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Focus 
II. EU financial integration and euro-area adjustment 

The process of EU financial integration is predicated on the link between financial development and improved economic 
performance, and reflects a two-step rationale. Integration of Member State financial sectors is expected to promote financial 
development in the EU as a whole and this, in turn, should lead to a higher potential output in the EU economy. In 
addition, just as the financial integration process has benefited from the elimination of currency risk in the euro area, the 
smooth functioning of the euro-area economy depends on the extent to which the euro is underpinned by an integrated financial 
market. A number of financial market indicators confirm increasing integration in the European Union, with the 
introduction of the euro acting as a further catalyst. As a result, portfolios have been rebalanced to improve risk/reward 
structures reducing home bias and leading to increased risk sharing, especially prevalent for the euro area. An important 
message is that the euro-area Member States have even more to gain from financial integration than EU Member States 
outside the euro area. However, it also has potentially unfavourable implications for the euro area essentially due to the fact 
that the process of financial integration has itself constituted an asymmetric shock which has proved to be difficult to cope with. 

1. Introduction 

The financial sector plays a crucial role in a 
modern economy. First, it provides the necessary 
infrastructure to facilitate financial transactions. 
Second, it channels financial resources from 
those in surplus to those in deficit, ensuring an 
efficient allocation of resources, capital 
formation and growth. Third, it facilitates risk 
management by pooling, diversifying and 
reallocating risks among economic agents with 
different risk-taking characteristics and 
possibilities. Within the EU, cross-border 
integration is seen as a means to promote the 
efficiency of the financial sector in performing 
these functions. Cross-border integration has 
additional relevance in the euro area, where the 
financial sector also functions as a mechanism 
for economic adjustment among the participating 
Member States.  

This focus section analyses EU financial 
integration and its role for euro-area adjustment 
from four angles: first, it looks at the respective 
EU policies and their economic rationale; 
second, it reviews the state of play of EU 
financial integration by looking at the actual 
degree of integration achieved to date; third, it 
discusses the benefits and risks of financial 
integration for economic adjustment in the euro 
area; and fourth, it lays out the policies needed to 
optimise the role of financial integration in euro-
area economic adjustment.    

2. EU policies and the rationale for 
financial integration 

The blueprint for an integrated EU financial 
sector is the Financial Services Action Plan 
(FSAP) proposed in the late 1990s and currently 
in the process of national implementation. The 
FSAP comprises 42 separate measures targeted at 
a wide range of financial activities. These 
measures relate to both the wholesale and retail 
sectors and to the three financial-sector functions 
described above. They establish common rules 
for integrated securities and derivatives markets 
(the Market in Financial Instruments Directive), 
facilitate the raising of capital on an EU-wide 
basis (the Directive on Prospectuses), ensure 
legal certainty in the cross-border use of 
collateral (the Directives on Settlement Finality 
and Financial Collateral Arrangements), set 
common standards for financial reporting (the 
Regulation on International Accounting 
Standards), promote investor confidence and 
market integrity (Directive on Market 
Manipulation) and facilitate cross-border retail 
payments. The implementation of those 
measures within Member States will be aided by 
the four-level ‘Lamfalussy framework’25 which is 

                                                      
25  Following a suggestion by a committee of ‘wise men’ 

headed by Alexandre Lamfalussy, a four-level approach 
for EU financial market legislation and implementation 
was endorsed by the European Council at Stockholm in 
March 2001. It is composed of four "levels", each 
focusing on a specific stage of the implementation of 
legislation. The four-level approach is as follows: Level 1 
consists of legislative acts, namely Directives or 
Regulations, proposed by the Commission following 
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intended to ensure that legislation is 
implemented consistently in all Member States 
and that national supervisory practices converge.  

