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of Sustainable Growth 
Ongoing project  

 SUMMARY 

Objectives of  
the research 

The main purpose of FINESS is to get a clearer understanding 
of the implications of ongoing financial market integration in 
Europe for real economic growth, employment and competitive-
ness, to identify likely future paths for financial development and 
to draw policy relevant conclusions. 

Scientific approach /  
methodology 

The role of financial systems and their relationship with eco-
nomic growth are analysed for a wide number of old and new 
EU member states - and the community as a whole – at the 
macro, meso and micro economic levels. Various advanced 
econometric tools, new indicators and unique datasets are used. 

New knowledge and/or 
European added value 

The role of financial systems and their relationship with eco-
nomic growth are explored by taking into account interactions 
between product, labour and financial markets. Insights into the 
implications of financial institutions for the decisions of hetero-
geneous households and firms are also provided. 

Key messages for 
policy-makers,  
businesses, trade unions 
and civil society actors 

This policy brief provides a non-technical summary of policy-
relevant conclusions drawn from FINESS research. It includes 
the first results achieved during the first half-year period. The 
papers focused on measures and recent trends in financial inte-
gration and the appropriate design of monetary policy in integra-
ted financial markets. While there is continuing convergence in 
many areas of financial markets, sectors like health care or 
segments like the yield on government bonds on average show 
higher divergence. Moreover, contrary to common views, the 
monetary evolution in the euro area is still in line with its funda-
mentals. This suggests that monetary policy is not a key driver 
of recent financial turmoil. 
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Objectives of  
the research 

The main purpose of FINESS is to get a clearer understanding of 
the implications of ongoing financial market integration in Europe 
for economic growth, employment and competitiveness. In addi-
tion, to identify likely future paths of financial development and to 
draw relevant policy conclusions. By exploring the impacts of fi-
nancial systems from the perspective of heterogeneous agents, 
new insights into the working of financial systems and for the op-
timal policy design in integrated financial markets are provided. In 
particular, the project investigates the role of the financial structure 
- for example, the banking sector, markets for private equity and 
venture capital - for improving efficiency and sustainable growth of 
start ups and established firms. Specific issues regarding the tran-
sition period of the new member states and the gender dimension 
are also addressed. 
 

Scientific approach /  
methodology 

Special emphasis is put on the ability of financial systems to sup-
port efficiency and stimulate longer term growth. This would lead 
to policy conclusions regarding the appropriate design of financial 
systems once the current financial turmoil has abated. The analy-
sis is carried out at both a theoretical and an empirical level. In-
sights into the working of financial institutions are provided for 
different agents on both the supply and the demand side – such 
as domestic and foreign banks, start ups and mature firms and 
female and male investors.  
 
The comprehensive approach undertaken by the project is espe-
cially useful for uncovering catalysts and bottlenecks in financial 
systems and for exploring how the development of different institu-
tions is reflected in higher efficiency and growth. Research in FI-
NESS is based on data at different level of aggregation. The role 
of financial systems for increased economic growth is explored 
with a range of unique data sets. In order to improve the quality of 
the empirical results that are obtained, innovative and tailor made 
econometric techniques are employed. 
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New knowledge and key 
messages for policy-makers, 
businesses, trade unions  
and civil society actors  

Financial integration in 

Europe:   

Convergence or divergence  

in asset markets? 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Beta and sigma convergence in stock market returns:  Can 
the results be extended to the industrial level? 

Stock markets show an increasing degree of integration not only 
at the national, but also at the industry level. However, some diffe-
rences in the speed and degree of convergence across stock mar-
kets can be observed. The dispersion of returns is higher at the 
industry level than at the aggregate country level. Hence, portfo-
lios of international investors could be diversified across sectors 
rather than across countries. There is no clear trend for conver-
gence for some industries in certain countries after the year 2000; 
especially for those sectors, which are more prone to regional 
shocks, such as health care, financials and consumer services. 
Moreover, the cross sectional dispersion of returns in the health 
care industry has not shown a regular downward trend, probably 
due to high regulation in this area. The process of European inte-
gration has a significant impact on these findings, as stock market 
returns are linked more tightly to EU than to US news. 

A closer look at government bond convergence 
Standard methods for analyzing convergence do not show the 
whole picture. New methods utilizing more information contained 
in the data reveal some further details about the convergence 
process. Those methods are applied to the yields of government 
bonds. The panel of countries used consists of Austria, Belgium, 
France, Germany, Ireland, Italy, Luxembourg, Netherlands and 
Portugal. The sample runs from 1971 to 2007. 

