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CHAPTER 1  

Introduction 

Abstract This chapter sets out the objectives of the book and describes 
its main structure. In particular, it provides a general overview on the 
specific context of the book, and it presents a summary of the content of 
each chapter. 

Keywords Financial markets · Financial intermediaries · Banking · 
FinTech · Sustainable finance 

1.1 Introduction 

This book aims to provide readers the foundation knowledge, essential 
for comprehending the basics of the functioning of the financial market 
and institutions, and the main challenges they currently face. Thereby, the 
book is particularly tailored to students, as well as anyone interested, who 
are encountering the financial and banking issues for the first time. 

The financial system consists of the financial infrastructure and all 
financial intermediaries and financial markets, and their relations with 
respect to the flow of funds to and from households, governments, 
companies and other economic actors (de Haan et al., 2020). Its primary 
function is to facilitate the transfer of financial resources from savers 
(i.e. surplus units) to those who need funds (i.e. deficit units), thereby
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favouring a better allocation of resources and, consequently, contributing 
to economic growth (Boot & Thakor, 1997; Levine, 1997). Hence, a 
well-functioning financial system is a crucial prerequisite for economic 
development, and a large body of research provides empirical evidence to 
this argument showing a positive link between the development of the 
financial system and economic growth (Asteriou & Spanos, 2019; Hassan 
et al., 2011). This book examines how financial markets and financial 
intermediaries work and contribute to economic growth, describing the 
structure and the operational characteristics of financial markets, as well 
as the functions and the main business of financial intermediaries, with a 
particular focus on banks. 

The book also outlines the most important steps in the European inte-
gration process, both on the monetary side and on the financial side. 
The evolutionary perspective helps to understand the decisions taken 
today, especially in the light of certain adverse events that occurred in 
the last decades. The subprime mortgage financial crisis and the subse-
quent sovereign debt crisis have severely undermined bank stability in 
the European Union (EU), raising macro-economic concerns among the 
various EU institutions. Notably, EU’s banking system has shown itself to 
be vulnerable in a time of macro-economic and financial shocks owing to 
the fragmentation of its regulatory system and the weakness of its super-
vision system (Bremus & Lambert, 2014; Degl’Innocenti et al., 2017; 
Lane, 2012). In response to the financial and sovereign debt crises, EU 
authorities agreed to create an integrated financial framework, the Euro-
pean Banking Union (EBU), to take several coordinated steps to address 
flaws in the EU’s banking sector, such as banks’ low profitability and high 
non-performing loan (NPL) stocks, with the aim to reduce banks’ risks 
and thus ensure the EU’s financial stability (Colombini, 2015; Martino, 
2019a). The origins of the international financial crisis and its impacts 
on the banking business are discussed, in addition to the actions adopted 
by regulators and supervisors. Moreover, the implications connected with 
the pandemic crisis we are still experiencing are addressed. 

The structure of the banking sector is examined also illustrating the 
most important banking business areas: commercial versus investment 
banking. This has become a key topic in banking literature (Ayadi et al., 
2016; Cosma et al., 2017). Commercial banks are typically smaller and 
provide lending and deposit-taking services for households and small 
and medium-sized enterprises. By contrast, investment banks fund most 
of their activities on wholesale markets and generate a large share of
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their income from non-traditional activities, such as investment banking 
and trading. The literature shows that such differences may affect banks 
risk and return, and consequently, banks stability (Altunbas et al., 2011; 
Beck et al., 2013; Demirgüc-Kunt & Huizinga, 2010; Kohler, 2015). To 
this end, the origins of such distinction and the main activities typically 
associated to each business area are analysed. 

Lastly, the book introduces two important phenomena which are 
currently characterizing the financial environment. 

Firstly, recent technological developments have led to the rise of finan-
cial technology (FinTech) sector, which covers digital innovations and 
technology-enabled business model innovations in the financial arena 
(Frame et al., 2018; FSB,  2017; Philippon, 2016). The advent of new 
technologies, such as blockchain, cryptocurrencies, artificial intelligence 
(AI), etc., may create many benefits for consumers and organizations, 
including access to credit and access to a wider product range. Addition-
ally, financial intermediaries may benefit from the adoption of such tech-
nologies, which may boost processes’ efficiency and, therefore, improve 
the services intermediaries offer. At the same time, new technologies may 
also pose new risks to the financial system, which policymakers, regulators 
and supervisors should consider ensuring the financial stability, safety and 
soundness of financial institutions (Martino, 2019b, 2021). 

Secondly, sustainability has gained centrality in today’s financial land-
scape. This is due to the growing attention by policymakers and industrial 
decision-makers around the world towards the transition to a low-carbon, 
more resource-efficient and sustainable economy (Scordato et al., 2018; 
Stoycheva et al., 2018). On the one hand, most banks today are modi-
fying their approach to meet the needs of a green and sustainable 
economy, redesigning their products and services or carrying out initia-
tives consistent with environmental and social objectives (e.g., Avrampou 
et al., 2019; Cosma et al., 2020; Galletta et al., 2021; Khan et al., 2021). 
However, there are also challenges to address, particularly with regard to 
incorporating sustainability within banks’ decision-making processes and 
business functions, such as risk management. On the other hand, financial 
markets are undergoing a deep transformation as institutional investors 
are increasingly attracted to a host of new financial instruments, particu-
larly in the bonds market, such as green bonds, sustainability-linked and 
social bonds. These form part of a broader ESG endeavour to rely on 
private and public sources to fund sustainable investments.
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Both FinTech and sustainable finance represent very significant sources 
of opportunities for the market and the operators, even if the challenges 
and risks associated are also relevant. This underlines the need to under-
stand their intensity and their potential impact on the functioning of the 
financial system considered as a whole. 

The book is structured as follows. Chapter 2 provides a general 
overview on the functioning of the financial system, examining how 
financial markets and financial intermediaries work and contribute to 
economic growth. Notably, each type of financial market (i.e. monetary, 
bonds, stocks and derivatives) is described with a focus on the financial 
instruments that are traded and the main participants in the markets. 
The business and the main functions of financial intermediaries are also 
discussed. These are represented by insurances, investment intermediaries 
and banks. 

Chapter 3 outlines the evolution of the European integration process, 
giving an overview of the most important regulatory steps related to the 
banking and financial system culminated in the creation of the Banking 
Union. A focus is also given to the international financial crisis, its origins 
and impacts from the perspective of the European banking system and to 
the role played by supervision aimed at ensuring the financial stability. 

Chapter 4 illustrates some of the possible banking business areas in 
favour of firms. To this end, a focus on the traditional lending activity 
is given as well as on other financial services a bank may provide to 
firms. The underlying logic is to understand the extension of the offer 
of financial products, which may promote the enhancing of the banks-
firms relationship along a perspective of an increasing integration between 
financial markets and intermediaries. 

Chapter 5 addresses the phenomena of FinTech, providing a discussion 
about its main implications for banks and financial markets. In particular, 
this chapter examines the implications on the banking industry, high-
lighting the opportunities as well as the risks that FinTech poses to banks’ 
business. Moreover, it explores the implications for financial markets with 
specific regard to the market for entrepreneurial finance, where many new 
players have entered the arena (Bellavitis et al., 2017; Block et al., 2018). 
Specifically, this chapter focuses on the most important innovations in the 
market for entrepreneurial finance, namely crowdfunding and Initial Coin 
Offerings (ICOs). 

Finally, Chapter 6 discusses the opportunities and risks deriving from 
sustainable finance, examining their intensity and their potential impact
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on the banking industry and financial markets. In particular, it addresses 
the role of banking in the transitioning to a sustainable economy, 
outlining the main regulatory developments in the industry and their 
implications for banks’ business. Moreover, it explores new developments 
in financial markets, where a host of new financial instruments, such as 
green bonds, sustainability-linked and social bonds, are available to fund 
sustainable and environmental investments. 
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CHAPTER 2  

The Financial System: The European Union 
Perspective 

Abstract This chapter provides a general overview on the role and func-
tioning of the financial system, with a specific focus on the EU context. 
In particular, the chapter presents a discussion of the principal financial 
markets, namely money, bonds, equity and derivatives markets, high-
lighting their different characteristics in terms of market participants and 
their purposes, as well as in terms of features of the financial instruments 
negotiated. Moreover, it explores the fundamentals behind financial inter-
mediation and provides a general overview on the business and main 
characteristics of the principal categories of financial intermediaries. 

Keywords Financial system · Financial markets · Financial instruments · 
Financial intermediaries · European Union 

2.1 The Role and Structure 

of the Financial System 

The financial system performs the essential economic function of chan-
nelling funds from economic actors that have saved surplus funds, by 
spending less than their income, to those that have a shortage of funds 
because they wish to spend more than their income (Boot & Thakor, 
1997; Merton & Bodie,  1995). Those participants who receive more
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money than they spend are referred to as surplus units (or lender-savers): 
they provide their net savings to the financial system in order to earn a 
return on their investments. Those participants who spend more money 
than they receive are referred to as deficit units (or borrower-spenders): 
they access funds from the financial system so that they can spend more 
money than they receive. In general, the principal lender-savers are house-
holds, even if it is worth noting that non-financial corporations and the 
government, as well as foreigners and their governments, also find them-
selves with excess funds and so lend them out. On the other hand, the 
most important borrower-spenders are generally non-financial corpora-
tions and the government, but households and foreigners also borrow 
financial resources to finance their expenditures.1 

By channelling funds from surplus units to deficit units, the finan-
cial system is central in producing an efficient allocation of capital which 
contributes to higher production and efficiency for the overall economy 
(Beck et al., 2000; Xu et al.,  2021). In particular, by allowing funds to 
move from actors who do not have a productive use to those who do, 
a well-functioning financial system has direct effects on personal wealth, 
the behaviour of businesses and consumers, and ultimately the cyclical 
performance of the economy. In other words, it enables families to obtain 
mortgages to finance their expenditures (e.g., purchases of cars, furni-
ture, and houses), non-financial corporations to finance their growth, 
and governments to finance many of their expenditures (e.g., infras-
tructure construction like schools, hospitals and other projects), thereby 
contributing to the economic growth. The positive contribution of the 
financial system to economic growth is widely acknowledged in economic 
literature, with a large number of studies that provide empirical support to 
the argument that well-developed financial systems (financial markets and 
banking system) foster countries’ economic growth (Beck et al., 2000; 
Beck & Levine, 2002; Levine et al., 2000; Levine & Zervos, 1998; 
Mishra & Narayan, 2015; Rajan & Zingales, 1996). 

As shown in Fig. 2.1, the transferring of funds from lender-savers 
to borrower-spenders can occur via two channels, which identify two 
different structures of the financial system, i.e. market-based versus 
banked-based system.

1 See, for more details, data from the latest Statistics bulletin by the European Central 
Bank on Integrated economic and financial accounts by institutional sector (last updated 
on 28-10-2022). 
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Fig. 2.1 The structure of the financial system (Source Mishkin and Eakins 
2012) 

In a market-based system (direct financing channel), deficit units 
borrow funds directly from lenders in financial markets by selling them 
securities (also called financial instruments), which are claims on the 
issuer’s future income or assets (Mishkin & Eakins, 2012). Securities are 
assets for the actor who buys them, while they are liabilities for the actor 
that sells (issues) them. Here, non-financial corporations that need to 
borrow funds to finance their investments (e.g., purchase new factory and 
plants) may borrow the funds from savers by selling them financial instru-
ments, such as bonds (i.e. a debt security that promises to make payments 
periodically for a specified period of time) or stocks (a security that enti-
tles the owner to a share of the company’s profits and assets). Hence, it 
is predominantly through financial markets that deficit units interact with 
those providing the capital. On the other hand, in a bank-based system 
(indirect financing channel), the process of channelling funds involves a 
financial intermediary like a bank that helps transfer funds from lender-
savers to borrower-spenders. In particular, a financial intermediary does 
this by borrowing funds from lender-savers and then using these funds to 
make loans to borrower-spenders. As an example, a bank might acquire 
funds by issuing a liability to the public in the form of savings deposits, 
and it might then use the funds to acquire an asset by making a loan to
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companies and households. In this system, banks are crucial players in 
channelling funds from investors to deficit units (Thakor & Boot, 2008). 