The immediate economic rationale for financial-
sector integration policies stems from the well-
documented finance-growth nexus, with both 
theoretical and empirical evidence suggesting that 
an efficient financial sector improves investment 
performance and so promotes higher long-term 
output growth (see Box 7). An efficient financial 
sector can improve growth via (a) portfolio 
diversification, where the opportunity to share 
risks may induce savers to allocate a higher 
fraction of their savings to riskier but more 
profitable projects; (b) enhanced quality of 
investment, as greater access to and by 
intermediaries reduces the problem of 
asymmetric information and so raises overall 
investment profitability; and (c) longer-term 
investment, as the availability of liquid financial 
markets allows a larger proportion of savings to 
be invested in longer-term and typically more 
productive projects. 

In the EU, national segmentation has acted as a 
major constraint on the efficiency of the financial 
sector of the Union as a whole. While Member 
State financial sectors have generally been 
efficient from a national perspective, they have 
been much less so when viewed from the 
perspective of a progressively integrating EU 
economy. A significant divergence has emerged 
between the real sector, which increasingly 
operates on a cross-border basis, and the 
financial sector, which remains segmented. The 
degree of segmentation has been such that the 
EU financial sector has not been able to function 
efficiently and so has acted as a drag on the 
overall performance of the EU economy.26  
                                                                              

consultation with all interested parties and adopted under 
the ‘co-decision’ procedure by the Council and the 
European Parliament. At Level 2, the relevant 
implementing measures are adopted. Such measures are 
used to ensure that technical provisions can be kept up to 
date with market developments. Level 3 measures have 
the objective of improving the common and uniform 
implementation of Level 1 and 2 acts in the Member 
States. Level 4 involves compliance and enforcement of 
the new rules and laws through common EU-wide 
practices by supervisors and regulators.  

26 See ’Quantification of the macroeconomic impact of 
integration of EU financial markets‘, London Economics,  
2002; and ’Financial market integration, corporate 
financing and economic growth‘, European Commission, 

But integration can stimulate financial-sector 
development, via two main channels. First, 
benefits will emerge from exploiting the scale 
effects of a greater number of actual and 
potential counterparts for financial transactions. 
The resulting decline in transaction costs 
translates into a lower cost of capital for 
borrowers and higher returns for investors. 
Second, competition among financial 
intermediaries make the intermediation of 
savings to investment even more efficient. 
Finally, integration can also increase financial-
sector development and thereby enhance 
stability, e.g. due to the enhanced risk 
management techniques from foreign entrants 
and additional intermediation channels arising, 
i.e. going beyond traditional banking. As sector 
development and efficiency rises, investment and 
growth performance in the economy is further 
enhanced.  

However, many of the benefits of financial 
integration might be indirect, especially for less 
developed countries. Indeed, summarising the 
literature related to financial globalisation, Kose et 
al. (2006) conclude that the 'main benefits of 
successful financial globalisation are probably 
catalytic and indirect rather than simply enhanced 
access to financing for domestic investment'.27 
They argue that more important than direct 
growth effects of access to more capital is how 
capital flows generate so-called 'potential 
collateral benefits' of financial integration. They 
cite broad support in the literature for the thesis 
that 'financial openness can promote 
development of the domestic financial sector, 
impose discipline on macroeconomic policies, 
generate efficiency gains among domestic firms 
by exposing them to competition from foreign 
entrants, and unleash forces that result in better 
government and corporate governance. 

                                                                              

Directorate General of Economic and Financial Affairs, 
Economic Papers, No. 179, 2002, by  M. Giannetti, L. 
Guiso, T. Jappelli, M. Padula and M. Pagano.  

27  Kose, M.A. et al. (2006), 'Financial globalization: a 
reappraisal', NBER Working Paper Series, No. 12484, 
August.  
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Box 7: Finance and growth 
 

Finance, entrepreneurship and economic growth are interconnected as the financial system enables savers 
to pool funds, and then allocates investment to the highest return activity by addressing problems of 
adverse selection in credit markets. This theoretical link suggests that the development of finance is closely linked 
to economic growth. While empirical work in the field of financial development and economic performance is 
relatively new, evidence would seem to confirm the importance of a well-developed – and hence efficient – financial 
system in boosting economic performance. 
 
