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Europe is strongest whaf uniteaihis year, Europe
showed that solidari#™over the CoviGih9 pandemic; the
ESM became p# 't of the response with IGQas called pandemic

Crisis Support.

We have gf Jyed the economic benefits of a single market for goods and ices for
nearly 4 years. But a united market for savings, investments, and capital rai in the
Eurgt “an Union (EU) has so far proved largely elusive. The EU remains 27 capite
2 ets, with cross-border finance hampered. This lack of an EU capital markets u

ore than an inconvenience: it weakens Europe’s businesses and households.

market. The need to unite Europe’s capital markets is now more crucial than ever to avoid
leaving the EU reliant on financing from a jurisdiction whose rules may well start diverging
from Europe’s in the medium term.

Added to that, the European economy faces a sharp recession caused by the Covid-19
pandemic. While capital markets union may only take shape once the recovery is
underway, overcoming market segmentation will be decisive to securing the financing
necessary to bounce back robustly from a shock whose economic impact will last for
years.

Europe will have to raise vast amounts of money to tackle the immediate effects of the
crisis and an EU-wide recovery fund largely financed via capital markets is being
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debated. At the. )mme time, Europe is pursuing a transition towards a g¢ cn and digital
economy to provic, Jsustainable economic development. To achie e objectives,
Europe will need strC apital markets. It is the right moment {g¢ “poot the capital
markets union debate |5 ed in 2015.

To recommend practical sol S to address these chs? ges, a High Level Forum,
convened by the European Co ion in Novemb 019, reported its findings on 10
June. The ESM is excited to have pc. ‘sipated i High Level Forum and supports the
report’'s recommendations. 2

In this blog, we identify five key areas, tht ' " that will be crucial for the success of
capital markets union, and we will ela® ‘ate ont_ se later.

What will hold Eurogf™back in a recd

For recovery and prosp to return, firms that have been w ed by loss of business
during lockdowns ngf “iresh capital. To secure finance, compa ill struggle because
their equity value fallen, they are more leveraged or their busine’_yorospects are
uncertain. In ecovery, we need public finance to tackle the impact ¢ “ae crisis. But
we also ned “private finance — yet that will prove difficult to achieve if EurG, s capital
marketg ain fragmented along national lines.

Je relies on its banking sector for financing its economy, which has its merits.
owever, as the last crisis taught us, there is value in having alternative channels of
financing available to firms to alleviate cash constraints and support financial stability.

loans.

The contrast of the EU and US economies in terms of market capitalisation is striking.
Similar-sized economies, yet the stock market capitalisation is considerably smaller in
Europe than in the United States.l3l Europe’s stock market capitalisation is half its gross
domestic product (GDP), while in the US market capitalisation is nearly double GDP.
Enlarging Europe’s capital market could provide a great deal of necessary growth
finance.
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Figure 1: Cquital markets in EU-27 represen t 52% of

GDP, while in US 170%

m GDP
Market-cap

Output and
stockmarket
capitalisation

in trillion euros;
2019

Sourgt "World Federation of Exchanges, International Monetary Fund, US Burec¢ wof
gt Omic Analysis.
ste: Market cap refers to the Market Capitalisation of Listed Domestic Companies.
27 are the 27 Member States of the European Union.

international environment that has again become more polarised. Offering sizeable and
deep capital markets attracts foreign investors. Beyond equities, the US benefits from a
much larger pool of safe assets through the US Treasury market. This supports the
strength and the value of the dollar. Being able to trade in your currency opens markets
and avoids risks for companies. A strong international role of the euro would offer stability
and economic advantages to Europe.

The 5 S’s give the largest impact to boost Europe’s capital
markets union
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As the Preside’ af the European Commission Ursula von der Leyen 3¢ 2'in her opening
statement to the £ mpean Parliament: “Let's finally complete the al markets union.”]
It is against this back? »p that the European Commission set ugf ¢ High Level Forum
with the mandate to re hat has been done until now ap opose a plan of key
measures to complete capie. ynarkets union. The ESM epresented by Kalin Anev
Janse, one author of this blog.

A total of 17 key recommendations apital mz s union are in the High Level
Forum'’s final report.

In our view, five of them are capital markf 5°¢_ an “game changers”, with other
recommendations being important egf ers.

Figure 2: The 5 S’sf9 boost Europe’
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Source: European Stability Mechanism based on the High-Level Forum on Capital
Markets Union report, June 2020

* The role of the Euro and Safe Asset are part of the overall body of the High-Level
Forum on capital markets union report, considered to be an important element but seen
as part of the EMU — Economic and Monetary Union discussion. Therefore, not part of the
17 concrete recommendations for capital markets union.
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1. Supervigen — a “European SEC”

The ECB Single Supe. 'sory Mechanism (SSM) was a game ger for Banking Union;
strong European super a for markets will be the same fgf “apital markets union. A
single rulebook for supervise, yoractices is a pre-requisitd or an integrated well-
functioning capital markets unic nified supervisio create a level playing field for
market participants and ensure bex onsumer p ction. The two European
Supervisory Authorities for capital ma ang nsurance activities should benefit from
wider powers to enhance European supe. ' y convergence, on the same basis as the
SSM for banks. A smart split could involw = s cross-border players supervised at
European level and domestic player ationc el. Like the SSM, that combines the
best of both worlds with a Europeaé Supervisor any, jational regulators.

