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Financial Systems, Efficiency and 
Stimulation 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 
economic 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 
economic 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 heterogeneous 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 recent FINESS research. It 
includes the results achieved during the fourth half-year period. 
The research activity focused on the development of the 
process of financial integration in the European Union and on 
the analysis of a number of risks faced by policymakers in the 
aftermath of the financial crisis in a context of increasingly 
integrated financial markets. One key finding is that the 
appearance of the euro has accelerated the integration of a 
number of financial markets among those countries who have 
adopted the single currency. Nonetheless, the removal of 
institutional and legal barriers remains a key driver for financial 

   



 
 
 
 
 
 
 
 
 
 

 

integration between European countries which do not belong to 
the euro area. Furthermore, it has been highlighted the crucial 
role of regulation as policy tool to encourage diversification in 
banks´ international portfolios and, in turn, reduce the risk of 
financial contagion. Finally, it has been shown that in presence 
of highly integrated financial markets, the inclusion of stock 
prices in the monetary policy rule can limit the risk of asset price 
bubbles and its negative effects on the real economy. 
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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 
addition, to identify likely future paths of financial development 
and to draw relevant policy conclusions. By exploring the impacts 
of financial systems from the perspective of heterogeneous 
agents, new insights into the working of financial systems and for 
the optimal 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 - for improving efficiency and sustainable growth of 
firms. Specific issues regarding the transition 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 
support 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 analysis is carried out at both a theoretical and an empirical 
level. Insights 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 
particularly useful for uncovering catalysts and bottlenecks in 
financial systems and for exploring how the development of 
different institutions is reflected in higher efficiency and growth. 
Research in FINESS 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 
European added value 
 
 
How far has the process of 

financial integration gone in 

the European Union? 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

The Financial Integration of the European Union: Common and 
Idiosyncratic drivers 
by Chris Higson (London Business School), Sean Holly 
and Ivan Petrella (Cambridge University) 
 
The purpose of this paper is to establish how far the process of 
financial integration has gone in the European Union. The issue 
is of broad interest as financial integration is expected to aid 
allocative efficiency and the efficacy of monetary and fiscal 
policy.  
Globally, financial integration has increased substantially over 
the last twenty years, following the abolition of capital controls, 
financial innovation, and new technologies, and this has 
implications for the potential for portfolio diversification. The 
literature suggests that developed equity markets worldwide, 
including the major European markets, are now closely 
integrated. But the evidence of financial integration in some of 
the smaller European equity markets is more mixed. Here, 
idiosyncratic factors still play a significant role for stock prices. 
This comes from the fact that generally equity markets are 
national, in the sense that they trade local businesses, some of 
which, in turn may be multinational, embodying the performance 
of overseas real assets. Different national equity markets have 
different sectoral compositions and the fundamentals of the local 
economy, given the sector - growth rates, labour costs, 
competitiveness, institutional setting including taxation - may or 
may not display euro-related convergence. While the euro 
eliminates currency risk, even without the euro, financial 
integration will still emerge between other European countries 
as long as the institutional and legal barriers are removed. 
Liberalization of financial markets worldwide and the increasing 
role of the market in corporate assets as a mechanism for cross 
border merger and acquisition is likely to increase financial 
integration over and above the effect of a common currency. 
The authors analyze the convergence pattern of stock market 
indices for the 26 countries in the European Union, since 1985. 
The dataset is composed of monthly stock price indices 
including the aggregate stock prices and the sector specific 
stock prices for each country. 
The evidence reported in the paper seems to confirm the view 
that a process of integration is under way even though at a 
rather slow pace. Furthermore, this process seems to be shared 
by most of the countries of the European Union and not only 
those that are already part of the euro zone. In this sense the 
authors´ analysis supplement and generalized previous findings 
that with mixed enthusiasm confirm this results for a subset of 
countries in the European Union. The fact that the process is 
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Which are the 

macroeconomic benefits of 

international financial 

integration for the 

European Union? 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

shared among all the countries and not only among those that 
belong to the euro area suggests that this phenomenon cannot 
be solely attributed to the recent adoption of the single currency. 
Whereas financial integration and the adoption of a common 
currency should be associated with convergence in short term 
and long term interest rates on sovereign bonds, this need not 
necessarily be so in equity markets. Differences in the 
performance of equity markets can persist if there are 
differences in the underlying drivers of profitability and 
dividends. Only when there is convergence in the fundamental 
drivers of economic growth will equity markets converge. 
Additionally, the authors find that an examination of equity 
markets in 26 countries of the European Union reveals three 
clusters that reflect differences in underlying growth rates. 
Therefore, the process of integration seems to mirror a more 
deep process of economic convergence among the countries. 
 
