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Findings: 

• A Capital Markets 
Union is a long-term 
project leaving EU 
businesses mostly 
bank-dependent in 
the near-term.   

• Even after establish-
ing a CMU, regulators 
should recognize the 
unique role banks, 
especially large 
banks, play in facili-
tating credit in good 
times and bad. 

• Regulation that sti-
fles market making 
by banks in the name 
of safety may ensure 
banks survive a cri-
sis, but risks ham-
pering their ability to 
help businesses when 
needed most.
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Last month, European Cen-
tral Bank (ECB) data showed 
European banks expanded 
lending to businesses by 1.1 
percent in the past year, the 
fastest rate of expansion in 
four years.1 More good news, 
the ECB bank lending survey 
revealed improving credit 
conditions for business lend-
ing.2 

However, performance 
across countries varied with 
strong loan growth in Ger-
many and France and con-
tinued declines in lending in 
southern countries. Further, 
European bank stocks still 
remain 
far off 
last year’s 
high, 
weighing 
on a sec-
tor facing 
economic 
head-
winds, regulatory demands, 
and legacy issues still on 
balance sheets. 3

It’s in this context that the 
European Union (EU) is seek-
ing to develop the Capital 
Markets Union (CMU). While 
the focus is often on the 
critically important task of 

unlocking nonbank financial 
lending capacity, banks have 
a critical role to play within 
a CMU to ensure credit flows 
to businesses in good times 
and bad. Regulations should 
recognize banks’ role and 
ensure rules do not inhibit 
the sectors’ ability to support 
EU business expansion.

Defining The Need For CMU 
And Its Potential

With around 80 percent of 
corporate debt in Europe 
attributed to traditional bank 
lending, policymakers are 
concerned that there is too 

much reliance 
on banks to 
fund growth. 
Moreover, 
fragmenta-
tion within 
the EU leaves 
certain coun-
tries and 

specific sectors particularly 
vulnerable to funding chal-
lenges. 4

The European Central Bank 
also believes this overreli-
ance on bank lending limits 
the impact of its accommo-
dative monetary policy on 
the real economy.5

For regulators, it’s essential 
to recognize the unique role 
banks play to ensure rules 
don’t inhibit the sector’s 
ability to support deep, liq-
uid capital markets. 
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The proposed CMU, is in-
tended to encourage more 
nonbank finance to fill these 
gaps by creating a single 
capital market across the 28 
members of the EU. As ECB 
Vice President Vítor Con-
stâncio argued in a speech 
in March, the CMU could 
aid the transmission of the 
central bank’s monetary 
policy, create capital markets 
that complement bank lend-
ing, and improve “private 
risk-sharing across coun-
tries” by virtue of the inte-
grated capital markets.6

Banking Today – Before A 
CMU 

It’s well understood that 
the EU is years away from a 
CMU, so the banking sector 
will remain the main credit 
option for many businesses 
in the near-term. The core 
challenge for the European 
banking sector today is that 
in a difficult macroeconomic 
environment, new regulation 
that both re-
quires recap-
italization 
and hurts 
profitability 
makes re-
structuring 
NPLs and 
acquisition of troubled banks 
by healthy banks far more 
difficult (Fig. 2). Moreover, fis-
cal constraints and EU rules 
mean no help will come 
from governments. 

Therefore, while the Europe-
an Central Bank continues 
to expand its balance sheet, 

it has been offset by shrink-
ing European bank balance 
sheets. The situation has 
sparked a number of de-
bates on whether to loosen 
state aid rules, enhance the 

borrowing capacity of the 
European Stability Mecha-
nism, and more. 7

While the sector faces chal-
lenges, the problem should 
not be overstated. Bank Tier 1 
capital ratios have increased 
from 8.1 percent to 13.6 per-
cent from 2008 to the first 

half of 2014 in EU banks.8 
A Bruegel analysis from 
last summer examined the 
strength of these balance 
sheets in a stressed environ-
ment and found the largest 
banks were well-positioned 
to manage a crisis.9 Last-
ly, World Bank data shows 
the average bank capital 
to assets ratio increased 32 
percent in the last five years 
(Fig. 3). A stronger sector 
means banks will be in a 
better position to support EU 
economies in a downturn, 
but the timing and extent of 
regulatory demands in this 
macroeconomic environ-
ment have led to geographic 
and sector-specific econom-
ic headwinds today.

