markets union must consider its investors” (16 April 2015), Financial Times.
Green Plan (2015), p.7.
28
Directive 2009/138 on the taking-up and pursuit of the business of Insurance and Reinsurance [2009] OJ L335/1.
29
Martin Scheck, ICMA Chief Executive, commenting on: the Survey Report—Liquidity in the European secondary bond market: perspectives from the market (November
2014). Available at: http://www.icmagroup.org/assets/documents/Regulatory/Secondary-markets/The-state-of-the-European-investment-grade-corporate-bond-secondary
-market_ICMA-SMPC_Report-251114-Final3.pdf [Accessed 18 March 2016].
27
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corporate debt market making. New capital adequacy and
leverage rules might actually constitute a disincentive for
banks to provide the necessary liquidity. However,
without such involvement of banks, the CMU project
runs the risk of being stillborn.

Involving the banks: Liquidity Coverage
Ratio
The Basel Committee developed the Liquidity Coverage
Ratio (LCR). The LCR is part of the three ratios
developed by the Basel Committee and “aims to ensure
that a bank maintains an adequate level of unencumbered,
high quality assets that can be converted into cash to meet
its liquidity needs for a 30-day time horizon”.30
The Green Paper states that the liquidity ratio
“should increase the transparency, consistency and
availability of key information, particularly in the
area of SME loans, and promote the growth of
secondary markets to facilitate both issuance and
investments”.31
This statement of the Commission seems to misalign
with the fundamentals of the LCR. Through the LCR,
banking regulation is effectively reducing the ability of
banks to provide liquidity to medium- and long-term
securities. As such, it will neither increase the availability
of information in the area of SME loans, nor promote the
growth of secondary markets per se, as the Commission
infers. The Basel Committee emphasises the LCR as a
vital tool to strengthen the banking sector, and even
recognises the potential impairing impact of a strong LCR
on financial markets:
“The Committee remains firmly of the view that the
LCR is an essential component of the set of reforms
introduced by Basel III and, when implemented, will
help deliver a more robust and resilient banking
system. However, the Committee has also been

mindful of the implications of the standard for
financial markets, credit extension and economic
growth, and of introducing the LCR at a time of
ongoing strains in some banking systems. It has
therefore decided to provide for a phased
introduction of the LCR, in a manner similar to that
of the Basel III capital adequacy requirements.”32
The Commission may assess the impact of the LCR in
relation to its CMU initiative. As market making is an
essential activity to the CMU, how to not unduly penalise
them, given the LCR?

Securitisation is a vital CMU component
Securitisation is a way in which banks should be involved
in the CMU project. Indeed, the EU is trying to revamp
securitisation:
“If EU securitisations could be revived—safely—to
pre-crisis average issuance levels, banks would be
able to provide an additional amount of credit to the
private sector of more than EUR 100 billion.”33
The need is clear:
“Since the crisis, activity has remained impaired,
despite low loss rates in European securitisations.
Securitisation issuance in Europe in 2014 amounted
to some €216 billion, compared to €594 billion in
2007.”34
In the context of the CMU, it is indeed a way to reduce
bank balance sheets and issue instruments that are
collateralised by financial assets. It should be part of the
CMU project.
The table hereunder from the International Monetary
Fund shows a drastic decrease of securitisation, both in
the US and in Europe. The challenge seems to be to go
back to 2008, when securitisation exceeded over $800
billion.

30

Basel Committee, “International framework for liquidity risk measurement, standards and monitoring” (final publication of December 2010). Available at: http://www
.bis.org/publ/bcbs165.pdf [Accessed 18 March 2016].
31
Green Plan (2015), pp.10–11.
32
Basel Committee, “Basel III: The Liquidity Coverage Ratio and liquidity risk monitoring tools” (January 2013). Available at: http://www.bis.org/publ/bcbs238.pdf
[Accessed 18 March 2016].
33
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34
Green Plan (2015), p.10.
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Total private European and US securitisation issuance (in billions of US dollars)35
Securitisation is a way for banks to transfer the risk of
their loans to outside investors. The experience of the
financial crisis showed that the renegotiation of the terms
of the securitised loans requires the approval of the
holders of the securitised bonds. The investors’ rigidity,
that takes away renegotiation from the hands of the
lending bank, is counterproductive in times of loan
defaults.
The publication by the Commission of A European
Framework for Simple and Transparent Securitisation is
an important step in the direction of a revival of the
securitisation in Europe:
“Soundly structured, securitisation is an important
channel for diversifying funding sources and
enabling a broader distribution of risk by allowing
banks to transfer the risk of some exposures to other
banks, or long-term investors such as insurance
companies and asset managers. This allows banks
to ‘free’ the part of their capital that was set aside
to cover for the risk in the sold exposures, thereby
allowing banks to generate new lending.”36

Sources of liquidity: the role of market
making
The CMU Green Paper mentions liquidity in the context
of capital market intermediation by banks and their role
as market makers.37 This issue is not further assessed in
the subsequent Action Plan. The concern is that some
market segments indicate a decreased liquidity level.
Cross-market analysis of developments in market liquidity
is complex. As the Green Paper recognises, some suggest
that liquidity may have been mispriced during the
pre-crisis period. Further, liquidity levels may be affected
by stricter regulatory requirements for market makers as
well as an overall lack of market confidence.