A positive link between a developed financial sector and economic performance has been established by a 
number of studies. Building on the work of King and Levine (1993), Levine et al. (2000) establish a strong positive 
link between financial intermediary development and economic growth. Similarly, Beck et al. (2000) find a robust and 
positive link between financial intermediary development and both real per capita GDP growth and total factor 
productivity growth. In a broad overview article, Levine (1997) documents a strong positive link between the 
functioning and development of the financial system as a whole and long-run economic growth.  
 
Both banks and financial markets provide complementary ways of fostering economic growth, with each of 
them having their distinctive advantages (Dolar and Meh, 2002). Similarly, Levine (2002) shows in a broad-based 
cross-country examination that although overall financial development is robustly linked with economic growth, 
financial structure in itself is not a stringent determinant of economic growth. In fact, intermediary-based finance 
and market-based finance may play different roles and the availability of both financing avenues seems to be 
beneficial. 
 
Financial development seems to benefit new entrants and small firms disproportionately. Rajan and Zingales 
(1998) find that financial development influences economic growth rates via the reduction of the cost of external 
finance to financially dependent firms. In that context, the paper suggests that a well-developed financial system may 
play a crucial role in the rise of new firms, while a lack of financial development may favour incumbent firms – able 
to fund themselves through retained profits – over new entrants. Similar results are reached by Beck et al. (2004). 
Giuso et al. (2004) find that local financial development enhances the probability of an individual starting his own 
business, favours entry, increases competition and promotes the growth of firms. The study also shows these effects 
to be weaker for larger firms, which can more easily raise funds outside their local region. 
 
References:  
Beck, T., R. Levine and N. Loayza (2000), 'Finance and the sources of growth', Journal of Financial Economics 58, 
pp. 261-300 
Beck, T., A. Demirguc-Kunt, L. Laeven and R. Levin (2004), 'Finance, firm size, and growth', NBER Working Paper, 
No. 10983, December 
Dolar, V. and C. Meh (2002), 'Financial structure and economic growth: a non-technical survey', Bank of Canada, 
Working Paper 2002-24, September 
Giuso, L., P. Sapienza and L. Zingales. (2004), 'Does local financial development matter?', The Quarterly Journal of 
Economics, Vol. 119, Iss. 3, pp. 929-969, August 
King, R.G. and R. Levine (1993), 'Finance, entrepreneurship, and growth – theory and evidence', Journal of 
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3. The state of play of financial 
integration in Europe 

A number of financial market indicators confirm 
increasing integration in the European Union, 
with euro introduction acting as a further 
catalyst. Although product distribution is still 
being hampered by different legal and 
institutional barriers rooted in often centuries- 
old traditions, national contract and property 
laws, financial integration has resulted in a 
common regulatory framework in a number of 
areas, progressively allowing capital to flow more 
easily across borders. 

Graph 29: Relative share of EU countries cross-border 
portfolio investment going to other (i) EU countries, 

(ii) euro area countries and (iii) non euro-area 
countries 

(in % of total cross-border portfolio investment) (1) 
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(1) When compared to total cross-border portfolio holdings. As no 
data are available for 1997, the portfolio investments from 
Germany, Luxembourg and Greece are excluded for that year. 
Source: IMF, Commission services. 

As a result, portfolios have been rebalanced to 
improve risk/reward structures reducing home 
bias and leading to increased risk-sharing. 
Calculations based on IMF data demonstrate that 
the relative share of EU countries' cross-border 
portfolio investment going to other EU countries 
increased from roughly 30% in 1997 to around 
42% in 2005 (see Graph 29).28 In other words, 
EU and euro-area countries have increasingly 
invested in each other. Figures show that 
development overwhelmingly benefited the euro 
area as the share of EU countries' portfolio debt 
                                                      
28 As no data are available for 1997, the portfolio 

investments from Germany, Luxembourg and Greece are 
excluded for that year. 

and equity holdings in the single currency area 
increased from 22% to 32% during that period. 
In contrast, the share of portfolio investments 
from EU countries vis-à-vis non-euro-area EU 
countries barely increased at all. The time profile 
of the shift in cross-border portfolios documents 
a sharp acceleration in the EU cross-border 
portfolio investment component between 1997 
and 2001, the run-up to and the early years of the 
euro. This might be explained by pre-euro 
convergence developments as rational forward-
looking economic agents adjusted to changed 
circumstances, also evidenced in the sharply 
lowered borrowing costs in a number of 
prospective euro-area countries, as evidenced by 
the declining yield spread when compared to 
Germany (Graph 30). 