While the sector faces challenges, 
the problem should not be over-
stated. Bank Tier 1 capital has in-
creased from 8.1 percent to 13.6 
percent since 2008.
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Supporting A CMU – Banking 
Going Forward 

Less discussed than the 
above is the central role 
banks will continue to play 
even after a robust CMU is in 
place. Recent experience in 
the US – where banks pro-
vide only 43 percent of all 
credit – shows that post-cri-
sis regulations must con-
tinue to take into account 
the essential role banks play 
in two main regards: credit 
to fuel growth and support 
during times of economic 
distress.

For multinational companies, 
large banks remain essential 
partners with 98 percent of 
multinational firms relying 
on them for domestic opera-
tions. Seventy-seven percent 
of companies found large 
banks to be essential or use-
ful for large loans, while 88 
percent reported the same 
for cash management.10 
Moreover, large banks top 
the Small Business Adminis-
tration’s (SBA) list for its 7(a) 
loans. 

Similarly, in the leveraged 
loan mar-
ket, banks 
have 
stepped 
away due 
to reg-
ulators 
exercising 
macroprudential tools to de-
risk this market. Research by 
the New York Federal Re-
serve shows that nonbanks 
stepped in, but loan volumes 
stagnated.11 Moreover, to the 

extent nonbanks were able 
to step in, they found it was 
the result of increased bank 
funding.

This situation is exacerbated 
during crises when banks are 
more likely to sustain fund-
ing for businesses, while al-
ternative lenders have more 

quickly 
fled to 
safety.12 
There 
have 
been 
exciting 
devel-

opments to address this 
challenge, such as electronic 
trading platforms and new 
business models among 
nonbank financials, but it’s 
unclear whether they will 

be able to replicate the role 
banks play in crises.

Regulating Banks In A CMU 
– Capital And Structural 
Reform Considerations

Looking ahead, new rules 
in both the US and EU risk 
that while banks will survive 
the next crisis, they may be 
of little help to the market 
in the moment. In particu-
lar, these include the sim-
ple leverage ratio (SLR) and 
structural banking reforms 
that seek to separate com-
mercial from investment 
banking activities.

On the former, last fall Gold-
man Sach’s Steve Strongin 
pointed out that to the ex-
tent nonbank lenders want 

Experience has shown banks 
play a unique role in crises, sus-
taining funding for businesses, 
while alternative lenders have 
more quickly fled to safety.
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to provide liquidity during 
a downturn, they will often 
go through a bank interme-
diary.13 However, the same 
rules that constrain banks’ 
ability to quickly expand 
their balance sheet – such 
as the SLR – impact their 
clients. Therefore, the cost 
of renting a bank’s balance 
sheet to conduct a transac-
tion will be more expensive, 
reducing market liquidity. 
The SLR is an important 
back-stop to risk-adjusted 
capital standards, but to the 
extent that it’s a binding 
constraint on market making 
activities it can be counter-
productive in a crisis.

On structural banking re-
form, these efforts fail to 
capture the scale and diver-

sification benefits from the 
universal bank model that 
increase both efficiency and 
resilience. The European 
Banking Federation found 
that universal banks saw the 
least amount of losses as a 
percentage of total assets 
during the crisis.14 Breaking 
up banks along activity lines 
or through size caps goes 
against market forces dic-
tating a need for globally 
active banks for both large 
multinational companies 
and emerging middle market 
companies looking to ex-
pand across borders. 

As policymakers move for-
ward, recognizing the unique 
role banks – especially large 
banks – will play in the CMU 
must be at the forefront of 

regulatory actions to ensure 
it fully serves EU business 
expansion.
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