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The aim of the paper is to analyze the effect of European financial integration on economic growth. We
focus on how the international financial crisis that started in 2007 has affected integration and growth. By
combining information at country, sector and firm level, we quantify the effect of financial integration on
financial development and therefore on economic growth. Our results illustrate that until the outbreak
of the crisis, a significant part of financial development is attributable to progress in integration, with a

JEL classification: positive contribution of around 0.04 pp to the EU-15 countries’ GDP growth over the period 1999-2007

lifl of advance in integration. However, during the crisis, the decrease in the degree of integration has had
a negative impact on financial development and economic growth. Consequently, the European banking
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1. Introduction

Among the issues brought to light by the current crisis is the
key role the financial sector plays in developed economies. The
international financial crisis that started in the summer of 2007
with the subprime crisis in the U.S. and became more widespread
since the summer of 2008 (especially after the collapse of Lehman
Brothers) has meant a dramatic decline in their activity. At the same
time market values plunged, public debt became refuge markets
during the peak of the crisis, at certain moments even presenting
zero returns. However, after the improvements observed in 2009
in some segments of the financial markets, in 2010 the worsening
fiscal conditions in several Euro area countries affected the bond,
and money markets, in a context of a sovereign debt crisis. The sub-
sequent period of instability was so intensive that the possibility of
a euro break-up was even considered. It was the action of the ECB
supporting the euro in the summer of 2012, and the decisions taken
by European leaders to set up a banking union, which has allowed
some recovery of the previous degree of financial integration and
the normalization, to some extent, of the smooth functioning of the
financial markets.
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Banking activity also fell significantly owing to various factors.
Distrust between institutions caused a decline in the market value
of interbank transactions. The first stages of the crisis also saw bank
credit plunge in the most developed countries, given that finan-
cial institutions were forced to restructure their balance sheets
due to either exposure to toxic assets or excessive concentration
in real estate markets, or both. During this period, intervention in
Europe was needed to recapitalize numerous banks. The high level
of indebtedness of some economies (both in the public and private
sectors) and the increasing deterioration of bank assets determine
the chances of recovery of credit, which is important for some
European countries. Moreover, the fragmentation of the financial
market has increased the cost of credit in the distressed countries,
hindering the investment recovery.

Once the financial turmoil exploded, it spread rapidly to the rest
of the economy, having a virulent impact. As aresult of all these fac-
tors mentioned above, many of the economies around the world
have entered one of the worst recessions since the 1929 crash and
the Great Depression of the 1930s. Never before have economic
agents and the media as a whole been so aware of the impor-
tance of the financial sector in the economy. This importance stems
from the fact that it is the financial sector which provides investors
with the financial surplus of ultimate savers. As a result, either
directly in the markets or indirectly through financial intermedi-
aries, this sector helps to finance investment and thus output and
employment growth. Furthermore, it makes a direct contribution
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to economic growth, representing 5.2% of GDP and 2.8% of employ-
ment (data for 2011) in the Euro area in the most recent years
available.

European authorities have also been aware of the importance of
development and financial integration for economic performance
for one reason: financial integration contributes to the develop-
ment of the financial system by increasing competition, enhancing
stability, expanding markets and increasing the efficiency of finan-
cial intermediaries, thereby resulting in lower intermediation costs
and a more efficient allocation of capital (Obstfeld, 1994). In addi-
tion, financial integration increases the depth and liquidity of
financial markets, and consequently enhances the resilience of the
European financial system. It also offers greater scope for geograph-
ical risk diversification, promoting consumption and income risk
sharing. But as Brezigar et al. (2008) point, financial integration
can also stimulate growth indirectly by means of improvements
in the institutional framework (improved regulation and corpo-
rate governance). This will enhance the overall stability and reduce
problems of asymmetric information. Another channel of influence
of financial integration on growth is by allowing domestic firms
to access foreign financial markets (direct lending and listing on
foreign stock markets).

It was precisely for these reasons that the integration process
of financial markets started in the mid 1980s in the EU, with the
objective of achieving a single perfectly integrated internal mar-
ket. Among the measures implemented were the first and second
banking directives, freedom of capital movements, the harmoniza-
tion of deposit insurance, the introduction of the Euro, the Financial
Services Action Plan (FSAP), etc. In general, the studies available
illustrate that, at least until the beginning of the financial cri-
sis, the integration process indeed advanced (much more so in
the wholesale markets than in retail), and that it had a positive
effect on economic growth (see European Central Bank, 2012; CRA
International, 2009, among others).

The financial turmoil that started in mid 2007 in the USA and
rapidly spread to the rest of the world was a shock of such magni-
tude that it has affected not only the level of financial flows but
also the progress of financial integration in Europe. In fact, the
reports of the European Central Bank noted a slowdown and even
areversal of the financial integration process, although the effect is
uneven across different market segments. Thus, as Fig. 1 shows, the
new synthetic indicator of financial integration of the ECB! shows
the damage caused by the financial crisis, as it triggered fragmen-
tation to reach levels similar to those seen before the euro was
introduced.

One of the reasons for this decline in financial integration is the
protectionist measures implemented by some countries as a reac-
tion to the turmoil, along with a preference for national institutions
(with the increase in the home bias), given the lack of trust in inter-
national markets. Fortunately, the initial isolated responses gave
way to coordinated measures as the creation of a new architec-
ture of financial supervision in Europe (with three new European
Supervisory Authorities), a new Basel agreement on bank regu-
lation (Basel III) and the establishment of the European Financial
Stabilization Mechanism (EFSM) and the European Financial Sta-
bility Facility (EFSF) with the aim of reducing tensions in the Euro
area sovereign markets. More recently, the measures adopted by
the ECB in September 2012 (OMT program) and the banking union
announcement have reduced the financial instability and improved
the degree of integration.