However, one must determine where in the EU’s capital
markets’ liquidity will come from—or should come from.
To address market depth and liquidity, it is necessary to
have a clear view of the existing liquidity enhancing
market mechanisms and their efficiency. Assessing these
mechanisms enables a more targeted debate on whether
and how the Commission could promote market depth
and liquidity in the course of building the CMU. As
follows, I will address two liquidity-providing
mechanisms that can be relevant in this regard: bond
liquidity and stock exchanges.

The role of the ECB in bond liquidity: the
Eurozone initiatives reduce liquidity
One mechanism to address the Eurozone’s liquidity
situation is the open market operations by the ECB. It is
a macroprudential initiative, of which the impact on
corporate debt is uncertain. Main Refinancing Operations
(MROs) are one-week liquidity-providing operations in
euros. The aim of MROs is directing short-term interest
rates and signaling the Eurozone’s monetary policy
stance. Longer-term Refinancing Operations (LTROs)
offer the financial sectors additional longer-term
refinancing. To serve the non-financial sector, Targeted
Longer-term Refinancing Operations (TLTROs) seek to
improve bank lending over a two-year window, excluding
house purchase loans to households.
Since 2009, the ECB launched several bond purchase
programs, including its recent quantitative easing program
(Public Sector Purchase Programme or PSPP). In general,
the purpose of these open market operations is providing
market liquidity by solving short-term cash issues. The
Commission may want to research the economical
effectiveness of these individual open market operations
by the ECB in relation to its liquidity management.
For the first time, the ECB deemed it to be helpful to
purchase corporate bonds, reducing the liquidity of the
corporate bond market. The corporate bond market started

35

Miguel Segoviano, Bradley Jones, Peter Lindner and Johannes Blankenheim, “Securitization: The Road Ahead”, IMF staff discussion note (January 2015). Available at:
https://www.imf.org/external/pubs/ft/sdn/2015/sdn1501.pdf [Accessed 18 March 2016].
36
European Commission, A European Framework for Simple and Transparent Securitisation (30 December 2015). Available at: http://europa.eu/rapid/press-release_MEMO
-15-5733_fr.htm [Accessed 18 March 2016].
37
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to feel net impact of the ECB’s first Quantitative Easing
(QE I) of €65 billion a month. However, the immediate
effects of the QE is a weakening of the Euro and a
continuation of negative interest rates, instead of
economic growth and reduced unemployment. Despite
those observations, on 10 March 2016 the ECB increased
this amount to €80 billion.38
The ECB had to obtain German bonds from the Chinese
Central Bank to reach their quotas.39 The ECB attempts
to increase inflation, but the EU’s low interest rates seem
insufficient to stimulate employment and growth. The
QE I benefited Member States with high public debt,
including France. The second tranche of QE (QE II) did
not compensate for the modest positive effects of QE
I—which triggered even more aggressive stimulus plans
in the spring of 2016. Overall, it will further increase the
balance sheet of the ECB that shrinks its ammunition for
future crises.
In other words, the ECB’s action restricts the liquidity
of the corporate bond market. There was no need for it
and it might backfire through the expropriation of
savings.40

Stock exchanges are important sources of
liquidity for equity markets
The liquidity of equity markets is in direct correlation
with the market value of the float of the listed companies.
Policies cannot change that principle. It explains why,
already today, large companies listed on stock exchanges
are effectively subsidising smaller ones. Stock exchanges
are crucial for medium-sized companies, while small
companies have no place on a public market. In that light,
non-regulated trading venues operating alongside stock
exchanges are interesting for the objectives of the CMU.
For example, the German Stock Exchange, Deutsche
Börse Group, uses its Xetra Liquidity Measure (XLM)
to indicate the liquidity for a security in the order book
based on implicit transaction costs. In relation to the
Green Paper’s focus on SMEs, the Eurozone’s open
markets are worth considering in assessing liquidity
management for SMEs. An interesting example is the
Open Market (Freiverkehr) initiative in Frankfurt/Main.

The Open Market and its sub-segment “Entry Standard”
aim to create liquidity and facilitate SMEs with raising
funds at a stock exchange. Compared to a regulated
market, the Open Market had fewer access requirements
and lower entry costs.
The merger between Deutsche Börse and the London
Stock Exchange announced on 3 March 2016 will further
increase the liquidity available to European-listed
companies and make the European markets more
attractive to global investors.41

CMU: the difference between equity and
bonds
The providers of funds, the users of funds and the
financial intermediaries look for different kinds of
financial products. More importantly, even if a bank
makes market in bonds and equity, those two activities
are distinct and respond to different risk profiles, liquidity
and capital commitment.
Bonds are left to market makers: there is no such thing
as an exchange for bonds. Banks trade bonds in their
trading rooms and over-the-counter. There is no regulation
of this market, no commitment of resources and when a
crisis emerges, it is the first market that shows sign of
weakening, lower liquidity and eventually credit crisis.