Graph 30: Sovereign yield spread against Germany  
(in %, Jan 1990 to May 2007) 
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(1)10 year segment. 
Source: EcoWin. 

The process of EU financial integration is well 
under way, in particular in wholesale markets but 
increasingly also in retail markets. The pace of 
integration has been fastest in the case of 
financial instruments with agreed definitions, 
common conventions and a common 
infrastructure such as the euro-area inter-bank 
and derivatives markets. Progress has been 
slower for instruments which are more affected 
by national regulations, market conventions, 
taxation, and legal frameworks, such as equities.  

The euro-area derivatives market is highly 
integrated with a sharp expansion of euro interest 
swap activity and the rise of pan-European 
equity-based index trading. As regards the 
integration of money markets, the market for 
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interbank deposits is fully integrated, as 
witnessed by the acceptance by market 
participants of EONIA (Euro Overnight Index 
Average) and EURIBOR (Euro Inter-Bank 
Offered Rate) as uniform price references.  

On the other hand, various technical, regulatory, 
fiscal and legal obstacles relating to clearing and 
settlement are still holding back the integration 
of the secured market segments (e.g. commercial 
paper and treasury bills), which involve the 
exchange of liquidity against collateral.   

Graph 31: Standard deviation of government bond yield 
spreads for two, five and ten year maturities, euro 
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Source: ECB. 

The launch of the euro created a much more 
homogenous EU bond market, with largely 
convergent prices among euro-area Member 
States evidenced in the sharply declining standard 
deviation of government bond yields (Graph 31). 
A deeper and more liquid euro-denominated 
bond market has resulted in higher net and gross 
issuance volumes for the market as a whole, 
when compared to the combined issuance in the 
legacy currencies, resulting in a wider and deeper 
market for bonds issued by the private sector. 
Outstanding bond securities amounted to more 
than 130% of euro-area GDP, up from roughly 
90% of GDP in 1995 (Graph 32). The financial 
sector contributed most to the euro-area bond 
market development, with central banks and 
other monetary and financial institutions (i.e. 
banks) increasing their outstanding bond 
obligations from 32% of euro area GDP in 1995 
to 54% during 2006. In addition, the financial 
sector category including other financial 
intermediaries, pension funds and insurance 

companies enhanced its share of outstanding 
debt obligations when measured against euro 
area GDP from 2.5% to 11.5% during that same 
period. Outstanding debt securities from the 
general government sector rose from roughly 
52% of GDP in 1995 to roughly 56% of GDP in 
2006 and outstanding non-financial corporate 
sector debt securities increased from 5% to 
roughly 8%.  

Graph 32: Debt securities of euro-area residents, 
outstanding amounts, all currencies 
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(1) Includes other financial intermediaries as well as pension funds 
and insurance companies. 
Source: Commission services. 

In equity markets, the impact of the euro has so 
far been strongest at investor level, with an 
overall reduction in 'home bias' and a re-
orientation of asset managers’ investment 
strategies towards a European-based approach. 
One measure of euro-area equity market 
integration is to compare the dispersions of euro-
area equity returns by country and by sector. In 
an integrated market, equity prices should be 
driven primarily by sector-specific rather than 
country-specific variables. Graph 33 shows that 
the cross-country dispersion has been slightly 
below the respective cross-sector dispersion 
since the end-1990s, co-inciding with the euro 
introduction, while it was clearly above it during 
the previous 25 years. In the euro area, therefore, 
sector-based equity strategies would provide a 
greater degree of diversification than country-
based equity portfolios.  
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Graph 33: Filtered cross-country and cross-sector 
dispersions of equity returns, euro area 

(in % – Feb 1973 to Jan 2007) 
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(1) Based on monthly cross-sectional Hodrick-Prescott filtered total 
equity returns in country and sector. 
Source: ECB. 