1 This indicator tracks the overall level of financial integration over time and
reflects the developments in four main market segments: money, bonds, equities
and banking.

In this context, it is therefore fundamental to examine how the
crisis has affected financial integration, and by this means to quan-
tify its impact on economic growth. Furthermore, it will be useful
to compare the impact of the crisis over an extensive time period
and assess the financial integration process as a whole rather than
merely over the last years. The aim of our paper is to analyze the
impact of financial integration on the economic growth of Euro area
countries since the introduction of the Euro and the implementa-
tion of the FSAP in 1999, quantifying the differential impact of the
financial crisis and disintegration over the period 2008-2012. In
order to achieve this, our work evaluates the part of financial devel-
opment growth which is attributable to financial integration over
the period analyzed, so as to isolate its contribution to growth. Thus,
we decompose the total financial development observed in each
EU country into a component related to financial integration and
into another component which could be considered “pure” finan-
cial development. By doing this, it is also possible to quantify the
impact of the crisis on integration and economic growth.

The results illustrate that both financial development and inte-
gration have been important driving forces behind the growth
of European economies. In fact, from 1999 to 2007 estimations
show that financial development contributed with 0.23 percentage
points (pp) per year to the GDP growth of the EU-15, thus explain-
ing 9.5% of annual GDP growth. The contribution was found to be
highest in those countries which had increased more their level of
financial development. However, following the international crisis,
there has been a fall in the growth of financial flows, and the contri-
bution of financial development to GDP growth is negative in some
countries. In the case of the contribution of the process of financial
integration, progress made until 2007 accounts for an important
part of financial development growth (around 45%), with a contri-
bution to GDP growth of around 0.04 pp per year. However, due to
the crisis, there has been a decrease in the level of financial inte-
gration and in its contribution to financial development. In fact, the
decrease in the degree of integration has had a negative impact on
GDP growth in the period 2008-2012.

Our paper is structured as follows. Section 2 reviews the lit-
erature analyzing the impact of financial integration on economic
growth. Sections 3 and 4 outline the methodology used to measure
the impact of development and financial integration on economic
growth (the finance-growth nexus), and also to decompose the part
of observed financial development which is due to integration. The
effect of financial development and integration on growth is evalu-
ated in Section 5, while summary and conclusion are presented in
the last section.

2. Financial integration and economic growth: background

Several survey papers and collections of articles analyze the
different channels through which financial integration affects eco-
nomic growth. Financial integration: (a) facilitates the functions
carried out by the financial systems (to intermediate funds from
ultimate borrowers and lenders of the economy), leading a bet-
ter risk sharing and diversification; (b) allows economic agents
to access more sources of funding, increasing the supply of funds
for investment opportunities; and (c) fosters competition and the
efficiency in the task of financial intermediation, reducing inter-
mediation costs and bank margins. Thus, financial integration
translates into a reduction in the cost of intermediation, a more
efficient allocation of capital, a better access to the markets, and an
increase in portfolio diversification. Through all these channels, a
higher degree of financial integration implies more financial devel-
opment and, therefore, economic growth.

There are only a few papers that estimate the impact of finan-
cial integration on economic growth. Two studies supported by the
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Fig. 1. The synthetic indicator of financial integration. Quarterly data: Q1 1995-Q4 2013.

Source: European Central Bank (2014).

European Commission are particularly worth mentioning: one by
London Economics (2002) in association with PricewaterhouseC-
oopers and Oxford Economic Forecasting, and the other study by
Guiso et al. (2004).

The first study focuses on examining how integration affects
the reduction of financing costs in debt and equity markets, as well
as the cost of bank financing. The report’s findings suggest that
integration in European financial markets represents 1.1% long-
term GDP growth and 0.5% employment. The largest contribution to
growth (45%) comes from the reduction in the cost of equity capital.
The contribution of bank financing is lower and even negligible for
the bond market. The results show significant differences between
countries in terms of the potential benefits of integration.

Guiso et al. (2004) analyze the economic impact of financial
integration by evaluating its expected impact on the level of finan-
cial development. That is, after the authors quantified the effect of
financial development on growth using the methodology of Rajan
and Zingales (1998), they simulated a scenario of a single finan-
cial market in Europe, with a similar level of financial development
to that of the United States. Indeed, as confirmed by the indi-
cators which compare financial development in Europe and the
United States, the degree of total capitalization (market capital-
ization +bonds +loans to private sector) as a percentage of GDP is
higher in the U.S. than in most EU countries. However, the effect
on growth is simulated in a second scenario that controls the influ-
ence that other institutional variables? might have on the level of
financial development.

In the first scenario, the manufacturing industry’s potential
growth of value added amounted to 0.72% per year, representing
0.2% of GDP of the EU assuming a zero impact of integration on
the other sectors of the economy. In the second scenario, the esti-
mation is downward corrected taking into account the effect of
other variables that affect financial development. The contribution
of financial integration in this case is 0.53 pp.

Recently, Fernandez de Guevara et al. (2013) have analyzed how
the increase and the subsequent decrease in the European financial
integration have affected investment in the non-financial sector.
They do not find any effect of financial integration on investment
growth through the channel of financial depth (increase in financial
development). However, the interest rates surge in numerous EU
countries (the distressed countries) since the beginning of the crisis

2 Among these variables we can quote the efficiency of the judicial system, the
degree of fulfillment of contracts, the legal origin of the financial system, etc.

is associated with more rapid declines in investment. To the extent
that financial disintegration has played a role in these interest rate
increases, it has likely decreased investment. They also show that
in a scenario of full integration, in which bank funding cost would
converge to the minimum value observed in the EU, it could lead to
an increase of 4.2 pp in annual investment growth. Consequently,
they conclude that completing the European banking union is the
single most important step toward realizing this scenario.