The European bond market
Corporate bonds look impressive when they are
aggregated. However, a closer look shows that most of
the bonds are issued by banks rather than corporate
issuers. Bank financing through the bond markets does
not disintermediate, since the proceeds are going to be
invested in assets through the balance sheet of the banks.
That does not fulfill the objective of reducing the size of
bank financing.
Data from the ECB indicates that, of the outstanding
securities in the EU (€16.6 trillion), only €1 trillion is
issued by the non-financial corporate sector against €8
trillion issued by financial institutions, who use capital
markets to fund their intermediation. An annual issuance
of €48 billion of corporate bonds is very low.
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Outstanding amounts and transactions of euro-denominated debt securities by country of residence (January 2016)
(EUR millions; nominal values)42
It is indispensable to analyse the current European
capital market with more details by country and by
industry, and analyse why the European corporate bond
market is so underdeveloped. The Green Paper is
optimistic in its assessment of the existing European
Capital Market, as a result of which it underestimates the
challenges of its creation.

The chart above substantiates the comment above.
However, it fails to look at the central issue: most of the
current €22.3 trillion of debt securities are sovereign
bonds. Europe is dealing with excessive sovereign
indebtedness. Many European countries, in particular
Italy and France, have an indebtedness that exceeds 100%
of their GDP, and each of those two countries have more
than €2 trillion of debt.
Over 10% of the outstanding debt securities are in the
balance sheet of European banks. This represents on
average 100% of their equity. It is the core of the nexus
between banks and governments. It is one of the main
sources of fragility of the European banks that are heavily
exposed to fluctuations of long-term sovereign bonds

The dominance of sovereign bonds
“Capital markets have expanded in the EU over
recent decades. Total EU stock market capitalisation,
for example, amounted to €8.4 trillion (around 65%
of GDP) by end 2013, compared to €1.3 trillion in
1992 (22% of GDP). The total value of outstanding
debt securities exceeded €22.3 trillion (171% of
GDP) in 2013, compared to €4.7 trillion) (74% of
GDP) in 1992.”43

both on the interest rate side and on the credit side. While
Europe refused to acknowledge that risk in its stress tests,
the evidence of a 50% haircut on holding of Greek debt
proved that, even if countries cannot go bankrupt,
sovereign bond holdings are not risk free.
Analysts are also discounting Basel III, when they
accept that sovereign bonds are risk-free and therefore
do not require any equity allocation. In the case of Europe
where countries rank from B to AAA, refusing to allocate
equity to sovereign bonds is systemically dangerous.
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Differentiating credit scoring from bond
rating
The EU’s CMU communication calls for work on credit
scoring.44 It is useful to take a closer look at this objective.
A bank determines a credit score (or credit rating)
when it lends to individuals or a business to assess the
risk of the lending. In other words, “a credit rating is a
current opinion and measure of the risk of an obligor with
respect to a specific financial obligation based on all
available information”.45 A bank thereby often benefits
from confidential information from a centralised pool of
credit information available only to banks and provided
by central banks.
The credit scoring is assigned to an entity and not to
an instrument on itself. A credit score assessment is based
on qualitative and quantitative information that can even
be confidential. Besides, new companies may have
difficulties in having an adequate credit score due to a
lack of data. Credit scoring is therefore not the way to go
for SMEs.
On the other hand, bond rating refers to a grade given
to specific debt securities to indicate their credit quality,
based among other information on the credit rating of the
issuer but also the specifics of the instrument, such as
debt ranking or collateralisation. It is granted by
independent rating agencies to ensure their objectivity
and that they are based only on public information.
On another note, the Commission has already explained
that they plan to reduce the reliance on the ratings
provided by credit rating agencies through the
establishment of the FSB Principles on Reducing Reliance
on CRA Ratings, which are visualised as a multilayer
approach that will eventually be adopted by market
participants.46 To promote bond financing by
medium-sized corporate issuers, the Commission may
wish to further develop, together with rating agencies, a
specific rating system.

Equity—public and private
The Green Paper addresses private placements as a way
for companies to raise capital:
“[A]n offering of securities to an individual or small
group of investors not on public markets. These can
provide a more cost effective way for firms to raise
funds, and broaden the availability of finance for
medium to large companies and potentially
infrastructure projects.”47

Let us start by saying that the securities offered with
private placements are of a different nature than the
securities that concern the CMU. Private placements
predominantly involve equity issuance. Banks act as
brokers and arrangers between investors and borrowers
at the time of issuance. Inherent to their private nature,
while private placements disintermediate the banks, they
do not feed the capital market: they are not listed and are
circulated among a handful of buyers. There is no
secondary market infrastructure to facilitate trade in these
securities and thus no liquidity.
Furthermore, the Commission’s statement that private
placements are cost-effective needs to be questioned.
Since they are not liquid instruments, the conditions of
the issuance are affected by what is known as an
illiquidity discount. They are structurally more expensive
than public issues.
Concerning equities, there is no shortage of buyers or
sellers of shares of private companies. Depending on the
level of development of the company, it is angel investors
(startups), venture capital (small enterprises) and private
equity (SMEs). Furthermore, as Europe’s largest private
placement market, the products on Germany’s
Schuldschein market are not considered securities under
German law. The need for internationalisation of this
market and other private investments is relevant, but not
within the actual scope of building the CMU. Rather than
getting more deeply into the issue of private placements
in the development of the CMU, it might be preferable
to refer to the International Capital Markets Association
(ICMA) task force that tries to improve this market.48
Private placements apply only to equity issuance
outside of CMU.