• There have been a significant number of 
M&As in the banking sector – still the 
dominant sector in providing euro-area 
financing – although consolidation has 
mainly occurred along national lines due to a 
number of remaining legal and political 
barriers. However, cross-border banking 
M&A picked up during 2005, when several 
large-value transactions were conducted 
(Graph 34).   

Graph 34: Share of cross-border M&A on total banking 
system M&A, euro area  
(in % – in 2000 to 2006) 
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• Consolidation in euro-area market 
infrastructure can be witnessed in Europe’s 
stock exchanges, where notable examples 
would include the merger of exchanges in 

Amsterdam, Brussels, Paris, and Lisbon in 
Euronext, and the integrated Nordic-Baltic 
market, which includes the stock exchanges 
of Copenhagen, Stockholm, Helsinki, 
Tallinn, Riga and Vilnius. Some progress has 
been made in the integration of payment 
systems, such as TARGET, and in clearing 
and settlement systems. 

4. Benefits and challenges of financial 
integration for economic adjustment 
in the euro area  

Considerable attention has been devoted to the 
question of how to enhance the functioning of 
market-based channels of adjustment in the euro 
area. One strand of literature considers the 
possibility of fostering greater geographical 
labour mobility, while a second considers 
whether monetary union could provide a catalyst 
for structural reform in product, labour and 
capital markets. Less attention has been paid to 
the role of the financial sector in the process of 
adjusting to country-specific shocks. Financial 
markets seem to have had a relatively minor 
impact in inter-country adjustment in the EU 
during the 1970s and 1980s. During the 1990s, 
however, the adjustment role of EU financial 
markets seems to have picked up and is likely to 
have become even more significant after the 
adoption of the euro.  

Integration has the potential to support the 
adjustment role of the euro-area financial sector 
in several ways.  

First, smooth adjustment to country-specific 
shocks means having a financial sector that helps 
to reallocate resources efficiently across sectors 
and firms within an economy. With low labour 
mobility, adjustment to such shocks in the euro-
area context relies heavily on wage and price 
adjustments and it is critical that capital moves 
fluidly to take advantages of such shifts, creating 
new businesses and new jobs. The more 
integrated and efficient the euro-area financial 
sector is, the more it can play a role in the rapid 
regeneration of productive capacity and growth 
across the area as a whole.  

Second, integration can promote greater 
diversification in the financial sector, which in 
turn plays an important role in ensuring 
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resilience. A diverse institutional structure means 
that a broader financial sector is potentially more 
robust than one resting on a few pillars, while the 
availability of alternative intermediation channels 
can avoid the risk of stress in one part of the 
financial sector starving firms or other sectors of 
funds at a time of adjustment stress. Integration 
has already contributed to diversification in the 
euro-area financial sector via the creation of new 
or more liquid markets (e.g. for derivative 
products and corporate bonds) and the 
emergence of non-bank financial intermediaries.   

Third, financial integration can dampen the 
negative effects of country-specific financial 
shocks by promoting innovation by suppliers of 
capital. Recent research at the IMF suggests that 
securitisation of the US national mortgage 
market may have halved the amplitude of local 
real estate cycles by diluting 'credit crunch' 
effects in local downswings.29 Securitisation has 
expanded in the euro-area financial sector since 
1999 (e.g. increased issuance of covered bonds 
and other asset-backed securities), but remains 
underdeveloped and segmented along national 
lines. 