The studies carried out until now, apart from that of Fernandez
de Guevara et al. (2013), are limited given that they quantify the
potential benefit of financial integration in a scenario of full inte-
gration corresponding to a single European market (which does
not reflect reality, especially in retail markets, as shown by differ-
ent studies). However, the economic impact related to the effective
advance of integration has not been estimated. The contribution
of our work is therefore to evaluate the economic impact of the
progress achieved to date in the degree of financial integration.
Moreover, unlike the work of Guiso et al. (2004), the estimated
impacts cover the total economy including not only the manufac-
turing sector but also all sectors of the economy.

3. Methodology: financial development and growth

To analyze the impact of financial integration on economic
growth, we follow the strategy of Guiso et al. (2004 ) who justify that
financial integration has a positive impact on financial develop-
ment throughincreased competition and improvements in national
regulations. Financial development in turn promotes growth via a
reduction in the costs of financial intermediation and an improve-
ment in the allocation of capital. Thus, it is possible to estimate the
impact of financial integration on growth throughout its effect on
financial development.

The impact of financial development on economic growth has
already been estimated in Maudos and Fernandez de Guevara
(2011). This work applies the methodology of Rajan and Zingales
(1998), and quantifies the effect of financial development on eco-
nomic growth. The intuition of the Rajan and Zingales’ methodology
is simple, and is based on testing whether the sectors most depend-
ent on external finance present higher growth rates in countries
with a higher level of financial development, once the character-
istics of the different sectors and countries have been controlled
for.

Maudos and Fernandez de Guevara (2011) apply the specifica-
tion of Rajan and Zingales (1998) using a sample of 53 sectors in
21 countries over the period 1993-2003. The main advantage of
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Table 1
Economic growth and financial development.

(1)

(2) (3)

Constant 0.0126
(0.0151)

Initial share in value added —0.0905
(0.1356)

Financial dependence * Credit/GDP 0.0005
(0.0003)

Financial dependence * Market capitalization/GDP

Financial dependence * Total capitalization/GDP

R? adj. 0.8222

Number of observations 995

Differential in real growth rate 0.40

~0.0015 ~0.0201
(0.0167) (0.0193)
—0.0843 —0.0954
(0.1352) (0.1350)
0.0006"
(0.0002)
0.0006™
(0.0002)
0.8229 0.8236
995 995
0.53 0.49

Source: Maudos and Ferndndez de Guevara (2011).

Note: The dependent variable is the annual growth rate in value added over the period 1993-2003 for each sector in each country. The differential in real growth rate measures
(in percentage terms) how much faster a sector at the 75th percentile level of financial dependence grows with respect to a sector at the 25th percentile level when it is
located in a country at the 75th percentage of financial development rather than in one at 25th percentile. All regressions include both country and sector fixed effects (not

reported). Robust standard errors are reported in parentheses.
" Significant at 10%.
™ Significant at 5%.
™" Significant at 1%.

that paper is that they extend the sector coverage of the sample
including the services sectors, whereas, up until then, the Rajan and
Zingales methodology had been tested in several papers only for
the manufacturing sector (for example, Rajan and Zingales, 1998;
Cetorelli and Gambera, 2001; Claessens and Laeven, 2005; Raddatz,
2006; Laeven and Valencia, 2011; Arcand et al., 2012; etc.). Fur-
thermore, this paper updates the financial dependence indicator,
calculating it for a more recent period (mid 1990s to early 2000s)
instead of the original indicator calculated for the 1980s by Rajan
and Zingales (1998), and used in most of the papers that apply this
methodology. Maudos and Fernandez de Guevara (2011) calculate
the indicator of financial development using balance-sheet data
obtained at firm level (9.087 firms) from AMADEUS (Bureau Van
Dijk). As a benchmark for the indicator of financial dependence,
they use the average of the external financial dependence of listed
UK firms, instead of US firms as Rajan and Zingales (1998) did.
The election of the UK as a benchmark is justified for 3 reasons:
(a) UK is one of the European countries with the highest level of
financial development; (b) it has a sufficiently diversified economy
as to have listed companies in most sectors; and (c) the database
used to measure the financial dependence only covers European
countries.?

Real sectorial growth used in Maudos and Fernandez de Guevara
(2011) is obtained from the 60-Industry Database (Groninghenn
Growth and Development Centre) which offers the evolution of
value added of 26 countries broken down in 57 sectors (classi-
fied in ISIC rev. 3). These authors calculate the impact of financial
development on economic growth for the period 1993-2003, which
is somewhat different to the period we are using in this paper
(1999-2008). Therefore, we adopt the assumption that the impact
of financial development on growth is constant over time (at least
in the last years).

Table 1 shows Maudos and Fernandez de Guevara’'s (2011)
results where the effect of financial development on economic
growth is estimated. The columns in Table 1 illustrate the results
of the basic specification of Rajan and Zingales. In line with

3 The degree of external financial dependence is proxied as the ratio of debt
with cost to current liabilities. This ratio may also be expressed as Interest Bearing
Debt/[Stockholders’ Equity + Interest Bearing Debt] and represents the debt to total
capital ratio, excluding accounts payable and accrual liabilities from the numerator
and the denominator of the ratio.

these authors, the results show that the sectors most dependent
on external finance grow faster in countries with more devel-
oped financial markets, irrespective of the indicator of financial
development used (stock market capitalization/GDP, credit/GDP
or total capitalization/GDP). Specifically, the economic impact of
going from a situation of low financial development to another of
higher development translates into approximately 0.50 percentage
points of growth of the more financially dependent sectors. Conse-
quently, in line with the prior studies by Rajan and Zingales (1998),
Cetorelli and Gambera (2001), Guiso et al. (2004), etc., Maudos
and Fernandez de Guevara (2011) obtain evidence favorable to the
hypothesis that financial development facilitates economic growth.

