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PREFACE

The aim of the ECB’s annual report on
financial integration in Europe is to contribute
to the advancement of the European financial
integration process by analysing its development
and the related policies. It is also aimed at
raising public awareness of the importance of
financial integration, and of the Eurosystem’s
role in supporting it.

The Eurosystem has a keen interest in the
integration and efficient functioning of the
financial system in Europe, especially in the
euro area.! Financial integration is of key
importance for the conduct of the single
monetary policy, as it fosters a smooth and
balanced transmission of monetary policy
throughout the euro area. Financial integration
is also relevant for financial stability; on the one
hand, it enhances the opportunity for risk
diversification and improves access to financial
markets; on the other hand, it may increase the
scope for spillover effects and contagion.
Moreover, financial integration is linked to the
Eurosystem’s task of promoting the smooth
operation of payment systems, including the
safe and efficient functioning of securities
clearing and settlement. Finally, the Eurosystem
supports, without prejudice to price stability, the
objective of completing the Single Market in
order to realise the full economic potential of
the European Union.

In pursuing these goals, the Eurosystem supports
also activities conducted by the private sector
and by other European institutions. In particular,
the ECB works in close cooperation with the
European Commission, which has a primary
responsibility for Single Market policies. This
report complements the monitoring work
undertaken by the Commission in the field
of European financial integration.” It focuses
mainly on issues pertaining to the euro area but
where relevant it also addresses issues from an
EU perspective.

Financial integration is part of the Eurosystem’s mission statement;
for details, see the ECB’s website at www.ecb.europa.eu.

See, in particular, the European Commission’s annual European
Financial Integration Report.
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EXECUTIVE SUMMARY

This report® comprises three main chapters.

Chapter I, together with the Statistical Annex,
sets out the ECB’s assessment of the degree
of financial integration and development in the
different segments of the euro area financial
system — money, bond, equity and banking
markets, as well as the underlying market
infrastructures. The chapter highlights those
market segments that are lagging behind and
points to a few salient implications of the
financial crisis for the integration process.

As observed in previous reports, the degree
of integration varies considerably across the
different market segments, depending partly
on the characteristics of the underlying market
infrastructures. As a rule, integration is the more
advanced the closer the market is to the single
monetary policy and the more integrated the
underlying market infrastructure is.

The crisis affected financial markets to very
different degrees. The most integrated ones, such
as the money markets, showed clear signs of
retrenchment within national borders. The bond
and retail banking markets, by contrast, were
less affected, and the equity markets did not
show any appreciable retreat from cross-border
integration. This report specifically illustrates
that, as financial markets gradually returned to
more normal conditions in 2009, the markets
that had suffered most from the crisis also
returned more rapidly and clearly towards their
pre-crisis integration levels.

In Chapter II, Special Feature A, “Banking
integration and supervision in the EU”, looks
at the trends in cross-border banking integration
over the past year, and at the recent proposals
for a new EU supervisory architecture from a
financial integration perspective.

Financial integration has advanced well over
time in the wholesale activities of banks.
Retail banking, by contrast, continues to lag
behind, largely owing to legal, regulatory
and information-related barriers, but also to
the fragmented underlying infrastructure and
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payment instruments. Conversely, the financial
crisis has affected the cross-border wholesale
and securities activities markedly, while the
impact on retail banking has remained low.
Cross-border mergers and acquisitions (M&As)
in the banking sector decreased significantly in
the wake of the crisis. Care should be taken that
measures adopted by authorities to address the
financial stability concerns resulting from the
financial crisis do not lead to a fragmentation of
the Single Market.

Besides meeting the financial stability challenges
of increasingly integrated financial markets, the
new European System of Financial Supervisors
(ESFS) is expected to contribute to financial
integration through the promotion of a single
set of prudential rules and the equal treatment of
market participants. The new European Systemic
Risk Board (ESRB) will also contribute
indirectly to financial integration, as enhanced
financial stability will allow market participants
to more fully exploit the opportunities offered
by cross-border activities.

Special Feature B is entitled “European covered
bonds”. Over the past decade, covered bonds
have become a key funding instrument for
European banks, and nearly all Member States
now have a specific legal framework in place
that supports their issuance, although with major
legal and regulatory differences across countries.

Integration in the European covered bond
markets has made progress since the introduction
of the euro. However, markets continue to be
considerably fragmented, and investors still
show a significant home bias. The financial crisis
has increased the cross-country dispersion in
covered bond spreads. Moreover, primary market
issuance dropped significantly and secondary
market liquidity dried up. The Eurosystem
successfully revitalised the market through the
covered bond purchase programme launched in
July 2009.

3 This is the fourth report published by the ECB on the subject.
The reports are available on the ECB’s website at www.ecb.
europa.eu.



There is still considerable scope for further
integration of this market, in particular
by improving the clarity, simplicity and
comparability of the different legal frameworks.
The development of a common standard or
definition for covered bonds would be an
important step in that respect. Various market-led
initiatives are underway to address these
concerns.

Special Feature C looks at “Harmonisation in
the post-trading sector”. Securities clearing
and settlement systems play a crucial role with
respect to financial integration and stability, as
underscored by the crisis. Integration in this
area, however, continues to be hampered by
legal, fiscal and technical obstacles. The Special
Feature reviews the EU’s main harmonisation
initiatives in the post-trading sector, focusing
on the Eurosystem’s contribution in particular.

This contribution takes various forms, with the
Eurosystem acting as overseer (for instance, in
the case of the ESCB-CESR Recommendations),
operator (e.g. CCBM2 and T2S), or catalyst
(e.g. by monitoring the implementation of the
self-regulatory Code of Conduct for market
infrastructures). Although T2S will provide
one of the most important tools for delivering a
harmonised and integrated post-trading trading
infrastructure for securities transactions in euro,
it alone will not achieve full harmonisation. The
Eurosystem will therefore continue to actively
support other complementary initiatives to
further harmonise post-trading processes,
bringing its own perspective and expertise into
the debate to ensure progress is made towards a
more integrated, efficient and resilient securities
infrastructure for Europe.

Special Feature D reviews the academic
literature on  “Stability  implications of
financial market integration and development”.
Well-integrated and developed financial systems
improve efficiency and risk-sharing, and may
also possess enhanced shock-absorbing capacity.
Under certain conditions, however, systemic
risk may be increased on account of a higher
scope for contagion across countries, more risk-

taking and higher volatility in financial markets;
market participants’ incentives may change and
market transparency could be reduced as well.

As regards the relationship between financial
integration and financial stability, topics such
as the impact of financial globalisation and
openness, the increasing importance of cross-
border banking, the behaviour of the well-
integrated interbank market during the crisis and
the increased interdependence between financial
markets are addressed.

As to the relationship between financial
development and financial stability, the Special
Feature investigates financial innovation and, in
particular, the new instruments for transferring
credit risk. Moreover, it reviews the role of
central counterparties as a way to reduce the
counterparty risk for over-the-counter (OTC)
derivatives. Finally, the role of marking-to-
market accounting in the financial crisis is
discussed.

Policies that could help contain the transmission
of instability in integrated financial markets
include greater transparency, as well as more
effective macro-prudential supervision and
crisis management. Furthermore, the academic
research identifies specific suggestions that
merit further reflection in the context of
financial reform.

Chapter III provides an overview of the main
activities that the Eurosystem has pursued
in 2009 with the view to advancing financial
integration in the euro area.*

First, as regards the provision of advice on the
legislative and regulatory framework for the
financial system, a major contribution concerned
the legal advice on the establishment of the
EU’s new supervisory architecture. In the area
of financial infrastructure, an important step was
taken with the publication of the ESCB-CESR

4 Chapter III also supplements the chapter on financial integration
in the ECB’s Annual Report 2009.

ECB
Financial integration in Europe
April 2010

EXECUTIVE
SUMMARY



recommendations for securities settlement
systems and central counterparties in the EU.

Second, with respect to the role the ECB and the
Eurosystem play as a catalyst, support continued
for projects that had been initiated earlier, such
as SEPA, STEP, the Code of Conduct for
Clearing and Settlement and the removal of
the so-called Giovannini barriers to efficient
cross-border clearing and settlement. In the wake
of the financial crisis, the ECB and Eurosystem,
together with participants from the financial
industry, have also been involved in initiatives
to reactivate the structured finance market,
which is the market segment that suffered the
most during the crisis.

Third, in the field of enhancing knowledge,
raising awareness and monitoring the state of
financial integration, the ECB continued its
work on financial integration and development
indicators, as well as on financial market
statistics. The ECB was also involved in
various research initiatives related to financial
integration, in particular through the ECB-CFS
Research Network. Research papers delivered
within the scope of the ECB’s Lamfalussy
fellowship programme in 2009 addressed
different aspects of the interplay between
financial integration, market efficiency, risk-
allocation and risk-creation, and stability.

Finally, with regard to central bank services that
foster financial integration, the focus was on
the smooth operation of the TARGET2 system
against the background of very challenging
market conditions and the continued work on the
T2S project with the aim of starting operations
in 2013.

ECB
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RECENT DEVELOPMENTS IN FINANCIAL
INTEGRATION IN THE EURO AREA

This chapter illustrates the main developments of
financial integration in the euro area in 2009.
As described in the ECB’s 2009 Report on
financial integration in Europe (hereinafter
referred to as the “2009 Report”), the tensions
in the financial markets, particularly acute in the
last quarter of 2008, had resulted in a tendency
of many market segments to retrench within
national borders. The main focus of this year’s
report is on how markets have evolved since.

At the beginning of 2009 and more clearly in
the middle of the year, the tensions in money
and financial markets progressively eased and
cross-border  integration improved, more
markedly and rapidly in those market segments
that had suffered most during the financial
turmoil. Joint contributing factors were an
improved climate in international financial
markets and the policy actions undertaken by
the Eurosystem as well as other authorities.

I INTRODUCTION

This chapter reviews the most significant
developments in the integration of main segments
of the euro area financial sector in 2009:
the money, bond, equity and banking markets.

As discussed in depth in the 2009 Report, the
financial crisis has had a profound impact on
euro area financial convergence, particularly
in the last months of 2008. Hence, the focus
in this report remains on the consequences of
the crisis and, in particular, on how integration
has evolved during the recent months in which
financial markets have gradually started to
function properly again. The analysis builds on
a detailed set of financial integration indicators,
updated — as in the past — to reflect the most
recent information available.

The 2007-08 financial turmoil affected the
euro area financial sector in ways that
differed considerably across market segments
and countries. A consequence was a temporary

retrenchment of market activity within national
borders, to differing degrees across market
segments. The impact was felt most strongly in
the money markets, and relatively less in bond
and banking activities, while the equity market
was affected little or not at all. The return to more
normal conditions in recent months followed
a similar pattern in reverse, with the most dramatic
improvements taking place in money markets,
as will be described in detail below.

This outcome reflected the improved climate of
expectations in financial markets, globally and
in the euro area, and benefited in particular from
the measures put in place by central banks and
other policy-makers to support, or temporarily
supplement, the functioning of the banking and
financial markets and to limit the contraction of
aggregate demand.

The Eurosystem was particularly proactive
in the money markets during the crisis period.
Its refinancing techniques were strengthened
substantially in the autumn of 2008, namely by
lengthening the maturities of open market
operations, by moving to a fixed-rate tender and
full-allotment procedure and by extending the
list of assets eligible as collateral.' Reflecting
the beneficial effect of this action on financial
integration, the usual indicators of cross-border
activity and price dispersion commented in this
report, which had worsened dramatically at the
peak of the crisis, have gradually recovered
since the beginning of 2009. Further measures
adopted by the ECB’s Governing Council
in 2009 consolidated these improvements
further. In particular, the Governing Council
adopted a programme in the spring of 2009
that comprised three one-year longer-term
refinancing operations (LTROs) and additional
forms of “enhanced credit support” (such as the
purchase of covered bonds), thereby contributing
to the easing of tensions in the money and
financial markets. These actions — combined
with the measures taken by national
governments, including further guarantees and

1 See the descriptions published periodically in the ECB’s Monthly
Bulletin.
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capital injections — helped to extend the
improvements from the money markets to the
banking and other market segments.

The high degree of financial integration achieved
in the euro area in the decade prior to the crisis
appears to have acted as an anchor, preventing a
widespread disintegration of markets at the peak
of the crisis and limiting the risks of a more
lasting impact from it.

2 OVERVIEW OF THE FINANCIAL MARKET
SEGMENTS

The overall size of the capital markets,
represented by the aggregate volume of shares,
bonds and loans outstanding in the markets as a
share of GDP, continued on an upward trend
despite the adverse conditions since mid 2007
(see Chart 1). The growth of capital market size
in the euro area was close to that observed in the
United States over the period under analysis.
This mirrors the global trends — the size
of capital markets has grown steadily over
the past fifteen years in virtually all developed

(aggregate volume of shares, bonds and loans to the private
sector as a percentage of GDP)
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economies, with a tendency to converge.
Some convergence in size has also been
observed across euro area countries, with
countries with smaller ratios showing a generally
higher average growth than others.? These are,
however, very slow developments, that can be
appreciated only over a number of years.

MONEY MARKETS

The euro area money market has been
characterised by a high degree of integration
since shortly after the introduction of the euro.
Given its function of channelling funds to
enable banks to cover their most immediate
funding needs, the money market is by nature
vulnerable and sensitive to counterparty risk.
For this reason, it was strongly affected by
the crisis, but was also the market where the
recovery has been more prompt and evident.
A full assessment of the impact of the crisis
on financial integration will only be possible
after some time. However, the latest evidence
from the indicators of financial integration
described in this report suggests a gradual
return to a normal functioning of the market.
Taking the sudden deepening of the crisis
following the bankruptcy of Lehman Brothers
(September 2008) as the starting point,
three phases can be distinguished. In the first,
discussed extensively in last year’s report
and lasting roughly until the end of 2008,
the turbulence had a sharp negative impact
on market integration. The second, until
May-June 2009, was characterised by a gradual
return to more stable conditions. Finally, in the
months thereafter, the further support measures
adopted by the ECB’s Governing Council
contributed to strengthen and consolidate those
gains, with further beneficial effects also on
financial integration.

During the second phase, the improvement in
the activity indicators — encompassing both
prices and quantities — reflected the gradual
effect of the various policy actions undertaken

2 Notable exceptions are small financial centres such as
Luxembourg and Ireland.



in the last quarter of 2008, as well as the
improved international environment. A key
element in improving market conditions, also
from the perspective of cross-border integration,
was given by the Eurosystem’s “enhanced credit
support” measures, in particular the fixed rate
tenders with unlimited amounts and maturities
of up to one year.

The pace of improvement accelerated further
after the announcement and subsequent
settlement of the first one-year LTRO (7 May and
25 June 2009 respectively). The first one-year
LTRO attracted unprecedented demand, both
in terms of volume (€442 billion were allotted)
and in terms of the number of participating
banks (1,121 bidders). The demand in
the second one-year LTRO, conducted on
30 September 2009, was lower (€75 billion),
but the number of bidders remained high
(589 banks). The third and last one-year LTRO,
conducted on 16 December 2009, attracted
fewer banks (224 banks) for a total allotted
amount of €97 billion.

The substantial liquidity surplus that resulted
and the stability signals provided by the longer-
term refinancing put significant downward
pressure on short-term interest rates. The
EONIA — which measures banks’ overnight
funding costs — moved lower and closer to the
Eurosystem’s deposit facility rate, with
overnight operations trading close to, or — in
some cases — even below, the deposit facility
rate.’ The one-year LTROs also contributed to a
significant decline in forward and longer-term
rates. Both the unsecured and secured cash
curves have shifted significantly downwards
since the first operation. By the end of 2009, the
three-month EURIBOR fixing in the unsecured
market declined to below 0.70%, from around
1.20% before the operation, the six-month fixing
was below 1%, down from 1.40%, while the
12-month fixing was below 1.25%, from 1.58%.
A similar pattern was visible in the EONIA
swap curve, which declined sharply after the
first one-year LTRO. In July 2009, following
the ECB’s press conference after the Governing
Council meeting, overnight index swap (OIS)

rates declined further, reflecting market
participants’ expectations that ample liquidity
conditions would prevail for some time to
come.

Price-based indicators reveal that,
notwithstanding the still evident effect of the
crisis on the overall dispersion of funding
rates across countries, a convergence of
cross-border funding costs has taken place
recently, supported by the Eurosystem-wide
provision of liquidity. Quantity-based indicators,
by contrast, suggest the opposite, as they
show an increase in the domestic component
for turnover in the unsecured and repo money
markets.

While the vast amount of liquidity provided
by the Eurosystem was the major force behind
financial convergence, as illustrated by the
dispersion of money market rates, from the
quantity side a retrenching towards domestic
funding was observed. Indeed, the limited effect
of policy measures on quantities, as compared
with prices, indicates that the impact of the
crisis on money market integration is still far
from coming to an end.

PRICE-BASED INDICATORS OF INTEGRATION

The cross-sectional standard deviation of the
overnight EONIA lending rates across euro area
countries increased, from a level of 1 basis point
in 2006, to 4 basis points in mid-2007, then
reaching more than 15 basis points in
October 2008 and in the second quarter of 2009
before returning to 4 basis points by August 2009
(see Chart 2 and Chart CI in the Statistical
Annex). The period of high cross-country
dispersion, spanning roughly from the Lehman
Brothers’ demise to the beginning of 2009,
correspond to the period of most acute and
widespread uncertainty about counterparty
resilience. Since it is not possible in many cases
to ascertain whether the counterparties are
located domestically or internationally, and the

3 For instance, banks issuing STEP notes on the French short-term
paper market could refinance themselves at rates below 0.25%
for all maturities of up to nine days.
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precise nature and extent of the risks they are
subject to, price measures reflect a mix of
varying perceptions and expectations on the part
of market participants, coupled with a high
degree of risk aversion.*

After peaking at the end of 2008, partly due to
window-dressing behaviour, the cross-country
dispersion of money market lending rates
declined significantly after the turn of the year
and in the first quarter of 2009, although there
was still noticeable day-to-day volatility. The
positive effect of the Eurosystem measures
announced in early May 2009 on the euro money
market marked the transition to the more recent
phase of the crisis. The last time at which the
daily standard deviation was at a value above
15 basis points was on 29 April 2009, with
24 June 2009 marking the last date at which the
daily standard deviation reached a level above
10 basis points.

Similar developments to those observed in the

overnight market were also evident — albeit

less dramatically — across longer maturities,

reflecting the drying up of liquidity across a

significant maturity spectrum and suggesting the
ECB
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existence of high perceived counterparty risk for
market participants engaged in wholesale-based
funding strategies with maturity transformation.
Unlike the overnight market, however, cross-
country dispersion of longer maturity rates in the
euro area only increased sharply in the aftermath
of the collapse of Lehman Brothers. Indeed, the
high cross-country dispersion of interbank rates
prevailing in early 2009 was limited to the short
end of the money market yield curve (maturities
of less than one month).

An in-depth analysis of the dispersion of
interbank rates within and across countries
in the euro area provides another perspective
of the regional characteristics of uncertainty.
A comparison of the standard deviation of the
EURIBOR across and within euro area countries
reveals that the cross-country segmentations
that were so evident in the most acute phase
of the crisis, which explain the large spread
between domestic and cross-border standard
deviation (see Chart 3), have faded away in the
more recent months. As the crisis waned, the
dispersion of rates within country and across
countries gradually converged for both the
one-month and the 12-month EURIBOR. This
dispersion, however, remained significantly
above the levels that characterised the pre-crisis
period. This suggests that market functioning
remains far from its pre-crisis levels, although
there is no significant difference in its extent
between the domestic and the cross-border
components.

While the price diversity in the early phases of the
crisis stemmed largely from the pricing behaviour
vis-a-vis foreign counterparties, as noted in the
2009 Report, the remaining dispersion as the
crisis eased showed little or no distinction related
to the geographical location of the counterparties.
This may suggest weaker reasons for concern
from the perspective of financial integration.
However, this interpretation must be taken with
caution, since there is evidence that the mix of
market players may have changed as a result of

4 See the Statistical Annex for a detailed description of the price-
based indicators.



Chart 3 Standard deviation of the EURIBOR
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the crisis, with the more risky ones concentrating
on domestic trades, while the larger and safer ones
remained active internationally. To the extent
that this is the case, cross-country segmentations
would not be inconsistent with the evidence of
an equal dispersion, regardless of location, that
emerges from the data.

Comparable indications emerge from the
dispersion of rates in the secured money market
segment, although the patterns there were more
subdued (see Chart 4).

Not only was the magnitude of the impact of the
crisis on rates’ cross-country dispersion half as
large as that of unsecured rates, but also the
duration was shorter, and prevailing conditions
as of September 2009 were almost at pre-crisis
levels for the one-month repo rate. The
subsequent increase in the dispersion since then
2009 owes much to the technical particularities
of the secured repo market.’

The fact that, by their nature, collateralised
transactions reflect the security provided by
the collateral, which is similar across borders
in most cases, would seem to explain the lower
dispersion observed. Likewise, the abundant
liquidity provided, also against collateral,
by the Eurosystem at favourable conditions
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played a key role in restoring better pricing
conditions in this market segment — more so
than in the unsecured one — as it addressed the
high demand for repos, and thereby their price.
This is also supported by the finding that the
dispersion of interest rates on longer maturities

5 Even though Eurepo contributions should be related to the most
liquid euro area government paper, an earlier definition referred
to all euro area governments. It included quotes from some
participants referred to collateral that experienced a significant
rise in repo rates. For example, in early October 2009, the Greek
fiscal deficit forecast was doubled and Greek collateral traded at
higher rates in the repo market.

Chart 4 Cross-country standard deviation

of the average interbank repo rates across
euro area countries

(61-day moving average; basis points)
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took longer to return to lower levels; a sharp
decline in the dispersion was only seen after
the launch of the one-year LTROs. Indeed, the
last daily cross-country standard deviations of
the 12-month EUREPO rates above 8 and
6 basis points were at the end of April (prior
to the announcement of the one-year LTRO)
and at the end of June (the time of its first
settlement) respectively.