Infrastructure
There seems to be some confusion on the role of capital
markets in infrastructure finance. Infrastructure projects
are generally not part of the development of capital
markets. It only affects capital markets through the
indirect financing of lending institutions. As such,
infrastructure finance is therefore not part of the CMU.
Infrastructure projects do not finance themselves directly
through capital market transactions.
The nature of infrastructure finance is such that they
are unlikely to use capital markets directly. They might
continue to drive their funding through the balance sheets
and guarantees of the EIB, the European Investment Fund
and its specific programs.
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Infrastructure finance requires
differentiation between debt and equity
The Green Paper stresses the need for new infrastructure
investment in the EU:
“to maintain its competitiveness. The flow of funds
to such projects is, however, restricted by
short-termism, regulatory barriers and other factors.
Also, many infrastructure projects display
characteristics of public goods, implying that private
financing alone may not be appropriate to deliver
the optimal level of investment.”49
The importance of infrastructure financing cannot be
underestimated. It is a source of employment and
economic activity. However, the funds for those projects
have a twofold nature of debt and equity, which is not
well-distinguished in the CMU project. This distinction
is essential if the Commission is going to adequately
address infrastructure financing.
Financing major infrastructure projects usually entails
both debt and equity financing. Many infrastructure
projects are today funded through project finance whereby
corporate sponsors provide much of the equity financing.
These infrastructure projects are often done within special
purpose vehicles (SPVs), outside the legal entity of the
corporate sponsors.
Through the creation of SPVs, promoters and
beneficiaries of the infrastructure project are the providers
of equity that is never publicly placed. The sole purpose
of the SPV is to carry out the project. This enables the
corporate sponsors to shield themselves from many of
the liabilities that could arise if the project fails. In project
finance, the only assets that a lender can seize are those
belonging to the SPV. In this context, there is a strong
incentive for equity stakeholders to increase the debt to
equity ratio. They have little to lose and a lot to gain by
creating highly leveraged SPVs. Government guarantees
also enable a SPV to build up more debt than it might
under normal circumstances as projects with government
backing appear to be more credible to other borrowers.
Involving capital markets in infrastructure finance is
problematic. Governments and promoters can keep these
liabilities off their balance sheets. This means that they
can increase their liabilities while not reducing their
ability to borrow money otherwise. The problem is that
governments and shareholders still have those liabilities.
Thus, infrastructure financing can disguise massive
liabilities. Due to the fact that the only collateral in
infrastructure finance is in the SPV, infrastructure is
extremely risky. Lenders depend on the success of a
long-term project to get paid back. These conditions
should have great effects on how the Commission
regulates debt and equity in infrastructure finance. For
this reason, neither the equity nor the debt of SPVs is
listed or public.

49
50

The Commission should be cautious regarding projects
funded with more debt. Allowing more debt would
increase the amount of projects and provide a short-term
stimulus to the European economy. However, the stimulus
would be ephemeral as an economic downturn could have
an extremely deleterious effect on infrastructure finance.
It could negatively affect government finances in
particular. Liabilities that are hidden during periods of
economic stability would burst forward when the
economy suffers a downturn. Government action to ensure
that the debt to equity ratio remains manageable must be
taken because natural incentives do not encourage fiscally
prudent conduct in infrastructure finance.
Private financing may not be enough to deliver the
optimal level of investment. However, government
support will not improve the situation. It could make it
worse. The Commission should find ways to encourage
sound equity financing. It should also encourage
transparency in infrastructure finance. If the Commission
and Member State governments do ultimately decide to
become more involved in infrastructure finance, they
should establish ring-fenced funds that would enable
governments to support infrastructure projects that
encounter financial difficulties.
There is a need for a special task force looking at
infrastructure finance, but it is not part of the CMU.

Leveraging the powerful role of the
European Investment Bank
The infrastructure considerations of the Green Paper seem
to ignore the role of the EIB Group50 in infrastructure
finance. The EIB Group is composed of the European
Investment Bank and the European Investment Fund,
which latter is more focussed on providing SME risk
finance. It does have a balance sheet of €542 billion.
The EIB Group defines itself as the only bank owned
by and representing the interests of the 28 EU Member
States and the largest multilateral borrower and lender
by volume. It aims at financing projects in strategic
infrastructures, in renewable energies, environmental and
urban development, in education and finally in helping
SME’s financing.
As the EIB is directly owned by the EU Member States,
it can enjoy the lowest interest rates and provides the best
quality of sovereign bonds. EIB issues euro benchmark
bonds under its Euro Area Reference Notes (EARNs)
program. There are great ranges of liquidity and maturity
for those products, which have outperformed AAA-rated
sovereign bonds. Thus, the EIB Group is already proactive
with probably an unbeatable access to low cost funds.
The Green Paper suggests a restriction of funds for
infrastructure projects because of short-termism,
regulatory barriers and other factors, while the EIB
already has a long-term outlook. Moreover, it makes a
point of insisting on SMEs and infrastructure projects,
which are the two focusses of the EIB. In its