The following section uses this elasticity to calculate the effect of
both financial development and financial integration on economic
growth. Because both of these variables (financial integration and
financial development) interact with financial dependence in the
model, the calculations are made at the sectorial level.

4. Decomposing financial development: pure financial
development vs. integration

Given that this work aims not only to assess the impact of
financial development on growth, but also the role that European
integration has had as a catalyst for financial development, we need
to isolate the part of progress in financial development attributable
to integration. In this way, and on the basis of the assumptions
described below, we decompose total financial development into
two parts: one part attributable to financial integration, and the
other part that we shall call “pure” financial development. The
“pure” financial development is the financial development which
would have been attained regardless of the progress in integra-
tion. In particular, each component of the financial development
indicator (private credit, bonds and securities) can be decomposed
into three parts: one which has been financed with domestic funds,
another with EU-15 funds, and a third with funds from the rest
of the world. The exercise will therefore consist of assuming how
much funding each country would have obtained from its EU part-
ners in the absence of financial integration in Europe.

In a first stage, for each asset we disaggregate the domestic and
the foreign component by using data from the Eurostat Financial
Accounts. From the total liabilities of each country provided by
Eurostat, we calculate the percentage represented by both domes-
tic and foreign funding for each of the assets considered (bonds,
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securities and bank loans). We use these percentages to disaggre-
gate each component of our financial development indicator in
Fig. 1. Once we know how much funding each asset type receives
from the rest of the world (non-domestic financing), we then dis-
aggregate the foreign component between funding obtained from
European countries (EU-15) and that from third countries. In order
to carry out this breakdown, we use other sources of data described
below.

The statistics from the Coordinated Portfolio Investment
Survey” conducted by the International Monetary Fund provide the
geographical breakdown of each country’s issues of debt and securi-
ties. The percentage distribution of total financial liabilities (bonds
on the one hand, and equity on the other) of each year is applied to
data on foreign funding that has been calculated as described in the
paragraph above. In this way, we have an estimate of funding from
the EU-15 and elsewhere. In the case of bank financing (loans), we
use the percentage distribution of funding received from countries
in the EU-15 vs. rest of the world provided by BIS in the Consoli-
dated Bank Statistics. By using this distribution, and based on the
total amount of loans from abroad calculated as was stated in the
previous paragraph, we estimate the amount of loans from the rest
of the EU-15 vs. third countries. We can obtain the total capital-
ization by summing the disaggregation of the three assets (credit,
bonds and market capitalization) in the domestic component from
the EU-15 and elsewhere.?

The total capitalization disaggregated according to the geo-
graphical origin of the funding is used to estimate a hypothetical
degree of lower financial development in a scenario of no inte-
gration. First of all we decompose the growth of the financial
development indicator (total capitalization, C;) in its three geo-
graphic components: domestic finance, funding obtained in other
EU-15 countries, and funding obtained in the rest of the world. That
is, the accumulated variation of the total financial development (as
% of GDP) between years t and t —i is decomposed into a weighted
sum of the variations in domestic capitalization (CP), capitalization
from other EU-15 countries (CEV) and from the rest of the world
(CRW). The weighting factors correspond to the percentage each
source of funding represents in total in the initial year:

D _ (D D EU _ CEU / CEU
C—Cri _ G -Gl (G n G -G (G5
(& Cgi Cri CtEH, Cei

+

1
aw \a W

cpv — (ch)
in which the total capitalization in year t (C;) corresponds to the
amount of bonds, securities and bank loans.

By decomposing the growth of total financial assets we can
assume what would have been the growth of the total capitaliza-
tion if financial integration had not advanced. To this end, we use
two alternative scenarios. In the first one (scenario A), we assume
that if the degree of integration had not advanced, the growth
of funds received by each European country from other EU-15
countries would have been equal to the growth of funds received
from the rest of the world. In the second one (scenario B) we assume
that in a scenario of non-integration, the growth of funds received
by each European countries from other EU-countries would have
been equal to the growth in domestic funding. The simulation

4 The IMF Coordinated Portfolio Investment Survey provides data for 1997 and
2001-2012. For this reason, the geographical breakdown of the 1999 financial indi-
cator is carried out using the percentage distribution of funding from the EU-15 vs.
the rest of the world in 1997.

5 In 2010, the geographical breakdown was made using statistical data on the
domestic and cross-border position of the monetary Financial Institutions of the
European Central Bank, the only source available.

exercise therefore estimates the level of financial development
(total funding collected as a percentage of GDP) that would have
been reached in 2012 if the growth of funds received from EU-15
countries (excluding domestic finance) would have been equal (a)
to the growth of funds received from the rest of the world; and (b)
to the growth of domestic funding. With these assumptions, Eq. (1)

can be expressed as follows:
b _ b D _ D D RW _ ~RW EU RW
G -Gl _ G -Gl (Cti) 4 G -Ca <Cti 4 i ) (2a)

R Cei =i Ci G
D _ (D D EU RW _ CRW / CRW

C? B Cffi _ Ct B thi Crfi T Crfi " Ct B Crfi thi (2b)
c, P, Ci G cRw Cei

where C¢ and C? is, in each scenario, the volume of capitalization
that would have been presented inyear tif the European integration
process had not taken place, that is, what we call “pure” financial
development.