As was the case in the unsecured money market,
comparing the standard deviations across the
euro area with the within country average for the
(secured) EUREPO rates suggests that country-
specific factors declined in importance in driving
both the one-month and the 12-month EUREPO
rates by September 2009: the difference in the
dispersion of rates between within and across
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countries converged to values close to those that
had prevailed prior to the most acute phase of
the crisis, then increased after September 2009
for the reasons explained above (see Chart 5).
The remaining rate dispersion for secured
transactions seems to have lost the bulk of the
geographical component observed at the peak of
the crisis, and now reflects a more generalised
diversity of perceptions about counterparty risk.

Factors other than the residence of market
participants may have influenced the dispersion
of interbank rates in the more recent months.
Anecdotal information suggests that one may
have been the uncertainty about banks’ own
liquidity needs in the face of funding uncertainty.
It is also evident that both the announcement of
the one-year LTROs and the settlement of the
first one had a substantial positive effect on
market integration. The gradual withdrawal
of these measures will reveal the extent to
which the integration of money markets returns
to pre-crisis levels.

QUANTITY-BASED INDICATORS OF INTEGRATION

A growing exposure of banks to domestic rather
than cross-border counterparties was observed
2009 in both the unsecured and the secured
markets (see Charts 6 and 7).6 For the unsecured
volumes, the upward trend of activity with
domestic counterparties appears to have been
initiated as early as 2006, and can thus not be
ascribed to the crisis alone, although the crisis
subsequently played an important role. The drop
in lending turnover was concentrated mainly on
longer maturities (for instance, decreases of
47% and 56% were registered in the one to
three-month and in the three-month to one-year
segments respectively.

According to the Euro Area Money Market
Survey of September 2009, the impact of the
crisis on turnover in the unsecured market was
substantial, with 2009 average daily lending
turnover falling 20% against 2008 levels.

6 See Euro Money Market Survey 2009, ECB, 24 September 2009
(available on the ECB’s website at www.ecb.europa.eu).



Chart 6 Geographical counterparty
breakdown for unsecured transactions

Chart 7 Geographical counterparty
breakdown for secured transactions
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Half of the market participants indicated
in September 2009 that the unsecured market
did not work efficiently and an equal share
found that conditions had worsened relative
to 2008.

The impact of the crisis in the secured money
market was less clear. The share of domestic
transactions declined between 2007 and 2008,
rising again in 2009 (see Chart 7). This increase
was remarkable, as it took place — unlike
the decrease registered in 2008 — against the
backdrop of increasing borrowing and roughly
stable lending volumes.

In terms of the turnover maturity structure, there
was a clear tendency to shorter maturities, with
overnight transactions accounting for close
to 30% in 2009, compared with well below
20% in 2007.

It is hard to predict at this stage how lasting
the negative effect of the crisis on the activity
of secured and unsecured money markets
will be, especially considering that the liquidity
provision by the Eurosystem will play less of a
supporting role in the coming months.
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OTHER INDICATORS

In contrast to the unsecured and secured
money market segments, the market for short-
term securities has shown only limited signs
of integration since the introduction of the
euro, mainly because of differences in market
practices and standards, legal systems and
regulatory frameworks.

Notwithstanding the domestic nature of
commercial paper markets, the STEP initiative —
which fosters the integration of this market by
promoting the convergence of market
standards — has proved successful.” Securities
with a STEP label developed in recent years
more dynamically than euro denominated
commercial paper (see Chart 8). Partly
underlying this development is the eligibility of
commercial paper with the STEP label as
collateral for Eurosystem credit operations,
underlining the important role that harmonised
requirements at the euro area level — in this case

7 See “Special Feature B — The STEP initiative”, Financial
Integration in Europe, ECB, April 2008, and Chapter III of this
report.
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the Eurosystem’s criteria for the eligibility of
collateral — can play in fostering market
integration.

A second dimension of policy initiatives with
an impact on the integration of money markets
is the settling since 1999 of large-value euro
payments in TARGET. Of particular relevance
was the enhanced and technically integrated
second generation system which has been in
operation since May 2008 and which is based on
a single shared platform that allows the provision
of a harmonised service level, ensures a single
price structure and benefits from economies of
scale supporting lower average prices.

In 2009, TARGET had a market share of 89%
by value and 60% by number of payments
processed in the two large-value payment
systems in euro, with the remainder being
accounted for by EUROLI.

Chart 8 Outstanding amounts of commercial

paper
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BOND MARKETS

The financial turmoil has had a strong impact on
most euro area bond markets.

The impact of the crisis on government bond
markets was widely heterogeneous. Some
sovereign bond markets benefited from a
“flight to safety” effect as investors sought
to reduce risk by purchasing government
securitiecs and became more selective
in evaluating borrowers’ creditworthiness.
Euro area sovereign spreads vis-a-vis the
German benchmark rose sharply during
the financial turmoil, particularly in the
final months of 2008. Since March 2009,
the sovereign spreads have decreased
substantially. However, at the end of 2009,
they still remained well above the pre-crisis
levels (see Chart 9), with Greek and Irish
spreads remaining wide.

Chart 9 Ten-year government bond yield
spread vis-a-vis the German bond

(daily data; basis points)
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The generalised decrease in spreads in 2009
may partly be related to a repricing of credit
risk as a result of relative differences in
the creditworthiness of sovereign issuers
(a country-specific effect), and partly to
improved market liquidity (a general effect).

An estimate of the credit risk premium can be
derived from the credit default swap (CDS)
premium on government bonds.® Specifically,
the comparison of the individual euro area
countries’ CDS spread vis-a-vis the German
CDS benchmark with the corresponding
sovereign yield spread shows that they moved
in parallel in the case of Austria, Belgium,
Greece, Ireland, Italy, the Netherlands, Portugal
and Spain. This suggests that credit default risk
is one of the main reasons for fluctuations in the
respective credit spreads (see Chart 10).

On the one hand, by the end of the year, the
difference in the CDS spread vis-a-vis the
German five-year CDSs was greatest for
Greece and Ireland, the countries that featured
the highest budget deficits in 2008 and 2009.
Spreads also remained high for Italy, Spain
and Portugal. On the other hand, although
Austria’s budget deficit was considerably
below the euro area average in 2008 and 2009
and its public debt is limited, Austria’s CDS
spread remained at elevated levels. Its elevated
CDS premium in comparison with the German
CDS premium may possibly be explained by
Austrian banks’ relatively high exposures to
central and eastern European (CEE) countries,
many of which are still challenged by the
international economic crisis.

CDS spreads have decreased considerably since
March 2009, but they remained far above the
pre-crisis levels at the end of 2009. This implies
that, given the economic outlook, sovereign risk
has been repriced and that the country risk factor
continues to play a major role.

Conversely, the difference between French and
German CDSs fluctuated around zero, while
French-German bond yields spreads have risen

(daily data; basis points)
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Note: The five-year CDS (yield) spread is computed as a
difference between the five-year CDS (bond yield) of the
respective countries against the CDS (bond yield) of Germany.

with the financial turmoil. Similar developments
occurred for Finland. Given that the CDS
spread captures the country risk factor, the gap
between the CDS spread and the bond yield

8 A CDS is a swap contract in which the buyer of the CDS makes
a series of payments to the seller and, in exchange, receives
a payoff if a credit instrument (typically a bond or loan) goes
into default. CDSs are traded over-the-counter and their degree
of liquidity may vary, hence the information drawn from their
prices should be treated with care.
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spread can be explained mainly by differences
in liquidity effects, which — given the size of
the Bund futures market — favoured the German
bond market.’

In order to examine the role of liquidity
premia further, the yields of specific bonds
with similar credit quality were compared.
Specifically, government-guaranteed agency
bonds can help to disentangle credit and
liquidity premia in the sovereign market.
Since the credit risk component of agency
bond yields is assumed to be the same as that
of bonds issued directly by the guaranteeing
government, any differences between agency
and government bond yields should reflect
liquidity effects.

Focusing on the two largest euro area countries,
this analysis uses bonds issued by the German
Kreditanstalt fiir Wiederaufbau (KfW) and the
French Caisse d’Amortissement de la Dette
Sociale (CADES). While the objectives and
core activities of these institutions differ, both
have an explicit and full debt guarantee from the
respective governments. Furthermore, the KfW
and CADES are the largest euro area agencies
in terms of issuance volume and, unlike other
agencies, the number of outstanding bonds is
sufficient to estimate reliable yield curves.

Chart 11 presents the spreads between the
French and German two-year and the ten-year
sovereign and agency bonds. The results are
qualitatively the same for other maturities. It is
striking that although a pronounced peak was
observed for the French-German sovereign
spread in the first half of 2009, the agency
spread between CADES and KfW remained
remarkably stable with an absolute divergence
of less than 10 basis points, suggesting that
there were no significant changes in the relative
perceived credit quality of the sovereign
issuers. However, the two-year and the ten-
year sovereign spreads, which peaked at 33 and
54 basis points respectively on 9 December
2008 and 9 March 2009, call for liquidity
factors favouring the German bond market in
relative terms, particularly at longer maturity.
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Note: Spreads between French and German sovereign bonds
(red line) and French and German agency bonds (blue line) with
ten-year maturity.

This implies not only that there is a certain
degree of market specialisation in the euro
area, but also that the associated liquidity risks
have changed over time, increasing during the
turmoil and decreasing after the Governing
Council’s decision of 5 March 2009 to
continue the fixed rate tender procedure with
full allotment for the refinancing operations for
as long as necessary.'”

Useful is also the assessment of developments
in the covered bond market, a class of bonds
generally issued by banks and backed by assets,
typically mortgages or public sector loans.

9  For further details, see “Box 4 — New evidence on credit and
liquidity premia in selected euro area sovereign yields”, Monthly
Bulletin, ECB, September 2009.

10 There need not be a one-to-one relationship between market
liquidity and segmentation. For example, during the financial
turmoil, the sovereign liquidity premium increased in highly
integrated markets such as in the United States. By contrast,
other features of this relationship are related to the presence
of idiosyncratic elements such as, in the euro area, different
fiscal regimes, market conventions and other national financial
characteristics.



In the past, movements in the yields on
covered bonds have shown a high degree of
synchronisation across countries. With the
financial turmoil, the dispersion in yield spread
levels increased significantly (see Chart 12).

After peaking in April 2009, following the
announcement of the ECB’s programme for
purchasing covered bonds on 7 May 2009, yield
spreads declined sharply and issuance volumes
rose. However, the dispersion of the spreads
across countries started to decline only with the
implementation of the announced measures in
July 2009, and, at the end of November, they
stabilised at the level reached at the beginning
of the year. The developments in the European
covered bond market are reviewed in detail in
Special Feature B.

Overall, comparisons of bond yield differentials
must be interpreted with care. Spread divergences
may be attributable to differences in perceived
credit risks, and as such they reflect the proper
functioning of market discipline and not a
lack of integration. Most integration measures
proposed for bond markets are based on the
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understanding that, as integration progresses,
bond yields should increasingly be driven by
common, rather than local, factors. A typical
measure of the cross-border integration of bond
markets is based on a regression of changes in
government bond yields of individual countries
against changes in yields of a benchmark. As
already mentioned in previous reports, the
estimated slope coefficients varied substantially
up to 1998, but converged towards 1, the value
that denotes perfect integration, thereafter. Greek
government bond yields converged after 2001,
when Greece joined the euro area (see Chart C5
in the Statistical Annex). In 2008, however, the
evolution of this measure of convergence clearly
signalled possible problems in the integration of
the government bond market.

Since differences in bond yields across countries
may also reflect differences in credit risk,
Chart 13 (see also Chart C7 in the Statistical
Annex) presents the estimated constant and
slope coefficients of a similar model where
sovereign risks are controlled with country
rating dummies. Again, in a situation of perfect
integration, these coefficients should converge
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towards 1 (0 in Chart 13, since the slope is
normalised by subtracting 1), assuming that no
variables other than sovereign risk are affecting
the change in yield."

This indicator shows that, even after accounting
for differences in sovereign risk, there are signs
of divergence from the theoretical benchmark
value. Under the hypothesis that the credit
assessment of the markets is the same as that of
the rating agencies, this evidence suggests that
spreads in the government bond market remain
sizeable even after controlling for country credit
risk, and that liquidity risk premia remain non-
negligible, partly reflecting the lack of non-
Bund euro-denominated bond futures markets.
However, it should be pointed out that both
coefficients had started to converge towards
0 by the end of 2009.

Turning to the euro area corporate bond
market, Chart 14 shows the development of
debt securities issued by the private sector over
the last two decades. Similarly, the indicator
of capital market size takes five-year averages
to smooth out short-run fluctuations. This
indicator shows that there has been stagnation,
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and sometimes even a decline, in bond issuance
in most euro area and benchmark countries in
the last few years, partly reflecting the impact
of the financial turmoil. There is considerable
heterogeneity in bond issuance across the
euro area. At the same time, it must be borne in
mind that companies may well take advantage
of foreign subsidiaries when issuing bonds in
order to benefit from lower transaction costs
and/or more favourable fiscal regimes. Despite
the impetus of the introduction of the euro,
the overall level of issuance in the euro area
is lower than in most benchmark countries.
Recently, the record issuance volume observed
for non-financial corporations in 2009 could
signal a return to this form of financing.

The extent to which integration has progressed
in this market can be assessed by measuring
the relative importance of country components
versus other factors in explaining risk-adjusted
yields. As integration advances, the proportion
of the total yield spread variance explained
by country effects should decrease.

To help identify the relevant factors, the within
dispersion in CDS premia of two groups of firms
producing relatively homogenous products,
the leading telecommunications firms and the
largest commercial banks in each country, were
used. If corporate bond markets were integrated,
the dispersion in CDS premia would be small
(see Chart 15).

The country dispersion of CDS spreads of both
the commercial banks and telecommunication
firms rose sharply in 2008, anticipating the
developments in sovereign CDS spreads.
Specifically, the country dispersion of CDS
spreads of the commercial banks surged
with the bankruptcy of Lehman Brothers
in September 2008, but then plummeted
immediately, before subsequently rising again
as a result of protracted market and funding
illiquidity. The dispersion declined rapidly in
the wake of, first, the ECB Governing Council’s
decision of 5 March 2009 to continue the fixed

11 See the Statistical Annex for details.
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rate tender procedure with full allotment and,
then, the implementation of the covered bond
purchase programme in July 2009.

Conversely, the country dispersion of CDS
spreads in the telecommunication sector already
started to decline in January 2009 and followed
the pattern of sovereign CDSs during the
year. At the end of 2009, the dispersion in the
commercial bank CDS market remained above
that in the sovereign CDS market, while that
in the telecommunication industry was lower,
suggesting that the market for commercial bank
bonds remains heavily subject to perceived
credit risk.

The quantity-based indicators also point to
decreasing integration in the corporate bond
market in 2008 and 2009. Cross-border
holdings of debt securities by MFIs decreased
from about 40% in 2006 to just above 30%
in 2009 (see Chart 16 and Chart C9 in the
Statistical Annex).

The decline in the proportion of cross-border
euro area holdings of government bonds in
2006 and 2007 reflects a substitution between
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diversification of securities held by euro area MFIs vis-a-vis
the non-MFI sector over the total amount outstanding. Debt
securities issued by domestic non-MFIs and non-MFIs in the rest
of the world are not displayed in the chart.

government and corporate bonds in the
portfolios of MFIs, which can be explained
by MFIs’ diversification of their investments
in search of higher yields in the fixed income
market. The decline of cross-border holdings
in 2008 and 2009, by contrast, results from
the MFIs’ holdings of debt securities issued
by non-financial corporations declining sharply.

The integration of bond and equity markets
relies greatly on the degree of integration
of the underlying infrastructure, in particular
that of the securities settlement systems (SSSs)
and central counterparties (CCPs)."?

There were 22 legal entities operating a
central securities depository (CSD) in the euro
area in 2009. The increase by one from the
previous year is explained by the enlargement

12 SSSs also play a crucial role in the Eurosystem’s collateral
framework, as they provide the necessary infrastructure to allow
counterparties to transfer collateral to the Eurosystem. It is
interesting to note that the share of cross-border collateral held
by the Eurosystem has increased significantly from 28% in 2002
to 50.2% in 2006, and stood at 45.3% in 2008 (see Chart C13 in
the Statistical Annex).
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of the euro area to also include Slovakia and its
local CSD.

Integration  between, and consolidation
among, SSSs can take various forms. Within
the Euroclear group, the Belgian, Dutch
and French CSDs have operated on one
common platform, known as ESES (Euroclear
Settlement for Euronext-zone Securities), since
January 2009. Progress was also made in 2009
in the implementation of the “Link Up Markets”
initiative. In terms of technically integrating
settlement, the most significant initiative is
the Eurosystem’s pan-European securities
settlement platform T2S.

EQUITY MARKETS

The very large fluctuation of equity prices in
recent times (with sustained growth prior to the
financial turmoil followed by a sharp decline
until March 2009 and a subsequent recovery)
does not seem to have had an appreciable
impact on the degree of cross-border integration
of European equity markets.

Chart 17 displays the synchronicity of stock
returns across euro area and reference countries.
This indicator of development assesses the
information capacity of stock markets that is
based on the synchronicity of companies’ stock
returns within a market. If firms’ stock prices
are driven mainly by market-wide factors and
not by firm-specific news, they tend to move
together, indicating that little valuable
firm-specific information is revealed to, or used
by, investors. The measure is obtained from
the explained variance of stock returns when
regressing them on a number of market-wide
and global factors.”* Higher bars therefore
represent a higher synchronicity of stock
returns, which in turn indicates a lower
information content of individual stock prices.
The extent to which equity markets are
information efficient varies across the euro area
and is generally comparable to the benchmark
countries. While stock markets had become
informationally more efficient in the 1990s,
most equity markets have become somewhat
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less efficient over the past few years in
incorporating firm-specific news in prices.
Furthermore, the increase in the synchronicity
of stock returns observed in the last period is
due mainly to the 2008 results, where the
general downward movements of stock markets
clearly increased the amount of variation in
returns that can be explained by market-wide
common shocks.

It is harder to assess the degree of integration of
equity markets than that of money and government
bond markets as equity returns are not directly
comparable. One simple integration indicator
compares the country and sectoral dispersions in
monthly stock returns over time. Dispersions are
indicative of the diversification opportunities:
the higher the dispersion, the greater the
benefits in terms of risk reduction from a proper
diversification strategy. Chart 18 shows that,

13 For details, see “Special Feature A — Financial development:
concepts and measures”, Financial Integration in Europe, ECB,
April 2008.



Chart 18 Filtered country and

sector dispersions in euro area equity
returns

Chart 19 The degree of cross-border holdings
of equity issued by euro area residents
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since 2001, the benefits of diversification through
sector-based equity investment strategies have
been at least of the same size as those obtained
through country-based strategies. These results
are consistent with a paradigm change in the asset
management industry, involving a progressive
move from a country-based to a sector-based
equity allocation strategy, which should ultimately
lead to a reduction in home bias.

A complementary, direct strategy to quantify
the impact of integration in equity markets
consists in looking at the cross-country asset
allocations in investors’ portfolios. In a truly
integrated market, investors should not, all other
things being equal, prefer national over foreign
equities.

Quantity-based measures indicate a rising
degree of integration in equity markets.
As shown in Chart 19, euro area residents
constantly increased their holdings of equity
issued in other euro area countries (expressed as
a share of their total portfolio of shares issued in
their own country and elsewhere in the euro area)
between 2001 and 2007. Moreover, this share
increased very substantially further in 2008.
On the other hand, since 2001, the share of euro
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area equity assets held outside the euro area has
remained at a far lower level and has increased
only marginally.

The moves out of domestic equity and into
equity issued elsewhere in the euro area
displayed in the previous indicators were
also due to the contribution of institutional
investors. Chart 20 shows that the percentage
of investment funds’ total holdings of all shares

Chart 20 Investment funds’ holdings of

equity issued in other euro area countries
and the rest of the world
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and other equity (excluding investment fund
shares/units) issued by residents of the euro
area outside the Member State in which the
investment fund is located actually increased
from 17% to around 25%. The recent financial
turmoil affected the allocation of euro area
investment only slightly.

Regarding market infrastructures, the euro
area securities settlement infrastructure for
equities is even less integrated than that for
bonds, also due to qualitative barriers, such as
differences in settlement cycles or the handling
of corporate events and taxation, which continue
to hinder progress in the integration of these
infrastructures.

In 2009, the clearing industry has been
subject to considerable change following
the implementation of the Code of Conduct
for Clearing and Settlement. In particular,
competition between CCPs had considerably
increased with the rise of ‘“competitive
clearing”, i.e. exchanges being served by two
CCPs. Moreover, there has been a large number
of requests for establishing links between CCPs
and other market infrastructures which has led
to a further increase in effective and potential
competition between CCPs. As a result, there
has been a sharp decline in clearing fees.

BANKING MARKETS

Euro area banking activities were profoundly
affected by the crisis, primarily as a result of
increased lending and funding risks, but also
as a consequence of government support and
regulatory initiatives being confined within
national borders. A general setback in banks’
and investors’ risk appetite was also observed.

STRUCTURAL INDICATORS

At a structural level, this setback was reflected
in significant changes in the euro area banking
landscape, where a number of group mergers
and “splits” as well as functional reorganisation
occurred. Simple measures of cross-border
activity — the degree of establishment and
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activity of foreign branches and subsidiaries
over time — reveal a certain tendency away from
integration. The decline in the share of assets
held by cross-border branches and subsidiaries
of banking groups within a given country
in 2009 — a proxy for the degree of cross-border
integration of that country’s banking sector —
stood in contrast to the positive trend observed
in previous years. Although the median
share across countries had risen from 2006
to 2008, suggesting an increased relevance
of foreign-controlled institutions tapping
non-domestic markets up to that point in time,
figures for 2009 show a light reversal of this
trend (see Chart 21, and Charts C17 and C18 in
the Statistical Annex).

Indeed, the distribution across countries of this
indicator reveals that a general increase in the
share of foreign-located assets was observed
across the board until 2008, even though the
movement at the upper end of the distribution
(banking systems heavily geared to a foreign
presence) appears to have been mainly in the
opposite direction. By and large, banking
systems oriented more towards an international
business strategy appear to have taken a different
course in 2009 as a consequence of the crisis.

(percentage of the total assets of the euro area banking sector)

100 100
90 %
80 %0
70 .
60 6
50 s
40 20
30 2
10 IH | BN I | BB
0 0

2001 2002 2003 2004 2005 2006 2007 2008 2009

Source: ECB.