 
 
The Macroeconomic Effects of European Financial 
Development: a heterogeneous panel analysis 
by Sean Holly and Mehdi Raissiy (Cambridge University) 
 
This paper assesses the macroeconomic benefits of 
international financial integration and domestic financial sector 
development in Europe. There is an extensive literature that 
explores the macroeconomic benefits of financial integration and 
the conclusion one might glean from the many studies that have 
been conducted is that it would be very hard to find a strong and 
robust relationship between capital account liberalization and 
growth or macroeconomic volatility, especially for developing 
countries. 
The theoretical literature proposes various direct mechanisms 
through which financial globalization could benefit countries that 
pursue it. One theoretical channel of gain is improved risk 
sharing which, in principle, could reduce the level of 
consumption volatility relative to output. Nonetheless, there is no 
reliable empirical evidence that such volatility reductions have 
occurred in developing countries as a result of financial 
liberalization. A second major channel of gain would be the 
alleviation of capital scarcity in developing countries. Capital 
account liberalisation, in principle, generates flows from capital-
abundant towards capital-scarce countries and, perhaps 
transitionally, accelerates economic growth as it would help low-
income countries to expand investment beyond their national 
savings. In terms of evidence on the financing channel, a 
massive body of empirical papers has often found mixed results, 
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Does diversification in 

banks´ international 

portfolios reduce the 

risk of financial 

contagion? 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

suggesting that the growth benefits of liberalisation are not 
straightforward.  
In this paper the authors explore the relationship between 
domestic financial development, international financial 
integration and macroeconomic performance. The vast majority 
of existing studies focus on the effects on the rate of economic 
growth, even though most models in the Solow/Romer tradition 
suggest that the effects on growth should be transitory, though 
permanent for the level of per capita income. So the authors 
concentrate on the levels effects of financial development. In 
particular, this paper considers the relationship between real 
GDP per worker and financial integration/development in a 
panel made up of 26 European countries over 35 years.  
The authors find positive and significant effects on real GDP per 
worker of European financial integration and domestic financial 
sector development. Moreover, the estimations show a 
significant positive effect on GDP per worker of debt inflows 
which can be attributed to the unique institutional environment 
that European Union has provided for member countries.  
 
 
 
Diversification of Banks’ International Portfolios: Evidence and 
Policy Lessons 
by Claudia M. Buch (University of Tübingen, IAW & CESifo) and  
Katja Neugebauer (University of Tübingen, IAW)  
 
Over the past decades, banks have significantly increased their 
cross-border asset positions. The ongoing crisis on international 
financial markets has raised the question whether this increase 
in cross-border activities has allowed banks to diversify risks 
and to what extent it has increased banks’ exposure to systemic 
risks. In particular, the degree of diversification of banks’ asset 
portfolios and the exposure of banks to macroeconomic risks 
can provide information about the degree of systemic risk in the 
financial system. If banks hold sufficiently diversified 
international portfolios, the risk of financial contagion can be 
reduced. However, banks may also expose themselves to 
common macroeconomic shocks if they expect to be bailed out 
by the monetary authorities. 
The paper focuses on the diversification of banks’ asset 
portfolios and on financial contagion. In particular, in the first 
part of their contribution the authors review the theoretical 
arguments on why banks should hold (internationally) diversified 
portfolios and why strategic complementarity in banks’ behavior 
might lead to an increased exposure to systemic risks. The 
second part of the paper provides a summary of the available 
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Should monetary policy 

respond to asset price 

fluctuations? 