The relative development of direct versus indirect finance varies consid-
erably across countries, with some relying more on financial markets (e.g., 
the USA), while others relying more on banks (e.g., EU member states, 
such as Austria, Hungary, Italy and Germany, among others) as the main 
source of financing (Demirgüç-Kunt & Maksimovic, 2002; Gambacorta 
et al., 2014). These differences in financial structure reflect some coun-
tries’ characteristics such as the sectoral composition of output, with 
some productive sectors (e.g., agriculture and construction) that are more 
amenable to bank debt finance, as well as firm size, with small firms typi-
cally depending on bank finance because of the fixed costs involved in 
tapping capital markets, in addition to those associated with the corre-
sponding governance mechanisms (Gambacorta et al., 2014). This is 
particularly true for the EU context where the prevalence of small and 
medium-sized enterprises (SMEs), which are the backbone of Europe’s 
economy representing 99% of all businesses in the EU, makes the process 
of indirect finance (called financial intermediation) the primary route for 
moving funds from lenders to borrowers in most EU member states 
(ECB, 2022). 

The literature does not favour one particular financial structure over 
the other. Indeed, the majority of studies show that it is the overall degree 
of financial development that matters for the real economy, and that both 
financial intermediaries and markets are important for economic growth 
(Beck & Levine, 2004; Boyd & Smith, 1998; Chakraborty & Ray, 2006; 
Demirgüç-Kunt & Levine, 2001, Levine, 2002). However, it is also worth 
noting that recent evidence suggests that their relative importance may 
vary depending on a country’s level of economic and financial develop-
ment (see, for example, Demirgüç-Kunt et al., 2011). This aligns with 
the goals of the Capital Market Union (CMU), as we will discuss in 
Chapter 3. 

In the following paragraphs, the functioning and the main characteris-
tics of the two finance channels will be outlined, with a particular focus 
on the EU context.
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2.2 The Direct Financing 

Channel: Financial Markets 

As outlined in the previous paragraph, in the direct financing channel 
deficit units borrow funds directly from lenders in financial markets by 
selling them financial instruments. Financial markets include any place 
or system that provides buyers and sellers with the means to trade 
financial instruments, including bonds, equities, the various international 
currencies and derivatives. Hence, they facilitate the interaction between 
economic actors who need capital (those who issue new securities or sell 
existing ones) with actors who have capital to invest (those who buy 
securities). 

Based on the type of financial instruments traded, it is possible to iden-
tify four main categories of financial markets on which market participants 
can operate in order to meet their financial needs. These are the money, 
bonds, equity and derivatives markets. Before analysing the main charac-
teristics of the abovementioned markets, let us introduce some general 
categorizations of financial markets in order to describe their essential 
features. 

Debt and Equity Markets 

Firstly, market participants can obtain funds in the financial market in 
two ways. The most common method is to issue a debt instrument , such  
as bonds, which is a contractual agreement by the borrower to pay the 
holder of the instrument fixed amounts at regular intervals (interest and 
principal payments) until a specified date (the maturity date), when a 
final payment is made. The second method of raising funds is by issuing 
equities , such as common stocks, which represent claims to share in the 
net income and the assets of a business. Equity instruments represent 
ownership in a company and make periodic payments (dividends) to their 
holders. 

Primary and Secondary Markets 

Secondly, the trading of financial instruments can occur in primary and 
secondary markets. A primary market is a financial market in which new 
issues of a security, such as bonds or stocks, are sold to initial buyers 
(investors) by a corporation or government borrowing funds. Initial
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Public Offerings (IPOs) are an example of primary market.2 They refer 
to the process by which a private company becomes a publicly listed 
company through the sale of a certain percentage of its stocks to the 
public, allowing a company to raise capital from public investors. On 
the other hand, a secondary market is a financial market in which securi-
ties that have been previously issued can be resold. The New York Stock 
Exchange (NYSE) and the London Stock Exchange are the best-known 
examples of secondary markets, where investors can buy and sell secu-
rities previously offered in the primary market. It is worth noting that 
the corporation (or government) that issues securities acquires new funds 
only when its securities are sold in the primary market. Indeed, when 
an investor buys a security in the secondary market, the actor who has 
sold the security receives money in exchange for the security, while the 
corporation that issued the security acquires no new funds. 

Exchanges and Over-the-Counter Markets 

Thirdly, there are two basic ways to organize financial markets, namely 
exchanges and over-the-counter (OTC) markets. Exchanges are organized 
marketplaces, typically a physical location, where buyers and sellers meet 
on a regular basis to trade securities using an open-outcry auction model. 
They are managed by an organization that sets the institutional rules that 
govern trading and information flows about the trading, thereby ensuring 
transparency of both pricing and transactions. Specifically, these rules 
concern the functioning of the market itself, the instruments and actors 
admitted to trading and the trading methods themselves. According to 
these regulations, every trade on an exchange is guaranteed and settled, 
usually through a clearinghouse. The clearinghouse is a market infras-
tructure which acts as counterparty in all transactions, thus eliminating 
the counterparty risk in exchange traded operations. Hence, its main 
role is to guarantee the successful completion of the transaction, i.e. the 
buyer receives the financial instrument he intends to acquire and the 
seller receiving the right amount paid for the financial instrument he is 
selling. Some of the best-known exchanges include the New York Stock 
Exchange, that is the world’s largest stock exchange, the London Stock

2 In this market, it is worth mentioning the important role played by investment banks 
in assisting in the initial sale of securities (see Chapter 4). 
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Exchange and the Italian Stock Exchange3 (based in Milan) which are 
two of Europe’s primary stock exchanges. 

Unlike exchanges, OTC markets are not organized in the sense of 
having a physical location where trading takes place. Instead, trading 
occurs over sophisticated telecommunications networks: they are less 
formal, although often well-organized, networks of trading relationships 
centred around one or more dealers that act as market makers by quoting 
prices at which they will sell or buy securities to other dealers and to 
their customers. Hence, they are decentralized markets where geograph-
ically dispersed dealers are linked by telephones and computers. OTC 
markets are less regulated than exchanges, and this offers greater flex-
ibility in making agreements that are specific to participants needs and 
goals. Indeed, trading arrangements are not standardised, and “atypical” 
contracts can be concluded. However, the unregulated nature of OTC 
markets makes them less transparent than exchanges, as well as character-
ized by a higher risk of a counterparty defaulting on any given agreement. 
The most popular OTC market is the Foreign exchange market (Forex) 
where currencies are bought and sold via a network of banks, instead of 
on exchanges. 

It is worth mentioning that, in the past, the distinction between 
exchanges and OTC markets concerned the fact that exchanges were 
physical places where buyers and sellers meet on a regular basis to trade 
securities, as opposed to OTC markets where transactions occur elec-
tronically and in a decentralized way, i.e. directly between two parties. 
However, recent technological developments have blurred the traditional 
distinction, eliminating the need for exchanges to be physical places, and 
making electronic trading the most frequently used model. For instance, 
The NYSE currently advertises itself as a hybrid market that combines 
aspects of electronic trading and traditional auction-market trading, while 
an example of purely digital exchanges is the NASDAQ (National Asso-
ciation of Securities Dealers Automated Quotation System), the first 
electronic stock exchange founded in 1971. 

Money and Capital Markets

3 Since April 2021 Borsa Italiana stock exchange is part of Euronext, the pan-European 
stock exchange and market infrastructure. 
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Finally, another way of distinguishing between financial markets is on the 
basis of the maturity of the securities traded in each market. In particular, 
it is possible to differentiate between the money market , where short-term 
debt instruments (generally those with original maturity of less than one 
year) are traded, and the capital market where longer-term debt (gener-
ally with original maturity of one year or greater) and equity instruments 
are traded. 

The description of the abovementioned categorizations of financial 
markets illustrates the general features of financial markets. The remainder 
of this paragraph provides a discussion of the money market, bonds and 
equity markets (as part of capital market), and derivatives market. 

2.2.1 The Money Market 

The money market involves transactions of securities that are short term, 
usually with a maturity of up to one year. The need for a money market 
arises because receipts of economic units do not coincide with their 
expenditures, i.e. revenues and expenses occurring at different times, 
generating liquidity problems. The money market provides an efficient, 
low-cost way of solving this problem, allowing lenders and borrowers to 
satisfy their short-term financial needs or, in other words, manage their 
cash and liquidity positioning (Hartmann et al., 2001). 

Money markets are particularly essential to the liquidity management 
of banks, allowing liquidity to be readily transferred from banks with 
a surplus to banks with a deficit (Allen et al., 2009; De Fiore et al., 
2018). Banks borrow and lend money in the money market also to satisfy 
regulations such as reserve requirements: if a bank cannot meet liquidity 
requirements, it will need to borrow money to cover the shortfall, while 
banks that have excess liquid assets above and beyond the liquidity 
requirements will lend money in order to earn interest on the assets. 
In addition to banks, other financial intermediaries such as insurance 
companies, investment and money market funds, as well as non-financial 
corporations, rely on money markets for their short-term funding needs 
(Corradin et al., 2020). Money markets are also key for the implemen-
tation and transmission of monetary policy. In particular, central banks 
(e.g., the European Central Bank [ECB], the Federal Reserve [FED], 
Bank of Japan [BoJ], etc.) are key players which operate on the money 
market for controlling the economy: central banks hold vast quantities of
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Treasury securities that they sell if they believe the money supply should 
be reduced, or purchase Treasury securities if they believe the money 
supply should be expanded. 

A variety of money market instruments are available to meet the diverse 
financial needs of market participants. They generally have a low default 
risk, being characterized by a high degree of safety of principal (most 
market participants are creditworthy actors) (Cook & LaRoche, 2010), 
while maturities range from one day to one year. According to the 
2020 Euro money market study4 by the ECB (2020a), which presents 
a comprehensive analysis of the functioning of euro money markets (see 
Box 2.1), the secured segment (i.e. transactions where the party providing 
liquidity receives collateral—like bonds—in return) is the largest segment 
of the euro money market, representing slightly more than two-thirds of 
total market turnover. This segment consists of daily repurchase agreement 
(also called Repo) transactions that are conducted by banks with financial 
corporations, general government and non-financial corporations. Repos 
are contracts in which a seller exchanges one or more securities5 for 
money and, at the same time, commits to repurchase them at a future 
date by the same buyer at a predetermined price, which typically includes 
interest at an agreed-upon rate. In general, they have very short-term 
maturities: the majority of the transactions have a duration of one day, 
although significant volumes are traded also up to maturities of one/two 
months. They are also usually low-risk investments and therefore have low 
interest rates. 

Box 2.1: The Euro Money Market 
In this paragraph, we focused on the most popular money market instru-
ments used by economic actors to manage their cash and liquidity 
positioning. However, it is worth noting that the euro money market also 
involves the following segments:

4 The study describes developments in the Euro money market between January 2019 
and December 2020. It relies predominantly on granular data collected through the 
Eurosystem’s money market statistical reporting (MMSR) dataset, which contains details 
on volume, pricing, maturity and counterparty for each transaction of less than one year 
executed by the 48 largest euro area banks. 

5 Most Repos involve government bonds. 
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1. The foreign exchange swaps (FX swaps), which is the second-
largest segment representing 22% of the total flows and 43% of the 
total stock of the euro money markets. It involves the borrowing 
and lending of foreign currencies, collateralized using domestic 
currency. FX swaps are widely used by banks and other financial 
institutions in order to hedge foreign currency exposures, arbitrage 
the basis and/or close liquidity gaps in foreign currency hold-
ings (i.e. manage deficits or surpluses of foreign currencies) on the 
balance sheet. 