Using the approach and assumptions discussed earlier, Table 2
contains the observed values of growth in total capitalization
(financial development indicator) and their decomposition in
the contribution of domestic funding, funding from other EU-
15 countries, and funding from elsewhere during 1999-2007,
2007-2012 and 1999-2012. In the pre-crisis period, the total capi-
talization increased at an annual growth rate of 3.75% for the EU-15
countries,® with a significant contribution of capital from the EU-
15. That is to say, 54% growth in total funding (provided as % of
GDP) can be explained by the financial contribution of the EU-15,
37% by domestic financing and 8% by funding obtained from other
countries. Thus, the annual growth rate in funding from the EU-15
was 17.46% compared to 1.82% in the case of domestic finance over
the period 1999-2007. This increased growth of funding from the
EU-15 shows the beneficial effect of the progress made in Euro-
pean financial markets integration, which has allowed the EU-15
to access sources of funding from others EU members.

Table 2 also shows the results of what would have been the
growth in total capitalization in the scenario A of non-integration,
which assumes that the growth of funds received by each Euro-
pean country from other EU-15 countries would have been equal
to the growth of funds received from the rest of the world. It is clear
that funding from the EU-15 increased more quickly than from the
rest of the world from 1999 to 2007, as has already been proven.
It is for this reason that this hypothetical scenario means reducing
capitalization growth and therefore, the level of financial devel-
opment achieved. To be specific, instead of financial development
increasing at an annual growth rate of 3.75%, this scenario of non-
integration would have meant a growth of 1.71% (“pure” financial
development), and therefore 2.04 pp less financial development.

Table 2 shows the same calculations over the periods of cri-
sis 2007-2012 and over the whole period 1999-2012. In the first
case, we can see that the financial turmoil has caused a modest
increase of only 0.31% (per year) of the total financial develop-
ment in the EU-15. What it is more interesting is the fact that
if we compare this limited increase of financial development
with what we would have observed if financial disintegration
had not taken place (under scenario A), the increase of financial
development would have been positive (+1.12%) because fund-
ing coming from the EU countries have actually decreased at an
annual rate of 0.09% while funding from the rest of the world
have increased 3.69% per year. Consequently, financial disintegra-
tion has subtracted 0.81 pp annually to financial development.

6 Tables reported in the paper do not provide information for Ireland and Luxem-

bourg. The reason is that Eurostat does not provide information for Ireland before
2000 and for Luxembourg before 2008.



91

Table 2
Decomposition of total financial capitalization of EU-15 countries: (domestic credit to the private sector + market capitalization + private debt)/GDP (annual growth rate): Percentages.
Scenario A Scenario B
CP . /Ca (1) (cP - CYE /C1 (3) (CEV — CRM /C1 (5) (CRw — (Ce — Ce-1)/Cen Pure financial Financial Pure financial Financial
cP)/cl,(2) CEY)/CEY (4) CRW)/CRw (6) (7)=(1)*(2)+(3)* development integration development integration

(4)+(5)*(6) (8) (7)~(8) (8) (7)-(8)

1999-2012
Germany 83.16% -2.62% 9.10% 8.31% 7.73% 5.12% -1.03% -1.32% 0.29% —2.03% 1.00%
Austria 79.16% 1.02% 11.84% 19.24% 9.00% 4.22% 3.47% 1.69% 1.78% 1.31% 2.16%
Belgium 78.52% -1.03% 12.90% 7.97% 8.58% 2.84% 0.46% —0.20% 0.66% —0.70% 1.16%
Denmark 80.04% 5.88% 11.14% 11.71% 8.82% 7.23% 6.65% 6.15% 0.50% 6.00% 0.65%
Spain 82.97% 8.77% 11.61% 20.18% 5.42% 11.18% 10.23% 9.18% 1.04% 8.90% 1.32%
Finland 56.55% -1.31% 15.71% 4.84% 27.74% —5.56% -1.52% —3.16% 1.64% —2.49% 0.97%
France 82.60% 1.42% 8.05% 13.36% 9.35% 5.99% 2.81% 2.22% 0.59% 1.85% 0.96%
Greece 87.01% —0.96% 9.06% 30.06% 3.93% 14.44% 2.46% 1.04% 1.42% —0.35% 2.81%
Italy 84.13% 3.85% 10.46% 11.38% 5.41% -0.81% 4.39% 3.11% 1.28% 3.60% 0.79%
The Netherlands 50.51% 1.74% 21.36% 10.46% 28.13% -0.19% 3.06% 0.79% 2.28% 1.20% 1.86%
Portugal 83.32% 4.51% 11.52% 21.71% 5.16% -3.12% 6.09% 3.23% 2.86% 4.11% 1.98%
United Kingdom  70.21% 0.55% 9.50% 9.89% 20.29% 2.58% 1.85% 1.15% 0.69% 0.96% 0.89%
Sween 78.43% 4.15% 9.42% 19.11% 12.16% 6.79% 5.88% 4.72% 1.16% 4.47% 1.41%
EuroArea 79.38% 1.00% 11.80% 13.08% 8.82% 5.11% 2.79% 1.85% 0.94% 1.36% 1.43%
EU-15 77.02% 1.17% 11.67% 11.55% 11.31% 3.74% 2.67% 1.76% 0.91% 1.46% 1.21%

