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1. What do we mean by “financial integration”? 

It is always useful to begin with a definition of terms.  I will take “financial integration” to involve a 

combination of formal arrangements and market practices that link national financial markets more 

closely together and lead to greater efficiency and a lower cost of financial intermediation. 

At the formal level, financial integration would be characterized by the absence of legal or regulatory 

barriers to transactions within a region; the ability of financial firms to offer their services throughout 

the region on an equal basis; and access by borrowers and lenders to institutions and markets in all 

parts of the region.  It would also imply common (or at least equivalent) regulations and supervisory 

arrangements throughout the region. 

Of course, for integration at the formal level to be effective in practice, there must be an absence of 

non-legal barriers.  Such barriers can include such things as informal regulatory barriers to market 

entry; differences in information availability (due perhaps to divergent accounting standards); 

additional risk factors (such as different exchange rates); incompatible market infrastructures that 

add to the costs of cross-border securities transactions, and so on.  

As the European Union discovered in the wake of the completion of the “single market” project in 

1992, the achievement of formal integration is necessary, but not sufficient to achieve the full 

benefits of greater financial integration.  Let us consider what these benefits might be 

 

2. What do we hope to achieve through greater financial integration? 

Financial integration should lead to more choice and greater competition in the financial services 

industry.  In turn, this should result in greater efficiency and lower costs to end-users of financial 

services.  More efficiency and a larger pool of capital should facilitate more comprehensive 

development of organized securities markets, as well as over-the-counter markets in customized 

products.  As well, integration will help support innovation in the development of new products. 

More complete financial markets, a greater range of available services and lower intermediation costs 

will encourage greater use of the financial services industry.  This should lead to more effective 

mobilization of savings, as households have more attractive outlets for their savings.  It should also 

lead to a better allocation of investment funds, due to competitive improvements in investment 

appraisal techniques, and the greater availability of financial instruments to economise on financial 

capital and manage risk. 

  



 

 

3. How can we measure whether financial integration is taking place? 

The foregoing are consequences of financial integration that should improve the overall functioning 

of the economy.  How can we judge whether financial integration is actually taking place?  What 

metrics are available? 

Two approaches are possible.  Using a “top-down”, or results-oriented approach, one could infer 

financial integration from developments in financial markets and in the broader economy.  Financial 

integration should result in: a greater proportion of cross-border financial transactions; a growing 

share in financial services being taken by non-national providers; a greater range of financial 

products becoming available; a reduction in the costs of financial intermediation; an intensification 

of capital market activity; and greater responsiveness by markets in one country to region-wide 

developments.   

With financial integration, the bias toward in-market financial transactions should gradually be 

reduced and cross-border transactions within the larger region should assume greater importance.  

So we could look at the scale of cross border financial transactions as a measure of integration.  It is 

also relevant to look at the same issue from the cost side.  Historically, cross border transactions have 

been more costly because of impediments to making transactions in different jurisdictions.  With 

integration, these impediments should become less. 

Of course, the difficulty with this kind of “top-down” assessment is that many other factors are at 

play, and it is hard to gauge how much of the changes in market functioning and economic 

performance can be attributed to financial integration. The alternative is to look in a “bottom-up” 

fashion at specific actions to encourage integration.  These could be the removal of barriers to cross 

border transactions, in the form of tax impediments and discriminatory rules against foreign players, 

as well as the creation of specific infrastructures to facilitate cross border transactions, and the 

adoption of common standards for the provision of financial services and information provision.  

These actions are easier to identify, though it is not always easy to gauge their quantitative impact on 

real economic trends. 

A specific indicator of integration would be consolidation among financial institutions.  As different 

national jurisdictions become integrated, the differences between nationally owned service providers, 

and those based in other parts of the region should become less.  Barriers to mergers and 

acquisitions should diminish, and transnational consolidation should occur. 

Looking at supervision, a measure of integration is whether the same regulatory and supervisory 

framework is in place throughout the region.  Alternatively, if independent supervisory authorities 

coexist, it is relevant to ask how much they rely on mutual recognition of each others’ activities and 

judgments. 