Fourth, financial integration promotes income-
and consumption-smoothing through enhanced 
opportunities for risk-sharing. The theoretical 
basis of income- and consumption-smoothing 
through risk-sharing is well-established: the 
holding of financial assets allows an individual to 
separate his production and consumption 
decisions over time. Subject to a negative shock 
(e.g. a loss of employment and labour income), 
the individual may draw on financial assets to 
maintain consumption while income recovers 
from the shock. Similar reasoning can be 
extended to the regional or country level, where 
the aggregate levels of production and 
consumption can be smoothed over time as 
financial integration provides a form of 
'macroeconomic insurance'. In the US, the role 
of private risk-sharing has been compared to that 
of fiscal transfers, and according to some 
estimates has an even greater impact.30 As there 

                                                      
29  See Schnure, C. (2005), 'Boom-bust cycles in housing: The 

changing role of financial structure', IMF Working Paper, 
No. 05/200, October. 

30  For example, a study by Asdrubali, Sørensen and Yosha 
(1996) found that capital and credit markets had 

is no federal budget in the euro area, it is logical 
to assume that risk-sharing through financial 
asset diversification could play a predominant 
role in continuing financial-market integration.  

An important message from this is that the euro-
area Member States have even more to gain from 
financial integration than EU Member States 
outside the euro area (and than those 
countries/states participating in monetary unions 
with centralised budgetary policy and labour 
mobility). Such considerations cannot be 
regarded as an argument for the euro area to 'go 
it alone' in financial integration, which would 
make little sense when so much euro-
denominated financial business is conducted 
outside the euro area. Instead, it should be seen 
as a reason for the euro-area Member States to 
move into the vanguard of efforts to create an 
integrated financial market for the EU as a 
whole.  

While financial integration can bring strong 'risk-
reducing' features into the process of economic 
adjustment in the euro area, it may also bring 
additional risks:  

First, there is a change in the nature of financial-
market discipline over economic policies under 
monetary union. The key aspects of this are the 
elimination of currency risk and the ease of 
financing imbalances in highly integrated 
markets, thus inevitably reducing market 
discipline on national economic policies. Such 
changes can mute the signals from the financial 
sector to Member State policy-makers, for 
example, when fiscal policy moves off track or 
when financial inflows are misallocated to less 
productive sectors of the economy. The 
reduction in market discipline since 1999 has 
been aggravated by a more generalised decline in 
risk premia due to ample liquidity and a search 
for yield across the global financial system.   

                                                                              

smoothed over 39% of shocks to gross state product over 
the period 1963-90 compared with less than 13% 
smoothed by the federal budget. Credit markets also 
contributed to a significant amount of smoothing by 
credit markets (23% of all shocks). 'Channels of interstate 
risk sharing: United States 1963-1990’, Quarterly Journal 
of Economics, Vol. 111, pp.1081-1110. 
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Second, deep and integrated financial markets 
will tend to amplify both favourable events and 
distortions in Member State economies. For 
example, asymmetric shocks affecting national 
credit and asset markets in the euro area are no 
longer met with a domestic interest rate 
response. Swings in these financial markets may 
in consequence be wider and more prolonged, 
possibly contributing to amplified cycles in 
economic activity and the real exchange rate. 
While these amplified cycles may not be 
problematic per se, there is a potential for boom-
bust scenarios if too much credit goes into 
housing/consumption and not enough into the 
productive sector, which has a potentially 
negative impact on future reimbursement 
capacity. In such an environment, economic 
growth may be unbalanced and external 
competitiveness impaired.  

Third, financial integration may bring subtle 
changes in the nature of systemic risk in the euro 
area. While financial integration can influence 
adjustment, causality does not run in one 
direction only and the real-sector adjustment 
under the euro area can also have significant 
feedback into financial markets. While the risk of 
acute financial crisis triggered by abrupt 
movements in exchange rates no longer exists for 
euro-area Member States, there is an increased 
risk of financial instability linked to a protracted 
slowdown in economic activity. With nominal 
exchange rates irrevocably fixed, adjustment to 
asymmetric shocks among euro-area Member 
States is a gradual process with the realignment 
of intra-euro real effective exchange rates 
occurring through relative price changes. If the 
adjustment required is large, Member States can 
be trapped in a low-growth cycle for many years, 
with potentially serious implications for the 
health of their financial sectors.    