1999-2007
Germany 83.16% —2.43% 9.10% 16.03% 7.73% 9.29% 0.16% —0.45% 0.61% -1.52% 1.68%
Austria 79.16% 2.81% 11.84% 33.12% 9.00% 14.78% 7.48% 5.30% 2.17% 3.89% 3.59%
Belgium 78.52% -1.52% 12.90% 10.16% 8.58% 1.67% 0.26% —0.84% 1.10% -1.25% 1.51%
Denmark 80.04% 7.86% 11.14% 14.62% 8.82% 4.79% 8.34% 7.25% 1.10% 7.59% 0.75%
Spain 82.97% 12.58% 11.61% 40.11% 5.42% 17.83% 16.06% 13.47% 2.59% 12.86% 3.20%
Finland 56.55% -0.37% 15.71% 6.76% 27.74% —5.29% -0.61% —2.51% 1.89% -1.74% 1.12%
France 82.60% 2.29% 8.05% 19.68% 9.35% 4.46% 3.89% 2.67% 1.23% 2.49% 1.40%
Greece 87.01% 0.98% 9.06% 16.96% 3.93% 22.00% 3.26% 3.71% —0.46% 1.81% 1.45%
Italy 84.13% 3.82% 10.46% 15.27% 5.41% —0.66% 4.77% 3.11% 1.67% 3.58% 1.20%
The Netherlands 50.51% 0.85% 21.36% 17.87% 28.13% -1.72% 3.76% —0.42% 4.18% 0.13% 3.64%
Portugal 83.32% 2.85% 11.52% 22.61% 5.16% —4.16% 4.77% 1.68% 3.08% 2.49% 2.28%
United Kingdom  70.21% 1.25% 9.50% 16.63% 20.29% 0.80% 2.62% 1.12% 1.50% 1.16% 1.46%
Sween 78.43% 4.95% 9.42% 24.45% 12.16% 4.81% 6.77% 4.92% 1.85% 4.93% 1.84%
EuroArea 79.38% 1.53% 11.80% 18.84% 8.82% 4.37% 3.83% 2.12% 1.71% 1.78% 2.04%
EU-15 77.02% 1.82% 11.67% 17.46% 11.31% 2.78% 3.75% 2.04% 1.71% 1.93% 1.83%

2007-2012
Germany 66.17% —2.99% 20.51% —2.50% 13.31% -1.49% —2.69% —2.48% -0.21% —2.79% 0.10%
Austria 60.66% -1.67% 27.05% -1.87% 12.29% —6.19% —2.28% —3.45% 1.17% -2.23% —-0.05%
Belgium 67.55% —0.04% 22.91% 1.58% 9.54% 3.66% 0.68% 1.16% —0.48% 0.31% 0.37%
Denmark 78.19% 0.94% 14.49% 2.17% 7.32% 7.00% 1.56% 2.26% —0.70% 1.38% 0.18%
Spain 72.85% 0.47% 21.39% —3.74% 5.76% —-0.70% —-0.50% 0.15% —0.65% 0.40% —0.90%
Finland 57.71% —2.62% 25.47% 0.52% 16.83% —8.48% —2.80% —5.10% 2.29% —3.60% 0.80%
France 74.52% -0.21% 15.81% 0.23% 9.67% 5.33% 0.39% 1.20% -0.81% 0.32% 0.07%
Greece 74.46% —3.59% 16.94% 19.10% 8.60% -0.19% 0.54% —2.72% 3.27% —3.30% 3.84%
Italy 79.47% 2.40% 16.82% 1.30% 3.71% —0.94% 2.09% 1.72% 0.38% 2.28% -0.19%
The Netherlands 41.46% 2.64% 39.89% —1.44% 18.65% 2.66% 1.02% 2.65% -1.63% 2.64% -1.62%
Portugal 74.08% 5.09% 23.42% 5.67% 2.49% -1.26% 5.07% 3.44% 1.62% 4.93% 0.14%
United Kingdom 63.86% -0.63% 18.30% -1.23% 17.84% 4.63% 0.20% 1.27% -1.07% 0.31% -0.11%
Sween 71.03% 1.46% 18.06% 2.28% 10.92% 6.22% 2.13% 2.84% -0.71% 1.98% 0.15%
EuroArea 68.23% —0.05% 22.65% 0.50% 9.12% 3.91% 0.43% 1.21% —0.77% 0.31% 0.12%
EU-15 67.85% —-0.10% 21.52% —-0.09% 10.63% 3.69% 0.31% 1.12% -0.81% 0.31% 0.00%

6I-11 (S10Z) €1 So1uouodyq [pupul Jo Malady ysiupds ay] / pipaano ap zapupuia °[ ‘sopnoj\ [