Notes: The lower and upper markers show the minimum and
maximum shares across euro area countries. The bottom and top
of the box show the first and third quartiles, and the red line the
median.



(value of intra-euro area cross-border M&As; absolute numbers)

mmmm  value of cross-border deals (EUR billions; left-hand scale)
----- number of cross-border deals (right-hand scale)

60 14
50 12

10
40

30

20

) | I I
Ofp——= = === = = .0

2002 2003 2004 2005 2006 2007 2008 2009

[\S]

Sources: Bureau van Dijk and ECB calculations.

Similarly, bank cross-border merger and
acquisitions (M&As) experienced a marked
slowdown in 2009, even though the number
of transactions in the period was significant
(see Chart 22).

Whereas the value of euro area cross-border
M&As increased substantially in the first half
0f 2008, as a consequence of the takeover of one
large institution, the figures for the subsequent
12 months were characterised by the unwinding
of very large internationally active institutions
whose business models were most affected
by the events that followed the collapse of
Lehman Brothers.

ACTIVITY-BASED INDICATORS

Retail activities were already fragmented
substantially prior to the crisis, unlike wholesale
and capital market activities that were more
closely integrated across borders, so that the
impact of the crisis on integration was more
evident in the case of the latter activities.

Indicators of banking activity provide some
evidence. The share of cross-border interbank
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lending in total interbank lending revealed a
substantial level of integration: far more than
35% of all interbank loans were extended across
borders (see Chart 23).

The decline in the share of domestic activity
in the total observed since the beginning of this
decade was reversed in 2008, as reported in
last year’s report. Specifically, activity across
borders (both within and outside the euro area)
declined, marking a departure from the positive
trend that had been observed previously.
The setback in interbank activity across the
euro area and the EU, however, seems to have
slowed down somewhat in 2009.

Retail cross-border lending has traditionally
been characterised by far lower levels of
activity: less than 6% of all loans to non-credit
institutions were extended across borders to
euro area countries and less than half of that
percentage across borders to EU countries
(see Chart 24). Despite these modest levels,
cross-border lending had been rising slowly
over years, a trend that may — based on the most
recent developments — have been interrupted by
the onset of the crisis.
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Chart 24 MFI loans to non-MFls: outstanding amounts, broken down by residency of the

counterparty
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Correspondingly, the share of domestic lending
activity in total lending seems to have stabilised,
after the decline that had been observed in the
last decade.

PRICE-BASED INDICATORS

The negative integration-related impact of the
crisis on banking activity is most evident in price
measures, where the cross-country dispersion
in interest rates increased sharply across
all maturities and loan sizes (see Chart 25).
Whereas cross-country dispersion of euro area
bank interest rates on loans to non-financial
corporations had consistently remained at
relatively high levels since collection of these
statistics started in 2003, these measures have
increased substantially since the last report.
For cross-border loans of over five years’
maturity and larger than €1 million, the
dispersion of rates across countries more than
doubled in the course of 2009, contributing to
the much wider dispersion across countries
in the perception of risk in the segment.
By contrast, the dispersion of interest rates on
loans to households continued to be stable in the
period under review and remained substantial
in the case of loans for consumption purposes
(see Chart C21 in the Statistical Annex).
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attributed to several factors, including different
conditions in national economies (credit and
interest rate risk, firm size, industrial structure
and the degree of capital market development),

Chart 25 Cross-country standard deviation

of MFI interest rates on loans to non-financial
corporations
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institutional  factors (taxation, regulation,
supervision and consumer protection) and
financial structures (degree of bank/capital
market financing and competitiveness). '
Therefore, a greater dispersion of interest rates
across countries also reflects the market’s
perceptions of the varied degree to which
national markets would respond to the shock
inflicted by the crisis.

In addition to the simple spread across
countries, the coefficient of convergence of
the speed with which different rates converge
to a specific benchmark — also called beta
convergence — provides an analytical measure
of the convergence of interest rates across euro
area banking systems (see Chart 26)."> Whereas
the evolution over time of the estimated slope
coefficients is almost always negative —
indicating convergence of the observed rate to the
benchmark rate — the speed of this convergence
decreased considerably after August 2007,
but seems to have turned around again later

Chart 26 Beta convergence for selected
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in 2009. This evidence mitigates, to some extent,
the message conveyed by the rise in the interest
rate spreads.

OTHER INDICATORS

The low level of retail banking integration
depicted by quantitative indicators is also
associated with a still relatively high level of
fragmentation in the retail payments market.
This shortcoming is being addressed in the
context of the Single Euro Payments Area
(SEPA) project!® Measuring the progress of
migration to SEPA at the national Ievel,
as documented by the national SEPA credit
transfer (SCT) indicators (see Chart 27),'7 there
are significant differences across countries.

14 See Differences in MFI interest rates across euro area countries,
ECB, September 2006.

15 See the Statistical Annex for technical details.

16 See the ECB’s website at www.ecb.europa.eu.

17 The results are published and updated regularly on the ECB’s
website at www.ecb.europa.eu.

Chart 27 Credit transfer transactions

processed in SEPA format (euro area
countries)
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These differences in the usage of this pan-
European payment instrument could be
attributed in part to different regulatory
set ups,'® as well as to diverse time schedules
for the migration of important users such as
public authorities and large enterprises.”
At the European level, the euro area SCT
indicator shows that the use of the SCT has been
rising steadily since the launch of SEPA on
28 January 2008, and has accelerated in 2009
(see Chart C27 in the Statistical Annex).
Overall, the upward trend in all countries, as
well as at the European level as a whole,
demonstrates the ongoing progress towards
market integration.

The level of integration 1is still low,
as reflected in the high number of national retail
payment infrastructures. On the other hand,
the concentration ratio of the largest five retail
payment infrastructures in the euro area is rather
high; in 2008, these five largest infrastructures
processed 86% of the total market volume
(Chart C26 in the Statistical Annex).
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18 In Luxembourg, for example, use of the IBAN and BIC, the key
elements of an SCT, is mandatory also for domestic payments.

19 According to European Commission’s 2nd Survey on Public
Administrations’ Preparedness and Migration to SEPA, the share
of SCTs in all credit transfers initiated by public authorities in
March 2009 was 100% in Luxembourg, 60% in Slovenia and
18% in Belgium. The report is available on the Commission’s
website at http://ec.europa.eu



CHAPTER Il

SPECIAL FEATURES

A.  BANKING INTEGRATION AND SUPERVISION
IN THE EU

The integration of European financial markets
in recent years has exposed, to an increasing
extent, the challenges stemming from the
fragmented nature of the EU’s supervisory
architecture. Two links are relevant in this
context. On the one hand, market integration
requires a consistent area-wide regulatory and
supervisory framework in order to maintain
a level playing field and to promote healthy
cross-border competition. On the other hand,
consistent regulation and supervision, in turn,
facilitates further integration and enhances the
efficiency and competitiveness of the financial
sector in the EU.

Against this background, this Special Feature
comprises two related sections. The first reviews
the recent trends in cross-border banking,
including the effect that the financial crisis
has had on them. All in all, while a number of
measures seem to point to an increasing degree
of integration in the last decade, there is also
contrasting evidence and the overall picture
is mixed. The second section discusses how
the new EU supervisory architecture, besides
responding to the challenges of financial
stability, is expected to also improve the level
playing field for cross-border banks and
thereby foster integration in the EU banking
markets further.

I INTRODUCTION

The banking sector plays a central role in the
functioning of financial markets in Europe; bank
loans account for almost half of the EU capital
markets. Banks are particularly important for
the provision of financing for small and medium-
sized enterprises, a sector that is pivotal for
growth and job opportunities in the EU.!

Cross-border banking activity (a major driver
of banking integration) is largely concentrated
in large-sized banking groups. Cross-border
banking groups increase competition in the

EU banking markets and channel innovation in
financial products and services across borders.
As a consequence, they also promote the use of
the most efficient banking practices in the EU.
Developments in cross-border banking are thus
of great importance for financial integration and
development in Europe.

This Special Feature presents, in its first section,
a summary of the evidence on cross-border
banking integration on the basis of a number
of indicators. As already noted in earlier issues
of this report, wholesale and securities-related
activities continue being more integrated than
retail banking. The financial crisis has slowed
or stopped the integration process in a number
of market segments. But there are reasons to
believe that the halt may be temporary, and
that the earlier trends may resume, perhaps
soon, since the fundamental drivers of banking
integration (efficiency enhancements such as
the concentration of functions at the group
level, the transfer of technology and managerial
skills, diversification and advances in the
harmonisation and integration of retail payment
legislation and infrastructures) remain in
place in the EU. The share of banking assets
held by foreign establishments in the EU is
expected to continue its increase after a decline
in 2008. Subsidiaries remain the dominating
form of foreign establishment in the EU and in
particular in the Member States that have joined
the EU in 2004 and 2007. Cross-border merger
and acquisition (M&A) activity has subdued
somewhat during the financial crisis but is also
expected to pick up again once the economic
conditions will further improve.

1 See, for example, Statistics Pocket Book, ECB, January 2010.
Capital markets are defined here as the sum total of bank credit,
outstanding debt securities and stock market capitalisation.
In the case of non-financial corporations, bank loans accounted
for, on average, 63% of their total financing between 2004 and
the second quarter of 2007. Four-fifths of all small and medium-
sized enterprises use bank loans to finance their operations.
See “The external financing of households and non-financial
corporations”, Monthly Bulletin, ECB, April 2009, and “Special
Feature C — Financing of small and medium-sized enterprises and
young innovative companies in Europe”, Financial Integration
Report, ECB, April 2009.
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The second and final section of the Special
Feature outlines the recent proposals for changes
to the EU supervisory framework. As cross-
border activities have increased, the adequacy of
the existing regulatory and supervisory set-up has
been questioned to an increasing degree. Efforts
to harmonise the EU regulatory and supervisory
framework in the past years have been based
on an evolutionary approach of intensifying
cooperation and coordination between national
supervisors. Although much had been achieved
in this way, it has become increasingly clear
over the years that cross-border banking may
be facilitated by further convergence and
consistency in implementation of EU legislation.

The financial crisis has given new impetus to the
debate on financial regulation and supervision
in Europe and resulted in a fundamental
review. Although the proposals for the new EU
supervisory architecture are aimed, first and
foremost, at improving financial stability in
the Single Market, they also have an additional
potential for fostering financial integration
further, in particular in the field of cross-border
banking. The creation of the European System
of Financial Supervisors (ESFS) is expected to
reduce barriers to financial integration through
the development of a single EU rulebook, and
by ensuring that EU law is transposed uniformly
in national law and applied consistently in
day-to-day supervision. In addition, the
European Systemic Risk Board (ESRB) is
expected to enhance systemic stability in the
Single Market, and thus to promote the safe
and smooth functioning of the financial system,
which can, in turn, increase the potential for
further financial integration in Europe.

2 DEVELOPMENTS IN CROSS-BORDER BANKING

This section presents the recent developments
in cross-border provision of financial services,
foreign  establishments and cross-border
mergers and acquisitions (M&As). It also
presents evidence from an alternative measure
for assessing banking integration, based on the
convergence of bank profitability.
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Charts 28 and 29 depict the development of the
cross-border provision of financial services in
the euro area since the start of Monetary Union.
The charts show that financial integration has
advanced well over time in the wholesale and
securities activities, while that in the retail
banking market has lagged behind. The financial
crisis has reduced the cross-border provision of
financial services and, in particular, wholesale
and securities-related activities. Banks have
clearly been relying more on domestic than
on foreign counterparties in their transactions.
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By contrast, retail banking integration, originally
remaining at a lower level, seems to have been
affected to a lesser extent.

Academic literature and contributions by the
industry and authorities broadly confirm the
conclusion that retail banking markets remain
fragmented. Commonly stated reasons include
the importance of proximity and a relationship
to the customer and language, as well as legal,
regulatory and information-related barriers to
entry.? The limited impact of the financial crisis
on retail banking also supports the finding that
this market is driven by structural rather than
cyclical developments. Box 1 presents an

alternative way to investigate integration in
banking markets that is based on the convergence
of bank profitability. The results corroborate the
view that some convergence is already taking
place in these markets as well.

2 See, for example, A.N. Berger, R. DeYoung and G. Udell,
“Efficiency barriers to the consolidation of European financial
services industry”, European Financial Management, Vol. 7,
No 1, March 2001, pp. 117-130. For a comprehensive overview
of the literature, see, for example, J.P. Goddard, P. Molyneyx,
J.OS. Wilson and M. Tavakoli, “European banking:
An overview”, Journal of Banking and Finance, Vol. 31, No 7,
July 2007, pp. 1911-1935. For industry contributions, see, for
example, S. Schifer, “EU retail banking: measuring integration”,
Deutsche Bank Research, April 2009.

THE DEVELOPMENT OF BANK PROFITABILITY IN THE EURO AREA

Academic literature has debated at length
whether financial integration might have an
impact on the development of profitability
among banks.! As financial integration
affects the degree of competition across
national markets and intermediaries, it
should be expected to generate a convergence
of profitability margins among different
countries. In the euro area, where markets
have become more contestable over time? and
where there is an active market for corporate
control through takeovers, acquisitions
or mergers of underperforming banks,
profitability could be considered a meaningful
measure of banking integration.

Chart A displays the average profitability,
expressed in terms of the return on assets

(percentages)
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(ROA), across a sample of euro area banks, broken down by category, namely listed banks,
non-listed commercial banks, and savings and cooperative banks (the use of other measures
of profitability, such as the return on equity, does not materially change the conclusions, as

1 See for instance F. de Guevara, J. Maudos and F. Perez, “Integration and competition in the European financial markets”, Journal of

International Money and Finance, No 26, 2007, pp. 26-45.

2 A perfect contestable market is one in which entry and exit are at no cost. In such a market, competitive pressures, either as a result of
the threat of entry or on account of the presence of actual competitors, can prevent monopoly behaviour.
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explained below).> The chart shows that there is substantial difference in profitability levels
across bank types; listed banks take the top rank, while savings and cooperative banks are at the
lowest level in terms of average ROA. No trend towards convergence among these groups can
be discerned. In particular, the positive profitability gap between listed banks and the rest of the
population has increased in recent years, contrary to the expectation that listed banks face a more
aggressive environment in terms of market entry and takeover threats. However, listed banks are
exposed to intense pressure from shareholders to generate higher returns and are generally more
investment-oriented and thus structurally more profitable.

Chart B shows the cross-country dispersion within types of banks. In the case of listed banks,
the dispersion across countries has decreased since 2001 but due to the global financial crisis,
it has increased in 2008. For non-listed commercial banks, the convergence process seems to
have started two years later, and has not yet shown signs of stabilisation. Differences in bank
profitability have remained almost unchanged for savings and cooperative banks over the same
period. Moreover, there are signs of an increased dispersion, which were accentuated in the last
year of the analysis, most likely related to the impact of the financial turmoil.

This increase in the dispersion of profitability is confirmed using a different sample of banking
groups, normally analysed for the cyclical monitoring in the ECB’s Financial Stability Review,
from which quarterly data are also collected (see Chart C).

3 Our sample consists of 3,047 banks, 116 of which are listed banks, and covers the period from 2000 to 2008. Data was collected
for banks in Austria (5% of the total sample), Belgium (2%), France (8%), Germany (56%), Italy (22%), Luxembourg (2%), the
Netherlands (1%) and Spain (4%). Roughly 21% of the sample consists of unlisted commercial banks, while 78% represents cooperative
and savings banks. From a country perspective, two-thirds of all cooperative and savings banks are located in Germany, and one-fifth
in Italy.
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In order to pin down convergence towards a common profitability level as accurately as possible,

the following equation was estimated *:

AROA, = o+ JAROA* —PAROA, +&, (1)}

where ROA_ is the return on assets of bank i at time 7 and ROA* is the common target profitability
towards which all banks should converge if the banking market is integrated. Empirically, this
is calculated as the yearly mean rate of profitability and, as described in column 1 of the table
below, for all banks in the sample, for different types of banks and for individual countries.
Profitability is measured with the ROA, as is often done in empirical analysis.®

The results of the estimation are depicted in
Chart D. First, the convergence of the whole
sample of banks towards a common target
profitability (ROA*) is tested; then it is
checked whether the speed of convergence
differs if banks report profits above or below
the benchmark. Starting from the first panel on
the left, the estimated speed of convergence
for the whole sample (blue column) is 0.66,
which is a relatively high value when the fact
is taken into consideration that the business
models of the banks in the sample differ quite
significantly. The second and the third panels
report additional information on the dynamics
of the convergence process: the former may
be interpreted as expressing the impact of
competitive forces, while the second indicates
that on the potential threat of takeovers.
As expected, the speed of convergence
is higher for banks with a profitability in
excess of the ROA™* since competition
for extraordinary rents is relatively higher
compared with potential threats due to forms
of corporate control.”

Turning to the different bank categories (listed
(red bars) versus unlisted commercial banks
(green and light blue bars)), it appears that,

mmmm  all banks — target: EA mean ROA

wn listed banks — target: EA mean ROA of listed banks
unlisted commercial banks — target:
EA mean ROA of listed banks

mases unlisted commercial banks — target:
country-specific mean ROA of commercial banks
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Source: ECB calculations.

Note: n.s. indicates that the coefficients are not statistically
significant.

1) When the model is re-estimated using the ROE as measure
of profitability, the results are confirmed. In the case of unlisted
commercial banks, the convergence of profitability is higher and
significant (0.33) when the long-run profitability is based on
the mean ROE of listed companies, and the potential threat of
takeovers seems stronger (the coefficient is 0.43 and significant).

4 As proposed by R. Gropp and A.K. Kashyap, “A new metric for banking integration in Europe”, NBER Working Paper Series,

No 14735, National Bureau of Economic Research, 2009.

5 This equation is derived by taking the lags of both sides of the equation and taking the difference of the following equation
AROA,= 0.+ B (ROA’,—ROA, ) +u,+¢,, (see R. Gropp and A K. Kashyap, op. cit., 2009). In principle, the coefficient B on the lagged

dependent variable in equation (1) should be equal to (1-1).

6 The measure of ROA is used as provided by Bankscope, which is calculated as the ratio of net interest revenue and earnings assets and
is consistent with the definition used in Financial Stability Review, ECB, December 2009.
7 Notably, both speed-of-adjustment coefficients are significant It is also interesting to note that there is no convergence for listed banks

towards the common long-run equilibrium profitability (ROA*).
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while competitive pressures are present among listed banks, the pressure from threats of takeovers
is almost non-existent. This is not surprising in the light of evidence that listed companies are
relatively few, usually large and that opportunities of takeovers are relatively rare.®

As regards unlisted commercial banks, a strong pressure towards homogeneous profitability
emerges within countries (light blue bars), as could be explained by the fact that unlisted banks
are normally rooted in national or regional realities and compete with each other on a smaller
scale. The results given in the last panel tend to confirm this by showing that a much higher
speed of adjustment is indeed due to the threat of takeovers when the target ROA is country-
specific, more closely reflecting within-country features.

Overall, while there are signs of integration in the retail banking sector, as seen from the
profitability trends, a large part of the convergence seems to be driven by competitive pressure
that originated domestically, rather than from across borders.” This confirms previous results
that, over and beyond reasons related to the scope and scale of banking business models, the
existing fragmentation of the retail banking sector might be related to country-specific legal and
regulatory features and barriers to entry.

8 When the model is re-estimated using the ROE, however, the effect of market of corporate control becomes stronger, although not
statistically significant.

9 The results obtained in this exercise are somewhat different from those given in R. Gropp and A.K. Kashyap, op. cit., 2009. This
may reflect differences in the country composition (the focus here is on euro area banks, while Gropp and Kashyap also considered
the United Kingdom), in the definition of profitability (the ratio of net interest revenue to earnings assets here, while Gropp and
Kashyak use that of pre-tax-profits to total assets), in the choice of type of banks (for instance Gropp and Kashyap categorise as
commercial banks also bank holding companies, medium and long-term credit banks and mortgage banks, while they were excluded in

this analysis) and in the sample period (2000-2007 here and 1994-2006 in the case of Gropp and Kashyap).

With regard to retail markets, it is also
important to note that the infrastructure for
retail payments in Europe has remained
fragmented until recently, a factor that has
contributed to the slow pace of integration
of the market itself. Technical progress and
the integration of market infrastructures have
the potential to spur the integration of retail
markets in the coming years. In particular,
SEPA has now been launched in credit and
debit transfers, and in card schemes. A wide-
ranging application of SEPA instruments is
expected to bring substantial benefits in the
near future.?

Aside from what occurs through the direct cross-
border provision of services, banking integration
takes place via foreign establishments, either
branches or subsidiaries. Foreign establishments
have been playing an increasing role in the EU,
and their share of total banking assets in 2008
amounted to over one-quarter, despite a slight
decline from 2007. In terms of assets, subsidiaries
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have a slight lead over branches as the preferred
form of establishment across the EU.* The total
assets in branches have decreased slightly since
2007. The median share of assets that are held in
foreign branches in the euro area countries, after
having risen in 2008, decreased again in 2009
(see Chart C17 in the Statistical Annex).

Cross-border ownership patterns differ sharply
across individual EU areas. Whereas domestic
institutions dominate, on average, in the EU-
15, the share of foreign ownership in the
banking sector in 2008 accounted for almost
three-quarters in the Member States that joined
the EU in 2004 and 2007. Almost 90% of the
foreign assets in those Member States were held
in subsidiaries.

Finally, Charts 30 and 31 show the number
and value of bank M&A transactions, grouped

3 See the section on the SEPA project in Chapter 111 of this report.
4 A notable exception is the United Kingdom where foreign assets
are typically held in branches.



==  domestic
wsss  Cross-border

outward
wamsm  inward

160 160
140 | — 140
120 2 = - 120
VA L |
100 B =B BB 100
80

‘ = 80

6 ‘ I e 0,
40
20
0

‘ 40
I 2
—— —0

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

Sources: Zephyr and Bureau Van Dijk.