 
 
 

empirical evidence on the degree of diversification of banks’ 
international portfolios and changes in cross-border capital flows 
and draws tentative conclusions for the current policy debate. 
The concluding remarks of this contribution can be summarized 
as follows. First, despite the substantial increase in cross-border 
assets and liabilities of commercial banks that could be 
observed in recent years, the degree of diversification of banks’ 
foreign assets has not changed much from an aggregate point 
of view. Second, for policy makers, the key lesson from the 
current crisis is to design regulations that encourage 
diversification of risks while preventing an increased exposure to 
systemic risks. This tasks is particular difficult since the 
importance of culture and information costs found in empirical 
work on banks’ cross-border assets limits to what may be 
achieved in terms of integration by deregulation of formal 
economic barriers. Third, the current policy debate highlights the 
crucial role of large banks within the banking system. However, 
what might be equally important is the joined exposure of many 
small or mid-sized banks to the same macroeconomic risk 
factors. Hence, reporting systems are required that allow a 
systematic analysis of exposures of large and small financial 
institutions. Fourth, the risk of protectionism in the real sector is 
a widely debated policy issue. It is widely recognized that the 
adoption of measures to shield national markets from 
competition from abroad might have short-run benefits for 
individual countries but that, in the long-run, gains from 
international integration would be jeopardized. A similar 
reasoning applies to the integration of international financial 
markets, even though recent developments have shown the 
risks of an international integration process which is not backed 
by appropriate incentives in the financial sector. Hence, in 
parallel to regulatory policies that aim at establishing proper 
incentives, policy measures should not slow down of the 
globalization process. 
 
 
 
Liquidity and asset prices: How strong are the linkages? 
by Christian Dreger (German Institute for Economic 
Research DIW Berlin) and Jürgen Wolters (Freie 
Universität Berlin) 
 
The appropriate design of monetary policy in integrated financial 
markets is one of the most challenging areas currently facing 
central banks. One important aspect is whether monetary policy 
should respond to asset price fluctuations, if they are driven by 



 
 
 
 
 
 
 
 

 EUROPEAN POLICY BRIEF 

 

 

8 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

non fundamental factors such as herding behaviour. Increases 
in asset prices can trigger inflationary pressures and might 
cause an inefficient allocation of resources. Positive shocks to 
asset markets can generate overconsumption patterns due to 
perceived wealth effects, and capital overaccumulation due to 
lower costs of capital. Bursting bubbles can lead to financial 
crises that are transmitted to the real economy and undermine 
the growth perspectives for some time, like the collapse of the 
new economy boom after the turn of the century and the current 
subprime and financial crisis.  
Eventually, a pre-emptive reaction of monetary policy might help 
to limit the buildup of financial imbalances and the risks for a 
crash in the future. Therefore, some authors have 
recommended that central banks should lean against the wind. 
On the other hand, it has been also stressed that rules that 
directly target asset prices could have undesirable side effects. 
In periods of rapid price increases in asset markets, a tighter 
monetary policy stance can lead to significant output losses. 
Thus, monetary policy should respond to asset prices only 
insofar as they affect inflation and output expectations. 
Besides the difficulties that central banks are required to identify 
bubbles in the development of asset prices in real time, a 
leaning against the wind behaviour assumes a robust link 
between monetary policy and asset markets. In particular, 
liquidity shocks should have predictable consequences on asset 
prices.  
In this paper, the authors explore the impacts of liquidity shocks 
on real share and house prices and the influence of wealth 
prices on liquidity by means of VAR models, tools that are built 
upon the interactions between the relevant variables (here, the 
nominal money stock as a liquidity measure, the nominal 
interest rate, the price level, real income, and real asset prices). 
The analysis is performed for both the US and the euro area 
over the 1985-2007 period.  
The evidence presented in the paper shows that the impact of 
liquidity shocks on asset prices is far from being robust. While 
monetary policy does not affect share prices, it might have an 
impact on house prices, especially in the US. However, the 
obtained results appear to be relatively robust with respect to 
the degree of financial market integration. 
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Further reading FINESS Working Papers  

Chris Higson, Sean Holly and Ivan Petrella (2009): The Financial 
Integration of the European Union: Common and Idiosyncratic 
drivers. 

Sean Holly and Mehdi Raissiy (2009): The Macroeconomic 
Effects of European Financial Development: a heterogeneous 
panel analysis. 

Claudia M. Buch and Katja Neugebauer (2009): Diversification of 
Banks´International Portfolios: Evidence and Policy Lessons. 

Christian Dreger and Jürgen Wolters (2009): Liquidity and Asset 
Prices: How Strong Are the Linkages?  

Available at: http://www.finess-web.eu/publications.htm 
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