2. The overnight index swaps (OIS) which consists of daily euro 
overnight index swap transactions denominated in euro of any matu-
rity (it is the maturity of the underlying asset that qualifies the OIS 
as a money market instrument, regardless of the final maturity of the 
OIS), that are conducted with financial corporations, general govern-
ment as well as with non-financial corporations. OIS contracts are 
used by market participants to manage interest rate risk and can be 
used to infer market expectations of the path of interest rates. 

The unsecured segment (i.e. transactions without collateral), on the 
other hand, represented 14% of euro money market turnover in 
2020, predominantly reflecting banks’ borrowing transactions with non-
banks. This segment includes all unsecured transactions, such as the 
issuance of commercial papers and certificates of deposit by various market 
players (e.g., banks and their underlying clients, corporations and public 
authorities). A negotiable certificate of deposit is a bank-issued security that 
documents a time deposit placed with a depository institution. Specifi-
cally, the certificate states the amount of the deposit, the date on which it 
matures, the interest rate (that can be fixed or variable) and the method 
under which the interest is calculated. This means that whoever holds the 
instrument at its maturity receives the principal and interest. However, 
it is worth mentioning that this instrument can be bought and sold 
until maturity. Negotiable certificates of deposit typically have a matu-
rity of one to six months. Commercial papers, on the other hand, are 
unsecured debt instruments that are used by both financial and non-
financial corporates to cover short-term funding needs. Their maturity 
is typically well below one year (no more than 270 days). Because these 
securities are unsecured, only the largest and most creditworthy corpora-
tions issue commercial papers. Their advantage is that they have a lower



2 THE FINANCIAL SYSTEM: THE EUROPEAN UNION … 19

interest rate than bank credit. According to recent ECB (2020b) esti-
mates, the market for corporate commercial papers denominated in euro 
currently amounts to approximately EUR75 bn, even if the depth of the 
commercial paper market differs widely across jurisdictions. The majority 
of euro area commercial paper is issued by monetary financial institu-
tions, even if non-financial corporations have also become more active in 
the commercial papers market over time to manage their short-term cash 
needs. 

2.2.2 Capital Markets 

Economic actors that issue capital market securities and investors who 
buy them have very different motivations than those who operate in 
the money markets. The primary issuers of capital market securities are 
governments and both financial and non-financial corporations: they 
use capital markets for their long-term financial needs. For example, 
governments can issue long-term bonds to finance capital projects, such 
as infrastructure construction; similarly, non-financial corporations can 
collect the necessary financial resources to finance their growth and 
investment opportunities. Accordingly, by contrast to money market 
instruments, capital markets instruments have a maturity date over 1 year, 
or they do not have a maturity date. 

Based on the type of financial instrument negotiated, we can identify 
two specific segments of capital markets: the bond and equity markets. 

2.2.2.1 Bonds Market 
Bonds are securities that represent a debt owed by the issuer to the 
investor. A bond obligates the issuer to pay a specified amount at a given 
date, generally with periodic interest payments. Notably, the corporation 
issuing the bond makes a legal commitment to pay interest on the prin-
cipal and to return the principal when the bond comes due or matures. 
There are some key elements of a bond: (1) the face value (also called 
par value), that is the amount that the issuer must pay at maturity; (2) 
the maturity date; and (3) the coupon rate, that is the rate of interest that 
the issuer must pay periodically (it is the cost of the lending). However, 
it is worth mentioning that some bonds do not pay interest during their 
life. They are called zero coupon bonds: their remuneration is determined 
entirely by the discount at issue, i.e. the difference between the nominal 
value (i.e. face value) and the price paid.
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Bonds can be issued by central or local governments (government 
bonds), as well as by both financial and non-financial corporations 
(corporate bonds). 

Government bonds are the main instruments that euro area govern-
ments use to finance their national debts. The proceeds from these bonds 
are used to finance public interest projects, such as schools, utilities 
and transportation systems. Their maturity is over 1 year: for example, 
Italian BTPs are issued with maturities 5, 10, 15 and 30 years, while 
German Federal bonds (BUND) with maturities of 7–30 years. It is worth 
mentioning that governments also issue short-term bonds, i.e. with a 
maturity of one year or less. An example of these instruments is the Italian 
Treasury Bills (BOTs). They are short-term securities with maturities up 
to one year (3/6/12 months or any other maturity within one year). 
Short-term government bonds are money market instruments. Govern-
ment bonds are generally considered to be free of default risk since there 
is a low chance that a government will default on its debt. Default risk, 
also called default probability, is the probability that a borrower fails to 
make full and timely payments of principal and interest, according to the 
terms of the debt security involved. 

Corporate bonds , on the other hand, are debt instruments issued by 
both financial and non-financial corporations to collect the necessary 
financial resources to finance their growth. For example, non-financial 
corporations use the proceeds from bond sales for a wide variety of 
purposes, including buying new equipment, investing in research and 
development, refinancing debt, and financing mergers and acquisitions. 
Maturities can be medium term (over 1–10 years) or long term (more 
than 10 years). The degree of risk of corporate bonds varies widely among 
different bond issuers because the risk of default depends on the compa-
ny’s financial health, which can be affected by a number of economic 
and financial variables (liquidity, solvency, profitability and operating effi-
ciency). Accordingly, the interest rate on corporate bonds varies with the 
level of risk of the company. 

There are several categories of corporate bonds. Below, we describe the 
most popular: 

1. Secured and Unsecured bonds: secured bonds are those with a collat-
eral attached. For example, a building may be the collateral for 
bonds issued for its construction. In the event that the firm fails
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to make payments as promised, bondholders have the right to liqui-
date the property in order to be paid. Because these bonds have 
a collateral, they are less risky than comparable unsecured bonds. 
Conversely, unsecured bonds are those that are backed only by the 
general creditworthiness of the issuer. Hence, no specific collateral 
is pledged to repay the debt. As a result, they will have a higher 
interest rate than otherwise comparable secured bonds. 

2. Subordinated bonds are unsecured bonds that have a lower priority 
claim, meaning that in the event of a default, subordinated bond-
holders are paid only after non-subordinated bondholders have been 
paid in full. Therefore, they are considered riskier. 

3. Convertible bonds and bonds cum warrant: A convertible bond is 
a type of debt security that provides an investor with a right to 
exchange the bond for a predetermined number of shares in the 
issuing company at certain times of a bond’s lifetime. This enables 
bondholders to become a shareholder of the company and acquire 
all rights that stocks provide. The number of stocks depends on the 
face value of the bond, as well as the price of stocks. The main 
elements of such a type of bond are: (1) the conversion method: direct  
(if the convertible shares are issued by the same issuer as the bonds), 
or indirect (if the convertible shares are issued by a company other 
than the issuer of the bonds); (2) the conversion price (or conver-
sion ratio), which expresses the number of shares obtainable for each 
bond; (3) the conversion period, which represents the period(s) from 
which conversion may be requested. 

Similarly, bonds cum warrant give investors the right to purchase 
a certain amount of shares at a fixed price. However, cum warrant 
bonds differ from convertible bonds for the following reasons: firstly, 
this right is embedded in an instrument, the warrant, which can be 
detached from the bond and circulate independently in the market; 
secondly, the bond continues to exist following the exercise of the 
warrant, whereas the convertible bond ceases to exist upon conver-
sion; thirdly, an additional cash outlay is required to purchase the 
conversion shares, with respect to the amount already invested in 
the bond, equal to the predetermined exercise price multiplied by 
the number of conversion shares. 

Long-term debt securities issued by public authorities represent the 
most important segment of the Eurozone bond market, closely followed
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by the financial intermediaries segment—especially monetary financial 
institutions, while non-financial corporations account for a small share of 
the market because of their leverage on bank loans.6 However, according 
to the ECB (2022) estimates, firms in the euro area have increasingly 
resorted to bond financing, especially following the global financial crisis 
(GFC) of 2008–2009, with the outstanding volume of bonds relative to 
bank borrowing by euro area firms that has risen to around 30%, up from 
roughly 15% in mid-2008 (Holm-Hadulla et al., 2022). 

2.2.2.2 The Equity Market 
Stocks represent an ownership interest—or equity—in a corporation. The 
equity market gives companies access to capital to grow their business, and 
investors a piece of ownership in a company with the potential to realize 
gains in their investment based on the company’s future performance. 
In contrast to bonds, ownership of stock gives investors certain rights 
regarding the firm. Firstly, stocks give investors economic rights in terms 
of dividend payments. Dividends are distributions of earnings made by a 
corporation to its shareholders. They represent a return on investment in 
equity securities, corresponded in the form of cash or additional shares 
of stocks (stock dividends). This is because stockholders have a claim on 
all assets and income left over after all other claimants have been satisfied 
(the right of a residual claimant ). In addition, certain types of stocks give 
investors administrative rights, that is the right to vote during shareholder 
meetings for directors and on other business issues, such as amendments 
to the corporate charter and whether new shares should be issued. 

There are several categories of stocks, among which the most common 
used is between common and preferred stocks. Common stocks give both 
administrative and economic rights, meaning that common shareholders 
can vote and receive dividend payments. On the other hand, preferred 
stocks do not give voting rights. Therefore, when a company has to elect 
a board of directors or vote on any form of corporate policy, preferred 
shareholders have no voice in the future of the company. Neverthe-
less, preferred stockholders have several economic advantages compared 
to common stockholders: they generally receive a fixed dividend; they 
also hold a claim on assets that has priority over the claims of common 
shareholders but after that of creditors such as bondholders.

6 See, for more details, the Securities issues statistics (SEC) by the ECB. 
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Fig. 2.2 Market capitalization of listed domestic companies (% of GDP) (Source 
Own processing of data from the World Bank) 

It is worth noting that in the EU context, equity markets play a limited 
role as a source of new funds for corporations compared to other major 
advanced economies, such as the USA and Asia. As Fig. 2.2 shows, the 
size of EU equity markets, measured by the market capitalization of 
companies listed in each country as a percentage of their GDP, is lower 
compared to those of the USA and East and Pacific countries (Data for 
the EU is available until 2018). As discussed before, this is because in 
the EU context debt financing via bank loans is more important than 
financing via listed shares. 

2.2.3 Derivatives Market 

A financial market that has experienced quick growth all over the world 
in the last two decades is the derivatives market. According to the 
latest statistics collected by the Bank for International Settlements (BIS) 
(2022), the notional value of outstanding OTC derivatives rose to $632 
trillion at end-June 2022, up from $598 trillion at end-2021, while the 
gross market value of outstanding OTC derivatives, summing positive and 
negative values, rose noticeably in the first half of 2022, to $18.3 trillion. 

Derivatives are financial instruments whose performance is derived, at 
least in part, from the performance of an underlying asset, which can 
be a financial asset (including stocks, bonds), market indices, interest
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or exchange rates, as well as commodities (such as natural gas, gold, 
oil, etc.). There are four main categories of derivative contracts. These 
different types of contracts entail private agreements between two parties 
to exchange future cash flows according to a predetermined formula 
(swaps), to buy or to sell an asset at a certain future time at a fixed price 
( forward and futures),7 or the right to buy or to sell an asset at any time 
up to a given expiration date (options). 

The primary users of derivatives are financial intermediaries such as 
banks and insurance companies (Berends & King, 2015; Infante et al., 
2020). However, the use of financial derivatives by non-financial corpo-
rations has also grown over the years (Bartram et al., 2009). These 
market participants use derivatives for purposes that are different from 
those related to the other financial markets investigated before. Notably, 
derivatives can be used as a source of revenue, being used for trading 
and broker-dealer purposes, but also as important risk management tools 
(hedging purposes) since they allow parties to identify, isolate and manage 
the market risk associated with financial instruments and commodities, 
such as change in the market prices of financial instruments and shifts in 
interest or exchange rates, thereby reducing the degree of financial risk to 
which they are exposed (De Haan et al., 2020; Géczy et al., 1997; Infante  
et al., 2020; Minton et al., 2009; Nguyen & Faff, 2010). 