Notes: M&As include both controlling and minority stakes.
For some of the deals, the value is not reported. Cross-border
M&As refer to intra-EU27 transactions involving a non-domestic
acquirer. Inward refers to an M&A by a non-EU27 bank in
the EU27 and outward indicates M&As of EU27 banks outside
the EU27.

according to whether they have involved
domestic, cross-border intra-euro area, or
cross-border extra-euro area counterparts.
Despite the higher uncertainty in financial
markets, M&A activities continued to take place
in 2008 and 2009. The cross-border component
of M&A transactions, however, decreased
significantly in 2008 and remained low in 2009,
both within the EU and in other countries.’

Two main factors lie behind the reduction in
cross-border M&As. First, an ESCB survey on a
sample of EU cross-border banks in May 2009
revealed that many are now refocusing on their
core activities and markets, thereby stopping or
delaying cross-border plans.® The bulk of the
M&As that have taken place have therefore
been motivated by survival and divestments of
non-core business lines, rather than by strategic
expansion, and banks that have retained a strong
position may have been hunting for bargains in
troubled markets Second, M&A activities have
shifted towards domestic deals owing to the
higher government involvement in the banking
sector, which resulted from the stabilisation
measures adopted by many Member States
following the intensified problems and the loss

(EUR billions)

mmm  domestic
memsn  Cross-border

outward
wmss  inWard

120 : 120
100 | — R 100

§ |
I 0
20 I I H‘ 0
11100l 0

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

===l
®©
(=]

[

Sources: Zephyr and Bureau Van Dijk.

Notes: M&As include both controlling and minority stakes.
For some of the deals, the value is not reported. Cross-border
M&As refer to intra-EU27 transactions involving a non-domestic
acquirer. Inward refers to an M&A by a non-EU27 bank in the
EU27 and outward indicates M&As of EU27 banks outside the
EU27.

of confidence in the markets in Autumn 2008.
Indeed, in some countries, EU governments are
now major stakeholders in the market owing to
the recapitalisation measures adopted by the
Member States.” In this regard, and also more
generally, care should be taken that the measures
adopted by authorities to address concerns
related to financial stability conditions do not
lead to a fragmentation of the Single Market.
Effective competition and the avoidance of the
emergence of disincentive for cross-border
activities need to be in the focus of the
assessment of banks’ restructuring plans.?

5 The total value of transactions in 2008 exceeded the value of
2007; however, the acquisition of ABN Amro by the consortium
of Royal Bank of Scotland, Fortis and Santander alone accounted
for 90% of the cross-border component of this figure.

6 The ESCB survey comprised 43 major banking groups with
significant cross-border banking activities and head offices in
EU Member States. The results were compared to those of
a similar exercise in 2005, in order to determine trends in
cross-border banking.

7 See, for example, J. Schildbach, “Global banking trends after
the crisis”, Deutsche Bank Research, EU Monitor, No 67,
15 June 2009, and “Back to the domestic market”, PWC
Financial Services, PriceWaterhouseCoopers, March 2009.

8 The European Commission which is responsible for this
assessment, has also stressed this aspect in its Communication
on the return to viability and the assessment of restructuring
measures in the financial sector in the current crisis under the
State Aid rules (OJ L 195 of 19.8.2009, pp. 9-20).
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However, there are reasons to believe that
the decrease in cross-border M&As may be
temporary. First, the government recapitalisation
measures are intended to be of limited duration,
and opportunities for accelerated M&A activity
may thus arise in the future. Second, the ESCB
survey revealed that, rather than revising their
internationalisation strategies, banks have
temporarily stopped or delayed their plans.
The situation is less clear-cut in emerging and
developing countries. On the one hand, banks
expect that business risks will increase in the
near future owing to the economic downturn,
and, on the other, they continue to consider the
high growth potential in the host country to be the
most important driver for a decision to expand
abroad. The general recourse to traditional
banking services, often associated with
moderate profit margins, may also increase the
attractiveness of exploiting profit opportunities
in foreign markets with high growth potential.’
Therefore, M&A activity may quickly pick up
not only in the EU, but also in emerging markets
once the economic cycle turns.

3 THE NEW SUPERVISORY FRAMEWORK
FOR THE EU

The public sector can support market forces in
financial integration by providing a regulatory and
supervisory framework for cross-border banks
that fosters a single set of rules, as well as equal
market access for, and equal treatment of, market
participants across the EU. At the same time,
differences in languages, customer preferences
or national conditions, which are outside the
remit of policy-makers, may be important factors
behind fragmentation in some market segments.

The forthcoming changes in the EU supervisory
architecture aim to meet the financial stability
challenges of, in particular, the increasingly
integrated financial markets. However, they also
have the potential to significantly improve the
level playing field for cross-border banks in the
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EU, in particular by reducing the surplus that
they have been paying in compliance costs as a
result of the multiplicity of rules and supervisory
contacts. In addition, the new supervisory
architecture provides for a single body for
macro-prudential supervision in the EU.

The section starts with a brief description of the
history of supervisory cooperation in the EU,
before explaining the structure of the proposed
new supervisory architecture. The section
concludes with a discussion of the impact on
financial integration.

DEVELOPMENTS THUS FAR

The Single European Act and the Second
Banking Directive created the Single Market for
banks in the early 1990s, and the Financial
Services Action Plan and the Lamfalussy
process (see Box 2) have contributed to the
harmonisation of the EU’s regulatory and
supervisory framework. The establishment of
colleges of supervisors for large cross-border
banks is another important contribution to
supervisory  cooperation and information
exchange. Furthermore, the Memorandum of
Understanding on crisis management between
the EU supervisory authorities, central banks
and finance ministries adopted in 2008 provides
a flexible framework for crisis prevention and
management, relying to the extent possible
on existing networks. These initiatives have
all pushed financial integration further,
as demonstrated by the indicators in the
previous section.!” Nevertheless, the national
implementation of EU legislation, as well as the
actual conduct of supervision across countries,
has remained fragmented.

9 See also “Overcoming the crisis and moving beyond: EBF policy
recommendations for advancing the integration of European financial
services markets”, European Banking Federation, Brussels, 2009.

10 The link between the regulatory and supervisory harmonisation
and financial integration has also been acknowledged by market
participants in surveys. See, for example, The Global Financial
Centres Index, Vol. 3, City of London, March 2008.



THE LAMFALUSSY PROCESS AND ITS REVIEW

After the introduction of the euro, it became evident that the EU’s regulatory framework, based
on national and uncoordinated systems, was inadequate in the face of the challenges of the single
and progressively integrated EU financial market. A major problem in this context was that the
directives and regulations agreed at the EU level were implemented differently across countries.
This resulted in inconsistencies in the treatment of the same type of business, threatening the
competitive neutrality of supervision. Consequently, in 2001 the European Council invited a
Committee of Wise Men on the Regulation of European Securities Markets, also known as the
Lamfalussy Committee, to investigate the matter and make reform proposals.

In its final report, the Committee recommended a four-level approach to European securities
regulation and supervision.! The decision-making process should be speeded up by separating
the principles of the legislative framework, expected to remain relatively stable over time, from
the technical details, which are more likely to be subject to market developments. Whereas
the former should be decided upon according to the normal co-decision procedure with the
European Council and the European Parliament at so-called level 1, the latter should be adopted
as implementing rules via a more flexible process at level 2, which would involve representatives
of the Member States and the European Commission. The coherent implementation of measures
across Member States would be strengthened through enhanced supervisory cooperation at
level 3. Finally, level 4 would consist of measures of the European Commission to strengthen
the enforcement of EU rules in the Member States.

The recommendations were adopted for the securities markets in 2002, and extended to cover
banking, insurance, occupational pensions and investment funds in 2003. The Lamfalussy
process attained broad support among the stakeholders. Decision-making and supervisory
arrangements became far more efficient and flexible. The level 3 committees — the Committee
of European Securities Regulators (CESR), the Committee of European Banking Supervisors
(CEBS) and the Committee of European Insurance and Occupational Pension Supervisors
(CEIOPS) — markedly enhanced multilateral cooperation between national supervisors. In
addition, the private sector was included in the legislative process more systematically.>

The Ecofin Council reviewed the Lamfalussy process in December 2007 and agreed on a number
of measures to exploit its full benefits.? In particular, the level 3 committees were granted the
possibility of using qualified-majority voting in their charters, and invited to report annually on
the achievement of their objectives to the European Commission, Parliament and Council for
better accountability. The Member States were invited to introduce a European dimension into
the mandates of the national supervisors.* Finally, the coherence between the so-called colleges
of supervisors, set up to enhance coordination in the supervision of cross-border groups, was to
be improved by means of a common set of level 3 operational guidelines.

1 “Final report of the Committee of Wise Men on the regulation of European securities markets”, Brussels, 15 February 2001.

2 See, for example, Final Report Monitoring the Lamfalussy Process, Inter-institutional Monitoring Group, Brussels, October 2007.

3 “Council conclusions on review of the Lamfalussy process”, 2836™ Economic and Financial Affairs Council meeting, Brussels,
4 December 2007. See also COM Decision 2009/78/EC of 23 January 2009 establishing the Committee of European Banking
Supervisors (OJ L 25, 29.1.2009, p. 23).

4 In its review of progress made in May 2008, the Council introduced a time limit of mid-2009 for the introduction of the European
dimension into the supervisory mandates. See “Council conclusions on the EU supervisory framework and financial stability
arrangements”, 2866" Economic and Financial Affairs Council meeting, Brussels, 14 May 2008.
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A review of the Lamfalussy process was already
under way when the financial crisis deepened and
made it clear that the EU supervisory architecture
needed to be fundamentally revised in order
to meet the financial stability challenges of the
emerging Single Market. In general, the run-up to
the crisis and its unfolding unveiled shortcomings,
including some relating to (i) the capability of
public authorities to identify all relevant risks
and vulnerabilities to financial stability, (ii) the
ability to translate warnings about identified
risks into concrete policy actions and changes in
the behaviour of market participants and (iii) the
effectiveness of cross-border cooperation and
coordination among the competent authorities.
Consequently, the FEuropean Commission in
October 2008 mandated an independent High
Level Group, named after its Chairman as the de
Larosi¢re Group, to develop proposalsto strengthen
the supervision of European financial institutions
and markets, and financial stability arrangements.
In February 2009, the group published a
comprehensive set of recommendations relating to
international cooperation in financial regulation,
the EU’s supervisory architecture and cooperation
between authorities in crisis situations.

THE FUTURE SUPERVISORY ARCHITECTURE

In its final report of February 2009, the de
Larosiére Group proposed that the European
financial supervisory framework should be
based on two pillars, tasked with micro and
macro-prudential supervision respectively at the
EU level. Following the support of the European
Council in June 2009, the European Commission
proposed on 23 September 2009 that two bodies
be established, a European System of Financial
Supervisors (ESFS) and a European Systemic
Risk Board (ESRB).!! The Ecofin Council agreed
on the substance of the draft Regulation on the
ESRB on 20 October, and on a general approach
regarding the draft Regulation establishing
the European Supervisory Authorities (ESAs)
on 2 December. As part of the co-decision
procedure for the adoption of the legislative
proposals, the European Parliament is now in
the process of discussing them.
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The main elements of the ESFS are the national
supervisors and three European Supervisory
Authorities (ESAs), namely a European Banking
Authority (EBA), a European Insurance and
Occupational Pensions Authority (EIOPA), and
a European Securities and Markets Authority
(ESMA)."? These authorities will be founded
through a transformation of the existing
level 3 committees. In addition to the existing
tasks of the level 3 committees, the ESAs will
carry out, inter alia, the following activities: '3

— the issuance of binding and non-binding
rules, also with a view to creating a single EU
rulebook;

— the promotion of a consistent application of
EU legislation and of a common supervisory
culture across the Member States;

— the provision of binding mediation in the
case of disagreements between national
supervisors;

— the imposition of specific common actions
to be taken by supervisors in a cross-border
emergency situation;

— the promotion of efficiency and coherence
across colleges of supervisors;'*

11 See the proposals for a Regulation establishing a European
Banking Authority (COM (2009) 501 final), a European Insurance
and Occupational Pensions Authority (COM (2009) 502 final)
and a European Securities and Markets Authority (COM (2009)
503 final), and for a Regulation on Community macro prudential
oversight of the financial system and establishing a European
Systemic Risk Board (COM (2009) 499 final).

12 The proposal differs from the recommendation in the de
Larosiere Report in that occupational pensions are also covered
by the ESFS.

13 These tasks are subject to the qualification in the Ecofin
Council’s general approach that the decisions taken by the ESAs
should not have any effect on the fiscal responsibilities of the
Member States.

14 The establishment of supervisory colleges for the performance
of certain tasks related to the consolidated supervision of cross-
border EU banking groups is mandated by the end of 2010 in
the Directive 2009/111/EC of the European Parliament and of
the Council of 16 September 2009 amending Directives 2006/48/
EC, 2006/49/EC and 2007/64/EC as regards banks affiliated to
central institutions, certain own funds items, large exposures,
supervisory arrangements, and crisis management (OJ L 302,
17.11.2009, pp. 97-119).



— the establishment and management of EU
supervisory databases; and

— the direct supervision of credit rating agencies
by ESMA.

The ESRB will be established as a new body
without legal personality to conduct macro-
prudential oversight in the EU. Its tasks include
risk assessment and monitoring for the entire
financial system in the EU, and the issuance of
risk warnings and recommendations in the event
of these being deemed necessary, as well as the
monitoring of the follow-up actions to such
warnings and recommendations. The ESRB will
work together with the IMF, the Financial
Stability Board, and other relevant financial
institutions and third-country bodies at the
international level. The ECB will take care of
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the secretariat function and thereby provide the
ESRB with analytical, statistical, administrative
and logistical support. The secretariat will
moreover also support the work of the Advisory
Technical Committee of the ESRB. !

Finally, the European Commission’s proposal
to establish the ESFS and the ESRB is
accompanied by a proposal for what is known as

15 See the proposal for a Council Decision entrusting the European
Central Bank with specific tasks concerning the functioning of
the European Systemic Risk Board, COM (2009) 500 final, for
the ECB responsibilities. The ECB’s statistical support will draw
from information made available by the ESAs and by the ESCB
on financial institutions and markets, and on their interaction
with the non-financial economy. The Advisory Technical
Committee provides advice and assistance to the General Board
on the issues that are within the scope of the latter and consists
of representatives of the national central banks, ECB, national
supervisory authorities, ESAs, the European Commission and
the Economic and Financial Committee.
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an Omnibus Directive. The proposal outlines the
necessary changes to several EU financial sector
directives, in order to make them consistent with
the new supervisory set-up.'¢

The ESFS and the ESRB constitute the core
elements of the new financial supervisory
architecture (see Chart 32). The organisation of
micro-prudential supervision at the EU level will
remain sector-oriented.!” It builds on the existing
level 3 committees and is aimed at intensifying
supervisory convergence and coordination at the
EU level via the transfer of some competences
to the EU level. A Joint Committee of ESAs
will be established for regular and close
coordination to ensure consistency across the
three sectors. The macro-prudential approach,
by contrast, provides for the establishment of
a new independent body for macro-prudential
oversight, covering all financial sectors. This is
due to the fact that systemic risk can stem from
any relevant part of the financial system, so that
the effective monitoring and detection thereof
requires a comprehensive view. According to the
proposals, the ECB President and Vice-President
and the Governors of all EU central banks will
be members of the ESRB’s General Board, as
well as the chairpersons of the three ESAs and a
representative of the EU Commission.

In order to be effective, the EU’s new financial
supervisory structure will require efficient
cooperation between the ESFS and the ESRB.
In this regard, the ESRB will participate as
an observer in the meetings of both the Joint
Committee of the ESAs and the Board of
Supervisors of each ESA. Conversely, the
ESRB will include the three chairpersons of
the ESAs in its composition and will moreover
have the national supervisors as non-voting
members. The ESFS will provide data input
to the work of the ESRB. In addition, it will
contribute to a proper follow-up to the warnings
and recommendations of the ESRB. The ESRB,
for its part, will provide its views on the macro-
prudential environment and systemic risk for the
benefit of the national supervisory authorities.
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Appropriate coordination mechanisms will need
to be put in place for exchanging information
between the ESRB and the ESFS.

The EU’s new financial supervisory architecture
is expected to be in place by the end of 2010.
The general approach agreed with respect to the
proposed ESAs Regulation on 2 December 2009
provides for the three ESAs tol be established
on 1 January 2011. A review of the functioning
of both the ESRB and the ESFS is planned for
no later than 2013.

IMPACT OF THE NEW ARCHITECTURE
ON FINANCIAL INTEGRATION

A more effective framework for financial
supervision was needed, first and foremost, to
meet the financial stability challenges related to
the increased level of financial integration in
Europe. At the same time, the new framework
has the potential to foster financial integration
further in providing a more harmonised
regulation and supervision across Member
States. Chart 33 illustrates how factors
contributing to the fragmentation of financial
supervision might lead to multiple interpretations
of EU law and to the coexistence of diverging
supervisory practices. This, in turn, can hinder
the development of cross-border banking
because it leads to high compliance costs, owing
to the obligation to comply with different rules
and interact with several authorities. High
compliance costs consequently reduce the scope
for benefiting from economic synergies from
integrated corporate processes and structures.'®

16 Such changes include the conversion of the three supervisory
committees into authorities. See the proposal for a Directive
amending Directives 1998/26/EC, 2002/87/EC, 2003/6/EC,
2003/41/EC, 2003/71/EC, 2004/39/EC, 2004/109/EC, 2005/60/
EC, 2006/48/EC, 2006/49/EC, and 2009/65/EC in respect of
the powers of the European Banking Authority, the European
Insurance and Occupational Pensions Authority and the European
Securities and Markets Authority, COM (2009)576 final.

17 At national level, Member States retain different models of micro-
prudential supervision: sector-oriented, based on objectives (“twin
peaks”), or consolidated in a single supervisory body.

18 See also “Impact assessment”, SEC(2009) 1234, European
Commission, 23 September 2009.
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The creation of the ESFS is expected to reduce
obstacles to financial integration by ensuring that
EU law is transposed uniformly into national
law and is consistently applied in day-to-day
supervision. In particular, the ESFS will reduce
the room for diverging national interpretations
through the single EU rulebook of binding
technical standards, and non-binding guidelines
and recommendations that will be subject to a
“comply or explain” mechanism. Complying
with one set of rules, instead of with several
deviating national regulations, will reduce costs
for cross-border banks and improve the level
playing field in the Single Market.

In addition to the development of a single EU
rulebook, the ESFS will promote the equal
treatment of market participants. The expanded
mandates of the ESAs will render them more
effective than the level 3 committees are
under their current mandates in promoting the
consistent application of EU rules. The new
mandates will make a two-fold improvement

of coherence possible in the treatment of cross-
border banks: first, one across jurisdictions and,
second, one across colleges of supervisors.

In terms of differences across jurisdictions,
the new structure is expected to improve
information-sharing and cooperation, create
effective mediation mechanisms between
national supervisors and further enhance
convergence of national supervisory practices,
also by reinforcing the possibilities to challenge
the decisions of national supervisors at the
EU level. The new intervention powers of the
ESAs are key to achieving these objectives. In
particular, the ESAs will form a single entity for
the settlement of disputes between supervisors in
situations where the authorities in question have
been unable to reach an agreement during a given
period of conciliation. As a last resort, the ESAs
may moreover address financial institutions
directly in specific cases of non-compliance by
national authorities. Finally, consistency across
jurisdictions will also be increased via the EU’s
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central supervisory databases, which are to be
used for peer analysis and information-sharing
among the supervisors.

Additional tasks of the ESAs vis-a-vis the
colleges of supervisors are envisaged to improve
the equal treatment of cross-border banks and
coherence across the colleges. The ESAs will be
responsible for the coordination of supervisory
colleges and their consistent and effective
functioning. To this end, they may participate as
observers in colleges and receive all relevant
information that is shared among the members
of the colleges. The supervisory databases are
likewise aimed at facilitating the work of the
colleges of supervisors by making all the
relevant information available to them.
The ESAs will also determine and collect as
appropriate all relevant information from
national supervisory authorities in order to
facilitate the work of those colleges and will
establish and manage a central system to make
such information accessible to these authorities
in colleges of supervisors. '

The ESRB will support the further integration
of financial markets through its contribution
to increased financial stability in the EU.
In order to enable the market participants to
fully exploit the possibilities offered by cross-
border activities in the EU, they will have to
be confident that interdependences between
the countries, institutions and markets are
properly taken into account by authorities
when fulfilling their prudential tasks. Enhanced
stability is therefore expected to improve the
smooth functioning of the internal market.
Conversely, the role to be played by the ESRB
in safeguarding systemic stability in Europe is
expected to become even more important in
the face of intensifying financial integration,
i.e. the need to identify potential vulnerabilities
associated with increased financial integration.

ECB
Financial integration in Europe
April 2010

19 This will include guiding rules that may contribute to more
comparable quantitative and qualitative information.



B. EUROPEAN COVERED BONDS

Over the past decade, covered bonds have
developed from a traditional source of secured
funding that existed only in few countries to one
of the key funding instruments for European
credit institutions. With volume of €2.4 trillion
outstanding in 2008,%° the covered bond market
has become an important segment of European
capital markets.

While covered bonds existed only in few
countries, such as Germany, Denmark, France
and Spain, with sometimes very long historical
traditions a decade ago, almost all European
countries have now introduced dedicated —
though not internationally homogeneous —
covered bond legislations.

The Special Feature reviews the main
developments in the covered bond market in
the past ten years and investigates the extent
to which this form of funding has progressed
towards more common features across the euro
area countries. Particular attention is paid
to the impact of the covered bond purchase
programme launched by the Eurosystem in
July 2009 in order to revitalise the covered bond
market, since this market, too, suffered from the
effects of the financial market turmoil.

The Special Feature also assesses the extent
to which there is still fragmentation along
national borders, in particular at the regulatory
level, and where scope can be seen for further
integration, an issue that has in part already
been addressed by some market-led initiatives.

| INTRODUCTION

Covered bond markets at the euro area level
are still clearly separated by different legal and
regulatory national frameworks, but show signs
of an increasing degree of homogeneity, both
in terms of yields and with respect to structural
features such as the nature of the cover pool and
the maturity structure. Although some two-thirds
of the euro area market remains concentrated in
three countries, 2! the covered bond market has also
seen an increase in the number of issuing countries,
especially in the last two years. In May 2009,

the Eurosystem’s covered bond purchase
programme (CBPP) seems to have given new
impetus to covered bonds markets in Europe.