A dominant theme running through the risk 
factors identified above is that financial 
integration might be a shock in itself. As a result, 
financial sector behaviour might become more 
pro-cyclical following country-specific shocks, at 
least during a learning period. Strong and 
protracted asymmetric booms could lead 
financial-sector agents to underestimate the 
build-up of lending risks, which might then 
crystallise in an extended downturn. Asset market 
movements could be pronounced at times of 

negative local real interest rates and could be 
followed by a protracted downturn in valuations. 
Easy deficit financing and weaker market 
discipline could allow sizeable imbalances to 
accumulate. These elements could increase the 
amplitude and length of adjustment cycles, as 
well as heightening systemic risk.  

5. Summary and conclusion 

There is ample theoretical and empirical evidence 
suggesting a causal link between financial 
development and improved economic 
performance. By allocating financial resources 
and risk efficiently over time and space, the 
financial sector allows real-sector activity to 
expand and develop optimally. To the extent that 
the financial sector may be constrained in 
performing this task, there is a consequent cost 
in terms of sub-optimal economic performance 
and welfare loss. 

The process of financial integration in the EU is 
predicated on the link between financial 
development and improved economic 
performance, and reflects a two-step rationale. 
Integration of Member State financial sectors is 
expected to promote financial development in 
the EU as a whole and this, in turn, should lead 
to a higher potential output in the EU economy. 
As a subset of EU Member States, the 
performance of the euro-area economy can be 
expected to benefit from financial integration 
perhaps to an even higher degree as the absence 
of currency risk on intra-area financial flows 
provides scope for relatively deeper integration.  

Just as the financial integration process has 
benefited from the elimination of currency risk in 
the euro area, the smooth functioning of the 
euro-area economy depends on the extent to 
which the euro is underpinned by an integrated 
financial market. The more specific relevance of 
financial integration for the euro area is based on 
optimal currency area theory. In the absence of 
national exchange rates and monetary policies, 
cross-border financial flows can play a crucial 
role in stabilising income and output at the 
Member State level, by expanding opportunities 
for economic agents to smooth consumption and 
investment over time. This stabilisation role – 
linked to more efficient resource allocation and 
enhanced risk-sharing opportunities – is even 
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more important in a context where cross-border 
labour mobility tends to be limited and there are 
downward rigidities in both real and nominal 
wages. An important message is that the euro-
area Member States have even more to gain from 
financial integration than those Member States 
outside. This is a powerful rationale for euro-area 
Member States to move into the vanguard of 
efforts to create an integrated financial market 
for the EU as a whole. 

However, financial integration also has 
potentially less positive implications for the euro 
area. For instance, a general reduction in risk 
premia and loosened credit constraints have led 
to very large current-account differences between 
Member States, while the elimination of currency 
risk has reduced the effect of market discipline 
on national developments within the euro area. 
There are concerns about the fact that these 
developments have been associated, to some 
degree, with what looks like an excessive loss in 
competitiveness and that the corresponding 
funds have, to a large degree, been channelled 
into private consumption and housing rather 
than corporate investment (but this depends on 
the countries considered).  In sum, the process of 
financial integration has constituted an 
asymmetric shock which has proved to be 
difficult to cope with.  

In a single-currency environment, there are fewer 
macroeconomic policy instruments with which to 
manage the effects of increased financial flows 
between Member States within an integrated 
financial sector. This situation is exacerbated if 
the reduction in available policy instruments is 
not sufficiently internalised by policy makers. 
Moreover, the reduced sensitivity of the 
integrated financial sector to national economic 
developments means that policy makers cannot 
rely on an autonomous private-sector response 
to the emergence of economic disequilibria. 
Accordingly, the benefits of financial integration 
in the economic adjustment process can be 
optimised only if accompanied by policies that 
remove structural rigidities and thus enhance 
economic flexibility, strengthen prudential 
oversight, and ensure a sound fiscal setting, all of 
which helps underpin macroeconomic and 
financial stability.  