Nonetheless, it is worth mentioning that the use of derivatives has 
raised several concerns among policymakers regarding their effects on 
the performance and risk of firms, particularly due to the high degree of 
complexity of some derivative contracts and their frequent use in the OTC 
market. Notably, building on the idea that banks could use derivatives for 
non-hedging purposes, many authors have argued that derivatives usage 
could tempt bank managers to engage in excessive risk-taking (Franke & 
Krahnen, 2008; Instefjord, 2005) and lead to a destabilizing concentra-
tion of risks (Rajan, 2006; Stulz,  2004), which in turn may undermine the 
stability of the banking system (Dewally & Shao, 2013; Trapp & Weiß, 
2016).

7 The difference between futures and forwards is that futures are standardized contracts, 
meaning they are traded on the exchange market; by contrast, forwards contracts are 
over-the-counter products, which means they are traded over the counter and not 
on the exchange market. Accordingly, forwards contracts are unstandardized: they are 
customizable to suit the requirements of both parties involved. 
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2.3 The Indirect Financing 

Channel: Financial Intermediaries 

In addition to financial markets, funds can also move from lenders to 
borrowers through a financial intermediary that helps transfer funds from 
one party to the other. This process is called financial intermediation. 
In order to understand the important role played by financial intermedi-
aries in the financial system, it is useful to recall the traditional theories of 
financial intermediation, which explain why intermediaries and indirect 
finance are so important for the well-functioning of the financial system. 
These theories build on the notion that intermediaries serve to overcome 
market imperfections, which prevent savers and investors from trading 
directly with each other in an optimal way, thereby facilitating the chan-
nelling of funds from surplus units to deficit units (Allen & Santomero, 
1997; Merton, 1995; Pyle, 1971; Scholtens & van Wensveen, 2003). 
Notably, these market imperfections are transaction costs, informational 
asymmetries and high uncertainty, which are discussed briefly below. 

Transaction costs refer to the time and money required to carry out 
financial transactions. These include, for example, search and information 
costs (i.e. costs associated with the searching activity for a counterparty 
and those associated with acquiring all relevant information), as well as the 
costs of writing and enforcing contracts. When high, these costs may make 
the exchange expensive for one or both parties involved in a transaction, 
thereby hindering the channelling of funds from lenders to borrowers. 
According to the financial intermediary theories, financial intermediaries 
can substantially reduce such costs, and consequently, they can facilitate 
the transferring of funds from lenders to borrowers. This is because finan-
cial intermediaries have developed expertise in lowering transaction costs, 
being specialized in investments, and because they can take advantage of 
economies of scale, i.e. when unit costs decrease as production volume 
increases, or in other words, when a bank reduces the average cost of 
production when increasing the level of output. 

The problem of asymmetric information is acknowledged as an addi-
tional reason for the existence of financial intermediaries. Asymmetric 
information appears when one party in a transaction is more (or better) 
informed than the other. For example, a borrower who takes out a 
loan usually has better information about the potential returns and 
risks associated with the investment projects for which the funds are 
earmarked than the lender does. Accordingly, this situation points out
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the advantageous position of the deficit unit compared to the surplus 
unit. Information asymmetries raise problems before the transaction 
occurs (i.e. ex-ante information asymmetry) for the initial selection of 
borrowers, as well as after the transaction takes place (ex-post informa-
tion asymmetry) for monitoring the behaviour of borrowers in the use of 
the financial resources received, which are an important impediment to 
well-functioning financial markets. 

Ex-ante information asymmetry arises because borrowers generally 
know more about their investment projects than lenders while, at the 
same time, it is difficult and costly for lenders to evaluate potential 
borrowers since they may not have the time, capacity or means to collect 
and process information on a wide array of potential borrowers. This 
situation may lead to adverse selection problems, which occur when the 
potential borrowers who are the most likely to produce an undesirable 
(adverse) outcome—bad credit risks—are the ones most likely to seek 
the transaction and be selected. Because adverse selection makes it more 
likely that loans might be made to bad credit risks, lenders may decide 
not to make any loans even though there are good credit risks in the 
marketplace. Accordingly, high information costs may prevent funds from 
flowing from lenders to borrowers. On the contrary, financial interme-
diaries can overcome problems associated with adverse selection since 
they have a better way of selecting the good credits, thereby improving 
resource allocation. This is because financial intermediaries can reduce the 
costs of gathering and processing information thanks to the economies of 
scale and cost savings also from the use of digital technology. 

Additionally, there can be ex-post information asymmetry problems 
when borrowers have incentives to engage in undesirable activities once 
the transaction has taken place. This is called a moral hazard problem, 
that is once a loan has been granted, there can be the risk that the 
borrower will engage in undesirable activities (from the perspective of 
the lender) that increase the probability of default. Because moral hazard 
lowers the probability that the loan will be repaid, lenders may decide 
that they would rather not make a loan. Again, financial intermediaries 
can alleviate these problems as they mitigate the information acquisition 
and costs of monitoring borrowers. For example, when granting a loan to 
a firm, banks can create arrangements that force managers to behave in a 
way that ensures that the loan will be repaid.
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In addition to information and transaction costs, some scholars have 
identified other reasons to explain the existence of financial intermedi-
aries and their important role in the modern economy. In this respect, 
it useful to mention Scholtens and Van Wensveen (2000) who claimed 
that the origins of intermediaries (banking and insurance) lie in their risk 
transforming and risk managing functions, which help reduce the expo-
sure of investors to risk (e.g., counterparty risk, market risk, etc.), that 
is, uncertainty about the returns investors will earn on assets. In partic-
ular, according to the authors financial intermediaries do this through 
the process known as asset transformation, that is the process of turning 
risky assets into safer assets for investors. In other words, financial inter-
mediaries create and sell assets with risk characteristics that people are 
comfortable with, and then use the funds acquired by selling these assets 
to purchase other assets that may have far more risk. Further, financial 
intermediaries can perform their risk management function by helping 
individuals to diversify their investments, i.e. investing in a collection 
(portfolio) of assets whose returns do not always move together, with 
the result that the overall risk is lower than for individual assets, thereby 
lowering the amount of risk to which investors are exposed. This process 
is called diversification. 

Overall, the considerations above suggest that financial intermediaries 
play an important role in the economy, because they lower transaction 
costs, they overcome information problems and promote risk sharing, 
thereby helping financial markets channel funds from lender-savers to 
economic actors with productive investment opportunities. 

2.3.1 Financial Intermediaries 

In the previous paragraph, we have explained why financial intermedi-
aries play such an important role in the economy. Here, we provide 
an overview on the role and the business of the principal financial 
intermediaries. They fall into different categories as defined by the ECB. 

A first categorization concerns the difference between monetary finan-
cial institutions (MFIs) and other financial intermediaries (OFIs). MFIs 
include all credit institutions and non-credit institutions (mainly money 
market funds) whose business is to receive deposits from entities other
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than MFIs and to grant credit and/or invest in securities.8 Commer-
cial banks are among the most important monetary financial institutions. 
Their main business is lending : they raise funds primarily by issuing 
deposits, and then use these funds to make commercial, consumer and 
mortgage loans. The difference (or spread) between the lending and 
borrowing interest rates is the most important determinant of a commer-
cial bank’s profitability. On the other hand, other financial intermediaries 
(OFIs) include all corporations other than insurance corporations and 
pension funds that are engaged mainly in financial intermediation by 
incurring liabilities in forms other than currency, deposits and/or close 
substitutes for deposits from institutional entities other than MFIs, in 
particular those engaged primarily in long-term financing, such as corpo-
rations engaged in financial leasing, financial holding corporations and 
venture capital corporations, among others. 

Among the different financial intermediaries, insurance corporations 
and investments funds emerge as important players in the EU context. 

Insurance corporations offer direct insurance or reinsurance services, 
providing financial protection from possible hazards in the future. Funda-
mentally, they are in the business of assuming risk on behalf of their 
customers in exchange for a fee (called a premium), meaning that the 
insurance corporation undertakes to compensate the policyholder for 
losses caused by a pre-defined event. Insurance corporations make a profit 
by charging premiums that are sufficient to pay the expected claims to the 
company plus a profit. Typically, insurance corporations may cover specific 
kinds of events:

• Life insurance policies which protect against risks involving human 
life: the event is usually the death or a deterioration in the health 
of the insured person. Here, policyholders make regular or one-off 
payments to the insurer in return for which the insurer guarantees 
to give policyholders an agreed sum, or an annuity, at a given date 
or earlier.

8 MFIs also include the Eurosystem, i.e. the ECB and the National Central Banks of 
those countries that have adopted the euro. 
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• Non-life insurance policies protect against risks of financial losses. 
They cover expenses the policyholder incurs from damages to health 
or property (policies typically offered are medical expenses, or house, 
motor vehicle and fire insurance), and financial losses like a loss of 
income. 

Investment funds (IFs),9 on the other hand, are collective investment 
undertakings that invest in financial and non-financial assets to the extent 
that the objective is to invest capital raised from the public. Investment 
funds can be distinguished by investment policy (i.e. equity funds, bond 
funds, mixed funds, real estate funds, hedge funds, other funds) and by 
type of fund, namely open-end vs closed-end funds. Open-end funds are 
undertakings whose units or shares are, at the request of the holders, 
repurchased or redeemed directly or indirectly out of the undertaking’s 
assets; on the other hand, closed-end funds are undertakings which have a 
fixed number of issued shares and whose shareholders have to buy or sell 
existing shares when entering or leaving the fund. 

Although banks continue to play a primary role in the Eurozone 
financial system, the latest ECB’s (2022) biennial report on financial 
integration and structure in the euro area shows a softening of bank 
dominance and the increasing weight of non-bank financial intermediaries 
(e.g., money market funds, investment funds and insurance corporations, 
among others),10 which continue to gain importance for euro area real 
economy financing. To illustrate, the ratio between credit granted by non-
banks to non-financial corporations to credit provided by both banks and 
non-bank financial intermediaries has almost doubled from around 15% 
to close to 30% since the global financial crisis.

9 Money market funds and pension funds are not covered in this category. 
10 They held a combined e31.7 trillion in financial assets by end-2021 and accounted 

for 37.3% of the total financial sector. 
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CHAPTER 3  

The European Banking System: Main 
Features Along the Evolutionary Path 

Abstract This chapter outlines the evolution of the European integra-
tion process, giving an overview of the most important regulatory steps 
related to the banking and financial system culminated in the creation 
of the Banking Union. A focus is also given to the international finan-
cial crisis; its origins and impacts from the perspective of the European 
banking system and to the role played by supervision aimed at ensuring 
the financial stability. 

Keywords European Union · International financial crisis · European 
banking system · Banking Union · Financial integration · Banking 
supervision · Capital adequacy 

3.1 The European Union at a Glance 

The European Union (EU) origins date back to the 1950s when some 
European countries (Germany, France, Italy, the Netherlands, Belgium 
and Luxembourg) formed the European Coal and Steel Community. This 
Community aimed at bringing together the six countries’ coal and steel 
industries under common management. In this way, no country could be 
able on its own to manufacture war weapons to use against the others, 
as instead had happened in previous years (Glockner & Rittberger, 2012;
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Phinnemore, 2013). In other words, it represented the first step towards 
establishing real peace within Europe. 

In 1958, it became the European Economic Community and in 
1993 the European Union. Over the years, 22 countries have joined 
the founding members and in 2020 the United Kingdom left the EU. 
Currently, the EU members are 271 and its powers have increased 
significantly (EC, 2022a). 

