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SUMMARY

The Commission’s proposals for a Capital Markets Union are a welcome and
necessary step in promoting a sustainable economic recovery across the EU. In
particular, they provide an opportunity to create a properly-functioning Single
Market in capital by diversifying funding and improving investment opportunities
across the EU. The proposals aim to spread and mitigate risk throughout the
financial system, while at the same time tackling problematic regulatory and
administrative barriers and the deep-rooted cultural obstacles to growth that have
held back economic recovery in the EU.

We support the Commission’s proposed approach, including a mix of short-,
medium- and long-term measures and a range of legislative and non-legislative
tools. We particularly welcome the commitment to ensuring that Capital Markets
Union is for all 28 Member States. The Commission’s Green Paper is a helpful
starting point for these discussions, although the sheer quantity of proposals it sets
out creates a danger of a lack of focus. A good starting point is to identify those
measures that are most necessary to support the Commission’s jobs and growth
agenda.

To that end, we welcome the publication of a consultation on reviewing the
Prospectus Directive. A careful balance must be struck between easing the burden
on issuers (an entity that sells new securities to raise funds), particularly SME:s,
and ensuring that consumer protection is not weakened. Indeed principles of
consumer and investor protection should underpin all aspects of Capital Markets
Union.

While securitisation markets suffered considerable damage during the financial
crisis, they have a key role to play in managing and transferring risk in the financial
system. We therefore welcome the Commission’s consultation on developing a
framework for high quality securitisation, which will build on the attempts of the
European Central Bank, the Bank of England and the European Banking
Authority to revive the subdued EU securitisation market. Yet considerable
obstacles remain.

We also welcome the Commission’s emphasis on promoting and developing the
private placement market and on enhancing the availability of credit information
on SMEs. The growth of peer-to-peer lending and crowdfunding (raising of capital
in small increments from large numbers of people for a specific purpose) has
considerable potential to increase access to finance. Yet further work is needed if
this market is to develop across borders.

There is also a need for realism. Capital markets cannot and should not replace
the banking sector, but should rather complement it as an alternative source of
funding. The state of development of capital markets varies considerably between
Member States, and the needs, cultures and priorities for Member States without
developed markets will differ significantly from those such as the UK.

Different tax treatments of financial instruments across Member States could
impede the development of pan-European capital markets. The lack of
harmonisation of securities law and insolvency law is another potential barrier. Yet
agreement on reform of these areas will be difficult to secure. Any proposal for a
system of pan-EU supervision is likely to be equally contentious.
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The Commission’s focus is on enhancing access to finance for SMEs. Yet the term
‘SMEs’ covers an extremely broad range of companies, and not all will benefit
from Capital Markets Union. The onus is on companies themselves to take
advantage of the opportunities that will be created.

The EU has much to learn from the development of US capital markets as a
source of funding, and it is important to ensure that Capital Markets Union
contributes to, rather than conflicts with, the development of consistent
international standards.

Nevertheless, Capital Markets Union presents a significant opportunity for the UK
to promote the importance of capital markets, benefiting not just the UK economy
but the EU as a whole. The UK must ensure that it is at the forefront of the
debate as the Capital Markets Union agenda takes shape in the coming months.
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LIST OF CONCLUSIONS AND RECOMMENDATIONS

Capital Markets Union in context

The Commission’s proposals for Capital Markets Union are a welcome and
necessary step in promoting a sustainable economic recovery across the EU.
In addition to being a further move towards completion of the Single Market
by seeking to remove obstacles to a properly functioning Single Market in
capital, they provide, in particular, an opportunity to:

¢ Diversify funding and investment opportunities across the EU, creating a
better match between borrowers and investors;

e Reduce the overreliance on bank funding, in particular for SMEs;

e Spread and mitigate risk throughout the financial system by contributing
to the absorption of future asymmetric shocks, thereby reducing the
vulnerability of the EU economy;

e Tackle the deep-rooted cultural obstacles to growth that have held
economic recovery in the EU back in comparison with international
competitors. (Paragraph 12)

We welcome the Commission’s proposed approach to Capital Markets
Union, comprising: consultation with a wide range of experts and
practitioners; recognition that an effective Capital Markets Union is a long-
term goal; proposing a mix of short-, medium- and long-term measures; and
setting out a range of legislative and non-legislative tools. We particularly
welcome the commitment to ensure that Capital Markets Union is for all 28
Member States. The challenge for the Commission will be to ensure that
these principles are adhered to in the months ahead. (Paragraph 14)