It may therefore be inferred that, since the
inception of the euro, the European covered bond
markets have made some progress towards
integration. A decade ago, these markets were
almost totally national and confined to only a
few countries. Meanwhile, covered bonds have
increasingly become a cross-border product with
a European focus. The term covered bonds has
been established (although a clear definition is
lacking), which was literally non-existent ten
years ago. At that time, covered bonds were
classified as mortgage bonds (for covered bonds
that were backed by mortgages) or by the names
for the respective national product (Pfandbriefe,
cedulas, obligation fonciere, etc.). Nowadays,
the joint efforts of national covered bond
industries to express their common concerns via
a European organisation can also be seen as a
reflection of the move towards further integration
and internationalisation. The European Covered
Bond Council (ECBC), which was established in
2004, currently represents the interests of the
covered bond market industry from 20 different
countries. Furthermore, almost all EU Member
States have now introduced covered bond
legislation, in line with the recommendation
which the Mortgage Funding Expert Group made
in its 2006 report to the European Commission.
But despite these developments, it is also evident
that the market is still considerably fragmented
along the different national jurisdictions.?” There
is still a clear home bias, although international
investors have expressed their interest in entering
the various national market segments. The lack
of a common definition and standard makes it
challenging to compare the product across
national legal frameworks. This was also one of
the reasons why the criteria for covered bonds
that are eligible for the CBPP have remained
rather general, given the need to embrace the
whole market. Further progress towards more

20 Data provided by the ECBC.

21 France, Germany and Spain.

22 In some countries (e.g. in Hungary), only specialised mortgage
banks are authorised to issue covered bonds.
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harmonisation is desirable in order to broaden
the investor base and to strengthen covered
bonds further as a separate and homogeneous
asset class with clearly defined quality standards.
At the same time, it should be acknowledged that
differences across national jurisdictions (e.g. the
geographical dispersion of the cover pool) might
provide issuers and investors with additional
diversification opportunities.

2 WHAT IS A COVERED BOND?

Covered bonds are dual recourse bonds issued
by (or offering recourse to) a credit institution
and with priority recourse to a cover pool of
collateral,® typically mortgages or public sector
loans. In contrast to asset-backed securities
(ABSs), there is no credit risk transfer to the
bondholder. Another difference is to be found
in the fact that covered bond issuers are obliged
to safeguard a certain value of the covered bond
holders’ collateral. Issuers of covered bonds are
liable for all payments of interest and principal,
which is why investors benefit from double
protection against default. Covered bonds are
therefore often referred to as dual recourse
instruments.

The main advantage of covered bonds can
therefore be seen in reduced funding costs for
banks and usually high standards of investor
protection.

In Europe, the vast majority of covered bonds
are issued on the basis a special legislative
framework that ensures the protection of bond
investors in the event of the bankruptcy of the
issuer (see Section 4).

Most covered bonds are issued in the
so-called Jumbo format. This benchmark product,
which is subject to certain requirements,** was
introduced as a covered bond offering high
liquidity and aimed at attracting international
investors in Germany in 1995.

To date, however, no commonly agreed clear
definition of a covered bond exists. Agreement has
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been reached only on a rather general definition
or characterisation, which has been derived
from the UCITS Directive® and the Capital
Requirements Directive?® (see Section 4).

3 MARKET DEVELOPMENTS AND SOME BASIC
STRUCTURAL FEATURES

Driven by the issuance of Jumbo Pfandbriefe in
Germany since 1995 (see above), the covered
bond market started to change from a purely
domestic market into a rather more cross-border
market. But it was only with the introduction
of the euro and the increased need of liquidity
that covered bond markets started to experience
buoyant growth. The amounts outstanding of
covered bonds reached more than €100 billion at
the end of 1997, €600 billion in 2000 and about
€2.4 trillion at the end of 2008 (see Table 1).

Starting with the long-established covered bond
markets in Germany, France and Spain, an
increasing number of European countries have
allowed the issuance of covered bonds
(see Chart 34)7 Currently there are
24 jurisdictions in Europe?® that allow financial
institutions to issue covered bonds. In the euro
area, there are 14 such jurisdictions.

23 For the definition, see Covered bonds in the EU financial system,
ECB, 2008.

24 The main features of Jumbo bonds are a minimum issuance size
of €1 billion and the reciprocal quotation of bid/ask prices by at
least five market makers.

25 Council Directive 85/611/EEC of 20 December 1985 on the
coordination of laws, regulations and administrative provisions
relating to undertakings for the collective investment in
transferable securities (UCITS) (OJ L 375, 31.12.1985,
pp. 3-18).

26 Directive 2006/48/EC of the European Parliament and of the
Council of 14 June 2006 relating to the taking up and pursuit of
the business of credit institutions (recast) (OJ L 177, 30.6.2006,
pp. 1-200) and Directive 2006/49/EC of the European Parliament
and of the Council of 14 June 2006 on the capital adequacy
of investment firms and credit institutions (recast) (OJ L 177,
30.6.2006, pp. 201-255).

27 Outside the euro area, the Danish covered bond market is the
second largest in the EU in terms of its size (outstanding volume
as well as yearly issuance), while the UK and Swedish markets
take fifth and sixth place respectively.

28 These are Austria, Bulgaria, Belgium, the Czech Republic,
Denmark, Finland, France, Germany, Greece, Hungary, Ireland,
Italy, Latvia, Luxembourg, the Netherlands, Poland, Portugal,
Romania, Slovakia, Slovenia, Spain, Sweden, Switzerland and
the United Kingdom.



Table | Outstanding amounts of covered bonds

(EUR millions)

Outstanding (in mln EUR) 2003 2004 2005 2006 2007 2008
Total covered bonds outstanding

Outstanding covered bonds backed by public sector 869,714 858,645 869,924 884,038 858,773 772,999
Outstanding covered bonds backed by mortgage 606,009 677,427 784,968 963,403 1,161,268 1,514,958
Outstanding covered bonds backed by ships 10,087 9,542 10,586 11,341 13,136 16,333
Outstanding covered bonds backed by mixed assets 34,530 41,350 50,040 61,930 80,097 80,631
Total outstanding 1,520,340 1,586,964 1,715,518 1,920,712 2,113,274 2,384,921

Source: ECBC.

Notes: Data refer to Austria, Bulgaria, Canada, the Czech Republic, Demark, Finland, France, Germany, Greece, Hungary, Iceland,
Ireland, Italy, Latvia, Luxembourg, the Netherlands, Norway, Poland, Portugal, Romania, Slovakia, Slovenia, Spain, Sweden, Switzerland,

Turkey, Ukraine, the United Kingdom and the United States.

In terms of market share, Germany had the
largest share of bonds outstanding in 2008, with
a total amount outstanding of about
€800 billion, followed by Spain, with an amount
outstanding of about €332 billion, and France,
with an amount outstanding of about
€265 billion.” As regard Jumbo bonds, Spain
accounted for 37% of the total market, Germany
for 34% and France for 17%, which reveals that
the covered bond market remains relatively
concentrated in a few countries, despite the
increasing number of euro area countries
issuing covered bonds.

Chart 34 Outstanding amounts of covered
bonds in selected euro area countries
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Chart 35 shows the development in the issuance
volume of Jumbo covered bonds by cover pool
between January 2001 and December 2009. It
reveals the collapse of the market at the end of
2008 and its subsequent recovery in concurrence
with the implementation of the CBPP in July 2009
(see Section 5).

Viewed from a historical perspective, the
development of issuance volumes offers

interesting insights. First of all, the issuance

29 Date provided by the ECBC.

Chart 35 Issuance volumes of Jumbo covered
bonds

(EUR billions; six-month moving average)
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(Jumbo issuance volume in percentage; 1 January 2009 until
2 November 2009)
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volumes for all countries fell dramatically during
the financial market turmoil. Second, the decline
was most pronounced for Germany. Third, while
the market has been dominated by Germany
in terms of issuance more and more countries
have been issuing covered bonds since 1999.

Looking forward by extrapolating the current
trend, it is fair to expect that the market for Jumbo
covered bonds will become less concentrated and
that the divergence of issuance volumes across
countries will stabilise or decline further. This
is supported, for instance, by the fact that more
countries are expected to start issuing covered
bonds (Belgium, for example, passed a law in
October 2009 that allows covered bonds to be
issued, while Cyprus is preparing legislation on
covered bonds).

As regards the maturity of the covered bonds
issued, most bonds continued to be issued in
the five to ten-year maturity bracket, but still
mainly concentrated on the five- or seven-year
maturities and to a much lesser extent on the
ten-year maturity (see Table 1). In recent years,
however, a tendency towards issuance at longer
maturities has become more evident, which
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(EUR billions; data until 14 December 2009)
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Source: Dealogic.
Note: “Jumbo covered bonds” include public, mortgage
and other asset-backed Jumbo covered bonds.

indicates that covered bonds are well-established
as a long-term funding instrument. Viewed
from a country perspective, bonds with longer
maturities have been issued mainly by countries
that have joined the market more recently, such
as Portugal, while other countries like France
and Germany have also seen an increase in
issuance volumes at longer maturities.

All in all, the market remains focussed on the
medium to long-term maturity brackets, but on
average there is a trend towards a lengthening of
the maturity.

In terms of the cover pool, while the market has
traditionally seen a predominance of public loans,
mortgage-backed loans have gained steadily in
importance in recent years, while that of covered
bonds backed by public loans has declined
(see Table 1). In 2006, the outstanding value of
covered bonds backed by mortgage loans was
larger than that of such bonds backed by public
loans.*® In the EU, ship loans are only used by a
minority of countries, and only by Germany in

30 See Fact book, ECBC, 2009.
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the euro area. From a country perspective, this
was due mainly to the diminishing supply of
public assets eligible for the public pool in
Germany and, at the same time, to the growing
popularity of bonds backed by mortgage loans in
countries that had experienced buoyant housing
market developments and a rapid growth of
mortgage credit. Overall, the majority of covered
bonds backed by public loans has been issued in
Germany, while there has been a more balanced
geographical distribution for bonds backed by
mortgage loans, with France, Spain and Germany
the main countries of issuance.

As described in the previous section, Jumbo
covered bonds accounted for the most liquid part
of the market, at least until 2008.3! In the case
of Jumbo covered bonds, too, market shares are
relatively concentrated.

4  THE REGULATORY FRAMEWORK

The majority of European covered bonds are
issued on the basis of a special legal framework
(and are thus “regulated covered bonds”), which
ensures that the bondholder has a privileged
position in the event of a default by the issuer.

This wusually means that the bondholder’s
investment will not become due immediately
after an issuer’s default, i.e. that both cash flows
and the maturity remain as agreed, and that the
bondholder has a priority claim on the proceeds
of the cover assets ahead of unsecured creditors.
In most cases, the latter is achieved through asset
segregation, which ensures that the cover assets
are not included in the bankruptcy procedure.*

Most regulated covered bonds are designed to
comply with the provisions of Article 22(4)
of the UCITS Directive and with the Capital
Requirements Directive (CRD) (see Box 3). Since
covered bonds in order to be CRD-compliant
must be UCITS-compliant, all CRD-compliant
covered bonds are automatically compliant with
the latter. For this reason, the vast majority of
regulated covered bonds comply with both
directives. One exception is to be found in the
Netherlands, where there are UCITS-compliant
bonds that do not comply with the CRD. Thus
far (up to 2009), 24 countries in Europe have
introduced special covered bond legislation.
The European regulated covered bond market
is therefore characterised by many different
national legal frameworks for covered bonds,
which can — irrespective of their common
goals — vary substantially in respect of many
features, such as issuer characteristics, cover
pool requirements, asset liability management
and the monitoring of the cover pool.

In addition to regulated covered bonds, more
and more structured or general law-based
covered bonds have been issued in recent
years. These are designed to achieve similar
economic effects as regulated covered bonds,
but do so via contractual arrangements, instead
of on the basis of special legislation. In some
countries, such as France, the Netherlands and
the United Kingdom, regulated covered bonds
and structured covered bonds coexist.

31 It should be recalled that Jumbo covered bonds, too, suffered in
terms of secondary market liquidity when the market seized up
in the wake of the turmoil.

32 Covered bonds in the EU financial system, ECB, 2008.
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EU LEGISLATION
UCITS Directive

Article 22(4) of the UCITS Directive, in which the special character of covered bonds is
enshrined, stipulates certain minimum standards for the protection of bondholders. In the UCITS
Directive, covered bonds are defined as bonds issued by a credit institution that is subject by law
to special public supervision designed to protect bondholders. In particular, bondholder claims
must be secured throughout the term of the bonds by assets that would, under the applicable law,
be used on a priority basis to reimburse the principal and to pay the interest in the event of an
issuer’s failure.

Covered bonds that comply with these requirements are considered particularly safe investments.
Therefore, investment funds (i.e. undertakings for the collective investment in transferable
securities) can invest up to 25% (instead of at most 5%) of their assets in the covered bonds of
a single issuer that fulfils the criteria of Article 22(4). Similar, the EU Directives on Life and
Non-Life Insurance' allow insurance companies to invest up to 40% (instead of at most 5%) in
covered bonds of the same issuer that meet the requirements of the UCITS Directive.

Capital Requirements Directive

Under the Capital Requirements Directive (CRD), which provides the framework for
implementing Basel II rules on capital standards in the EU, covered bonds qualify for reduced
risk weights if they comply with the definition in the UCITS Directive and with certain eligibility
requirements for underlying assets. The categories of assets listed in the CRD as complying with
such requirements include, for example, exposures to governments or other public sector entities
in the EU, exposures to non-EU governments and public sector entities that qualify for credit
quality step 1 under the “standardised approach”, loans secured by residential or commercial
property with a loan-to-value (LTV) ratio not higher than 80% and 60% respectively, loans
secured by ships with an LTV ratio not higher than 60% and exposures to banks that qualify for
credit quality step 1 and do not exceed 15% of the cover pool.>?

1 Council Directive 92/96/EEC of 10 November 1992 on the coordination of laws, regulations and administrative provisions relating
to direct life assurance and amending Directives 79/267/EEC and 90/619/EEC (third life assurance Directive) (OJ L 360, 9.12.1992,
pp. 1-27) and Council Directive 92/49/EEC of 18 June 1992 on the coordination of laws, regulations and administrative provisions
relating to direct insurance other than life assurance and amending Directives 73/239/EEC and 88/357/EEC (third non-life insurance
Directive) (OJ L 228, 11.8.1992, pp. 1-23).

2 See Fact Book, ECBC, 2009; and Covered bonds in the EU financial system, ECB, 2008.

3 The European Commission had launched a public consultation in mid 2009 on a proposal to change the CRD, which generally aims at
harmonising EU wide banking standards further. The changes proposed would also have an impact on covered bonds’ risk weight, such
as, among other issues, a proposed 20% limit for MBSs in the cover pool as of end-2010. However, no amendment has been adopted
by January 2010.

Although both directives already provide some
harmonisation for covered bonds, the definitions
therein remain general, in particular those in the
UCITS Directive. Regulated covered bonds can
differ substantially across the various European
countries with regard to a number of features
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such as the issuer type (specialised credit
institution versus universal credit institution
with or without a special licence), the type and
structure of cover assets (mortgage loans, public
sector loans, ship loans, residential mortgage-
backed securities and aeroplane loans), the



loan-to-value ratios, over-collateralisation, cover
pool monitoring requirements (independent
monitoring is required in most cases), etc.
A comprehensive analysis of the main features
of European covered bonds and their differences
across countries is provided in the ECB’s
publication “Covered bonds in the EU financial
system” of December 2008.

The diversity of the covered bond world and the
rather general definitions provided in the UCITS
Directive and the CRD make it difficult to agree
on a clear common definition of covered bonds.
The attempt by the ECBC to identify the
essential features of covered bonds can be seen
as progress in direction of a more widely
recognised common definition of covered
bonds.** However, further refinements would be
desirable, as outlined in Section 6.

5  RECENT PRICE DEVELOPMENTS AND
IMPACT OF THE COVERED BOND PURCHASE
PROGRAMME

In terms of yield developments, as in the
government bond market and, to some extent,
in the corporate bond market, movements in
covered bond yields typically show a high
degree of synchronisation across countries.
This is not surprising as covered bonds have
traditionally been perceived as close substitutes
for government bonds, although they carry a
somewhat greater credit risk. Chart 39 shows the
evolution of the spread of selected covered bond
yields vis-a-vis German five-year government
bond yields as from July 2008.

While yield spreads of different countries have
clearly shown a high degree of synchronisation,
i.e. have all moved up or down at the same time,
they have also been characterised by a relatively
low dispersion (see Chart 41), and thus point
towards a process of convergence between
covered bonds of different countries or covered
bond legislation. Not surprisingly, this was not
the case during the financial turmoil. Starting
in the summer of 2007, the dispersion in yield
spreads increased significantly, while they all

widened and continued to maintain a high degree
of synchronisation. The main factor behind the
widening of the spread has been the “country-
risk” component, although the developments in
spreads could also indicate that the difference
between countries and the respective national
legislative frameworks does indeed play a role.
According to market participants, liquidity risk
has played a non-negligible role with regard
to the comparatively high risk premia. Also,
the perception of investors vis-a-vis covered
bonds has changed since the beginning of
the crisis. Furthermore, the announcement by

33 Covered bonds are characterised by the following common and
essential features that are set out in legal frameworks based
either on special laws or general legislation:

— the bond is issued by — or bondholders otherwise have full
recourse to — a credit institution that is subject to public
supervision and regulation;

— bondholders have a priority claim against a cover pool
of financial assets over unsecured creditors of the credit
institution;

— the credit institution has the ongoing obligation to maintain
sufficient assets in the cover pool to satisfy the claims of
covered bondholders at all times; and

— the obligations of the credit institution in respect of the cover
pool are supervised by public or other independent bodies
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Chart 40 Issuance volumes of Jumbo covered

bonds, broken down by country of the issuer
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Standard & Poor’s in 2009 of amendments to
the rating methodology led to some uncertainty
among market participants.

Although the covered bond market was
not affected severely by the crisis until
mid-2008, primary market issuance has dropped
significantly since September 2008, and
secondary market liquidity, too, has dried up.

Chart 41 Cross-country dispersion of covered
bond spreads against German five-year

government bonds
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On 7 May 2009, the Governing Council
announced that, in order to revitalise the market,
the Eurosystem would purchase covered bonds
issued in the euro area up to a total value of
€60 billion. The CBPP, which was put in place
in July 2009, has had positive effects on the
covered bond market, with first signs of a
recovery already being observed immediately
after the announcement in May. The programme
has mainly led to more primary market activity,
with increased issuance volumes even in
countries that are not covered by the CBPP
(see Chart 40), and to sharply declining yield
spreads.®*

In addition, the cross-country dispersion of
yield spreads declined rapidly after July 2009,
and stabilised at around 80 basis points
(see Chart 41). Since September/October 2009,
however, risk premia have not narrowed
significantly further.

However, a decline of this kind was not observed
only in the covered bond market. As can be seen
in Chart 42, the yields on corporate bonds issued
by banks, as measured by the Iboxx index,
decreased as well.

34 However, issuance volumes in France and Germany were below
their pre-crisis levels in 2009, despite the positive impact of the
CBPP.

Chart 42 Unsecured bonds and covered bond
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While caution must be exercised on account
of the simplicity of the analysis, such results
give some support to the notion that, given the
progress made in integration, developments in
the covered bond market may have an impact on
related markets.

6  SCOPE FOR FURTHER INTEGRATION
AND MARKET-LED INITIATIVES

The differences in national regimes and the
increased complexity of some covered bonds
make it difficult and costly for investors to
accurately assess the quality of the individual
products. Covered bond investors tend to
concentrate on their national markets, a pattern
that has actually been reinforced since the
financial turmoil. Bank of America/Merrill
Lynch, for instance, has repeatedly reported an
increased home bias among covered bond
investors.>> The same pattern can be observed
with regard to the covered bonds that banks use
as collateral in Eurosystem credit operations.
When analysing the asset pool that banks put
forward as collateral for Eurosystem credit
operations, two patterns can be identified.

First, compared with other asset classes, banks
generally hold a relatively higher share of
domestic covered bonds. Between August 2008
and October 2009, this share was approximately
10-15% higher for covered bonds than for
all other assets that can be used as collateral
(Chart 43).

Second, while the domestic share for covered
bonds decreased from 2005 to 2007, it started to
increase again in 2008, and reached more than
70% in 2009, i.e. almost the same level as in
2005 (see Chart 44).

The latter pattern, however, holds true for all
assets, as can also be seen in Chart 44 where
the relative share of domestic use for al/ assets
increased as from 2008. Credit institutions
are the largest covered bond investor group,
(holding approximately 40% of all covered
bonds) There is also anecdotal evidence that the

Chart 43 Domestic use of covered bonds
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Note: The domestic use of covered bonds also includes covered
bonds where the issuer and the counterparty using it belong to
the same banking group, even if they are entities in two different
countries.

existing fragmentation of national markets is a
disincentive for certain international investors

35 “Global Covered bond markets 2009-2010”, Bank of America/
Merrill Lynch, 2009, and “Tracing Investor Base Dynamics”,
Bank of America/Merrill Lynch, 2009.

Chart 44 Domestic versus cross-border use
of covered bonds as collateral
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to enter the European covered bond market,
even though this instrument might match their
portfolio requirements rather well.

The existence of a considerable number of
investor reports that are aimed at explaining
the different national products and legislative
regimes and provide detailed overviews of up
to 40 programmes is in itself an indication that,
from the investor’s perspective, there is scope for
greater clarity, simplicity and comparability in
the world of covered bonds. As stated in one of
the investor reports, “[i]nvestors’ ability to fully
assess the risks different covered bond products
present ... will require deep understanding of
the regulatory and legal framework.” 36

Market-driven initiatives aimed at providing
clarity with regard to the different frameworks,
but also at other issues like increasing secondary
market liquidity and transparency (of the cover
pool and prices), have already been launched,
most of them in the course of 2009. The
following initiatives might serve as examples:

— The European Covered Bond Council (ECBC)
provides a “Comparative Framework Tool”
on its website? that allows all or selected
features of covered bonds issued in different
jurisdictions to be compared.