The integration process of the European Union has been characterized 
by important events. In the following, we summarize some of the most 
relevant steps of its evolution (Risenfeld, 1992). 

In 1958, as mentioned above, under the Treaty of Rome the Euro-
pean Economic Community (EEC) was created in order to drive Europe 
towards a strong cooperation for integration and economic growth 
through trade. The goal was to create a common market based on the 
free movement of goods, people, services and capital (Healey, 1995; 
Phinnemore & Warleigh-Lack, 2009). 

Some decades later, in 1985, The European Commission2 published a 
white paper on the Completion of the Internal Market (EC, 1985). The 
objective was to review the EEC created under the Treaty of Rome in 
order to relaunch European integration and complete the internal market 
that is a zone without borders where there is free movement of goods, 
people, services and capital, by 1 January 1993. Moreover, rules about the 
functioning of the European institutions were revised and the powers of 
the EEC were extended. Thereby, the way was opened to further political 
integration and to the economic and monetary union, which would have 
been sanctioned by the Maastricht Treaty, officially the Treaty on the 
European Union, which laid the foundations for the current EU (EP, 
1992). 

Signed in Maastricht in February 1992, the Treaty on the Euro-
pean Union entered into force on 1st November 1993. Under it the

1 The EU member States are the following: Austria, Belgium, Bulgaria, Croatia, Cyprus, 
Czechia, Denmark, Estonia, Finland, France, Germany, Greece, Hungary, Ireland, Italy, 
Latvia, Lithuania, Luxembourg, Malta, Netherlands, Poland, Portugal, Romania, Slovakia, 
Slovenia, Spain and Sweden. 

2 The European Commission is the EU’s main institution and the only one able to 
submit proposals for new laws. In other words, it can initiate the formal legislative process 
by presenting a proposal to the European Parliament and the Council of the EU. Addi-
tionally, it manages EU policies and budget, and it ensures the adoption of EU regulations 
by all the countries. 
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EEC became the Economic Community and the powers of the Euro-
pean Parliament were enhanced. It also covered relevant topics. First of 
all, the enhancement of cooperation among European countries. To this 
end, it introduced European citizenship allowing people to choose the 
state of residence and move freely within the EU; it set up a common 
foreign and security policy aimed at safeguarding the common values, 
the key-interests and the independence of the EU; it developed a strong 
cooperation on justice and home affairs in order to ensure the security of 
European citizens (EP, 1992, 1999). 

Furthermore, the Maastricht Treaty created the conditions for a single 
European currency: the euro. It established the European Central Bank 
(ECB) and the European Central Bank System (ECBS, formed by the 
ECB and the National Central Banks of all the EU countries regardless 
of the adoption of the euro). In short, it was the culmination of several 
decades of debate on the enhancement of economic cooperation within 
Europe. The previous idea of a single currency was based on the real-
ization of a transitional three-step process and the Treaty of Maastricht 
formally defined such steps (together with the related time period): (i) 
free movement of capital (01.07.1990–31.12.1993); (ii) stronger coop-
eration among national central banks and greater alignment of economic 
policies of the member States (01.01.1994–31.12.1998); and (iii) a  
gradual introduction of the euro and the implementation of a single 
monetary policy by the ECB (01.01.1999-to date). The Maastricht Treaty 
has also regulated the practical aspects of the functioning of the euro, 
by setting the standards the countries should comply with for euro area 
membership (EP, 1992). Such standards aim to maintain the price stability 
within the euro area following the entry of new countries. 

The start of the euro area is the 1 January 1999 when the National 
Central Banks of 11 EU countries transferred their monetary powers to 
the ECB, which became the monetary authority for the euro area (formed 
by all the members adopting the euro) (EC, 2022b). Since then, the ECB 
has been the only authority responsible for the common monetary policy, 
as EU countries decided to voluntarily share a currency and pool their 
monetary sovereignty. Price stability is the main objective of the ECB, 
which is established by maintaining low inflation rates in the medium 
term. The ECB together with the National Central Banks (responsible 
for monetary policy implementation) of the member States adopting the 
euro forms the Eurosystem (ECB, 2007; Moutot et al., 2008). For the 
first three years, the euro was a virtual currency, as it was only used by
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banks and financial markets, while on 1 January 2002 euro notes and 
coins were introduced (ECB, 2007). 

More recently, in 2014, the European Banking Union started. It was 
the result of the crisis of previous years, particularly the international 
financial crisis of 2008 (Sect. 3.2) and the related sovereign debt crisis. 
Such events made it clear that the close connections between the public, 
finance and banking sectors could cross boundaries and negatively affect 
other countries within the EU. The Banking Union is a very important 
step of the European integration process. It provides the application of 
EU banking rules in order to ensure that the European banking market 
is more transparent, unified and safer (Gortsos, 2017; Véron, 2013). 

Additionally, the promotion of the development of an integrated 
capital market in Europe (Capital Markets Union, see Sect. 3.3) was 
adopted in 2015 (ECA, 2020; Quaglia et al., 2016; Véron  & Wolff,  
2016). 

3.2 The International Financial Crisis 

in the Perspective of the European Banking System 

During the years before the start of the financial crisis (2008), the 
economies (particularly the USA) were characterized by certain features: 
(i) low levels of interest rates, due to expansionary monetary policies and 
significant capital inflows particularly from Asia, low inflation expectations 
and limited perception of default risk; (ii) sustained economic growth 
(especially for China and India); (iii) default rates for bonds and loans at 
historic lows with a downward trend; and (iv) credit spreads (that is the 
differential between loan rates and risk-free investment rates) at low levels 
(Cukierman, 2013; Ramskogler, 2014). 

In particular, the low interest rates fostered investments and economic 
growth, that in turn helped firms grow and made defaults less likely. 
Low default rates decreased the risk-premium requested by professional 
investors (i.e. banks, funds and insurance companies) and therefore firms 
and households could borrow at lower rates. The resulting favourable 
environment that had been created fuelled a high liquidity level of the 
financial markets on an international scale (Blundell-Wignall et al., 2009; 
Colloquium & Papademos, 2010; McKibbin & Stoeckel, 2010). 

In such a context, as mentioned, low interest rates conducted to 
economic development and to a consequent fast growth of credit supply, 
especially for residential mortgages, which promoted the property price
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boom (DiMartino & Duca, 2007; Duca et al.,  2010; Goodhart, 2008). 
Starting around 2001 the USA housing market registered a boom and 
banks granted subprime mortgages that are housing loans to borrowers 
with a very high risk. Such subprime mortgages were attractive for banks 
for the opportunity to charge a relatively high interest rate in front of very 
low default rates due to the price boom (Acharya & Richardson, 2009; 
Allen & Carletti, 2010). 

Additionally, the expansion of credit, even if in the presence of bad 
quality borrowers, was possible thanks to the disposal of mortgage loans 
and/or the associated credit risk by banks to the market: this is the prac-
tice of securitization (for an overview of its basic scheme of functioning 
see Box 3.1). Indeed, the great supply of mortgages was accompanied 
by an inappropriate credit risk assessment, as the related risks were trans-
ferred to the market thanks to securitization (Deku et al., 2017; Solomon, 
2012). 

Box 3.1: Securitization: A Short Overview on the Rationale and Func-
tioning 
Securitization represents a form of financial innovation. It started in the 
70s in the US market where many loans (e.g., mortgages) were securitized 
as Asset-Backed-Securities (ABS). The securities were sold on the financial 
market in competition with other financial instruments 

During the 90s and at the beginning of the 2000s the development of 
securitization increased and several types of ABS were issued, especially in 
the mortgage market. The final goal of securitization was to allow banks 
to transfer risks to the market and investors to have access to investments 
difficult to access on their own. 

Indeed, securitization is based on the conversion of loans into 
marketable assets through the issue of securities transferable to the market. 
Selling the loans allows the originator to mobilize, before the expiration 
date, such assets which generate cash inflows, constant or predictable. 
It is well known indeed that banks finance their loans (e.g., mort-
gages) through their funding (e.g., deposits) and keep the loans (and the 
related risk) on their balance sheet until they expire. Such business gener-
ates interest income and fees for banks. Thanks to securitization on the 
contrary banks have the opportunity to resell the loans to the market. To 
this end, the bank-originator has to identify the loans to be securitized in 
order to sell them to a trust (the Special Purpose Vehicle—SPV), which 
buys a pool of loans of similar types with the aim of selling them to the
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market. Particularly, the SPV finances the purchase of loans by issuing secu-
rities (ABS) which are then placed on the market (generally with support 
from an investment bank). 

It should be noted that the ABS principal and interest payment is 
closely related to the cash inflows of the loans disposed. Hence, the 
investors take the risk that the underlying loans do not generate an 
adequate cash flowing able to meet the debt service. In order to miti-
gate such risk there are some forms of credit enhancement. Moreover, the 
rating agencies are generally involved in order to make an assessment of 
the quality of the securities issued (that is their risk). So, before the secu-
rities come to the market, the rating agencies place their opinion on the 
deals (see for further details Gorton & Metrick, 2013). 

At the same time, it is worth noting that some macro-economic 
conditions actually already showed elements of weakness 

Indeed, the market was characterized by a high leverage; particularly 
in the US market, the liquidity excess increased the level of indebted-
ness of firms (due to the modest costs), households (interested in real 
estate investments and consumptions), private equity funds (engaged in 
acquisitions with a high debt-to-equity-ratio) and hedge funds (in the 
absence of regulation their business was characterized by high leverage 
for financing extraordinary operations) (Blundell-Wignall, 2007; Myers & 
Rajan, 1998). 

Second, as above mentioned, the risks linked to loans disposed to 
the market were assessed inappropriately. Many international banks, in 
the face of high liquidity and modest margins linked to the low credit 
spreads, searched for profitability by intervening on the capital. It was 
not a mere increase of leverage, but an expansion of credit supply through 
the disposal of assets (e.g., loans) and/or credit risk, which allowed banks 
also to free up capital. Securitization is a good technique in itself, but it 
could create problems when it becomes practice and the quota of loans 
disposed reaches a very high percentage (the 80–90%) of the total loans 
(Taureck, 2006). There is also to consider that banks not only relied on 
securitization but they also invested in structured products resulting from 
securitization: the ABSs and Collateralized-Debt Obligations (CDOs) 
(Lucas et al., 2006). The CDOs issue is linked with a securitization 
thanks to which assets (e.g., loans) are disposed from an intermediary 
to a Special Purpose Vehicle (SPV). The latter, in face of the purchase of
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the pool raises funds issuing CDOs (commonly the issue is secured by the 
loans that have been disposed). The SPV generally issues different CDOs 
tranches, each one characterized by a specific risk and priority as regards 
reimbursement: a senior tranche is refunded (principal and interest) first, 
then the junior/mezzanine tranche and lastly the subordinated/equity 
tranche. 

In line with the above-mentioned considerations, it is important to 
underline the insufficient attention given to the credit risk related to the 
securities resulting from securitization (ABSs and CDOs). The structured 
securities resulting from securitization were not appropriately assessed in 
terms of risk, specifically credit risk linked to the downgrading of the 
quality of the loans given as guarantee. 