2. Sustainable finag#Ce — green, social'¥®d creating value
for all

Europe is leadingt “the development of sustainable finance that incic. ®s Environmental,
Social and Gg¢ “inance (ESG) standards. The euro is the leading curre globally for
sustainab d green finance on the capital markets with 45% in euros ve 26% in
US do . Yet the sector remains small and green finance requires a significe

exp on.bl

Figure 3: Almost half of global sustainable capital markets

finance is denominated in euro
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If Europe is le in the environmental factor, it needs now to develop® = social
dimension emphasised by the Covid-19 crisis. By becoming the globai® wb for ESG
finance ope could boost its capital markets and promote the internationai®. *= of the
eurag e EU Green taxonomy is an important step in that direction.

ial means also opening up capital markets to citizens. Enhancing market-based
pension schemes on top of s

rules for transparency and investors’ protection. Simplifying tax processes and setting the
right tax incentives are necessary as well. This goes beyond the ecological finance, but
reaches the best-in-class, ethical and transparent finance that is sustainable for the
prosperity of future generations.

3. Securitisation and market making

In the wake of the 2008 financial crisis, securitisation declined dramatically in importance,
particularly in Europe where the market was less structured and mature than in the US.
Securitisation was held responsible for amplifying risks related to underlying assets.
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However, whe operly designed and monitored, securitisation remaif “a powerful
technique to sharc. 'sks more equally between banks and market J create more
investment opportu Securitisation can free up lending cap of banks, allowing
them to deleverage. Her. Ranking Union and capital marketgt ‘iion are complementary.
De-risking banks will also | urope move ahead with eper integration of the
banking sector.

Reviving the securitisation market | ope and ancing market making will require
some harmonisation of national insolve E 0 increase visibility on enforcement and
repossession procedures to protect invest mproving existing rules related to the
prudential treatment of securitisation traf ‘ac may help as well.

Additionally, reinforcing market g is importa crises, we see foreign banks shy
away from Europe. For a stro apital markets union; need a strong market making
activity in Europe.

4. SMEs and gfjuity finance

SMEs are at eart of Europe’s business model. Europe has a rich e of start-up

companie novative areas — companies working in IT and artificial inte:_Jance, media

and big . Unfortunately, they lack opportunities in Europe to become globe

chanf 'Ons. With London exiting the EU capital market, we lose the most imports

E4 Jpean hub of start-up finance. Access to sizable capital for the scaling up of sma
ovative firms to bigger companies is a notorious problem in European capital marke

Europe has implemented a recognised legal framework for listed companies aimed at

heavy and costly for SMEs and start-ups, deterring them from going to public markets.
Here again, some exemptions for SMEs could be envisaged. Making it easier and more
transparent, say, for a Belgian retail investor to invest in a Greek SME would be a game
changer for capital markets union.

This is a big theme. In the High Level Forum on capital markets union we have seven
specific recommendations, from harmonising insolvency regimes to centralising company
data. And simplifying rules for Central Securities Depositories to alleviate listing rules.
This all should boost SME and equity finance, also from retail capital market investors
and reduce dependency on bank finance.
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5. Safe ASket

Finally, there cannot & g fully-fledged capital markets union wi Sut a common safe
asset. This remains unde. sandably the politically most co ersial and difficult part. But
reality is that all well-functioi % capital markets throughg e world have a reference or
safe asset in which value can ¢ tored and against v all other financial instruments
can be priced and compared. A EG mean safe ass ould help stabilise the monetary
union. Bigger and deeper markets ofte. more ligt Jity and better hedging opportunities
and, therefore, attract more investors.

We already have €800 billion of Europ safe ets in the market. The recent
announcement of EU-backed bond ance to fi e a recovery fund, if politically
approved, could potentially add 4 Sther €750 billion._ 3at’s in addition to the €540 billion
package of counter-Covid-12¢ =asures from the Europe. ylnvestment Bank, the ESM,
and the European Commig on.

A European safe asgt ‘with a large market size like US Treasuric, gan only be achieved
over time. But we be optimistic, we are moving step-by-step to ¢ ager volume of
European safgf 5sets. With the COVID19 crisis response, we might rec. 3,€2 trillion of
European § ¢ Assets in the market. Increasing the number should remaii, % aspiration
for the e. This would be the biggest game changer for capital markets u

[114° anks to Olivier Pujal, George Matlock, Andreja Lenarcic, Loukas Kaskarelis, Nicoléev

ascher, and Edmund Moshammer for their contribution to the blog and ESM’s input to the
evel Forum on the Capital Markets Union.

[4] European Commission (2019), Openlng Statement in the European Parllament Plenary

Session by Ursula von der Leyen, Candidate for President of the European Commission,
16 July 2019.

[5] ECB (2020), 19th Annual Review of the international role of the euro, (June 2020).

Further reading

Out of the Box: A new ESM for a new crisis
Euronomics: The building blocks of recovery
Regling’s Take: Why we need to boost the euro’s international role
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The time for SE€ Rarity in Europe is now — a concerted European finangt Presponse to the
corona crisis

Out of the Box: InveS_ W in a better tomorrow

Helping people, busines and countries in Europe
A new Vision for Europe’s € hital markets
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