Green Plan (2015), p.14.
Available at: http://www.eib.org [Accessed 18 March 2016].
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recommendation, the Commission seems to ignore this
existing structure and it is difficult to imagine what could
be more efficient. The independency and the exceptional
access to funds of EIB might be the best way we have to
fund economic growth. We should encourage it more
than to compete with it—or try to redo its work.

Medium enterprises at the centre of the
CMU

This table should be a humbling moment for the CMU
protagonists. Using capital markets does face companies
with serious challenges, even though their appetite for
other sources of financing is also uncertain.
It would be helpful in this debate if the Commission
distinguishes small companies and start-ups from
medium-sized companies.

or ≤ €43 million on their accounts. Furthermore, EU
policy on funding opportunities for micro or smaller
companies may be a divergence from the EU principle
of subsidiarity. Financing smaller companies is mostly a
national issue, if not regional or local. It would be
essential to consider a policy that looks at the
medium-sized enterprises who, are squeezed and ignored
between the big and the smaller companies (i.e. with a
turnover or balance sheet of ≤ €10 million).
Medium-sized companies are significant to the overall
economy as part of the group of SMEs that constitute
99% of all businesses in the EU. The example of Germany
and the importance of its Middlestand has been the core
of job creation, competitiveness and technology.53 More
specifically, the size of medium-sized companies (and
small mid-cap)54 is sufficient to allow capital market
financing, while the small enterprises can only benefit
from the markets indirectly, i.e. through financial
intermediaries such as banks and venture capitalists.
The development of a corporate bond market that
would incorporate medium-sized companies would enrich
the European capital market. However, it also raises with
more acuity the question of liquidity. For a medium-sized
company issuing €50 million—a minimum for any form
of liquid securities issue—this is a very large amount with

Priority on medium-sized companies is
essential to the CMU
The Commission’s CMU Green Paper states:
“SMEs can raise financing as easily as large
companies; costs of investing and access to
investment products converge across the EU;
obtaining finance through capital markets is
increasingly straightforward; and seeking funding
in another Member State is not impeded by
unnecessary legal or supervisory barriers.”52

Medium-sized companies
One could agree with the previous statement of the
Commission if it applied only to medium-sized companies
instead of all SMEs. Following the definition of SMEs,
medium-sized companies have a turnover of ≤ €50 million

In recent studies of the ECB on access to finance of
SMEs, it appeared clearly that access to finance is a
declining preoccupation for SMEs, and the least important
for the moment. The chart hereunder quantifies that
analysis.51
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limited flexibility. Creating liquidity for a €50 million
issue will require a very specific commitment of public
and private financial institutions.

Smaller-sized companies
Moreover, there are organisations addressing the needs
of SMEs. For example, the European Investment Fund
(EIF) has been very active by providing bank guarantees
and investing in private equity funds, and is an added
value for SMEs.55 However, this is not through capital
markets, but due to loan guarantees granted by the EIF
or the banking sector. It is a risk sharing and credit
enhancement mechanism. Further, the majority of SMEs
will continue to rely on bank funding, and not be directly
benefited from or even be impacted by CMU.56 Indeed,
the CMU communication expresses a recurrent theme
coming from the European authorities; banks need to be
assisted to make loans:
“In Europe, most SMEs only approach banks when
seeking finance. Although almost 13% of these
applications are rejected, it is often because they do
not meet the banks’ desired risk profiles, even if
they are viable.”57
The assumption is that companies need funding, and
even more, cheap funding. This idea is not confirmed by
the observations. According to the Survey on the Access
to Finance of Enterprises in the euro area, SMEs find that
the willingness of banks to provide credit is increased
across countries.58 According to this survey, bank related
products are the most relevant source of finance for euro
area SMEs. Notwithstanding, every EU country has
shown different SME dependency on this source of
funding.
The survey shows that banks are willing to continue
and even increase lending for SMEs, especially for
companies other than micro-sized companies. The ECB’s
loan survey shows that banks eased their credit standards
for corporate loans even further during early 2016.
Accordingly, the rejection rates for loans to enterprises
decreased. Nonetheless, microenterprises remain highly
challenged to access the banking system.
The lesson to draw from this is that small
companies—as defined by the EU—need to be dealt with
locally, not at the European level. Where Europe can be
helpful is the policy-making and structural support to
medium-sized companies. Capital markets cannot
accommodate companies who borrow less than €50
million at a time.