— The Covered Bond Investor Council
(CBIC) was set up under the umbrella of
the International Capital Market Association
(ICMA) in early 2009. This investor-driven
organisation regards itself as independent
of both issuers and the market. The key
objectives of the CBIC are the promotion of
the long-term development of covered bonds
as a highly secure product and covered bond
market liquidity. The major issues addressed
by the CBIC are transparency in the cover
pool and the restoration of market liquidity.

— The European Covered Bond Dealers
Association (ECBDA) is an affiliate of the
Securities Industry and Financial Markets
Association (SIFMA). It was set up in late
2008 and represents the interests of covered
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bond dealers in European covered bond
markets.

— Covered bond regulators from different
European countries have, for the first time,
started to meet on an informal basis in order,
inter alia, to exchange views on legislation
and explore possibilities for working towards
greater convergence. The harmonisation of
the regulation and supervision of covered
bonds could have many benefits, such as
maintaining a balance between protecting the
interests of depositors and those of holders
of covered bonds by placing limits on asset
encumbrance.

In order to broaden the investor base, but
also to strengthen covered bonds further as a
separate and homogeneous asset class with
clearly defined quality standards, there is indeed
scope for further integration. The attempt of
the ECBC to find a common definition can be
seen as a step in the right direction, although
it needs to be taken further. Moreover, market
participants should prioritise and support the
ECBC'’s recent project for the development of
a common standard or definition of covered
bonds. This should at least produce clearer
definitions of certain minimum features, such as
the quality and type of assets in the cover pool
and the transparency of the cover pool, in order
to facilitate investor due diligence.

36 The Covered Bond Book, Bank of America/Merrill Lynch, 2009.
37 See www.ecbe.eu.



C.  HARMONISATION IN THE POST-TRADING
SECTOR

The recent financial crisis has highlighted
the crucial role played by post-trading
infrastructures in financial market integration
and stability. The Ecofin Council has
repeatedly stated that a fragmented European
post-trading sector is not compatible with
the single market, calling on both the
industry and public authorities to work
towards harmonising cross-border securities
processing. Such harmonisation would bring
important benefits in terms of integration,
cost efficiency and safety.

Because of its unique position as guardian
of monetary and financial stability, the
Eurosystem plays a key role in initiatives
aiming to harmonise financial infrastructure
services across the EU. Against this
background, the development by the
Eurosystem of TARGET2-Securities can in
particular be expected to revolutionise cross-
border securities settlement in Europe. Other
complementary initiatives, like the removal of
the Giovannini barriers, the implementation
of the ESCB-CESR Recommendations and the
Eurosystem initiatives in the field of collateral
management will be equally important.

I INTRODUCTION

Historically, financial market infrastructures in
Europe were created to meet national
requirements and to manage securities
denominated in national currencies. In many
cases, there were only one or two dominant
players at each stage of the value chain: typically
one stock exchange for trading, possibly one
central counterparty (CCP) for clearing and at
least one central securities depositary (CSD) for
settlement.*® Today, despite the introduction of
the euro in 16 countries, the provision of
post-trading services (clearing and settlement)
remains fragmented along national lines.
The lack of harmonisation in technical
arrangements, market practices, regulatory
requirements and legal frameworks has made

progress towards integration difficult and means
that cross-border securities transactions have
high costs and additional risks.

This situation is not aligned with the needs of a
single currency and conflicts with the objective
of a competitive and integrated European
market for financial services. In order to ensure
that the EU, and the euro area in particular,
possesses an infrastructure that permits a safe
and efficient flow of payments and securities,
a number of public and private initiatives have
been launched. Their common objective is to
align post-trading systems rules and processes
across EU Member States.

The aim of this Special Feature is to present
the main harmonisation initiatives under way
at the EU level, focusing on the contribution
of the Eurosystem towards improving the
functioning of the post-trading sector. Section 2
recalls the main bottlenecks created by market
fragmentation and the key arguments in favour
of strong involvement by public authorities in
support of harmonisation. Section 3 then shows
how the existing harmonisation initiatives
complement each other. Finally, Section 4 looks
at the future priorities of the Eurosystem in
this area.

2 THE BENEFITS OF HARMONISATION

HARMONISATION AS A DRIVER OF EFFICIENCY
AND LOWER COSTS

Today, clearing and settling cross-border
transactions within the EU remains many
times more expensive for investors than
clearing and settling domestic transactions
(see Table 2). Moreover, domestic transactions
in the EU have remained far more expensive

38 Typically, once a trade is completed on an exchange
(when a buy instruction and a sell instruction are matched),
the CCP or clearing mechanism calculates the obligations
of each respective market participant, and the settlement
mechanism of the CSD subsequently transfers the securities
to the buyer’s account against a cash payment to the seller
(a process known as “delivery versus payment” or DVP).
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(EUR)

Year Domestic Cross-border
2006 0.35 2.33
2008 0.25 2.88

Source: Monitoring prices, costs and volumes of trading and
post-trading services, Report prepared for the European
Commission, Oxera, 2009.

than their equivalents in the United States,
where trades are settled either by the Depository
Trust and Clearing Corporation (DTCC) or the
Fedwire-Securities system.*

The lack of harmonisation across EU countries
on a legal, fiscal and technical level implies that
transacting across borders requires some form of
intermediation, either through the establishment
of links or more commonly through the use of
custodians. The 2001 Giovannini report showed
that a typical cross-border equity transaction
can require the involvement of as many as
11 intermediaries (compared with only 5 for an
equivalent domestic transaction) and a minimum
of 14 instructions between parties. Such a high
level of intermediation always comes at a cost.
However, despite these costs, recent years
have seen an increase in cross-border securities
transactions and a rising proportion of members
of trading platforms and CSDs originating from
outside the country in which the infrastructures
are domiciled.

To reduce costs, further integration and
harmonisation are needed. Streamlining and
automating post-trading systems to achieve
so-called straight-through processing (STP) will
require current infrastructures to harmonise
the way in which they operate. Efficiency
gains as a result of harmonisation are likely
to be substantial because, like other utilities,
post-trading infrastructures are characterised
by positive network externalities and important
economies of scale and scope.** The ultimate
cost savings will not only benefit European
investors* but will also make Europe a more
competitive and attractive financial marketplace
vis-a-vis the rest of the world.

ECB
Financial integration in Europe
April 2010

HARMONISATION AS A WAY TO FOSTER
COMPETITION AND INTEGRATION

Harmonisation lowers entry  barriers,
giving new players increased opportunities
to compete in the market. In addition,
harmonisation reduces obstacles to cross-
border consolidation and to the establishment
of links between infrastructures, which
also fosters competition. With close to
40 CSDs operating in the EU in 2009 (only
some of which are represented in Chart 45),
and with the five largest of these CSDs
accounting for 81% of the total value of
delivery instructions processed in the
market, harmonisation is likely to trigger a
process of consolidation and re-orientation.
This may result in a decreasing overall
number of infrastructures, although these will
be increasingly likely to be servicing multiple
markets.

Harmonisation does not necessarily lead to
consolidation into a single or few entities.
By promoting more closely aligned standards
and processes, harmonisation can also facilitate
the coordination and interlinking of different
systems. Interoperability agreements allow
participants in different systems to exchange
and settle payments or securities transactions
across markets and country borders. For
instance, a CSD can decide to establish a link
with another CSD in order to make it possible
for its participants to access the market covered
by the other CSD. By reducing the cost of
switching systems and by helping providers
extend their service offerings to other markets,
interoperability fosters competition. It creates
more transparency and freedom of choice for
investors by making post-trading services more
compatible and comparable.

39 See, for example, The Direct Costs of Clearing and Settlement,
Nera Economic Consulting, 2004.

40 See H. Schmiedel and A. Schonenberger, “Integration of securities
market infrastructures in the euro area”, Occasional Paper Series,
No 33, ECB, 2005.

41 In its May 2008 Conclusions, the Ecofin Council explicitly
requested that the potential cost savings at the infrastructure
level be transmitted to retail investors.



Chart 45 Fragmentation among major European infrastructures and comparison
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horizontal links between infrastructures.

HARMONISATION AND FINANCIAL STABILITY

In addition to improving efficiency and
integration, harmonisation can also help make
the post-trading sector more sound and stable.
In 2008, 322 million delivery instructions were
processed by CSDs in the EU, with a total value
of €831 trillion (see Charts 46 and 47). Despite
a decrease of 9% in the value of transactions
from 2007 to 2008, the overall trend has been
one of steady growth in the last few years. The
size of the business and the interdependence
between securities settlement systems and
payment systems are such that any problem
affecting a major infrastructure could have
serious repercussions for the stability of the
financial system as a whole.*> The experience of
the recent financial crisis has shown that an
integrated infrastructure can contribute to
enhanced stability. In particular, although

infrastructures have proved resilient during the
crisis, the existence of non-harmonised
infrastructure features has resulted in increased
complexity and given rise to uncertainties,
particularly for those players active in more than
one market.

First, lack of harmonisation creates uncertainty
about which rules should apply to particular
trades.

Second, it creates complexity (and gives rise
to related costs) for players active in more than
one jurisdiction, which stems from the need to
deal with different legal and operational issues
for the same kind of trades. In particular,
default rules (including provisions of European

42 “The interdependencies of payment and settlement systems”,
CPSS Publications, No 84, Committee on Payment and
Settlement Systems, 2008.
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Directives), are not consistently applied and
enforced throughout the EU. Differences
in default rules may relate to areas such as
the sequencing of the procedural steps to
activate default (i.e. the close-out rule), prices
for collateral evaluation, decision-making
mechanisms, different responsibilities and/or
degrees of discretion for system operators or
relevant authorities.

Third, additional problems may arise from
different rules for credit and liquidity management,
especially in emergency situations that trigger
non-cooperative precautionary behaviour from
market participants and give rise to increased
difficulties in the liquidation of collateral.

THE ROLE OF THE EUROSYSTEM IN PROMOTING
HARMONISATION

In principle, it should be primarily the
responsibility of the industry to ensure an
appropriate degree of harmonisation of
market practices and technical arrangements.
However, coordination problems and vested
interests may constitute hurdles to progress.
For example, existing providers may have
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an interest in maintaining the status quo,
as inefficient processes and barriers to
competition can translate into higher profits.
Harmonisation efforts can also be held up
by differences in legal, fiscal, and regulatory
frameworks for post-trading activities. This is
why harmonisation initiatives need the support
of public authorities.

Safe and efficient clearing and settlement
systems are of utmost importance to the
Eurosystem in view of its statutory tasks in
relation to the implementation of monetary
policy, the smooth operation of payment
systems and the preservation of financial
stability. The post-trading market infrastructure
is involved in the transmission of monetary
policy impulses, supports the functioning of
the money market, is used by counterparties in
the delivery of collateral to the Eurosystem in
credit operations, and in market participants’
liquidity and collateral management. Due to
their close interdependencies, problems in the
handling of securities can quickly endanger
the smooth operation of payment systems and
hamper the orderly functioning of money, repo
and financial markets.



In this context, the Eurosystem’s involvement
in the furthering of harmonisation and
integration of the post-trading sector has to
be understood in relation to its core tasks
and mission. This involvement can take
different forms: acting as a catalyst for
change; oversight action; and/or operational
involvement. Section 3 describes relevant EU
harmonisation initiatives in the light of the
Eurosystem’s three main roles.

3 EXISTING INITIATIVES AT THE EU LEVEL
THE EUROSYSTEM AS A CATALYST FOR CHANGE

The Eurosystem acts as a catalyst for
change by supporting the market’s efforts
to harmonise post-trading practices and by
collaborating with other relevant public
authorities (EU institutions and national
authorities) to address regulatory obstacles to
efficient cross-border clearing and settlement.

Over the years, the ECB has developed a strong
expertise in post-trading issues. Together with
the other Eurosystem central banks, it has
established close cooperation with the different
industry stakeholder groups. A key forum for
this cooperation is the Contact Group on Euro
Securities Issues (COGESI). In this context,
the Eurosystem has, in close interaction
with the private sector, carried out and
discussed surveys that have provided valuable
information to support work on harmonisation.
Examples of surveys include DVP settlement
procedures, interoperability links between
CCPs and settlement fails. This latter exercise
highlighted the lack of available data on some
aspects of fails management in Europe and the
heterogeneity of the measures put in place by
securities settlement systems to ensure timely
settlement and to mitigate the impact of fails.
Such fact-finding exercises are valuable in that
they allow the Eurosystem and market players
to gain knowledge about prevailing practices in
the post-trading sector and to discuss ways to
address shortcomings.

As regards the cooperation with authorities,
one initiative in which the Eurosystem
plays a catalyst role (together with the
European Commission) is the removal of
the “Giovannini barriers” to clearing and
settlement. Following two ground-breaking
reports by a group of financial market experts
(called the Giovannini Group) set up by the
Commission, 15 barriers to the efficient cross-
border clearing and settlement of securities
in Europe were identified, as well as the
entities responsible for achieving harmonised
solutions to address them.** Whereas some
barriers are embedded in diverging market
practices, and therefore require changes in
the way market players do business (“private
sector barriers”), nine barriers pertain to the
fiscal and legal frameworks of Member States
(“public barriers”). In order to support the
efforts of the private sector to harmonise
market practices, such as different rules
for the processing of corporate actions and
different message standards, an expert group,
called CESAME, was put in place by the
Commission in 2004. The ECB contributed
to the work of both the Giovannini Group
and CESAME, and continues to actively
participate in CESAME2, the new group
set up in the second half of 2008 to replace
CESAME.

The ECB also contributed to the identification,
inter alia, of the correct actions for removing
Giovannini barriers 4 and 7 (covering intra-day
finality and differences in operating hours
respectively). Differences in operating hours
(and also in cut-off times for sending
instructions) constitute an obstacle to the cross-
border transfer of securities between different
EU settlement systems.* Harmonisation of
operating hours among CSDs was therefore

43 See “Cross-Border Clearing and Settlement Arrangements
in the European Union”, the Giovannini Group, Brussels,
November 2001 and April 2003, available at http://ec.europa.cu.

44 The ECB User Standards laid down in 1999 require all SSSs
used for Eurosystem monetary policy and intraday credit
operations to have operating days and hours consistent with
those of TARGET.
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identified as a crucial action to foster integration.
Together with the European Central Securities
Depositories Association (ECSDA) and the
Securities Industry and Financial Markets
Association (SIFMA), the ECB conducted a
mapping exercise on the deadlines used in
different European markets. In particular, this
analysis showed that CSDs used different cut-
off times for internal transactions and for cross-
border transactions and that those for cross-
border transactions differ between systems. As a

domestic operating hours was not sufficient to
remove Giovannini barriers 4 and 7.

In parallel to the work of CESAME, discussions
on how to remove the legal and fiscal barriers to
cross-border clearing and settlement took place
within the framework of two expert groups
composed mostly of officials from the Member
States, namely the Legal Certainty Group (LCG),
in which the ECB participated (see Box 4),
and the Fiscal Compliance Group (FISCO)

consequence, the simple harmonisation of established by the European Commission.

TOWARDS HARMONISATION OF SECURITIES LAW IN THE EU

The laws that apply to securities clearing and settlement and to the holding of securities are
complex and vary from jurisdiction to jurisdiction. There is currently no single EU legal
instrument regulating these activities per se. The Settlement Finality Directive (SFD)!' and
the Financial Collateral Directive (FCD)? both provide some protection against certain risks
inherent in settlement and the use of securities as collateral, and their scope has recently
been extended.®* The Directives also usefully provide that when securities are provided as
collateral via book entry, for example to a system participant or central bank, it is the law
of the place where the securities account is maintained that determines the rights of the
collateral taker.*

The lack of a legal framework for rights in intermediated securities remains however
the single most important legal obstacle to integrated clearing and settlement in the EU.
In 2005 the Commission therefore established the Legal Certainty Group (LCG), a group of
securities law experts, to advise on solutions to legal barriers related to the cross-border holding
and settlement of securities. In August 2008, the LCG delivered its second advice,’ confirming
the need for such a harmonised framework. It recommended that EU Member States should
confer on account holders a legal position in respect of securities credited to their account,
including the right to exercise and receive certain essential rights attached to the securities

—_

Directive 98/26/EC of the European Parliament and of the Council of 19 May 1998 on settlement finality in payment and securities

settlement systems, as amended (OJ L 166 of 11.06.1998, pp. 45-50 ).

2 Directive 2002/47/EC of the European Parliament and of the Council of 6 June 2002 on financial collateral arrangements, as amended
(OJL 168 0f 27.06.2002, p. 43).

3 This was effected by Directive 2009/44/EC of the European Parliament and of the Council of 6 May 2009 amending Directive 98/26/
EC on settlement finality in payment and securities settlement systems and Directive 2002/47/EC on financial collateral arrangements
as regards linked systems and credit claims.

4 The so-called “PRIMA” rule — viz. Article 9(2) of Directive 98/26/EC of the European Parliament and of the Council of 19 May 1998
on settlement finality in payment and securities settlement systems, as amended, (OJ L 166, 11.6.1998, pp. 45-50), and, as regards
certain proprietary matters, also Article 9 of Directive 2002/47/EC of the European Parliament and of the Council of 6 June 2002 on
financial collateral arrangements, as amended (OJ L 168, 27.6.2002, p. 43).

5 “Second Advice to the European Commission of August 2008 on solutions to legal barriers related to post trading in the EU”,

LCG, 2008.
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(e.g. voting rights, payments), to instruct the account provider to dispose of the securities and
the right to hold them in a different manner. Certain methods of acquiring and disposing of
book-entry securities, namely crediting and debiting accounts and earmarking should also be
harmonised and should prevail over other methods. The group’s other recommendations concern
the duties of intermediaries, differing rules on the cross-border processing of corporate actions
and the dismantling of restrictions on the location of securities.

Building on this work the Commission announced in mid-2009 that it would adopt a proposal
for an EU directive on securities law by 2010 and issued a consultation document® inviting
stakeholders to comment. October 2009 also saw agreement on the draft UNIDROIT convention
on rights in intermediated securities,” an encouraging development which should give impetus to

the Commission’s initiative.

6 Consultation document of the Services of the DG Internal Market and Services, G2/PP D (2009), 16 April 2009.
7 Viz. the second session of the final diplomatic conference on the draft UNDIROIT Convention on substantive rules regarding

intermediated securities, Geneva, 5-9 October 2009.

In November 2006, the European Commission
launched the Code of Conduct on Clearing
and Settlement. The Code is a self-regulatory
initiative which does not aim at harmonisation
per se, but which is likely to provide momentum
in support of harmonisation efforts. Signed
by all major European Exchanges, CCPs and
CSDs, it aims to create the conditions that
will facilitate more competition between
infrastructures.*> Based on three building
blocks, it contains common guidelines for
infrastructures in terms of price transparency,
interoperability, and service unbundling. The
ECB actively contributes to the work of the
expert group set up to assess the progress made
in implementing the Code.*

The principles of access and interoperability
in particular, by encouraging infrastructures
to seek linkages with one another, are likely
to contribute to harmonising the processes
used by Exchanges, CCPs and CSDs to
interact with other infrastructures and with
their users. In 2007, the ESCB conducted a
survey on existing link arrangements between
CCPs, the results of which offered a number
of interesting insights. In particular, the
survey highlighted three main categories of
arrangements:  cross-participation,  cross-
margining and mergers between CCPs.¥
Overall, it found that the limited degree of
integration in CCP clearing and the difficulty

of establishing cross-margining agreements
in Europe (as opposed to the United States)
were partly due to the lack of a harmonised
EU regulatory framework. This work has
proved very helpful and the main findings
were confirmed later when the discussions on
CCP interoperability triggered by the Code
of Conduct started. Since the Code entered
into force the number of link requests
between infrastructures has substantially
increased. However, only a limited number
of links have been effectively established,
partly for commercial reasons (since
competitive clearing introduces competition
between the linked CCPs) and in part due to a
lack of harmonisation in CCP risk
management practices.

In addition, in the context of the Code of
Conduct, the ECB has been working together
with  securities infrastructures and the
Commission to improve price transparency
and comparability, encouraging among other
things the development of best practice tools

45 The Code of Conduct is available at http://ec.europa.eu.

46 The Monitoring Group comprises representatives of the
Commission, the ECB and CESR. Representatives of market
infrastructures and their users are also invited to the meetings.

47 See The role of central counterparties: issues related to
central counterparty clearing; ECB-Fed Chicago conference,
3-4 April 2006, ECB and Federal Reserve Bank of Chicago,
July 2007.
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such as online price simulators. In particular,
the ECB provided some monitoring and
analytical work on the “Conversion Table”
developed by ECSDA to provide a common grid
for understanding the price lists of CSDs, despite
the fact that each of them tends to use different
terminology and pricing models. Furthermore,
in 2009 the ECB carried out two fact-finding
studies on price examples and price simulators,
which concluded that, while substantial progress
had been made on price transparency, real
comparability remains difficult to achieve in the
absence of a harmonised definition of services.

THE EUROSYSTEM AND ITS OVERSIGHT ACTIVITIES

The Eurosystem and the other EU central banks
have worked with securities regulators to
harmonise regulatory and oversight standards in
the post-trading sector. Indeed, a convergence
of post-trading processes is only possible if
allowed by supervisors. Each market
infrastructure is supervised/overseen by the
authorities of the Member State in which it is
incorporated and there is no common EU
framework for the supervision and oversight of
CCPs and CSDs. In order to fill this gap and
promote a common EU supervisory approach,
the ESCB and the CESR (the Committee of
European Securities Regulators) have published
two sets of recommendations for clearing and
settlement arrangements in Europe: one for
securities settlement systems, and one for CCPs.
The recommendations, based on the
recommendations of the CPSS/IOSCO and
published on 23 June 2009, mainly focus
on risk issues and contain minimum safety
requirements that CCPs, CSDs, and ICSDs*
need to comply with. Although the main aim of
the ESCB-CESR Recommendations is to ensure
the resilience of the post-trading securities and
derivatives infrastructure, their implementation
would foster harmonisation in two ways.

First, they create the conditions to ensure that
oversight of post-trading infrastructures takes
place in a harmonised way. More specifically,
they aim to reduce the differences in the existing
regulatory frameworks across Europe and hence
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the risk of regulatory arbitrage, as well as
regulatory impediments to the creation of links
and interoperability. A common assessment
methodology has been developed in parallel to
facilitate a common and consistent application
of the Recommendations in practice.