According to their average yield, bonds have been separated into 
three distinct clusters: whether the yield is below, at, or above the 
average. The below and above groups initially showed no ten-
dency to converge while the group at the mean yield even showed 
a tendency towards divergence. At the introduction of the euro all 
groups exhibited convergence. However, this picture changed in 
the years that followed. While the groups initially below and above 
the mean yield still displayed a strong tendency for convergence 
the bonds with mean yield showed again a tendency towards 
higher divergence. While the level of divergence might be still 
quite low the tendency itself is surprising. An explanation for the 
pattern could not be found with the methodology used in the exer-
cise but possible candidates are different inflation rates or risk 
across countries. 
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Does the concentration of 

European bank markets af-

fect the access of firms  

to bank finance? 

Do real interest rates converge across countries, a nd if so, 
does the nominal exchange rate regime play a role i n this 
process? 

Real interest parity states that real interest rates, i.e. nominal in-
terest rates less expected inflation rates should be equalised 
across countries. As both product and financial markets are in-
volved, deviations from parity could serve as an overall indicator 
for the lack of market integration. Real interest parity has implica-
tions both for international investors and policymakers. If national 
real interest rates converge across countries, the scope for inter-
national portfolio diversification will diminish over the long run. 
Investors could still diversify, among others, at the sectoral level. If 
the linkages in real interest rates are almost complete, national 
stabilization policies could not affect the economy through the real 
interest rate channel. 

The nominal exchange rate regime can affect the parity in a criti-
cal way. For example, nominal interest rates respond more slowly 
to international shocks in flexible regimes, implying some capacity 
for policy independence. On the other hand, ongoing advances in 
the integration of product and financial markets may provide in-
creasing support for the condition in recent decades. 

A panel of countries (Belgium, Denmark, Finland, France, Ger-
many, Italy, Japan, Netherlands, Norway, Portugal, Spain, Swe-
den, Switzerland, the UK and the US) is considered over a long 
time span, 1870-2006. Four sub-periods are distinguished and 
linked to fixed and flexible exchange rate regimes: the Gold Stan-
dard, the interwar float, the Bretton Woods system and the mana-
ged float thereafter. The results confirm that the parity holds as an 
equilibrium condition for all exchange rate regimes. However, the 
speed of convergence is affected by institutional settings and his-
torical episodes. Half lives of shocks tend to be lower under fixed 
exchange rates and in the first part of the sample, probably due to 
a higher degree of price flexibility in former periods. Although bar-
riers to foreign trade and capital controls have been substantially 
removed after the collapse of the Bretton Woods system, they did 
not lead to lower half lives during the managed float. 

The European banking sector has been characterized by a wave 
of mergers and acquisitions, predominantly in the form of domes-
tic consolidation. The result has been a substantial increase in 
measured levels of bank market concentration in most countries. 
Similarly, European bond and stock markets have witnessed a 
considerable development and integration since the introduction of 
the Euro, making these markets important alternatives to bank 
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Do financial market frictions 

affect labour markets? 

loans for external finance. Both time and cross-section variation in 
our measures of bank market structure and increasing competition 
between banks and bond and stock markets makes the sample 
particularly interesting for investigating the impact of evolving 
market structure of financial intermediaries on external finance 
decisions by non-financial firms.  

Access of firms to bank finance may enhance economic growth. 
Therefore, we investigated whether or not changes in the market 
structure of European bank markets affect the access of non-
financial firms to bank finance. More specifically, we examine em-
pirically the relationship between the degree of concentration of 
European bank markets and the capital structure of non-financial 
firms. Overall, the results lend empirical support to the market 
power hypothesis - which states that more concentrated bank 
markets will lead to more market power for the banks that trans-
lates in turn into less bank financing. A negative and significant 
relationship between the degree of concentration of European 
bank markets and the market leverage (i.e. the amount of debt in 
relation to the market value of the firm) of non-financial firms is 
found. Since the mean level of bank market concentration across 
the countries is 0.576 and the 75th percentile is 1.092, a change 
from the mean to the 75th percentile would mean a drop in firm 
leverage of 4%. When bank market concentration variables are 
substituted for indicators of bank competition based on the ob-
served behaviour of banks, the results remain unaltered.  

Since endogeneity of bank market structure, alternative sources of 
external finance and the firm-specific factors driving the demand 
for leverage are controlled for, these findings reflect a supply-side 
effect, implying that the ongoing consolidation of bank markets 
may impose an external debt finance constraint on non-financial 
firms. However, firms with effective access to the bond market are 
not constrained in their choice of leverage, stressing the impor-
tance of alternatives to bank financing.  

In any case the results imply that the ongoing (domestic) consoli-
dation of the banking industry in Europe has the potential to ham-
per the access of firms to bank financing. This calls for renewed 
efforts to increase the contestability (i.e. the potential for foreign 
bank entry and cross-border lending) and integration of bank lend-
ing markets in Europe. 
 