Around the mid-2000s changes of the macro-economic conditions 
took place: the increase of the prices of raw materials, the rise in infla-
tion and interest rates and the decrease of real estate prices. In 2004, 
the Federal Reserve (the US Central Bank) started to raise interest rates 
with the aim of cooling down the economy and controlling inflation. 
The result was that the increase in mortgage rates led to the slowing 
down of the housing market and consequently to the collapse of housing 
prices (Bernanke, 2008). Particularly, the decrease of the housing value 
and the increase of the rates led to situations where the property value 
could be lower than the debt value and to growing mortgage payments. 
So, the basic assumption under which the subprime mortgages could be 
sold because the housing prices would have continued to increase failed. 
With the decrease of the housing prices, many subprime mortgage owners 
defaulted as they could not meet payments. The increasing defaults of the 
subprime mortgage holders led to considerable losses for ABSs investors. 
Moreover, the expectation that all the subprime borrowers would have 
stopped paying contributed to the drop in ABSs issuance, which dramat-
ically fell in 2007 and 2008. The consequent drop in ABSs prices did not 
involve only the speculative grade securities, but also those more highly 
rated (that are those with the protection of the underlying tranches, which 
are called to cover the losses of the first defaults). In this latter case, it is 
difficult to think that there was the default as the only dominant factor; 
rather, the price collapse was linked to a liquidity crisis in addition to the 
downgrading risk. The drop in demand of mortgage-backed securities in 
other words caused the sudden illiquidity of the market. This contributed 
to the spread of the financial crisis together with the scarce consideration 
of the credit risk related to the securities resulting from securitization, so
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much that their quotations dramatically fell. This is related also to the 
role played by the credit rating agencies, called to assign an opinion to 
the issue of structured ABSs. The financial crisis showed the criticality 
of such players, as they had assigned ratings that were too high to ABSs 
(Dodd, 2007). Investors often depend on the rating agencies’ opinion 
for assessing the risk of their investments. In those years, investors were 
too optimistic about the riskiness of ABSs underwritten or they did not 
properly understand it. In the final analysis, therefore, the financial crisis 
was worsened by both inadequate risk assessment by credit rating agencies 
and over-dependence on these ratings by investors. 

In summary, the financial crisis showed that securitization, together 
with a greater volume of credit derivatives (see Box 3.2), contributed 
to a significant increase of the size of the financial sector, which was 
accompanied by an increasingly high leverage at a systemic level. All this 
promoted excessive growth and at the same time created weaknesses that 
exacerbated the severity of the crisis and its negative impact on the real 
economy. Actually, such a situation had quite a domino effect influencing 
the financial system on a global level. 

Box 3.2: Credit Derivatives 
Credit derivatives are financial instruments which allow the transfer of the 
credit risk without selling the underlying assets. 

There are several types of credit derivatives. Among the most basic 
schemes, there is the credit default swap, under which the loans owner 
(interested in receiving a guarantee) undertakes to pay a premium to the 
seller of the protection against the guarantee of payment upon the occur-
rence of a future and uncertain credit event (such as the downgrading, 
failure to pay, repudiation, etc.) showing the downgrading of the credit 
standing of a certain counterparty (see for further details Mengle, 2007). 

Among the financial intermediaries most impacted by the crisis, there 
were banks with a great incidence of mortgage loans on their books; that 
was the case, for example, of the Northern Rock from the UK (Chick, 
2008), characterized by a strong mismatching between the maturity of 
such assets and the short-term maturity of the liabilities (see Box 3.3). 
Additionally, the impact was significant for banks which had heavily 
invested in structured securities (among others, Bearn Stearns from
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the USA and UBS from Switzerland—Bamber, 2009) or had contracts 
requiring them to support SPVs. 

Generally, for many banks the assets became illiquid for the implosion 
of the underlying market (subprime mortgages market) and consequently 
they were almost unable to (quickly) evaluate their risk exposures. As 
is evident, the criteria for evaluating assets at their market-value made 
banks particularly vulnerable to the price decrease. In such a context 
indeed banks had losses, which worsened their funding liquidity condi-
tions, pressing them to shed more assets; in this way a spiral process of 
price decrease and losses increase was activated (Hellwig, 2009; Ryan,  
2008). 

The general approach of the international authorities in that period 
was to offer liquidity facilities in order to avoid a long-term period 
of tight liquidity for banks. Quickly, the scenario deeply changed and, 
as is well known, on 15 September 2008 the bankruptcy of Lehman 
Brothers (at that time, the fourth US largest bank) was announced. It is 
worth mentioning that firstly the US authorities tried to persuade other 
banks to take over the Lehman Brothers, without however completing 
the operation successfully. Hence, the decision to allow the bank to 
fail. All this threw financial markets in panic considering that banks like 
Lehman Brothers were not too big (and relevant) to fail, as mistak-
enly believed until then (Labonte, 2014). So, it might be the same for 
other banks, especially in the light of the exposure they could have on 
Lehman Brothers, which rapidly became worthless.3 The interconnected-
ness among several intermediaries, especially if systemically relevant, was 
the main source of the instability of the financial system at a global level: 
from the US to Europe and from a financial intermediary to others all 
over the world, regardless of the country and the financial institution 
(even if the big ones played a key-role). Moreover, tensions extended from 
the financial sector to the real economy, resulting in the Great recession 
also in the euro area (Strahan, 2013). 

Focusing on Europe, it is worth underling that the ECB reacted 
promptly following various routes (ECB, 2009). First, it provided 
measures to meet the banking sector’s high liquidity needs. The aim

3 Among others, let us recall the case of one of the largest US money market funds 
(Reserve primary fund), which owned USD 700 million of short-term paper issued by 
Lehman Brothers. After the collapse of Lehman, the fund faced great financial difficulties 
with negative effects for all the money market funds. 
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was to compensate the interbank market turmoil, where the only oper-
ations were characterized by very short-term maturities and/or very 
high spreads. Additionally, the ECB provided credit to banks at a fixed 
interest rate and banks were allowed to use a greater range and quota 
of their assets as collateral in the financing from the central bank. The 
final goal was to support banks and limit the risk of a prolonged situa-
tion of illiquidity of the market, which may cause several distortions like 
the bank runs (see the already mentioned case of the Northern Rock— 
Box 3.3), and ultimately to avoid more severe financial distress. To this 
end, European authorities, equal to the USA, have been forced to inter-
vene with rescue actions in order to mitigate the impact of a systemic 
meltdown. Support was given to European banks under various forms 
and in different countries (see Box 3.4) by using public funds. In this 
latter regard a debate emerged, especially over the trade-off between the 
final objective to reach the financial stability and the costs incurred by 
governments and taxpayers. 

Box 3.3: The illiquidity issue: The Northern Rock as an Example 
At end-2006 the Northern Rock (NR) balance sheet had strongly grown 
to 101 billion £ (at end-1997 it was 15.8 billion £). The largest portion of 
assets was represented by residential mortgages. On the liability side, the 
main source of funding was constituted by wholesale funding (i.e., profes-
sional investors); it was about 25% of the total funding and its maturity 
was almost short (50% had a short-term maturity). 

The critical issue was linked to the structure of the NR balance sheet, as 
the high leverage together with the mismatching of the maturity structure 
of assets and liabilities created the conditions of great vulnerability with 
consequent panic on the market and bank runs. 

In such a context, it is important to mention the role played by the 
Bank of England. At first, the Bank of England opposed any support. 
The initial reason was that the Bank of England believed that such a 
support could have generated risk-taking and opportunistic behaviour by 
other intermediaries, pointing to the risk of moral hazard. But, on 14th 
September 2007, NR asked for and received a liquidity support facility 
from the Bank of England. 

However, the bank runs followed. The causes of the runs were essen-
tially the market fear about both the NR going concern and the possibility 
that deposits (especially those above a certain threshold) were not fully
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guaranteed. It was unavoidable for the Bank of England to decide to 
guarantee the NR deposits. 

On 22th February 2008 the NR was nationalized after two unsuccessful 
attempts of private takeovers (see for further details Shin, 2009). 

Box 3.4: Banks Support by European Authorities (Some Examples) 
Benelux (Belgique, Netherlands, Luxembourg). The financial company 
Fortis was bailed out by the Benelux authorities. 

Netherlands. The government nationalized Fortis Dutch activities. The 
other activities were sold to BNP Paribas (France). 

France, Belgique and Luxembourg. The authorities provided support 
for the re-capitalization of the financial conglomerate Dexia. 

UK. Authorities took over Bradford and Bingley (operating in the real 
estate market) mortgages and loans, while savings operations and branches 
were sold to the Spanish Santander Bank. Besides the authorities partic-
ipated in equity of two large banks: Royal Bank of Scotland and Lloyds 
Bank. 

Germany. Hypo Real Estate obtained a facility from a group of German 
banks and the German government 

The decisions carried out by the European authorities during the early 
steps of the financial crisis were not fully coordinated, rather they were 
more related to the peculiarities, in terms of financial difficulties, met 
by the single financial intermediary and/or country. Over time, it has 
become increasingly clear the need to refer to structural and coordinated 
measures, in order to ensure, among others, the stability of the euro area. 
Among such measures, as mentioned, the creation of the Banking Union 
represents one of the key-initiatives (see next Sections). 

3.3 The Banking and Financial 

Integration Process: Main Steps 

The process of financial integration within Europe has taken place grad-
ually thanks to various steps. Below, we report some of the most relevant 
for the banking system and the financial markets presenting them in 
chronological order.



44 P. FERRETTI AND P. MARTINO

First, the Directive 77/780/EEC of 12 December 1977 on the coor-
dination of the laws, regulations and administrative provisions relating to 
the taking up and pursuit of the business of credit institutions (CEC, 
1977). This Directive (also named First Banking Directive) aimed at 
contributing to the start of the process of harmonization throughout the 
European banking system, which over the recent years has been strongly 
enhanced, as it focused on the need for common standards, particu-
larly on the most relevant matters (solvency, liquidity, internal control, 
etc.). Even if such ambitious targets have required longer time and other 
measures, it is worth noting the importance of the starting point of a 
process intended to culminate in the European Banking Union. In the 
meantime, each national banking system continued to adopt specific basic 
prudential regulations (capital adequacy framework, see Sect. 3.4.1). 

Another step is represented by the Directive 88/361/EEC of 24 June 
1988 on the liberalization of capital flows within EU, entered into force 
on 1 July 1990 (CEC, 1988). The objective was to progressively elimi-
nate the constraints on free capital movements; controls were limited to 
speculative cases. 

In 1989, the Second Banking Directive had been issued: Directive 89/ 
646/EEC of 15 December 1989 on the coordination of laws, regulations 
and administrative provision relating to the taking up and pursuit of the 
business of credit institutions (CEC, 1989). Amending the First Banking 
Directive, this one represented the real prerequisite for the launch of the 
European single market in the financial sector. To this end, it allowed 
banks of the EU member States to provide activities subject to mutual 
recognition throughout the EU territory, on the basis of the licensing 
obtained from the home country authorities. This is the so-called Home 
Country Control, when the home country authorities are responsible for 
supervision on solvency for foreign and national subsidiaries of a bank. 
Under the Second Banking Directive therefore the mutual recognition 
principle had been adopted and the financial, banking and insurance 
activities (products and services) subject to it are those that could be 
performed (also in another member State) by any financial institution 
with a headquarter in one of the EU member States. Such activities 
could be provided without the licensing from the host country author-
ities. It is possible to conclude that such a principle had given birth to a 
competitiveness among several banking regulations. 

In the late 90s, the Financial Services Action Plan had been issued 
(1999) by the European Commission in order to eliminate the remaining
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regulatory and legal barriers restricting the provision of financial services 
and the free movement of capital across the EU (CEC, 1999). Addi-
tionally, it was intended to contribute to a level playing field among all 
the market players. The Action Plan particularly intends to accomplish 
the following purposes: the integration of the wholesale financial markets; 
the promotion of retail markets and services in order to expand oppor-
tunities for consumers; and the harmonization and enhancement of the 
supervisory framework (see next Section). 