Second, although the Recommendations are
addressed to public authorities, they also affect
infrastructures. These are encouraged to take
the Recommendations into account while
operating their businesses. By complying
with the Recommendations, post-trading
infrastructures can be expected to undergo a
process of convergence, not only in terms of
risk management standards, but also in terms of
efficiency, transparency and governance.

The implementation of the ESCB-CESR
Recommendations  would  contribute  to
removing a number of Giovannini barriers and,
in particular, would foster the harmonisation of
operating hours, finality rules and settlement
cycles. The ESCB-CESR Recommendations
will also facilitate the implementation of the
Code of Conduct (see Chart 48).

THE EUROSYSTEM AS OPERATOR

While its primary purpose as operator is to
provide services necessary for its central
banking tasks, the Eurosystem seeks to provide
its services in such a way that they support
integration and foster harmonisation. For
instance, the Eurosystem provides a uniform
service and pricing structure for the settlement
of large-value payments in its second generation
TARGET2 system, which is operated on a
single shared platform. It also plans to operate
two new platforms: TARGET2-Securities (T2S)
for settling European securities transactions in
central bank money; and CCBM2 for managing
collateral for central bank operations.

48 The two international central securities depositories (ICSDs) in
the European Union are Euroclear Bank (based in Belgium) and
Clearstream Banking Luxembourg. They were initially created
to settle Eurobonds and now offer a wide variety of services for
transactions in international and domestic securities.



Chart 48 The ESCB-CESR Recommendations,
the Code of Conduct and the Giovannini

barriers

= direct impact
— indirect impact
RSSS: Recommendations for Securities Settlement Systems

RCCP: Recommendations for Central Counterparties
nnini
barriers

6 (settlement
cycles)

7 (operating
hours)

4 (intraday
finality)

de ESCB-CESR
Conduct

Recommendations

RSSS 1 and RCCP 1
(legal risk)

RSSS 3 (settlement
cycles & operating times)

RSSS 8 (timing of

settlement finality)

RSSS 5 (securities lending)

Accouting
seperation
& service
unbunding

5 (remote
access)

Access &
interoperability|

< | RSSS 6-12 and 18 (risks)
RSSS 17 and RCCP 14
(transparency)
RSSS 15 and RCCP 12
(efficiency)

Price
transparency

&~

Source: ECB.

T2S aims to overcome the fragmentation
of settlement in Europe by creating a single
technical platform for the settlement of European
securities trades. T2S will provide harmonised
and commoditised DVP settlement in central
bank money, eliminating the distinction between
domestic and cross-border securities transactions
within the European market.

28 CSDs from 26 European countries have
signed the T2S Memorandum of Understanding

with the Eurosystem. This means that a large
majority of European CSDs intend to join the
T2S initiative, thereby supporting a harmonised
solution for the processing of securities
settlement transactions. Not only does T2S
attract CSDs beyond the euro area, but its multi-
currency dimension also means that it will
support the harmonisation of post-trading
processes throughout Europe. Indeed, several
non-euro area national central banks have
already confirmed their interest in bringing their
currency into T2S.#* The implementation of T2S
will certainly be the most significant milestone
in the harmonisation of European securities
settlement practices.

Although T2S will not address all the existing
barriers to cross-border securities processing in
Europe, it will de facto create a domestic market
for the settlement of European securities thanks
to a single platform and harmonised services and
prices for all participating CSDs. The impact
of T2S on harmonisation will be both direct
and indirect. Direct, because the development
of the platform itself will force harmonisation
to take place in those areas related to the core
settlement process, and indirect, because T2S
can be expected to trigger a “virtuous cycle”
whereby the harmonisation of core processes
will create both pressure and incentives to
harmonise further aspects such as safekeeping
and custody.

In terms of'its direct impact, T2S will bring about
harmonisation by replacing current divergent
national practices with a single solution.
A common settlement platform for European
CSDs has the advantage that it involves going
from standards agreed on paper to the definition
of common processes which will become
market practice. Building T2S forces decisions
to be taken on the existing options to harmonise
securities settlement, such as the adoption of a
common interface, common message formats,
a common set of rules for intra-day settlement

49 The CSDs and the central banks of Denmark, Lithuania, Norway
and Sweden have confirmed their interest in providing for the
settlement of their national currencies in T2S, in addition to
settlement in euro.
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finality and a harmonised daily timetable and
calendar. In the process, T2S will therefore
contribute to removing in one stroke many of the
private sector Giovannini barriers (see Table 3).

For example, T2S will contribute to eliminating
Giovannini barrier 1 as it will provide a single
IT platform with common interfaces and a single
messaging protocol (known as ISO 20022)
covering instructing, matching, settlement,
querying and reporting across all connected
markets. This single interface will benefit all
participants, whether they connect directly to

Will T2S contribute
to removing it?

Giovannini barrier

1. National differences in information Yes
technology and interfaces
National clearing and settlement Yes

N

restrictions that require the use of
multiple systems
rules Yes

3. Differences in national

relating to corporate actions,
beneficial ownership and custody
4. Absence of intra-day settlement Yes

finality

n

Practical impediments to remote Yes
access to national clearing and
settlement systems

6. National differences in settlement No
periods

7. National differences in operating Yes
hours/settlement deadlines

8. National differences in securities No
issuance practice

9. National restrictions on the location No
of securities

11. Domestic withholding tax regulations No
serving to disadvantage foreign
intermediaries

12. Transaction taxes collected through No

a functionality integrated into a local
settlement system

13. The absence of an EU-wide No
framework for the treatment of
interests in securities

14. National differences in the legal No
treatment of bilateral netting for
financial transactions

15. Uneven application of national No
conflict of law rules

Source: ECB.
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T2S or via their CSD. Moreover, by introducing
a single operational schedule and calendar for
all connected markets (including a single start
and end-of-day, a common night-time settlement
window and a single calendar per T2S-eligible
currency), T2S will not allow different national
cut-off times and will therefore be instrumental
in removing Giovannini barrier 7. Besides, by
extending a single harmonised settlement model,
comprising RTGS DVP in central bank money,
to all domestic and cross-border transactions,
T2S will significantly help remove the remaining
technical obstacles to interoperability, connectivity
and intraday finality across different markets
(Giovannini barriers 2, 4 and 5). Lastly, the
lifecycle management and matching functionality
in T2S will provide completely harmonised
services in the area of settlement instruction
management (Giovannini barriers 2 and 5).

T2S will not only force harmonisation in
many crucial areas, it will also increasingly
act as a catalyst for further harmonisation.
This is because T2S creates incentives for
both Member States and market participants to
harmonise current national practices and adopt
European standards. For instance, an important
feature of T2S is that the platform will provide
a “lean” settlement process which will not
support existing national specificities. Whereas
CSDs are free to offer services tailored to the
specificities of a local market at their own cost
after T2S is operational, this extra cost creates
incentives for harmonisation. Furthermore, T2S
will allow intermediaries to harmonise their
back-office processes. Indeed, banks and other
CSD users will have the possibility of routing
their settlement instructions directly to the T2S
platform rather than via a CSD, which will
enable them to rationalise their back-offices
and to centralise the processing of securities
settlement.

In general, it is expected that T2S will have an
indirect impact on Giovannini barriers other
than those highlighted in Table 3. The removal
of these other barriers is necessary for T2S to
deliver its full potential in terms of cost savings.



Following a strong request from the market, the
Eurosystem published a harmonisation proposal
addressed to the CSDs on 23 May 2008, which
underlines the commitment of the ECB’s
Governing Council to promote harmonisation
efforts. Three lists of areas requiring further
harmonisation were specified to allow a
prioritised approach:

* List A contained the aspects which would be
harmonised as a direct effect of implementing
the version of the T2S user requirements
developed during the project’s preparation
phase, which lasted until mid-2008.
These aspects have already been mentioned
as having a direct impact on eliminating the
Giovannini barriers (e.g. a common interface
and daily timetable);

* List B contained aspects with a direct
impact on the T2S user requirements, which
have subsequently been harmonised during
the project’s specification phase between
mid-2008 and the end of 2009. These aspects
included the development of harmonised
end-to-end processing standards for corporate
actions on pending transactions in T2S, as
well as the harmonisation of several other
processes aimed at enhancing processing
efficiency in T2S;

* List C covered other aspects which, although
important for progress on wider market
harmonisation, do not directly affect T2S
functionality. These aspects are for the most
part monitored in the context of CESAME2
(e.g. fiscal and legal aspects).

The implementation of T2S will act as a
catalyst to progress towards harmonising the
aspects contained in List B. With respect to
the wider harmonisation issues (List C), the
T2S team keeps track of progress and supports
steps to promote further harmonisation. For
example, the T2S Advisory Group contributed
to the on-going discussion in CESAME2
on the harmonisation of settlement cycles.
The T2S community is also working on the
harmonisation of CSD account structures.

Another important field of harmonisation to
which the Eurosystem contributes in its role as
an operator concerns collateral, i.e. those assets
that are transferred to the Eurosystem as
security for monetary policy credit operations
and for the provision of intraday credit in
TARGET2. In response to market concerns
about the difficulty of mobilising collateral in a
cross-border context (mainly due to varying
degrees of automation at central bank level and
to different procedures for domestic and cross-
border collateral), the Eurosystem decided in
2008 to move from a decentralised to a
technically consolidated collateral management
system. The new collateral management
platform, called CCBM2, will ensure the
greatest possible synergies with T2S and also
TARGET2. The three systems together will
enhance liquidity management for Eurosystem
counterparties (see Chart 49). CCBM2 aims to
support harmonisation and efficiency in
collateral management,* both in terms of speed
and cost.

More  specifically, the CCBM2 User
Requirements published in July 2008 set out
key aspects of collateral management that will
be harmonised as a result of implementation of
the project, such as communication standards,
collateralisation practices and credit claim
management. However, many respondents
to the public consultations on CCBM2

50 For more information on the CCBM2 project, see the dedicated
section of the ECB’s website at http://www.ecb.europa.cu.
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carried out by the ECB in 2007 and 2008
highlighted the need to harmonise further areas
in order to fully exploit the efficiency gain
opportunities of the project. Following two
ad hoc meetings between the Eurosystem and
market participants in March and May 2008,
a list of issues for harmonisation was produced
which identifies three areas of harmonisation
for CCBM2: a) harmonisation issues already
included in the CCBM2 user requirements;
b) other harmonisation issues directly related
to the CCBM2, but not part of the CCBM2 user
requirements (aspects which, if harmonised,
would further enhance CCBM2 and allow the
platform to yield even more efficiencies, such
as auto-collateralisation and triparty services);
and c) issues involving wider harmonisation of
the post-trading environment, which are also
beneficial for CCBM2.

4  THE WAY FORWARD

The Eurosystem will continue to support
harmonisation as a powerful means to achieve
its long-term vision of a European “domestic”
market for payments and securities settlement.
In the field of LVPSs, the distinction between
national and cross-border transactions in
euro has already been largely abolished.>
In contrast, the process of European integration
is only beginning in relation to securities
infrastructures. With T2S, the Eurosystem will
provide one of the most important tools for
delivering the vision of a harmonised and
integrated post-trading system. However, T2S
will not by itself achieve full harmonisation.
Supporting other complementary initiatives
will therefore also remain a priority.

Against this background, the ECB and EU
central banks are heavily involved in other
complementary initiatives to reap further
benefits from Europe-wide harmonisation.

First, the Eurosystem works hand in hand
with other public authorities to ensure that
the regulatory and supervisory framework for
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post-trading  supports  the  goals  of
harmonisation, efficiency and safety. Together
with CESR, the ESCB will now endeavour, as
a matter of priority, to ensure that the ESCB-
CESR Recommendations are consistently
applied throughout Europe. Although the
Recommendations constitute an important step
towards greater convergence of the supervisory
and oversight approaches of Member States,
many national differences persist which
make it difficult to perform cross-country
comparisons of the risk reviews carried out.
Since the Recommendations are non-binding, it
is essential that the ESCB and the CESR jointly
monitor their consistent implementation.

The close cooperation with the European
Commission, which has a leading role in a
number of key initiatives, such as the Code of
Conduct and CESAME2, will be continued.
Through its contribution to the work of both
CESAME2 and the Monitoring Group, the ECB
can bring its own perspective to the debate,
stressing the benefits of harmonisation for
financial stability and the smooth interaction
between securities settlement and payment
systems. In general, the Eurosystem supports
the priorities identified in the CESAME report**
and recognises that, while some barriers have
been largely removed (e.g. the absence of a
harmonised process for allocating ISIN codes to
new securities), other important barriers remain
and require urgent action (e.g. differences
in settlement periods and the processing of
corporate actions).

51 The minutes of these meetings are available on the ECB’s
website at http://www.ecb.europa.eu

52 With the creation of the TARGET system (initially as a first
generation version in 1999, which was subsequently replaced
with a second generation version) and EUROI, users of LVPSs
now benefit from a single, harmonised set of tools, services and
procedures to transfer euro payments within and across national
borders under the same conditions. In the case of retail payments,
the Single Euro Payments Area (SEPA) aims to achieve the same
objective by replacing the current fragmentation with a truly
domestic market for euro payments.

53 See “Solving the Industry Giovannini Barriers to post-trading
within the EU”, CESAME, 2008.



In addition, the Eurosystem regularly publishes
opinions on draft securities legislation prepared
by the Commission or the Member States.
In June 2009, it provided input to the public
consultation on harmonising EU securities law
to provide legal certainty for securities holdings
and dispositions (see Box 4).

Secondly, the Eurosystem deems it essential to
continue to support private sector initiatives in
the field of harmonisation, whether or not related
to T2S. Such cooperation with the industry is
proving successful in ensuring that progress is
made towards harmonisation. Overall, it is clear
that the various EU post-trading initiatives to
which the Eurosystem has contributed, such as the
Code of Conduct and CESAME2, have together
contributed to create a new momentum in the
market, notably by instilling more competition
between what used to be national monopolies.

In particular, there are some encouraging signs
that market infrastructures, whether CCPs or
CSDs, are adapting their practices, and even
their business models, to take account of the
drive towards more harmonisation. In this
respect, two major private initiatives are worth
mentioning. In 2009, the Euroclear Group
completed the FEuroclear Settlement of
Euronext-zone Securities (ESES) project,
which fully integrates clearing and settlement
in France, Belgium and the Netherlands.
Users now need hold only one account at one
of the three CSDs to access securities in the
other CSDs of the group. Another initiative,
involving eight European CSDs and two
non-European CSDs** is the joint venture
called “Link Up Markets” launched in
March 2009. Unlike the Euroclear initiative,
Link Up Markets does not aim to create a
single consolidated settlement engine, but
rather focuses on the provision of more efficient
cross-border settlement and custody services
between legally independent CSDs, through an
enhanced exchange of messages. Although the
two initiatives reflect alternative approaches,
they are likely to pave the way for more
harmonisation in the future.

In the field of collateral management, in addition
to implementing CCBM2, the Eurosystem will
support the market in establishing a secondary
market for credit claims (bank loans). The
objective is to increase the availability of
collateral and make the market more efficient,
through more harmonised legal and technical
processes for the use of credit claims as
collateral. Although credit claims are not
securities, it is expected that the technical
infrastructure to be developed around them
(e.g. settlement platforms) will operate in a
similar way to post-trading infrastructures for
securities. Achieving synergies between this
project, CCBM2, T2S and other related projects
will therefore be essential in the future.

All in all, harmonisation is an ongoing process
which requires the involvement and close
collaboration of public and private actors
alike. The fragmented nature of post-trading
arrangements means that Europe is not as
competitive as it could be. Action is required
in a number of complex areas, including
market practices, technical arrangements, legal
frameworks, fiscal procedures, risk management
standards and regulatory conditions. Because
of its unique responsibilities, the Eurosystem
is well placed to support harmonisation
initiatives, whether in its capacity as operator,
overseer or catalyst. A more integrated, efficient
and resilient EU post-trading sector will not
only bring benefits to the users of securities
infrastructures. In the long term, it will also
support the Europe 2020 strategy for growth and
jobs, contributing to the economic well-being of
European citizens.

54 As of 2 March 2010, Link Up Markets had ten members:
Clearstream Banking (Germany), the Cyprus Stock Exchange,
the Hellenic Exchange (Greece), IBERCLEAR (Spain), OcKB
(Austria), SIX SIS (Switzerland), VP Securities (Denmark), VPS
Norway, Strate (South Africa) and MCDR (Egypt).
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D.  STABILITY IMPLICATIONS OF FINANCIAL
MARKET INTEGRATION AND DEVELOPMENT

This Special Feature evaluates research results
on the financial stability implications of financial
market integration and development, with
special focus on recent trends in the financial
structures that have played a role in the context
of the crisis.

Integrated and developed financial systems are
highly efficient in allocating financial resources,
but are also exposed to risks of instability.
The crisis has shown, in particular, that an
extensive and under-regulated combination
of securitisation and banking, together with
significant complexity in the design and
valuation of securities, tends to erode bank credit
monitoring and undermine market transparency,
fuelling  systemic risk. A high degree of
geographical and sectoral interconnection of
banking and financial markets in such conditions
compounds the problem by spreading contagion
across institutions and markets. Moreover,
certain regulatory and institutional features, like
marking-to-market  accounting  and  the
predominant use of over-the-counter transactions
in credit derivative markets, can also contribute
to instability under stressed market conditions.
An intense debate is under way on how to enhance
the resilience of financial systems. Increased
transparency, reduced complexity of financial
instruments, macro-prudential supervision aimed
at a timely detection of prospective imbalances
and assessment of cross-market contagion,
as well as coordination (and when necessary,
harmonisation) of regulatory and supervisory
policies across national borders are some of
the ways suggested in academic and policy
discussions to retain the benefits of integration
and development and — at the same time — contain
the financial stability risks associated with them.

I INTRODUCTION

The years preceding the crisis were characterised
by rapid growth and structural transformation
of the global financial system. Spurred, inter
alia, by a high appetite for — and benign
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perceptions of — risk among market participants,
as well as favourable liquidity conditions, a
general and mutually reinforcing process of
financial integration, deepening and innovation
was set in motion. This process increased the
breadth, flexibility and efficiency of the financial
system, but also contributed to the build-up of
vulnerabilities that have exacerbated the recent
financial crisis.

The crisis demonstrates that a process tending
towards a more closely integrated and more highly
developed financial system does not necessarily
improve its performance in terms of both
“efficiency” and “stability”. Financial integration
and development® can raise the efficiency of a
financial system — and thereby productivity and
growth in the economy as a whole — if
accompanied by adequate legal and regulatory
frameworks, corporate governance, market
infrastructures, etc.® A more open and innovative
financial sector offers better opportunities for risk
diversification and facilitates access to funding
and market liquidity which, in turn, tend to
improve the shock-absorbing capacity of the
system under normal circumstances.

However, some recent advances and trends in
the global financial system have also impacted
adversely on incentive structures and information
asymmetries within the system, as we shall
discuss. This experience shows that the impact
of integration and development on stability
needs careful qualification. Certain forms of

55 Financial integration and financial development are distinct, but
interrelated notions. Both affect the performance of a financial
system. Integration generates competitive pressures on financial
intermediaries, creates economies of scale, increases overall
market liquidity and improves the scope for diversification
and risk sharing. However, frictions in financial markets can
persist even after financial integration has been completed.
The development of financial systems helps to overcome
these frictions. It refers to the process of financial innovation
and organisational improvements that reduces asymmetric
information, increases the completeness of markets, multiplies
the possibilities for agents to engage in financial transactions
through (explicit or implicit) contracts, reduces transaction
costs and increases competition. See P. Hartmann, F. Heider,
E. Papaioannou, and M. Lo Duca, “The role of financial
markets and innovation in productivity and growth in Europe”,
Occasional Paper Series, No 72, ECB, 2007.

56 See “Special Feature A — Financial development: concept and
measures”, Financial Integration in Europe, ECB, April 2009.



financial innovation may increase systemic risk,
owing to perverse incentives and a stronger
inter-connectivity between financial markets
and financial institutions, raising the scope for
imbalances and contagion, as well as magnifying
the potential damage from small probability
events.”” The challenge of gauging the stability
impact of financial innovation ex ante is further
complicated by the fact that large financial
crises are rather rare and idiosyncratic events,
rendering empirical tests of relevant hypotheses
particularly difficult.

Against this background, this Special Feature
summarises the academic literature on the financial
stability implications of certain phenomena that
characterised financial developments prior to the
current crisis. Section 2 addresses the relationship
between financial openness (including foreign
bank ownership) and cross-market integration
(in the money market, including the impact of
hedge funds and private equity firms), on the one
hand, and financial stability on the other. Section 3
analyses the financial stability implications of
certain features of modern financial systems,
namely securitisation, financial complexity,
mark-to-market  accounting and financial
derivates. Although financial integration and
development are distinct concepts, in practice,
the issues addressed in the two sections are also
interrelated, sometimes blurring the demarcation
lines between them. For example, securitisation
was a vehicle of increased international financial
integration and risk-sharing prior to the crisis,
which integrated mortgages with other market
segments. Moreover, certain features of
securitisation made the relationships between
ultimate borrowers and lenders more complex,
less transparent and prone to incentive problems.
Section 4 derives a few conclusions that emerge
from the literature.

2 THE RELATIONSHIP BETWEEN FINANCIAL
INTEGRATION AND FINANCIAL STABILITY

International financial integration can normally
be assumed to be beneficial. Access to world
capital markets expands investors’ opportunities

for portfolio diversification, enables higher
risk-adjusted rates of return, improves efficiency,
strengthens market discipline and enhances
risk-sharing. At the same time, economists
have also recognised the risk of volatility and
abrupt reversals of capital flows, contagion
and cross-border transmission of financial shocks
that are normally associated with higher
integration.”® The current crisis has also brought
some stability risks of integrated financial systems
to the fore, and highlighted a certain
“disintegrating” potential of widespread financial
turmoil. Against this background, this section
reviews current thought and analyses regarding
the benefits and costs of financial integration with
respect to financial stability, as well as the
literature on various regulatory measures that
have been proposed in order to reduce the costs
without diminishing the benefits.