The amalgamation of small and medium-sized
companies is not attributable to the Commission. If one
tries to find the definition of “medium enterprises”, only
resources on SMEs are available. In terms of available
data and EU policy, the three different business sizes
included in the SME definition—micro, smaller and
medium-sized—are glued together. This can be
problematic for regulatory purposes and adequate
policy-making. To ensure the feasibility of a capital
markets financing, medium enterprises should issue
sufficient bonds or equity to meet the necessary liquidity
level. This, implicitly, means that what is called a
“medium enterprise” has to have more assets for the CMU
purpose.
59

The Prospectus Directive and the need for
information
Distinguishing small from medium-sized companies
would help with another proposal under the CMU project:
reforming the current prospectus regime. This would
indeed make “it easier for companies (including SMEs)
to raise capital throughout the EU and to boost the take-up
of SME Growth Markets”.60
Since the introduction of EU’s Prospectus Directive in
2005, the access of SMEs to public equity fell due to the
cost of producing a long and complex document subject
to the approval of the competent national authorities. The
current prospectus regime will likely not be very useful
for SMEs, because SMEs do not resort to the prospectuses
on a regular basis and the investors will anyway operate
their assessment on their independent assessment.
Instead, the Commission must create a separate and
simplified disclosure regime for SMEs, applicable only
to medium-sized companies who raise capital publicly.
This is relevant to institutional and private investors. The
Quoted Companies Alliance advices:
“Exemption from vetting by a national competent
authority; the limitation to a closed set of mandatory
disclosures; and the possibility to incorporate
information by reference to what [is] already
available to the public.”61
Simplification and clearer documents would decrease
the time and costs of producing a prospectus.
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Should issuers apply a common accounting
like IFRS?
Harmonising accounting standards have been a subject
of debate for a long time, and are addressed by the CMU
proposals:
“[T]he development of a simplified, common, and
high quality accounting standard tailored to the
companies listed on certain trading venues could be
a step forward in terms of transparency and
comparability, and if applied proportionally, could
help those companies seeking cross-border investors
to be more attractive to them.”62
Most users of International Financial Reporting
Standards (IFRS) probably do not consider the IFRS as
simple. Furthermore, oppositions from some countries
make its European application disparate. For example,
on an enforcement level, the US has a problem with the
lack of statutory rights of the European accounting bodies
who can accept exceptions under political (European or
national) pressure. However, Kara Stein, an SEC
commissioner, described IFRS as an “aspirational goal”.63
In November 2015, the SEC’s chief accountant, James
Schnurr advocated the use of global accounting rules by
US companies in order to complement their financial
statements considered under US regulations.64 Recently,
China also seemed to explore further use of IFRS.65
On 10 March 2015, Insurance Europe published a joint
letter with the European Insurance CFO Forum to the
European Financial Reporting Advisory Group
(EFRAG).66 The Maystadt Recommendations are key to
this thinking process.67
Today, the Commission is on a collision course with
policymakers over its obligation to launch a full review
into the legality of international accounting rules and how
the body responsible for setting them is run. It seems to
assume that SMEs should apply a common accounting
like IFRS.
The EU has not adopted the current IFRS for SMEs
because it was assessed to be incompatible with the EU
Accounting Directives. However, the EU has made an
allowance that Member States can adopt it if they modify
it to comply with the Accounting Directive from 2013.68

The latest Accounting Directive aims at reducing the
administrative burden for SMEs by simplifying the
preparation of financial statements and reducing the
financial information SMEs are required to report. The
Directive will apply to all EU Member States.
The fact that IFRS for SMEs has not been implemented
across the EU suggests that applying a common
accounting standard for SMEs across the EU is unrealistic
and a better goal would be to simplify reporting in baby
steps as initiated by the Directive noted above:
“The IFRS for SMEs is a self-contained Standard
(less than 300 pages); designed to meet the needs
and capabilities of small and medium-sized entities
(SMEs), which are estimated to account for over 95
per cent of all companies around the world.”69