Where new legislative tools are needed, we stress, as we did in our recent
report on The post-crisis EU financial regulatory framework, that effective
Impact Assessments need to be carried out, including a full cost-benefit
analysis. Given our concerns that compliance costs have been
underestimated in the past, the Commission must take full account of the
predicted and actual costs of future regulatory measures. (Paragraph 15)

The components of Capital Markets Union

We welcome the Commission’s publication of a consultation on reviewing
the Prospectus Directive, and its efforts to introduce a more streamlined and
effective regime. It is important to seek to ease the burden on issuers,
particularly SMEs, and to increase consistency of approach to liability and
sanctions across Member States. We support measures that will encourage
issuers to take full advantage of existing passporting opportunities. At the
same time, it is essential that consumer protection is not weakened.
Otherwise there will be insufficient demand for any new financial
instruments that may be devised and the project will not succeed. A careful
balance must be struck to ensure that markets are attractive both for issuers
and investors. (Paragraph 25)
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Securitisation markets suffered considerable reputational damage during the
financial crisis, and the EU markets have remain subdued. Yet they have a
key role to play in managing and transferring risk in the financial system,
lowering the costs of funding and thereby restoring growth and jobs. We
support the work already undertaken by the European Central Bank, the
Bank of England and the European Banking Authority to revive the EU
securitisation market. We also welcome the priority placed by the
Commission on building a high quality securitisation market. We caution,
however, that there are obstacles to achieving greater standardisation and
transparency for SME securitisations, thanks to intrinsic information
asymmetries. (Paragraph 30)

We welcome the Commission’s emphasis on promoting and developing the
private placement market. We hope that the market-led approach advocated
by the Commission proves successful. Member States must also play an
active part in promoting investment-friendly environments for these markets
to flourish. (Paragraph 34)

The idiosyncratic and diverse nature of SMEs means that it is more difficult
and proportionately more expensive to make a credit assessment of them. It
will be difficult to shift the pattern of SMEs’ reliance on bank financing,
given the comparative advantages that banks have in assessing SMEs and the
strong relationships that often exist between them. It is important to ensure
that a bank’s expertise in assessing and lending to SMEs should not be lost.
Nevertheless, we welcome the Commission’s efforts to widen the investor
base for SMEs, given the problems that they have faced in attracting finance
since the crisis erupted. The Commission’s proposals to enhance the
availability of credit information by developing a minimum set of comparable
standards and promoting credit scoring are helpful steps, which would enable
investors better to compare and assess SMEs. We look forward to further
concrete steps being brought forward as a result of the workshops on SME
credit information that the Commission plans to hold in 2015.
(Paragraph 39)

The growth of online alternative financing platforms such as peer-to-peer
lending and crowdfunding has considerable potential to increase access to
finance for early stage and fast growing companies. Yet the growth of cross-
border activity is hampered by the varying approaches of Member States. We
encourage the Commission to undertake further analysis to determine
adequate and appropriate measures at a national and European level to allow
these markets to grow and develop across borders. It is important that these
markets continue to provide support to early stage businesses, while ensuring
an adequate level of protection for funders. (Paragraph 42)

Different tax treatment across Member States and between various types of
financing could impede the development of genuinely pan-European capital
markets. We note in particular the tax bias in favour of debt over equity.
Nevertheless, the requirement for unanimity in EU taxation measures means
that agreement on reform is difficult to secure. While we support the
Commission in its efforts to encourage greater consistency in tax treatment,
this should not become a distraction from its attempts to bring about more
easily achievable reforms. (Paragraph 45)
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We welcome the identification of investor protection as a key principle of
Capital Markets Union, and support proposals to ensure that investors and
savers have improved access to investment information and advice. We also
welcome efforts to explore how new tools such as guidance can aid
consumers and investors in dealing with investment products. It is important,
while protecting investors, not to overburden them with information. It
equally must be recognised that financial advisers and fund disclosure
managers all require a high level of disclosure in order to fulfil their functions
and responsibilities, which are so important for investors. (Paragraph 56)

We welcome the Commission’s commitment to amend existing regulations
SO as to encourage infrastructure investment, making it more cost-effective
for funds to be set up and marketed across the EU. We call on the
Commission to consider how European Long-Term Investment Funds might
be encouraged to operate effectively across borders, accessing a wide range of
investors in the EU and beyond. (Paragraph 61)

We reiterate our support for the creation of a simple, transparent and
sustainable high quality securitisation market that enjoys investor confidence.
To that end, we support moves to create greater transparency, to enable
investors to evaluate risks within and across products. (Paragraph 66)

The lack of harmonisation of legal approaches to such issues as securities law
and insolvency law is a potential barrier to an effective Capital Markets
Union. We welcome the Commission’s efforts to encourage Member States
to introduce minimum standards, for instance in relation to insolvency.
Nevertheless, full harmonisation of legal systems remains a distant prospect,
and we urge the Commission to prioritise the politically possible.
(Paragraph 70)