Source: Eurostat, IMF, BIS and own elaboration.
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Table 3
Impact of financial development and financial integration on economic growth (annual contribution to GDP growth, in percentage points).
1999-2007 2007-2012 1999-2012
Financial Pure financial ~ Financial Financial Pure financial ~ Financial Financial Pure financial ~ Financial
development development integration development development integration development development integration
Scenario A
Germany 0.010 —0.006 0.016 -0.171 -0.166 —-0.005 —0.060 —0.067 0.007
Austria 0317 0.262 0.055 -0.154 -0.184 0.030 0.136 0.094 0.041
Belgium 0.014 —-0.015 0.029 0.039 0.051 -0.013 0.024 0.007 0.016
Denmark 0.618 0.590 0.028 0.193 0.211 -0.018 0.193 0.181 0.012
Spain 0.673 0.609 0.063 —-0.048 -0.032 -0.016 0.396 0372 0.024
Finland —-0.043 —0.090 0.048 -0.185 -0.242 0.058 —0.097 -0.135 0.038
France 0.210 0.179 0.031 0.028 0.048 —-0.020 0.140 0.126 0.014
Greece 0.113 0.124 -0.011 0.024 —-0.054 0.078 0.079 0.048 0.031
Italy 0.183 0.141 0.043 0.111 0.102 0.010 0.156 0.125 0.030
Netherlands 0.373 0.265 0.108 0.131 0.173 —0.042 0.280 0.226 0.054
Portugal 0.218 0.144 0.075 0.321 0.281 0.039 0.258 0.194 0.064
United Kingdom 0.163 0.124 0.039 0.023 0.051 —-0.028 0.163 0.146 0.017
Sweden 0.387 0.339 0.048 0.187 0.206 -0.018 0.310 0.282 0.028
EU-15 0.227 0.188 0.039 —-0.003 0.006 —-0.009 0.135 0.115 0.020
Scenario B
Germany 0.010 -0.034 0.043 -0.171 -0.174 0.0026 —0.060 —0.083 0.024
Austria 0317 0.226 0.091 -0.154 -0.153 —-0.0014 0.136 0.085 0.050
Belgium 0.014 —0.026 0.041 0.039 0.029 0.0100 0.024 —0.005 0.029
Denmark 0.618 0.599 0.019 0.193 0.188 0.0045 0.455 0.439 0.015
Spain 0.673 0.594 0.078 —-0.048 -0.026 -0.0221 0.396 0.366 0.030
Finland —-0.043 -0.071 0.028 -0.185 -0.205 0.0201 -0.097 -0.120 0.022
France 0.210 0.175 0.035 0.028 0.026 0.0017 0.140 0.118 0.022
Greece 0.113 0.079 0.035 0.024 —-0.068 0.0920 0.079 0.017 0.062
Italy 0.183 0.153 0.031 0.111 0.116 —0.0048 0.156 0.137 0.019
Netherlands 0.373 0.279 0.094 0.131 0.173 —-0.0418 0.280 0.236 0.044
Portugal 0.218 0.163 0.055 0.321 0317 0.0033 0.258 0.213 0.044
United Kingdom  0.250 0.212 0.038 0.023 0.026 —-0.0029 0.163 0.141 0.021
Sweden 0.387 0.340 0.047 0.187 0.183 0.0038 0.310 0.277 0.033
EU-15 0.227 0.181 0.045 —-0.003 —-0.001 -0.0019 0.135 0.109 0.026

Source: Eurostat, IMF, BIS and own elaboration.

For the whole period starting from the introduction of the
Euro in 1999-2012, financial development has increased at annual
growth rate of 2.67%, of which 0.91 pp are due to the impact of
financial integration. Therefore, despite the decline in financial
integration that has taken place in the crisis period, the net balance
of integration since 1999 remains positive and explains a third of
the increase of financial capitalization of the EU-15.

Under scenario B, which assumes that the growth of funds
received by each European country from other EU-15 countries
would have been equal to the growth of domestic funds, in the
period of advance of financial integration (1999-2007), the results
are quite similar, integration explaining 49% of financial devel-
opment compared to 46% in scenario A. According to results of
scenario B, in the years of disintegration (2007-2012) financial
development has a positive contribution to the growth of total capi-
talization, since funding from the EU countries has fallen to a similar
rate as the domestic funding (—0.10% per year). Therefore, regard-
less of the assumption used, financial disintegration that has taken
place since the outbreak of the crisis has had a negative impact on
financial development.

5. Financial development, financial integration and
growth: results

In this section we quantify the economic growth brought about
by financial development in each EU-15 country since 1999 by
applying the estimated elasticity of economic growth to financial
development presented in Table 1. This estimate is simply the prod-
uct at the sector level of the elasticity estimated by the increase
in the level of financial capitalization (as a percentage of GDP) in
the period analyzed, taking into account the degree of financial

dependence of each sector. The country aggregated effect is cal-
culated weighting each sector according to its relevance in the
country’s value added.

Table 3 illustrates the annual contribution (percentage points)
of financial development to GDP growth in each of the Euro area
countries over the periods 1999-2007, 2007-2012 and 1999-2012
considering scenarios A and B. In both scenarios the contribution
of total financial development is the same, as it does not depend
on the assumptions made for disentangling the pure and financial
development contribution. For the whole period, the annual con-
tribution in the EU-15 was 0.135 pp, accounting for 10% increase
of GDP. The detailed information by countries shows that finan-
cial development made the most significant contribution in Spain
(0.396 pp per year). This is due to the fact that this is the country
with the highest financial capitalization growth (10.2% per year).
On the contrary, in Finland and Germany the contribution of finan-
cial development is negative because the level of total capitalization
was lowerin 2012 thanin 1999.Itis clear that the countries with the
highest contribution of financial development to economic growth
are those that more increased the value of financial capital relative
to GDP.

Table 3 also shows the effect of financial development on growth
during the periods 1999-2007 and 2008-2012. It is obvious that the
fall of financial development growth rate during the crisis implies
a reduction in its impact on GDP growth.” For the EU-15 aver-
age (excluding Ireland and Luxembourg due to lack of data in the

7 Our calculations reflect the medium term effects on growth of financial devel-

opment (Rajan and Zingales, 1998). Therefore, the exercise of the effect of the crises
on growth has to be understood as a simulation exercise in which we assess the
effect of the crisis as if the financial retrenchment were permanent.
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Eurostat Financial Accounts), the crisis reduced the contribution of
financial development to growth and it is even negative: —0.003 pp
per year.

By countries, there are important differences. Obviously, the
crisis has had the most considerable impact on those countries
whose level of total capitalization fell more sharply over the
period 2007-2012. The countries most affected are Finland (with
a 0.185 pp annual decline in GDP due to the reduction of finan-
cial development), Germany (—0.171 pp), Austria (—0.154 pp) and
Spain (—0.048 pp) while at the other extreme stand Portugal (with
a positive contribution of 0.321 pp) and Denmark (0.193).