Regulation could become an obstacle
to CMU
The European regulatory framework tries to protect
taxpayers from having to bail out financial institutions.
Yet, it does not aim at developing new markets, let alone
inciting banks and insurance companies to become critical
players in this initiative.
The Commission’s Action Plan acknowledges the
potential negative impacts of new regulation on long-term
investments:
“Institutional investors, in particular life insurance
companies and pension funds, are natural long term
investors. However, in recent years they have been
retrenching from investment in long term projects
and companies … At present, they typically hold a
large share of their portfolio in a relatively narrow
range of assets. The EU should support institutional
investors to allow their exposure to long-term assets
and SMEs, while maintaining sound and prudent
asset-liability management. Prudential regulation
affects the appetite of institutional investors to invest
in specific assets through the calibration of capital
charges.”70
There is something perplexing in seeing regulatory
initiatives that were aiming at the financial stability and
resolution of crisis re-emerge in the context of capital
markets. While obviously regulation is interconnected to
policy, the success of the CMU project will be affected
by regulatory considerations.
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Solvency II penalises long-term investments
Long-term investors are the great absents of the Green
Paper. It is assumed that they will have an interest and
be incited to acquire such assets. It is important to look
at the terms and conditions at which they might play the
role of primary liquidity provider. Without their interest,
banks will not play the role of secondary liquidity
providers. How can long-term investment funds become
an instrument that will activate capital markets? The
Green Paper refers to the Solvency II Directive, stating
that it
“will allow companies to invest more in long-term
assets by removing national restrictions on the
composition of their asset portfolio”.71
While this paper will not express an opinion on the
merits and/or weakness of the Solvency II Directive for
the European markets, Solvency II will not encourage
long-term financing within the context of a more robust
capital market in Europe as the Green Paper presumes.
Currently, the Solvency II regime is effective since 1
January 2016—three years prior to the goal set out for a
fully functioning European CMU by 2019.
The Solvency II Directive has a series of rules that
discourage long-term investments. Most notably,
Solvency II utilises a market value framework to ensure
that the balance sheets of insurance companies have
enough capital buffers to deal with any large market
disruptions. In doing so, the market value of traditionally
safe assets will increase while the values of other
long-term assets classes (like infrastructure and real
estate) will decrease and insurance companies will seem
like they are in a weak capital position, even though their
liabilities are due in a distant future and may be able to
withstand temporary market volatility. Insurance
companies will no longer have as much incentive to hold
long-term investments because of the way the market
value framework interprets the balance sheets, and will
instead turn to assets with shorter maturities and safe
assets traditionally not impacted by market volatility.
Right now, insurance companies are the largest
institutional investors in Europe. If Solvency II is
impacting the ability of insurance companies to make
long-term investments, this will in turn impact their
contribution of liquidity to the European Capital
Markets.72 The Director-General of Insurance Europe,
Maria Koller, made a comment that is illustrative of this
point:

a huge negative impact on long-term investments,
aspects of the directive and how it is implemented
will still require insurers to hold inappropriately high
amounts of capital against their long-term
investments. This will make it more expensive for
insurers to invest in long-term government and
corporate bonds, as well as growth-stimulating
activities, such as infrastructure projects.”73
In fact, the Commission wrote an open letter74 to the
European Insurance and Occupational Pensions Authority
(EIOPA) regarding insurance companies concerning their
role as long-term investors, and later a Green Paper75
concerned with the range of factors that may impact
long-term financing in Europe. In terms of Solvency II,
the Green paper on Long-Term Financing of the European
Economy said:
“Institutional investors such as insurance companies
are suitable providers of long-term funding. While
investment by institutional investors in less liquid
assets such as infrastructure assets has been limited,
the search for higher yields in a low interest rate
environment is increasing their appetite for such
assets.
Solvency II, applicable since 1 January 2016, will
repeal certain investment obstacles, particularly for
less liquid asset classes, which currently exist in
Member States. Insurers will be free to invest in any
type of asset subject to the prudent person principle,
whereby they should be able to ‘properly identify,
measure, monitor, manage, control and report’ the
risks associated with such assets.
It is argued that strengthening capital requirements
to capture all quantifiable risks, including market
risk (which was not considered in the previous legal
regime, Solvency I) may influence the investment
behavior and long-term outlook of insurers as
institutional investors. For this reason, the
Commission asked the European Insurance and
Occupational Pensions Authority (EIOPA) in
September 2012 to examine whether the calibration
and design of capital requirements necessitates any
adjustment, without jeopardizing the prudential
effectiveness of the regime, particularly for
investments in infrastructure, SMEs and social
businesses (including securitisation of debt serving
these purposes). EIOPA’s analysis was provided in
December 2013. It recommends criteria to define

“While the industry welcomes the move to a
risk-based regulatory regime and recognises that the
final version of Solvency II was improved to avoid
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high-quality securitisation and designs a more
favorable treatment for such instruments, by
lowering the corresponding stress factors.”76

companies and start-ups for structural reasons anywhere
in the world. The following issues should be the core
focus.

In response, EIOPA concluded that there is no
justification for lowering the proposed Solvency II market
risk charges in relation to certain long-term investments.
The EIOPA rejected extension of differential treatment
to infrastructure financing and securitisations of SME
debt.77
If the Commission wants to encourage long-term
investments in areas like infrastructure, it must be done
by amending the marking-to-market rules of Solvency
II. It cannot merely assume that the Solvency II Directive
will in fact strengthen long-term investments or this will
impact another area that capital markets can get liquidity
from. One option would be to encourage collaboration
and resource pooling in order to create institutions that
are large enough to make more long-term investments
with a risk management system that addresses long-term
risks. The CMU project must also find ways to address
the pro-cyclical behavior of insurance companies selling
assets too quickly and not serving as long-term investors.
My main concern is the imbedded volatility to which
solvency ratios might be subject.