 



 

4. How much financial integration has occurred in Europe 

Turning to results, there has been substantial growth of cross border securities transactions in 

Europe. Issuers in individual countries have increased their access to capital markets in other 

European countries, gravitating to centres that can offer the greatest depth and liquidity.  And 

investors have diversified their portfolios by accessing securities throughout the region. For example, 

investment funds in countries of the euro area increased their holdings of securities from other euro 

area countries from about 25% at the time of the euro’s introduction to some 45% in 2006.  The 

equivalent figure for equity securities rose from just over 15% to almost 25%.  

A reflection of the growing strength of capital markets in Europe is the increasing relative size of 

European markets relative to, say, those in the United States.  By March 2007, the stock market 

capitalization of European countries (using an admittedly broad definition of Europe, to include 

Russia) surpassed the valuation of US stock markets.  Derivative trading has also grown rapidly in 

Europe, and the strength of derivative exchanges has been one of the factors stimulating US interest 

in cross border consolidation of exchanges. 

The increased depth and liquidity of European capital markets is also illustrated by the attractiveness 

of the Euro as a currency of issuance.  The volume of debt issuance in Europe has steadily increased 

relative to that in the United States over the period since the Euro’s introduction. 

The consolidation process among financial institutions was initially much more notable within 

national markets than across borders.  In most countries in Europe, the number of banks and 

insurance companies has steadily diminished as mergers occurred to exploit economies of scale.  But 

until recently, cross-border mergers were much less common.  It appeared that consolidation across 

national boundaries encountered greater difficulties in generating cost reducing synergies, as well as 

facing regulatory and other obstacles.  

 

More recently, however, there are signs that significant cross-border consolidation is beginning to 

take place and that regulatory obstacles are being lowered.  Transactions such as Santander’s 

acquisition of Abbey, ABN Amro’s acquisition of Antonveneta, Unicredito’s acquisition of HBV, and 

the proposed merger of Barclays and ABN Amro all signal that the integration of the banking market 

in Europe is gathering pace. 

Turning to the measures designed to promote integration, there has been considerable activity.  The 

Financial Services Action Plan, developed in 1999, identified 42 separate areas where action could be 

taken to promote the efficiency and integration of financial services in Europe.  All of these areas 

have been the subject of initiatives agreed at the European level.  Together with initiatives stemming 

from the “Lisbon agenda”, the “better regulation” proposal and the Markets in Financial Instruments 

Directive (MiFID), this program is impressive in its scope and capacity to transform European capital 

markets.  Implementation at the national level is proceeding and when completed will go a long way 

to unifying the financial services market throughout the EU. 



 

An important development in the supervisory domain has been the articulation and implementation 

of the “Lamfalussy process”.  There are obvious shortcomings in an arrangement whereby each 

national jurisdiction has its own independent regulatory agency (sometimes more than one) and 

agreement on common standards and approaches is subject, in effect, to unanimity provisions. 

Developments in financial markets simply move too fast to be adequately regulated by such a 

cumbersome mechanism. 

The Lamfalussy process provides a way to speed up harmonization or mutual recognition of 

supervisory approaches by dividing the regulatory process into a number of “levels” which 

correspond to the degree of specificity of particular measures.  High level principles are subject to 

agreement at the top political level, while implementing decisions can be delegated to committees of 

regulators.  While the Lamfalussy process may appear complex at first sight, it provides a mechanism 

for regulators throughout the EU to work together to reach common standards and approaches, and 

to respond to innovations in a timely way, 

In the area of post-trading integration, the Giovannini group identified 15 barriers to cross border 

clearing and settlement, and stimulated measures at the European and national levels to remove 

these barriers.  The Giovannini barriers are grouped in three broad categories; technical legal and 

fiscal barriers.  While progress has been noted on most of the technical barriers, prompted by 

harmonization work undertaken by industry bodies, a lot more remains to be done on the legal and 

fiscal barriers.  National authorities need to focus on how to remove these barriers with a sense of 

urgency. 

Lastly, it is worth noting Europe’s decision to adhere to common accounting standards developed by 

the International Accounting Standards Board.  Divergences in accounting conventions, had they 

been allowed to persist would have been a factor inhibiting capital market integration. 

 

5. What are the obstacles to further financial integration? 

While much has been achieved in Europe over the period since the 1992 single market act, much 

remains to be done.  Financial transactions across borders are still more expensive and less 

widespread than in the United States.  Transactions efficiency appears to be greater in New York, 

with the costs of clearing and settlement lower.  European financial institutions still do not have the 

size and global reach of their US counterparts.  What are the obstacles that remain to making Europe 

a truly integrated financial market? 