In 2012, the decision of creating the European Banking Union was 
adopted by the European authorities (ECB, 2012). Particularly in June 
2012, the European Council underlined the need of carrying out a set 
of structural reforms intended to address the impacts of the international 
crisis (see Sect. 3.2). All the measures aimed at promoting the economic 
integration among the EU member States, including the creation of the 
Banking Union and the introduction of a common regulatory framework 
for all the EU banks. This initiative, as mentioned, resulted from the 
need for the EU of decisively responding to the economic and finan-
cial crisis. Besides, the global crisis had highlighted that supervision at 
a national level was not the best viable solution, especially in light of 
certain factors, which across recent years have become increasingly impor-
tant for the stability of the EU banking system. They are the presence 
of big financial institutions, the high interconnectedness among them 
and the link between banks and national governments. Evidence on the 
distress of cross-border banks in Europe pointed out that during the 
crisis national measures were mainly focused on maintaining domestic 
peculiarities, without fully considering the integrated value of banks. 

To conclude, the transition from a national supervisory system, where 
national authorities were responsible for guaranteeing the domestic 
banking system stability, to a centralized supervisory system, within the 
banking union, seemed to represent a good arrangement for the sound-
ness of the financial system at EU level, as well as for breaking the loop 
between banks and sovereigns. 

Another important step is the Capital Markets Union (CMU) project 
presented for the first time in 2015 (and subsequently revised in 2017 
and in 2020 in order to consider the pandemic crisis) by the Euro-
pean Commission (EC, 2015a; 2017; 2020). It is an Action Plan aimed 
at promoting the development of capital markets across Europe, by 
intervening in particular on the diversification of the funding sources 
for corporates (particularly European Small and Medium Enterprises,
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SMEs, for which funding is mainly dependent on the banking channel), 
the increase of the opportunities for investors and the full achievement 
of the capital flows. The functioning of an integrated capital market 
could definitely contribute to the growth of the European economy as 
a whole, following a sustainable approach and aiming to increase its 
competitiveness at a global scale. 

The CMU project is considered relevant for the achievement of impor-
tant goals at a European level: the post-pandemic crisis recovery; the 
creation of a resilient and inclusive economy; and the transition towards a 
digital and sustainable economy. All these goals require significant invest-
ments, which cannot be dealt with as the only means of public resources 
and bank lending. Rather, they need the key-contribution of the inte-
grated capital markets as the only way to face the recovery and transition 
processes. 

The pandemic crisis made the CMU even more urgent. As is well 
known during the crisis induced by COVID-19 corporates and house-
holds were largely supported by the governments and banks for their 
liquidity needs. The effectiveness of the response to the emergency situ-
ation does not solve the problem in the medium-long term. Indeed, 
European firms, especially SMEs, need financial resources in order to 
strongly counter the effects of the various shocks (financial, pandemic 
and war crisis) and ultimately becoming more resilient. 

As above mentioned, the CMU has been reviewed a first time in 2017 
when the European Commission has established some measures, partly 
included in the previous version, in order to meet three objectives: (i) 
supporting the sustainable, digital and resilient recovery of the economy, 
making more accessible the funding for European firms; (ii) creating a 
safer European market for savings and investments; and (iii) integrating 
the national capital markets into a single one (EC, 2017). 

As regards the first goal, it is worth underling, though fairly obvious, 
that the ability of the post-pandemic crisis recovery is closely connected 
with the availability of financial resources by firms. European banking 
lending will contribute, but firms will particularly need equity or more 
stable liabilities (medium-long-term debt). Over the years, financing 
through stocks and bonds played a complementary role to banking 
lending, even if with a different degree from country to country. The 
CMU is aimed at further enhancing such complementarity. To this end, 
there is the priority of promoting the functioning of direct financing, 
by balancing the investors needs of receiving reliable information and
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the firms ones of limiting the expenses related to the disclosure to the 
market. The availability of reliable information for investors and all the 
other stakeholders is important also for favouring the accessibility of data 
on sustainability with the effect, ceteris paribus, of greater sustainable 
investments. On the other hand, direct financing could be expensive and 
complex for SMEs. The simplification of rules could contribute to the 
decrease of the administrative, listing and compliance costs and there-
fore eliminate one important barrier which precludes SMEs to the capital 
markets. 

With regard to the second objective, it is worth noting that despite 
the high savings rate in Europe; European investors participation to the 
capital markets is quite modest. This is mainly due to the low compa-
rability of similar investment products that are regulated by different 
legislation and consequently subject to different disclosure requirements. 
It is clear that this makes informed investment decisions more difficult. 
Additionally, informed investment decisions need to be taken based on 
specific knowledge and expertise; in other words the financial compe-
tences are a key-factor for understanding the real functioning of the 
market. It is not so obvious for retail investors. 

The scarce participation of retail investors to capital markets repre-
sents a barrier for firms in, among others, collecting medium-long-term 
funding, thus penalizing the recovery of the economy under the sign of 
sustainability and digitalization. On the other hand, such a barrier does 
not allow investors to benefit from opportunities in terms of appropriate 
returns. Hence, the CMU aims at revitalizing the investment opportu-
nities for retail investors, also considering appropriate risk-return mixes, 
as well as contributing to the restoration of confidence in the capital 
markets, which in turn could result in the increase of medium-long-term 
investments. 

The third goal of CMU wishes to recognize to the European capital 
markets a higher relevance in line with the importance that the Euro-
pean economy has. Currently, the European capital markets are still too 
fragmented among the different legislation with negative effects in terms 
of inability to attract a wide investor base, as well as of a competitive 
disadvantage for the financial institutions compared to their global peers. 

In conclusion, the CMU, as a medium-long-term project, requires big 
efforts based on the paradigm of banking system-capital markets comple-
mentarity as well as the reduction of regulatory, cultural and territorial 
barriers.
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The 2020 review of the CMU goes on in this direction, by restating 
the key-contents (green and digital transition, a more inclusive economy, 
etc.), and underlying certain needs closely linked to the pandemic crisis 
(EC, 2020). 

3.4 The Rational of Banking 

Supervision: Some Key-Points 

As above-mentioned, the need of ensuring the financial stability also for 
the benefit of the real economy within the euro area forced the European 
authorities to take the decision of creating the Union Banking. Particu-
larly, the fear that a further spreading of the sovereign debt crisis could 
make the situation resulting from the international financial crisis worse 
became the prerequisite for such an initiative. To this end in June 2012, 
the euro area governments decided to assign the supervisory powers to 
the ECB within the Single Supervision Mechanism (SSM) framework, 
which entered into force in November 2014 (EC, 2012). The SSM 
stated the movement of the supervision on banks from national super-
visors to ECB by applying a uniform approach to supervision thanks 
to the harmonization of practices and methodologies. This ultimately 
helps comparability across the euro area countries and contributes to the 
limitation of compliance costs for banks. Additionally, a Single Resolu-
tion Mechanism (SRM, since 2016) has been created, aimed at orderly 
managing the distressed financial institutions (EC, 2015b). 

Such disposals are based on a set of harmonized laws (Single Rule-
book) that all EU banks must comply with. They state rules on the 
financial sector in all EU countries, such as capital adequacy requirements, 
recovery and resolution plans and system of harmonized national Deposit 
Guarantee Schemes. 

Supervision plays a crucial role in ensuring the sound and prudent 
management of banks, as well as the stability, the competitiveness and 
effectiveness of the financial system as a whole. A financial institution 
authorized and supervised in its home country has the opportunity 
to expand its business across the EU (i.e. through branches) without 
additional supervision. 

Supervision is a process which could have various forms. One relates to 
the first entry of the financial institution into business. In order to release 
the corresponding authorization, supervisory authorities have to assess 
qualifications, expertise, integrity and honesty of people involved, in order
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to decide on their attitude to manage the bank. The assessment concerns 
also the ownership and governance structure of the intermediary, with 
particular reference to the boards of directors, internal controls system, 
risk management and level of capitalization. 

Another form characterizes the stage of the ongoing banking business, 
when supervision is particularly focused on the soundness of the institu-
tions and the financial system. In this case, the analysis refers to the asset 
quality, capital adequacy, liquidity, etc., and the tools used are various: 
inspection, audit and data collecting and processing by authorities. Gener-
ally, in case of non-compliance with laws and regulations as well as in 
presence of bad management and/or frauds, penalties and sanctions are 
imposed to banks by supervisors. 

Lastly, authorities are called to intervene in the case of crisis manage-
ment in order to mitigate the effects of a certain financial institution 
distress and its spread to the rest of the financial system (systemic risk). 

3.4.1 Focus on Capital Adequacy Framework 

One of the key-topics in banking supervision is the capital adequacy 
framework, aimed at ensuring that a bank holds an appropriate amount 
of capital, considering the risks connected to the business performed. 

As is well known, capital performs as a foundation for the growth of 
any business and as a buffer against unexpected losses. In the case of 
banks, it plays a crucial role, as only adequately capitalized banks are 
able to face losses and at the same time continue to grant loans to the 
real economy (households and firms) regardless the business cycle. This 
is particularly true during negative economic cycles: only banks with an 
adequate level of capitalization are able to provide credit to the market 
despite the adverse environment. Additionally, appropriate levels of capital 
could improve market confidence in the banking system, as it is perceived 
more stable and therefore more reliable. From this derives the need, from 
both the side of the single bank and supervisors, to determine which 
is the adequate capital amount able to guarantee the protection against 
unexpected losses. Too low capital prevents banks to face losses, too high 
capital could undermine the most efficient use of financial resources and 
therefore negatively affect the lending capacity. To this end, the inter-
national supervisory authorities have introduced specific regulation on 
capital adequacy for banks, meaning the need to determine a measure 
of capital (minimum capital requirement) able to ensure efficiency and
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stability to the financial system, also by lowering the risk of bank’s default. 
In this sense, it is worth noting that banks capital adequacy is relevant also 
to mitigate the risk of a domino effect (see Sect. 3.2) that occurs when 
the distress of a bank, or the fear of such a failure, spreads to the rest of 
the financial system (systemic risk). 

The first international disposal on banking capital adequacy was intro-
duced in 1988 by the Basel Committee on Banking Supervision (BCBS)4 

(BCBS, 1988). The decision was particularly based on the fear that 
the early 80s Latin American debt crisis could amplify the instability 
of the international markets. In such a scenario, it was deemed appro-
priate to avoid the deterioration of banks capital all over the world, by 
adopting a harmonized approach for the capital adequacy measurement. 
This disposal was indeed considered good for enhancing the stability of 
the international banking system and to remove differences in national 
capital adequacy frameworks. All this resulted in the first Basel Capital 
Accord (known as Basel I), focused on the compliance by banks with 
a minimum (8%) capital to risk-weighted-assets (RWAs) requirement 
(Regulatory Capital/RWAs ≥ 8%). Under Basel I, such weighted risk 
ratio was aimed at assessing capital in relation only to the credit risk, as 
the main risk related to the banking core business and specifically related 
to the possibility that a bank should face a loss due to the default and/ 
or downgrading of the borrowers (households and firms). The weights 
were defined in a standardized way that is on the basis of predetermined 
(by supervisors) percentages (from 0 to 100%) dependent on the nature 
of the counterparty (e.g., central governments, financial intermediaries, 
firms, etc.), the possible presence of guarantees as well as the country 
risk. The Basel I framework represented a very important first step in the 
process of capital adequacy regulation, as it allowed banks to definitely 
increase capitalization and enhance the link between the risk exposure 
and taking decisions, especially with reference to capital management. At

4 The BCBS was set up in 1974 by the Governors of the Central Banks of the G10 
following turbulences in international currency and banking markets. It is the main global 
standard setter for banking regulation. Its aim is to enhance regulation and supervision on 
a global scale in order to ensure financial stability. Its decisions do not have legal force. 
Once, it defines the regulation standard; these should be brought into force by the BCBS 
members under the specific rule-making process, which could decide for stricter rules. 
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the same time, such a framework had some shortcomings, as the exclu-
sive treatment of the credit risk without considering the other types of 
banking risks. 