•

The way ahead for the CMU: focus on
capital markets for medium-sized
companies

•

Without questioning the intentions of the Commission,
it seems that the definition of capital markets was diluted
by other policies of the EU to benefit from this
opportunity. In order for the CMU to succeed, it is
essential that a specific focus be granted for the creation
of pan-European equity and corporate bond markets,
sensu stricto. It is by itself a substantive undertaking that
requires clear priorities.
This project clearly corresponds to Schumpeter’s
creative destruction of a continent that has entirely relied
on bank financing over the past centuries as the Medici
did in the 15th century in Venice. Building the CMU is
hugely complex and challenging, but it needs to be done
if Europe wants, as the Commission does, to dispose of
modern sources of diversified channels of financing.
I would therefore recommend that the Commission
focusses its ambitions on what this is actually about: the
development of stronger capital markets in Europe for
the benefit of all parties involved. Medium-sized
companies are in serious need for alternative investments.
They are also the providers of jobs and the source of
growth. Capital markets are not accessible to small

•

•

•

Liquidity is not something the European
authorities can activate by themselves
without a massive co-operation of financial
institutions. It will be important to
understand the providers of primary
liquidity (investors) and secondary liquidity
(market makers) to look at the opportunities
and challenges of developing the embryonic
corporate bond market in Europe. It is a
conditio sine qua non to the existence of a
European CMU.
The potential role of insurance companies
requires an honest assessment regarding
the consequences that Solvency II has on
the long-term end of their portfolios. The
current application of Solvency II will tell
if a revision of the marking-to-market of
their securities should be on the reform
agenda to avoid undue volatility of
insurance companies’ solvency ratios.
Long-term investment should be part of the
CMU.
Credit Ratings are a matter for discussion
with the existing credit agencies. How
could they extend their services to
medium-sized companies in a way that
reduces the complexity and the costs
associated to this rating? The answer is not
at the rating agencies, nor at the
Commission. Institutional investors will
have to guide the Commission efforts on
the prospectus and the information available
at a level that make it reasonable for them
to invest.
Regulated stock exchanges do have the
ability to list and trade equities issued by
medium and large corporations. The
platform for large capitalisations is already
in place and effective, together with the
MiFID and MiFID II regulations.78 What
do they need to activate a market for
medium-sized companies in a way that
provides an orderly and transparent price
discovery?
The securitisation of financial assets is
already the object of considerable work
within the Commission. It will be important
to create a climate that makes such assets
sufficiently liquid to create investors’
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•

•

•

confidence. It does however raise the
question: what is the nature of the ultimate
investors in securitised assets? The ECB’s
attempts seem difficult to implement.79
Involving London is essential to this effort
to provide visibility of the European CMU
beyond continental borders. The city is a
key factor in the world of global markets.
In the context of the British referendum, it
is a delicate but positive exercise. “It’s the
game of a lifetime between the United
Kingdom and the European Union but some
of the City of London’s biggest players are
sitting on the sidelines.”80
Work with the EIB in the field of
infrastructure finance. With over half a
trillion of assets, the EIB is by far the most
powerful tool that the EU disposes of to
provide infrastructure finance.
Look at the regulatory obstacles to the
CMU, whether it is Solvency II, Liquidity
ratios, CRR and CRD IV, or the prospectus
directives; but not by increasing leverage
or leading to a capital adequacy that creates
an incentive to take additional risks.

In order to address these challenges, the Commission
needs to distinguish between equity and bond markets.
There are fundamental reasons why those markets have
evolved in a way that puts bonds into an over-the-counter
structure and equities in regulated exchanges. While both
will need liquidity support, they are of a substantially
different nature.
That process requires the active co-operation of the
primary liquidity providers (the insurance companies and
other categories of institutional investors), the secondary
liquidity providers (banks and other market makers) and
the equity markets (stock exchanges and large trading
platforms). It is time to create this forum in order to
ensure that the key ingredients are available to provide
the necessary liquidity and trading environment that can
make it a success.
The following topics, as important as they are, would
only delay and make unnecessarily complex this initiative
and should be involved at a later stage or in a different
forum:

•

•

•

•

•

The ELTIF, the “fund”, needs to be
discussed in a forum that recognises the
leadership of the EIB and its unique access
to the sovereign bond market with an AAA
rating. Infrastructure finance does not
derive from capital markets.
The dialogue on venture capital is
important, but it is not new and is not
financed through capital markets. However,
it addresses small companies that, by
definition, do not have access to capital
market financing. The notion that the CMU
could help start-ups is utopia. It is not the
case on the US market and venture capital
is financed outside of the public markets.
The same applies to private placements
which do not, by definition, include traded
securities and are specifically addressing
needs of equity.
Bank loans are by definition not part of
capital markets. Examining the reasons for
Europe’s stagnant loan market is useful:
interpretations on the lack of bank loans
are speculative, at best.
Infrastructure finance is a topic by itself.
While the CMU might provide indirect
support to the Commission’s initiatives,
this financing requires a level of flexibility
that is not compatible with securities
financing. Also, the US markets do not
finance infrastructure through public
markets.

We cannot ignore that sovereign bonds, that represent
a large share of the equity of European banks, benefit
from an unjustifiable privilege. They do not require any
form of capital adequacy and, in a negative interest rate
policy of the ECB, provide profitable carry-trade profits
for banks. Central banks protect banks that invest in
Government securities. The Bermuda Triangle of the
banking sector, central banks and governments needs to
be broken if the Commission really wants to create a
European CMU. It is therefore against the formidable
pressure of banks and sovereign issuers that this initiative
conflicts. It is the EU governance that will be challenged:
the CMU is a task of historic dimension.
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