In the retail area, consumers still have different product preferences, the result of cultural and 

regulatory history.  Some of these will doubtless remain, while others will erode over time, as new 

products and services are offered by market entrants, and consumers converge on products that are 

most attractive.  In addition, there are unnecessary costs in the area of retail payments that can be 

tackled by regulatory action.  Cross-border retail payments within Europe are still more expensive 

than in the United States, even within the Euro area, where there is no additional foreign exchange 



 

cost.  According to Commissioner Almunia, the cost of transferring Euro 100 within the Euro area 

fell from Euro 24 to Euro 2.4 in the seven years following the introduction of the single currency.  

The decline in cost is impressive, but the remaining transaction cost is still high.  Equity market 

transactions are likewise more expensive than in the US. 

Another factor inhibiting financial integration is the absence of full tax harmonization.  Tax 

considerations influence the location of booking of transactions, and act as a deterrent to cross-

border transactions, owing to the complexity or expense of securing tax reimbursement under 

double taxation agreements. 

Labour market restrictions influence the costs and benefits of cross border consolidation in the 

industry.  As technology becomes a larger and larger share of financial institutions’ costs, there are 

obvious economies to be reaped through consolidation and the reduction in back-office costs.  But if 

these economies are thwarted by restrictions on the use of redundancy, the incentives to pursue 

cost-reducing consolidation will be reduced.  In recent years, a number of initiatives have increased 

labour market flexibility, but it is still less than in the United States, for example.   

Regulatory obstacles have likewise been reduced.  Thanks to the activities of the European 

Commission, it is now much harder for national regulators to resist market access by non-national 

players.  And the harmonization of regulatory practices has created a much more level playing field 

than in the past. 

 

6. What policies can promote integration? 

Integration by itself should not be an objective of policy.  Policy is aimed at creating a more efficient 

financial services market in Europe, which will as a by-product probably lead to consolidation and 

integration.  More efficient financial services can be fostered by both active and passive measures. 

Under normal circumstances, a natural presumption is that competition and market forces will tend 

to foster innovation and cost-reduction.  So the first requirement is to avoid imposing restraints on 

the operation of market forces that inhibit efficiency-promoting developments.  Industry 

practitioners naturally point to regulation in this connection.  Nearly everyone accepts, of course, 

that regulation and supervision have an important role to play in financial markets.  But it is 

important that regulation work with the grain of market forces, that the costs and benefits of 

regulation be properly weighed, and that implementation be flexibly applied. 

In some cases, it may be that markets fail to produce efficient solutions, or do not arrive at them in a 

timely way.  This may be for any of a number of well-known reasons from asymmetric information 

and game theory.  Where collective action problems prevent markets from converging quickly 

enough on an efficient solution, there may be a case for direct action.  Two areas where this is taking 

place are SEPA, and the post-trade settlement environment.   

 



 

In the latter case the ECB has taken the initiative to promote a settlement engine (T2S) that is 

designed to more quickly reap some of the economies of scale that clearly exist in the settlement 

industry.  The ECB initiative is still controversial.  But I believe the interests of the securities industry 

would now be best served by a dialogue on how the initiative could be a success, ensuring that the 

manner in which it would be implemented truly helps promote a competitive environment, and 

creates the scope to exploit technological advances to reap potential economies. 

As a concluding observation, let me say simply that integration within a region should never come at 

the cost of erecting barriers to non-regional players.  Financial integration should create economies 

that make regional players more competitive and better able to hold their own in global competition.  

All history suggests that measures to protect regional institutions against outside competitors will 

weaken them, over time, and have counter-productive results. 

 

7. Implications for the United States. 

Paradoxically, I believe the implications for the United States of a stronger and more integrated 

financial services industry in Europe are fundamentally benign.  It is customary at the present 

moment for observers in the United States to express concern at the reduced competitiveness of US 

markets, as reflected, for example in the loss of share of IPOs to Europe (specifically London).  This, 

however, is part of a natural evolutionary process. 

Non-US markets have grown in size and sophistication, and it is natural that their share of global 

financial services should rise.  And to the extent that this trend represents regulatory or legal 

overstretch, it will act as a spur to US officials to consider what means are available to strengthen the 

competitiveness of the US industry, while maintaining its enviable qualities of depth, liquidity and 

integrity. 