Pitfalls, obstacles and opportunities

Our recent report on The post-crisis EU financial regulatory framework made
the case for strengthening the powers, role and resources of the three
European Supervisory Authorities. We also recognise the principled case for
as much consistency across all 28 Member States as possible. There may well
be a role for ESMA to play in overseeing specific aspects of Capital Markets
Union. Yet a distinction must be drawn between consistent application of a
common rulebook and direct supervision of capital markets at the EU level.
Any attempt to establish a system of pan-EU supervision would not only be
contentious, but could prove an unhelpful distraction from the necessary
reforms that Capital Markets Union is seeking to bring about.
(Paragraph 75)

The term ‘SMESs’ covers an extremely broad range of companies, varying not
only in size but in their ambition and motivation to grow. Capital Markets
Union is unlikely to benefit all such companies. Nevertheless, many will be
well-placed to make use of the avenues for access to financial investment that
Capital Markets Union could create. We urge the Commission to consider
how those SMEs who want to take advantage of Capital Markets Union can
be encouraged to do so. Yet ultimately, the onus lies on SMEs themselves to
respond. (Paragraph 80)

The EU has much to learn from the development of US capital markets as a
source of funding. The Commission should look to US models such as the
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Small Business Administration, to see if similar programmes can be adopted,
whether at EU or Member State level. The EU must also ensure that Capital
Markets Union contributes to, rather than conflicts with, the development of
consistent international standards. In that light, we stress the importance of
international co-operation and co-ordination, not only with the US but with
other, growing, global markets. A failure to include financial services
regulatory matters in the Transatlantic Trade and Investment Partnership
(TTIP) would be a missed opportunity. (Paragraph 85)

Amid the positive reaction to Capital Markets Union, it is important to retain
a sense of perspective. Significant obstacles remain. Capital markets cannot,
and should not, replace the banking sector, but rather should complement it
as an alternative source of funding for economic growth. It is important that
the financial sector is treated as an integrated whole, rather than as a set of
silos. The state of development of capital markets varies considerably
between Member States, and the needs, cultures and priorities for Member
States without developed markets will differ significantly from those such as
the UK, where capital markets are relatively well developed. (Paragraph 90)

We welcome the short-term initiatives that the Commission has identified.
We also recognise that there are longer-term, more contentious issues that
will need to be tackled if a true Capital Markets Union is to be created. Yet
the sheer quantity of proposals that the Commission has set out in its Green
Paper creates a danger that Capital Markets Union could lack focus. A good
starting point would be to identify those measures that are most necessary to
support the EU’s jobs and growth agenda. (Paragraph 91)

Capital Markets Union presents a significant opportunity for the UK
positively to promote the importance of capital markets, benefiting not just
the UK economy, but the EU as a whole. We encourage the Government
and the UK financial sector to do all they can to share best practice with
other Member States, while recognising that the UK can itself learn from
others. The UK must ensure that it is at the forefront of the debate as the
Capital Markets Union agenda takes shape in the coming months.
(Paragraph 94)

It will not suffice simply to react to others’ proposals: the City and the
Government should be active in responding to the Commission’s initiative.
(Paragraph 95)

We welcome the Commission’s proposals for Capital Markets Union, as a
vital means of unlocking investment and providing finance for SMEs, with
the potential to boost economic growth in the EU as a whole. At the same
time, we make the following observations:

e As it takes its proposals forward, the Commission must balance the
need, on the one hand, to ensure that companies have sufficient access
to capital and investment opportunities, and are not overburdened by
onerous requirements with, on the other, adequate protection for
consumers and investors.

e The Commission must also ensure that Capital Markets Union remains
focused on jobs and growth.
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e The Commission is right to propose a balance of short-, medium- and
long-term measures, and legislative and non-legislative proposals, but
must take care that Capital Markets Union does not lose focus through
the sheer number of ideas on offer.

e The Commission must also ensure that all its proposals are subject to a
rigorous Impact Assessment and cost-benefit analysis.

e A (differentiated approach must be taken, reflecting the specific
characteristics of each element of the EU’s capital markets. At the same
time, capital markets should not be treated in isolation, but rather as an
integral set of transactions and relationships within the wider financial
system. (Paragraph 96)

Capital Markets Union presents an opportunity to break down obstacles to
the creation of a properly-functioning Single Market in capital. We will
scrutinise the Commission’s proposals closely as they take shape in the
coming months. Our initial assessment of this timely initiative is positive.
(Paragraph 97)
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