In the period of expansion and advance in financial integration
(1999-2007), the strong increase in financial capitalization had a
high contribution to GDP growth. Specifically, for the average of
the EU-15, the contribution was 0.227 pp per year, highlighting the
high impact in Spain (0.673), which is the country with the largest
increase in financial capitalization (0.618). Only in Finland the con-
tribution was negative (—0.043), as it is the only country where
capitalization decreased.

The results obtained thus far quantify the contribution of
progress in financial development to economic growth, and the
impact of the financial crisis over the period 2008-2012. However,
progress in financial development is not only due to the advance
of the financial integration (with measures such as those imple-
mented in the FSAP, as well as the introduction of the Euro as a
single currency and catalyst for the integration process) but could
also be influenced by other factors.

By applying these simulated values of a lower level of financial
development in the absence of financial integration advancing, and
following Rajan and Zingales’ (1998) approach, we can quantify the
impact of financial integration on economic growth. As Table 3 illus-
trates, in the period 1999-2007, the “pure” financial development’s
contribution to growth is lower given the fact that, in the absence of
integration, there is less growth in the value of total capitalization
relative to GDP. Specifically, the table reports the percentage point
reduction in the GDP annual growth rate in a situation in which
the degree of financial integration has not advanced. In this period,
the progress made in financial integration following the adoption
of the FSAP and the introduction of the Euro contributed 0.039 pp
to annual GDP growth in the EU-15 countries in the scenario A.
On average over this period, the advance of financial integration
explains 17.1% of contribution of financial development to GDP
growth.

During the crisis, the contribution of financial integration to
financial development fell (from 49% over the period 1999-2007 to
0.15% over the period 2007-2012) in scenario A and, therefore, also
decreased its impact on GDP growth. Concretely, the contribution
of financial integration to GDP growth is negative and estimated
in —0.009 pp for the average of the EU-15 countries in this same
scenario. In four countries the impact of financial integration on
growth is negative due to the fact that financial funds coming from
the EU countries increase at a lower rate compared with the funds
coming from the rest of the world (see Table 2).

Despite the negative impact of the financial disintegration has
had on economic growth in the period of crisis, results suggest that
the net contribution of integration on GDP growth since 1999-2012
is positive (0.020 percentage points per year) and explains 15% of
the impact of financial development on GDP growth.

Under scenario B (the assumption is that growth of funds
received from other EU-15 countries would have been equal to the
growth of domestic funds), the balance of the impact of financial
integration on economic growth since 1999 is similar for average
of the EU-15 countries, with a positive contribution of 0.026 pp per
year, which explains 19% of the contribution of financial develop-
ment to GDP growth. Results are also quite similar in the period of
advance of integration until 2007, with a positive contribution to

the GDP growth of 0.045 pp per year. Over the period 2007-2012,
under scenario B, the effect of financial disintegration on economic
growth is negative but negligible (—0.0019 pp) because domestic
financing (in percent of GDP) fell at a similar rate to that from
other countries EU-15 countries. In any case, the message that the
decrease in the level of integration that has taken place since the
beginning of the crisis has been detrimental to economic growth
holds.

6. Conclusions

The international financial crisis that we have been witness-
ing since mid 2007 has caused a reduction in the growth rate of
financial flows and a regression in the level of financial integra-
tion. In fact, as the European Central Bank (2009) affirmed, “signs
of retrenchment within natural borders have recently emerged
in certain financial market segments”. The protectionist measures
implemented in many countries, the lack of trust in international
markets, the fall in funding sources, etc., have increased home
bias, while cross-border activity across European countries has
decreased.

Estimates in this paper demonstrate that financial develop-
ment and financial integration have been fundamental in driving
the recent growth in European economies. Specifically, from
1999 to 2007, the economic impact of progress in the degree of
financial development has contributed 0.227 pp of annual GDP
growth in the EU-15 countries, which accounts for on an aver-
age 9.4% of the observed economic growth (2.4% for the countries
analyzed).

Given that the financial crisis which started in the summer of
2007 in the USA with the subprime crisis led to a general decline
in the growth rate of total capitalization, the contribution of finan-
cial development to GDP growth also decreases during the period
2007-2012 of crisis. To be specific, the financial retrenchment due
to the crisis implies a fall in the annual growth rate of our measure
of financial development, from 3.75% over the period 1999-2007
to 0.31% over the period 2007-2012.

Since the introduction of the Euro in 1999 and until the out-
break of the crisis, results indicate that EU-15 GDP increased around
0.039 pp per year owing to progress in financial integration, and
that financial development would have progressed at a slower pace
in the absence of integration. The measures that were implemented
with the objective of achieving a single financial market in Europe
account for almost 50% of the growth of financial development and
1.6% of GDP growth. With the crisis and the consequent decline in
the degree of integration, its contribution to GDP growth is nega-
tive, although of a small magnitude (—0.009 pp per year). Anyway,
despite the negative effect of financial disintegration in the period
of crisis, the net balance of the impact on financial integration on
economic growth for the whole period 1999-2012 is still positive,
with a contribution to the GDP growth of 0.020 pp per year.

The paper makes different assumptions to test the effect of
financial integration on growth, but the general conclusion is that
as the financial crisis and (in the first stage of the crisis) national
protectionist reactions have led to a reversal in integration, it is
necessary to return to the pace of progress in integration, given the
cost in terms of economic growth of not moving forward. Initia-
tives to seek coordinated measures at an international rather than
a national level are moving in the right direction, especially the
construction of the banking union. Fortunately, the measures taken
by the ECB in summer 2012 along with the announcement of the
banking union project have allowed to slow down, and even revert-
ing, the process of disintegration. However, the European financial
market remains fragmented with a level of integration below the
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pre-crisis level, so it remains a priority to achieve a single financial
market to promote economic growth.
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