FINANCIAL GLOBALISATION AND FINANCIAL
OPENNESS

The two decades before the onset of the present
crisis were characterised by rapid globalisation
of financial markets and services. While
different markets were integrating at a different
speed even within the same economic zone
(for example, money and bond markets in the
euro area became almost perfectly integrated
while retail banking markets were much less so),
financial globalisation as a whole was moving
at an unprecedented speed. For example, one
commonly used measure of an individual
country’s degree of financial integration
(gross external liabilities) — increased from about
20% of GDP in 1970 to well over 200% of GDP
in 2007 for high-income countries.” Since such

57 See Financial Integration in Europe, ECB, April 2009, p. 7,
and R. Rajan, “Has Finance Made the World Riskier?”,
European Financial Management, Vol. 12, No 4, 2006,
pp. 499-533.

58 See F. Fecht, H. Griiner and P. Hartmann (2009), “Financial
Globalization and Stability”, in D. Evanoff, D. Hoelscher,
and G. Kaufman (eds.), Globalization and Systemic Risk,
World Scientific Publishers, 2009, pp. 53-84, for a discussion
of efficiency benefits and stability risks.

59 A. Faria, P. Lane, P. Mauro, and G.M. Milesi-Ferretti,
“The Shifting Composition of External Liabilities”, Journal
of the European Economic Association, Vol. 5, No 2-3, 2007,
pp. 480-490.
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rapid financial globalisation has been followed
by such a severe global crisis, the question
of the link between financial openness and
stability has become even more relevant.

Financial integration provides access to a wider
range of assets and therefore helps improve
risk-sharing. It improves the liquidity of markets
and strengthens their resilience to shocks.
It also enhances information and competitiveness
in various markets, reducing the likelihood
of mis-pricing of financial instruments and
strengthening market discipline. The latter
effect should in principle be associated with
more robust and healthy financial institutions in
the long term.®

In addition, recent research has looked at
one particular channel via which financial
integration  affects stability, namely,
the channel of optimal diversification.
Evidence from a large 40-year panel of OECD
countries suggests that financial integration
tends to accelerate the economy’s convergence
towards a diversification benchmark based
on the idea of allocative efficiency. By doing
so, financial integration reduces economic
volatility and dampens the effect of financial
instability. However, the evidence also implies
that there might be a point beyond which a
country becomes “over-integrated”, in the
sense that further integration is associated
with movement away from rather than towards
optimal diversification, thus increasing the
likelihood of recessions and thereby worsening
efficiency and stability.®!

A high degree of openness and integration may
also be associated with higher cross-border
contagion risk. Its role in enhancing competition
can furthermore increase incentives for
risk-taking in the short run and intensify the
search for yield, especially in a low interest rate
environment. Financial integration could also be
conducive to a high degree of volatility in capital
movements in the shape of large reversals of
short-term flows (although arguably, this effect
is more relevant to smaller economies).%
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Stability risks may also arise if the driving forces
underlying stronger international financial
integration reflect economic imbalances.
It has been argued® that the pre-crisis boom
in US real estate and securitisation markets
reflected high foreign demand for safe US
assets resulting from “excess world savings”
in the context of persistent global imbalances.
According to this interpretation, foreign asset
demand not only pushes down the domestic
(US) risk-free interest rate but also compresses
the risk premia on risky assets. The low cost
of financing, in turn, fosters an increase in the
level of leverage of the domestic financial sector
which exacerbates systemic risk. Leverage is
also enhanced by the introduction of securitised
products, which are perceived as close
substitutes for riskless assets, in order to meet
the high foreign demand for such assets.

Prior to the current crisis, there had been no
evidence that more open developed countries
were likely to experience more costly crises.®

In fact, more financially open countries seem not
to have experienced a higher cost, even in the
context of this crisis, barring a few small and very
open economies like Iceland and Ireland.
Nevertheless, the severity and length of the crisis
has highlighted the increasing importance of
contagion risks in global financial markets today.
In particular, cross-border financial integration
may produce financial stability risks in the
presence of continued national autonomy in the
financial policy sphere (regulation, supervision
and stability), and the supervisory framework
needs to adjust to this evolution. This is true both

60 P.-R. Agenor, “Benefits and Costs of International Financial
Integration: Theory and facts”, Policy Research Working Paper
Series, No 2699, World Bank, 2001.

61 See S. Manganelli and A. Popov, “Finance, Efficiency,
and Recessions”, mimeo, ECB, 2009.

62 R.Chang and A. Velasco, “Banks, Debt Maturity, and Financial
Crises”, Journal of International Economics, Vol. 51, No 1,
2000, pp. 169-194.

63 R.J. Caballero and A. Krishnamurthy, “Global Imbalances and
Financial Fragility”, American Economic Review, Vol. 99(2),
May 2009, pp. 584-588.

64 R. Ferguson, P. Hartmann and F. Panetta, “International
Financial Stability”, Geneva Report on the World Economy,
No 9, 2007.



at the European and at the global level. Thus, it is
important that the “internationalisation” of
financial policy keeps step with the speed at
which  international  financial  integration
progresses.® In addition, financial supervision
should pay particular attention to assessing in real
time not just the build-up of within-market risk,
but also cross-market contagion and linkages
between large and complex financial institutions.
By providing the basis for a strong European
macro-prudential supervisory framework, the
de Larosiére Report,® the subsequent Ecofin
Council  proposal®” and the European
Commission’s legislative proposals constitute
vital steps in that direction in Europe.®®

FOREIGN BANK PENETRATION

One of the main developments in the European
banking landscape in the past decade has
been the increasing importance of cross-
border banking. Foreign banks account for the
ownership of over a quarter of domestic bank
sector assets in the euro area, and for almost
three quarters of domestic bank sector assets in
the ten EU Member States that joined in 2004
and 2007 (with highs of 99% in Estonia and
Slovakia).® Naturally, this development raises
the question of the link between foreign bank
ownership and financial stability. Increasing
integration offers the prospect of important gains
in terms of efficiency and diversification, but it
also creates potential systemic risks. There are a
number of reasons why foreign bank ownership
can be expected to contribute to stability. For
one, foreign bank penetration may contribute
to a reduced volatility of capital flows if in
periods of instability depositors shift their funds
to foreign institutions that are perceived to be
sounder than domestically owned banks, rather
than transferring assets abroad or engaging in
capital flight.”” Second, foreign banks that enter
emerging markets tend to allocate capital to the
more efficient firms, alleviating asymmetric
information problems and thus reducing the
probability of financial crises and contagion.”!

However, there are also arguments to explain
why increasing penetration by foreign banks can

be associated with instability, and this possibility
is not limited to the experience of the developing
world. For example, foreign banks may exploit
governments’ fear of many banks failing at the
same time and select portfolios that resemble
those of large domestic financial firms, thereby
increasing the probability of a crisis.”
Second, there may be important moral hazard
problems involved. In particular, inefficient
cross-border banks may be engaging in riskier
investment strategies than inefficient domestic
banks in a high-growth environment where they
lack information to price investment
opportunities. Evidence from European banks
indeed suggests that inefficient cross-border
banks are likely to be riskier, and that loan
growth has a clear effect on banks’ risk and
inefficiency.” A third risk associated with cross-
border banking stems from the possibility that a
shock to a cross-border bank’s capital will result
in a reduction in lending to firms and consumers
in locations far from the origins of the shock.
Theory suggests that banks routinely respond to
capital losses stemming from asset-price
fluctuations by curtailing new lending, which
leads the real sector to deteriorate and increases
the losses on the banks’ portfolios.™
The behaviour of lenders in the early phase of
the crisis suggests that this financial accelerator

65 Seel. Angeloni, “Testing times for global financial governance”,
Bruegel Essay, 2008, and D. Schoenmaker, “The Trilemma of
Financial Stability”, mimeo, University of Amsterdam, 2009.

66 “The High Level Group on Financial Supervision in the EU
Report”, Brussels, 25 February 2009.

67 “Council Conclusions on Strengthening EU Financial
Supervision”, Luxembourg, 9 June 2009.

68 See Special Feature A for more information on the new EU
supervisory architecture.

69 See Structural indicators for the EU banking sector, ECB,
January 2010, and 2009 Transition Report: Transition in crisis,
EBRD, November 2009.

70 G. Caprio and P. Honohan, “Restoring Banking Stability:
Beyond Supervisory Capital Requirements”, Journal of
Economic Perspectives, Vol. 13, 1999, pp. 43-64.

71 See M. Giannetti and S. Ongena, “Financial Integration and Firm
Performance: Evidence from Foreign Bank Entry in Emerging
Markets”, Review of Finance, Vol. 13,2009, pp. 181-223.

72 V. Acharya, “A Theory of Systemic Risk and Design of
Prudential Bank Regulation”, Journal of Financial Stability,
Vol. 5, 2009, pp. 224-255.

73 F. Fiordelisi, D. Marques and P. Molyneux, “Efficiency and
risk-taking in European banking”, mimeo, ECB, 2009.

74 G. von Peter, “Asset and Banking Distress:
A Macroeconomic Approach”, Journal of Financial Stability,
Vol. 5, 2009, pp. 298-319.
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effect may be larger when foreign-owned banks
are involved, as they prefer to shrink their
portfolio abroad in response to asset shocks rather
than damage relationships with domestic
customers (although this behaviour may depend
on the structure of the group and the group-level
funding management policies).”  Finally,
evidence from the ten EU Member States that
joined in 2004 and 2007 suggests that there was
an increase in pre-crisis credit risk stemming
from the rapid increase in the importance of
foreign banks, through channels like the readiness
to provide foreign currency consumer and
mortgage loans and the tendency to underestimate
the build-up in credit risk arising from rapid
credit growth in emerging economies.”®

The pros and cons of foreign ownership in
the banking sector and increased cross-border
exposure pose the obvious question of the
role of regulation in curtailing the cons
without diminishing the pros. In normal
market conditions, bank deregulation has been
suggested as a tool to improve loan quality and
lower credit risk. Evidence from European bank
balance-sheet data implies that screening
intensified and that loan quality subsequently
improved in the wake of the Second Banking
Directive.” However, theoretical studies have
suggested that different regulatory steps should
be taken in the wake of a financial crisis, such as
prompt closure of insolvent institutions, prompt
identification of claims and assignment of losses
and prompt re-capitalisation and re-privatisation
of failed institutions.” In other words, the policy
measures appropriate for crisis management
may differ markedly from regulatory and
supervisory measures needed in normal times,
which is only natural given the swing in the
appropriate balance of efficiency and stability
that occurs between “good” and “bad” times.

INTERBANK MARKET INTEGRATION

The interbank market was the most successful
example of European integration before the
crisis, full integration having been achieved
almost immediately after the introduction of
the euro. It was also one of the first victims of
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the current crisis, with signs of segmentation
and even re-nationalisation from August 2007
and especially from September 2008.” More
recently, however, as discussed in Chapter 1 of
this report, tensions in the money market have
increasingly receded.

The interbank market contributes to financial
stability through risk-sharing. When banks
report their funding needs truthfully, the
secured interbank market is an optimal risk-
sharing device, which allows diversification
without the risk of cross-regional financial
contagion. However, in the absence of
sufficient retail market integration, free-riding
on liquidity provision may limit the achievable
level of risk-sharing.®

It has also been suggested, on the basis of
theoretical models of interbank markets, that
the integration of such markets may increase
the risk of a systemic crisis in the event of a
sudden freeze prompted by market liquidity
shocks,?! the perceived insolvency of interbank
market players® or asset rollover risk with
uncertain asset quality.®
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A further consequence of interbank market
integration when markets are incomplete
is contagion. Interbank linkages mean that
problems in one bank can spread to other
(potentially sound) banks. The possibility of
contagion arises from the overlapping claims
that different banks have on one another rather
than from asset price volatility. When one bank
defaults another bank suffers a loss because its
claims on the troubled bank fall in value, and
this process can give rise to domino effects
throughout the system.’* Interbank market
integration results in lower lending rates for
businesses, which have a beneficial effect on
the cost of capital, but may also contribute to
firm leverage. The build-up of high leverage in
“good” times may then exacerbate the adverse
market reaction in a subsequent crisis, through
the firm balance sheet channel.*

The sequence of events in the recent crisis
demonstrates the need for central banks to
act as liquidity providers in times of liquidity
strains. One point of concern arising from this
action, however, is moral hazard. The costs of
intervention thus need to be traded-off not only
against the costs of contagion, but also against
those of the future moral hazard associated with
increased risk-taking by financial institutions in
the future.%

CROSS-MARKET INTEGRATION

One particular development in financial
integration in the past decade has been the
deepening of cross-dependencies and cross-
penetration between different financial markets.
A prime role is played in this regard by many
hedge funds and private equity companies.
Market interdependencies associated with the
activities of these financial firms derive from the
nature of funding liquidity and asset liquidity.
When leveraged financial institutions like hedge
funds and private equity funds make losses, these
affect both the providers of funding liquidity
(through collateral) and the providers of asset
liquidity (through the falling prices of assets
resulting from fire sales).?” This sub-section will
review recent evidence on such interdependency,

as well as the direct channel of involvement of
this type of market participant in “new” markets,
and will assess the contribution of this
cross-market integration to financial stability.
While the concept of cross-market integration
is arguably somewhat detached from the
definition of financial integration in this report
(which uses a geographic criterion), the academic
literature has pointed to the increasing
contribution of this phenomenon to systemic risk,
rendering it relevant to the link between
integration and stability.

Regular hedge fund activities tend to improve
liquidity conditions, in particular in markets
where relatively illiquid securities are traded
(e.g. MBSs, convertible bonds, CDOs), and
their wide variety of arbitrage activities further
enhance cross-market integration. While this
involvement has well understood positive
effects in the form of risk diversification and
price discovery, there are also implications for
financial instability. For one, although hedge
funds generally use rather heterogeneous
investment strategies or “styles” — which is
one reason for the relatively weak average
return correlation across different styles — their
trades and returns can become highly correlated
in times of stress, posing additional threats
to systemic stability. For example, there is
evidence for increased “contagion risk” among
hedge fund styles owing to coordinated asset
fire sales to meet margin calls and investor
redemptions in response to large initial shocks
to general funding and asset liquidity.® In such
situations, hedge funds also tend to disengage
from their regular liquidity-enhancing activities.
As aresult, hedge funds can accelerate emerging
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“liquidity spirals”® and exacerbate segmentation

across markets lacking sufficient arbitrage
trades (e.g. the collapse of two highly leveraged
Bear Stearns hedge funds on 20 June 2007 was
one trigger of the collapse in the market for
subprime backed CDO securities).*

Second, hedge funds impose counterparty credit
risk on other investors. A lack of transparency
of hedge funds’ positions can make it difficult
to assess how leveraged and exposed hedge
funds are, and it may be difficult to assess the
magnitude of counterparty risk. Since systemic
crises are characterised by investor panic, this
lack of hedge fund transparency may lead to
more extreme reactions by their investors, prime
brokers and other lenders. Finally, over the
past decade hedge funds have started entering
the private equity business, thus making this
market more liquid and mitigating the financing
constraints of the most risky firms,*! but at
the same time exposing it to the downsides
of cross-market integration just discussed.

Specific considerations apply to private equity
companies, which share much in common with
hedge funds, in particular their liquidity and
leverage. Such companies play a useful role, as
they strengthen market discipline by enhancing
the contestability of corporate control. However,
there are also other implications. More than half
of the volume of leveraged buy-out (LBO) deals
is financed with bank loans, mostly syndicated
debt issued by banks, which is then sold off to
other institutions, like hedge funds, and/or traded
in secondary markets or packaged into structured
products like collateralised loan obligations
(CLOs). The weakened screening and high
lending associated with this may induce risks
associated with high leverage in the financial
sector. The opacity of the distribution of LBO
debt across financial institutions, following the
institution of the originate-and-sell model, and
the increasingly dispersed nature of LBO
creditors, makes them more sensitive to signals
from other creditors. Thus, even a small shock to
the LBO sector can result in liquidity difficulties,
as creditors revise their priors and reduce their
lending. This process could affect not just the
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re-financing of LBO deals, but the financing of
other assets as well, including lending by banks.*
Various regulatory actions have been suggested
to alleviate the systemic risk associated with
cross-market integration in the case of hedge
funds and private equity firms. For example,
greater transparency on asset positions (on-and
off-balance sheet), leverage levels, the proportion
of illiquid positions and risk concentration can
be achieved through secondary trading platforms
for CLO tranches and registers of institutional
ownership, for instance. Public disclosure may
be important to market participants in reducing
the counterparty risk that hedge funds and private
equity companies impose. It might be desirable
to obtain coded information from prime brokers
or lengthen lock-up periods.” Finally, in order to
address the problem of the large share of
syndicated debt involved in the LBO market,
higher capital requirements could be applied to
the high-yield exposures of banks, although such
requirements are not binding under Basel II for
unregulated lenders like hedge funds and private
equity firms. However, this should be done
carefully so as not to encourage some new form
of regulatory arbitrage like the complex CDO
structures and the special investment vehicles
and conduits witnessed during the run-up to
the crisis.

3 THE RELATIONSHIP BETWEEN FINANCIAL
DEVELOPMENT AND FINANCIAL STABILITY

As mentioned before, the relationship between
financial development and financial stability
depends on the specific circumstances and
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90 M. Brunnermeier, “Deciphering the Liquidity and Credit
Crunch 2007-08”, Journal of Economic Perspectives, Vol. 23,
2009, pp. 77-100.

91 D. Brophy, P. Ouimet and C. Sialm, “Hedge Funds as Investors
of Last Resort”, Review of Financial Studies, Vol. 22, 2009,
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characteristics of the events in question.
For example, if financial innovation (in particular
new credit-risk shifting instruments) contributes
to enhancing risk diversification within the
economy, it could make the financial system
more stable by improving its shock-absorbing
capacity. On the other hand, the same instruments
also have the potential to undermine financial
stability — for example, the complexity of the
instruments offered might lead to a misallocation
of capital and risk among market participants.
In light of the recent financial crisis, this section
focuses on how specific features of recent
financial development may erode incentives and
transparency and lead to unforeseen feedbacks
and increased systemic risk.

SECURITISATION

Securitisation refers to the pooling of
individual loans into securities, the holders
of such securities being entitled to some
fraction of all the interest and principal
paid out by the loan portfolio. Prior to the
current crisis, the benefits of securitisation
were widely recognised. Lenders, as
originators, use their superior knowledge of
borrowers to issue loans, but are unable to
diversify away the idiosyncratic risk of their
borrowers. Securitisation allows risk to be
transferred from the originators of the loans
to financial investors willing to hold the
risk, thus allowing risk to be allocated more
efficiently both at national and international
levels, at least when symmetric distribution
of information prevails. As a consequence,
the overall amount of credit available to the
non-financial sector might expand.® The large
and increasing amount of securitisation was
interpreted as evidence that capital markets
were working. However, the recent financial
crisis has highlighted weaknesses in the way
securitisation was implemented.

The Financial Stability Board (FSB) has identified
a number of core deficiencies in the securitisation
process before the crisis:® 1) misaligned
incentives; ii) a lack of transparency with regard to
the risks underlying securitised products, including

those relating to the quality and correlation of the
underlying assets; and iii) poor management of
the risks associated with the securitisation business,
including liquidity risk, and of credit lines and
of stress testing of these risks.

The  “originate-to-distribute” model  of
securitisation has relied on the assumption that
the potential problems between originators,
securitisers and financial investors are negligible;
however, two main problems have been
identified.”® First, the loans included in the
securitisation programme suffer from an adverse
selection problem when loan originators have
“no skin in the game”. Because lenders have
more information than investors about the
quality of the loans, originators have incentives
to hold the good loans and sell off the poor
quality ones. Second, even if originators do not
have higher-quality information about the loans,
they have no incentive to evaluate and monitor
the loans. These issues have also been
documented by recent academic literature,
which argues that securitisation did indeed
contribute to a reduction in loan quality.®’
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A tool that has gained prominence in recent
discussions is tranche retention: the idea that
originators should be forced to retain exposure
to the loans they originate. The choice of the
mandatory retention ratio is a complex issue,
since if the ratio is set too low the behaviour of
originators may not be significantly affected,
while higher ratios risk making securitisation
unattractive.”® An additional way to align
the incentives of originators, securitisers and
investors would be to make the origination
fee payable to the lender conditional upon the
number of defaults over some period of the loans.
Thus, if default occurs within a certain period of
time, the originator would only receive a portion
of the fee. This would provide incentives for
originators to securitise low risk loans, since high
risk loans are more likely to default during the
initial period.” In addition, originators might not
be able to sell the loan servicing rights, in which
case they would have an incentive to choose
good loans and monitor them accordingly.

However, the presence of strong conflicts of
interest is also a result of the long intermediation
chain that has characterised the securitisation
process (final investors, credit originators, credit
agencies, arrangers, trustees and borrowers).
In this regard, the EU covered bond market
has been more sheltered from these incentive
problems than securitisation markets. This is
partly due to its simpler structure and a much
stricter regulatory framework, which ties the
incentives of originators more strongly to those
of investors.'® The holders of covered bonds,
unlike those of MBSs, are paid by the issuing
bank, which retains the covered bonds on its
balance sheet. If any of the underlying loans
default, the bank must replace them in the cover
pool with other loans. In the event of the issuer’s
bankruptcy, the holders of covered bonds have a
prior claim on the asset pool, ahead of all others.
If the issuing bank does not pay the holders of
covered bonds, then they receive the payment
stream from the underlying mortgages.

The need for increased transparency in
securitisation markets in order to restore
confidence has also been discussed by market
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participants and regulatory authorities. Market
initiatives include, among others, introducing
codes of conduct and term securitisation issuers,
facilitating access to transaction information,
prospectuses and investor reports, standardising
definitions and reporting templates, and
producing publicly available aggregate statistical
data.!®! At the same time it is clear that the level
of information available to investors in these
markets is very limited and varies greatly from
country to country, both at the time of issuance
and thereafter.!®

Securitisation worked well for more than thirty
years before the subprime crisis. However,
in practice, instead of dispersing the risks
associated with bank lending, securitisation had
the perverse effect of concentrating them in the
banking system.!® It is argued that securitisation
allowed banks to leverage up in quiet times
on the basis of funds from new creditors
such as pension funds, insurance companies,
mutual funds and foreign central banks. As the
“originate-to-distribute” securitisation model
is characterised by long chains of financial
intermediation and is heavily dependent on
overall capital market conditions, risks became
concentrated in the intermediary sector itself
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100 See also Special Feature B on European covered bonds.
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