What role do credit market imperfections play in business fluctua-
tions in general and in labour market dynamics in particular?  

It is widely acknowledged that the standard theory of equilibrium 
unemployment, the search and matching model - search and mat-
ching frictions imply that it takes unemployed workers time to find 
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Are monetary conditions too 

loose in the euro area? 

 

 

 

 

 

a job and it takes firms time and resources to hire workers - has 
difficulty in explaining satisfactorily the unemployment volatility 
puzzle, namely, the empirical volatility of the vacancy-
unemployment ratio relative to the volatility of labour productivity.  

In a theoretical paper, we discuss how credit restrictions, together 
with sticky prices, may enhance the effects of monetary policy on 
the labour market, and help to explain the magnitude of cyclical 
fluctuations in unemployment and vacancies. We begin with a 
model economy where firms need external funding to finance the 
creation of new jobs that create a vacancy. The credit imperfec-
tions make spending on vacancies depend on the firms’ balance 
sheet position, due to the link that arises between the collaterali-
zable net worth and the terms of credit. This leads to a financial 
propagation mechanism: fluctuations in balance sheets over the 
cycle amplify fluctuations in spending on the creation of jobs. 

In our setup, monetary policy affects employment through two 
distinct channels. Suppose tight monetary policy engineers a de-
crease in spending. First, sticky prices enhance the role of mone-
tary policy shocks over the cycle, since they provide for strong 
incentives to firms to adjust the labour production factor. Second, 
the decline in cash flows, coming from lower aggregate demand, 
also triggers a deterioration in balance sheets, further propagating 
the downturn. Whereas our baseline model with only a productivity 
shock generates about half of the fluctuations in the vacancy-
unemployment ratio, our baseline model with monetary policy 
shock produces the observed volatility in this key labour market 
variable, with reasonable calibrations of the model. 

The primary goal of the ECB is to maintain price stability. To 
achieve this target the ECB has developed a two pillar strategy, 
where monetary aggregates play a prominent role. One pillar is 
based on the economic analysis of price risks in the short term. 
The other one is built on the analysis of risks to price stability in 
the medium and long run. Given the complexity of the monetary 
transmission process central bankers often also take some simple 
rules of thumb into account. One rule is based on the fact that 
inflation is always a monetary phenomenon in the medium to long 
term. Hence, central bankers should be aware of monetary devel-
opments in order to assess future inflation trends in the euro area. 

The reference value for monetary growth is often used as a 
benchmark for assessing monetary developments. It is based on 
price stability, i.e. consumer price inflation of below 2 percent. 
Potential output growth is estimated at around 2 to 2.5 percent, 
and a negative trend in velocity leads to an increase of money 
growth in a range between 0.5 and 1 percent. Given these as-
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sumptions, the ECB target for money growth has been set at 4.5 
percent per annum. Actual monetary growth has continuously ex-
ceeded this level. In recent years, broad money (M3) increased at 
annual rates around 10 percent. 

However, this approach does not show the whole picture, since 
the demand for money holdings is related to a portfolio allocation 
decision. In light of a low inflation environment and a relatively flat 
term structure of interest rates agents have shifted their portfolios 
towards safe and liquid assets.  

To get further insights into these topics, two papers have exami-
ned the relationship between money demand and its fundamen-
tals. The evolution of M3 compared to the fundamental develop-
ment estimated by money demand models is an informative mea-
sure for excess liquidity in the euro area. Based on this concept, 
the monetary overhang is a relevant policy tool to measure exces-
sive money supply. This strategy is superior to the common prac-
tice of a linear trend path, with an arbitrary chosen starting value.  

In contrast to previous research, strong evidence is presented in 
favour of an almost stable money demand relationship. The 
conclusions are very robust for different estimation methods and 
observation periods. The inclusion of inflation as part of the 
opportunity costs of holding money is crucial to obtain these 
results. A rather small-sized, but permanent structural break 
occurred in the income elasticity in 2002. The break might be 
linked to the introduction of euro coins and banknotes to the 
public. In this sense, it could indicate some kind of money illusion 
and point to inefficiency. Alternatively, the break can be traced to 
the fact that the common currency area has raised the income 
perspectives of citizens. If actual income is below its long run 
(permanent) value, a rise in the income elasticity could be 
expected. Finally, the break might occur due to the ongoing 
integration in financial markets. The acceleration of stock and 
housing prices in recent years has raised money demand because 
of a positive impact on wealth. Although the effects seem to be 
minor, they hold irrespectively of the respective wealth measure. 
The monetary overhang indicates that there is no problem with 
excess liquidity in the euro area.  
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