This was one of the reasons of the evolutionary process undertaken by 
supervisors during the following years, aimed at progressively improving 
the framework considering the changing environment where banks at a 
global level should perform their business. In this respect, it is worth 
mentioning the inclusion in the mid-90s of the risk of loss in balance sheet 
positions resulting from changes in market prices (so-called market risk) 
into prudential discipline, so that the RWAs also considered the market 
risk in addition to the credit risk. 

More in general, the need of further improving the correlation 
between capital absorption and risks undertaken by banks together with 
the growing improvement in risk management activities by banks led to 
reforming the Basel I framework. In the mid-2000s, this took the form 
of Basel II, built upon three pillars: definition of the minimum capital 
requirements; supervisory review; market disclosure (BCBS, 2004). 

The first pillar extended the calculation of the RWAs to the opera-
tional risk that is the risk of losses from inadequacy or dysfunction of 
procedures, human resources and internal systems, as well as exogenous 
events. It also provided for alternative approaches for the quantifica-
tion of capital requirements and characterized by different degrees of 
complexity (not only standardized methods but also internal data based 
systems approaches). Ultimately, banks had to be compliant with the 
capital to RWAs ratio that remained at least 8%, but the new frame-
work, as mentioned, under the first pillar introduced a wider range of 
risks (credit, market and operational risks) and alternative methodologies 
for the quantification of the RWAs. The Basel II second pillar introduced 
an evaluation process by banks on their own capital adequacy in relation 
to the total risk exposure as well as the verification procedure by supervi-
sors, called to formulate an overall judgement on the bank and eventually 
impose corrective measures. The third pillar was focused on the obliga-
tion for banks to disclose information on capital adequacy, the total risk 
exposure and the control systems to the market. 

The evolutionary process continued after the 2007–2008 international 
financial crisis. The need to review the prudential regulation in order 
to ensure stability to the financial system considered as a whole gave 
birth to Basel III, still in force (BCBS, 2017). To this end, conserving
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the conceptual structure of the previous framework, Basel III is articu-
lated into three pillars and contains additional prudential measures that 
banks should comply with. Among these, under the first pillar in partic-
ular, Basel III introduces higher capital requirements, a leverage ratio 
aimed at limiting the growth of debt and liquidity risk standards. In 
other words, Basel III is a more comprehensive framework of pruden-
tial measures compared to the previous ones. Its overall purpose is to 
strengthen banks’ ability to face adverse scenarios, thus mitigating the 
risk of spillover from the financial sector to the economy. At the same 
time, it forces banks to improve their governance and risk management 
as well as to enhance their disclosure to the market. Another character-
istic of Basel III is the fact that it has introduced bank-level prudential 
measures (micro-prudential approach) intended to increase the resilience 
of each financial institution during stress periods. Besides, it has included 
also a macro-prudential approach on which basis attention is given to the 
stability of the financial system considered as a whole. Only, the interac-
tion of the two approaches is able to ensure greater resilience to the single 
bank and mitigate the risk of system-wide shocks. 

The refining process is still ongoing, in order to further improve the 
capital adequacy framework considering the various crisis occurred since 
the 2007–2008 (financial, sovereign, pandemic and war crisis) and the 
consequent need to ensure that the banking system could concretely and 
continuously contribute to the financial support to the real economy. 

To conclude, the underlying logic of the succession of the revision 
of regulation on capital adequacy over the last decades is the need to 
ensure the stability of the financial and economic systems at global level 
considering the possible threats that could derive from adverse scenarios 
and the consequent negative impacts they could have on the economies. 
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CHAPTER 4  

Banking Support for Firms: Some Business 
Areas 

Abstract This chapter illustrates some of the possible banking business 
areas in favour of firms. To this end, a focus on the traditional lending 
activity is given as well as on other financial services a bank may provide 
to firms. The underlying logic is to understand the extension of the offer 
of financial products, which may promote the enhancing of the banks-
firms relationship along a perspective of an increasing integration between 
financial markets and intermediaries. 

Keywords Banking business areas · Lending · Commercial banks · 
Investment banking 

4.1 Banks-Firms Relationship: 

Introductory Remarks 

Over the years, the several changes and the evolution in the global finan-
cial markets as well as the impulses to diversify the sources of funding, 
especially for the small and medium enterprises—SMEs, in order to 
promote a closer complementarity between direct and indirect financing 
(among others we mention the Capital Markets Union, see Chapter 3) 
have progressively driven to an increasing financial markets-financial 
intermediaries integration all over the world (IMF, 2022).
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Even if with different intensity due to the specificities of the single 
financial system, this has led to a general development of more integrated 
relationships between firms and banks where the latter offer not only 
lending, but also a wide range of more sophisticated financial services 
according to a relationship banking approach. Hence, the entry into new 
business areas (Sect. 4.3) has increasingly become an opportunity to be 
grasped by banks, in order to continue to play a relevant role in the finan-
cial support to firms and in the meantime ensure the protection of their 
budget balances, put to the test by the growing competitiveness on an 
international scale and, during more recent years, by the multiple (finan-
cial, pandemic, war) global crises (Howcroft et al., 2007; Montedoro, 
2020; Song et al., 2018). 

In other words, the ability of banks to propose a wider offer of finan-
cial products and services to corporates has been a crucial driver for 
strengthening bank-firm relationships (IMF, 2022). In such a context, 
the supply of credit has continued to be a key-component in bank-firm 
relations, but it has been included into a more complex offer in the 
name of the above-mentioned relationship banking approach, based on 
the high intensity of the relations and the provision of not only credit 
products to enterprises. In hindsight, on the basis of this logic, the 
supply of credit has evolved, increasingly becoming more innovative and 
flexible, consistent with the changed operational environmental. To this 
end, particularly after the financial crisis, banks have progressively focused 
on more accurate analysis of the features of corporate financial needs, 
granting loans with conditions and terms consistent with the characteris-
tics of the funded businesses (OECD, 2013, 2019). This asks banks also 
to implement adequate management procedures and processes aimed at 
promoting effective mechanisms of loans origination and monitoring as 
well as best methodologies for the assessment of the related credit risk. 
This is an approach that tends to favour a medium-long-term perspective, 
focused on the in-depth analysis of the firms’ hallmarks, as a prerequisite 
for the appropriate evaluation of their ability to create value in the future 
(EBA, 2020; ECB,  2017). 

On the basis of the previous considerations, it is possible to identify 
some business areas that allow the profile of the mentioned corporate 
banking approach to be defined. In addition to the lending activity, as 
core business of the commercial banks in particular, it is possible to 
include investment banking and other activities (Sects. 4.3 and 4.4).
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It is pointless underlying that a wider banking offer needs also organi-
zational changes in favour of innovation, training and talent management, 
as well as a business model in order to strengthen the competitive advan-
tages that could result from business diversification and therefore the 
enlargement from activities almost exclusively focused on lending towards 
more added-value and advisory activities (BIS, 2018). 

4.2 Bank Lending 

As is well-known, the lending activity is the core business of banks, espe-
cially commercial ones (ECB, 2020a). This is due to their facilitating 
role in the transactions between surplus (firms and households with more 
money than they need) and deficit spending units (firms and households 
with less money than they need). In other words, they stand between the 
two types of units and they transform financial claims in order to attract 
both of them. The goal is to tailor financial products and services aimed 
to meet corporates’ (and households’) needs. Banks’ financial support to 
firms is particularly relevant for SMEs, as they do not have easy access to 
direct financing (OECD, 2018). 

Through the lending activity banks are aimed at achieving, particu-
larly in a medium-long-term perspective, profitability targets, as lending 
is characterized by a quite good risk-return mix (BIS, 2013; Mergaerts & 
Vennet, 2016). Besides, lending is typically the prerequisite for the 
strengthening of the relation with firms as it allows banks to offer firms 
other financial services. In order to improve their market position and 
integration into the economic environment, banks are hence called to 
adopt consolidation strategies in the relations with firms. This is rele-
vant also for the achievement of the profitability as well as value creation 
related to the lending. 

The logics underlying the lending activity carried out by banks are 
linked both to the volume (size) and to the composition of the lending 
portfolio. 

The determination of the size of the lending portfolio depends on 
several factors, such as the economic cycle, the characteristics of the 
financial system and lastly endogenous factors. 

In general, a positive economic trend is associated, ceteris paribus, with 
a greater credit supply as a consequence of a greater credit demand by 
firms resulting from higher financial needs for investments. The opposite 
is observed for a negative economic trend (ECB, 2013). This occurred
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recently during the financial and pandemic crisis. In both cases, the 
economic recession negatively impacted the credit demand, as firms 
scaled back expansion plans and as a consequence bank lending declined 
substantially (Ferretti, 2016). 

The volume is also affected by the level of development of a certain 
financial system. More advanced financial systems, ceteris paribus, allow 
firms to diversify the sources of funding, using the forms of financing 
(short-term and long-term debt, equity) that are well (best) suited to the 
characteristics (i.e. maturity, risk profile, etc.) of their financial needs (Vo, 
2018). 

Lastly, the size of the loans portfolio is connected to the specific 
features of the financing banks, such as the characteristics of its liabilities; 
among others indeed it is affected by the qualitative-quantitative compo-
sition of the bank’s funding (i.e. deposits), which could be able to be an 
important source of financing of banks’ lending activity (ECB, 2017). 

On the other side, the decisions connected to the composition of 
the lending portfolio are driven by diversification strategies applied to 
the whole portfolio with the aim of decreasing its total risk exposure. 
Such strategies could be related to amount class, economic sector and 
geographic area, as well as technical forms of financing (ECB, 2017). 

With reference to the amount class, the lending portfolio is built by 
spreading it on the basis of the size of each loan. In this way, banks are 
able to limit the variability of the expected revenue of loans by decreasing 
the probability of large losses, which could severely affect their stability. 

Diversification could also refer to the sectors and geographic areas that 
is when loans are granted to different industries and territories in order to 
mitigate the risk that a specific economic sector or geographic area may 
be affected by a crisis and by this way negatively impact on banks stability. 
In other words, such strategy is aimed at structuring a lending portfolio 
where debtors are low-correlated in terms of their sectors and territories 
(Meslier-Crouzille et al., 2015; Shim, 2019). 

Lastly, diversification could be achieved by offering different technical 
forms of loans, that is, characterized by different conditions and terms 
(i.e. guarantees) able to mitigate the losses resulting from the default 
(ECB, 2020b). 

Moving from the whole portfolio to the single loan, it is worth noting 
that banks have to decide to finance or not firms on the basis of the assess-
ment of the risk (credit risk) connected to each loan (Naili & Lahrichi, 
2022). As is well-known, the credit risk is related to the possibility that



4 BANKING SUPPORT FOR FIRMS: SOME BUSINESS AREAS 63

a bank should face a loss due to the default and/or downgrading of the 
borrowers. Banks should assess such a risk gathering and processing infor-
mation and data on debtors in order to quantify the probability of default 
and the consequent economic loss. The information to be gathered is 
of various nature: from the basic data resulting from the funding appli-
cation to the economic and financial information, evidenced from the 
balance-sheet or similar reports, to information related to the relations 
between the applicant and all the lenders as well as information about the 
competitive positioning of the firm, its management structure, organiza-
tion, ownership, etc. All the information, adequately processed, is aimed 
at underlying the risk profile of the firm and, on that basis, deciding the 
financing and its conditions and terms. 

The increasing difficulties connected with the measurement and 
management of the credit risk, mainly due to the growing complexity 
and instability of the operational environment on a global scale, have led 
banks to develop more sophisticated credit risk management method-
ologies (Doumpos et al., 2019; Van Deventer et al., 2013), currently 
almost represented by the internal rating based systems (Cucinelli et al., 
2018). These may be defined as a set of methods, processes, controls, 
data collection and IT systems supporting the credit risk assessment, the 
assignment of the various exposures (transactions or debtors) to ratings 
and the measurement of the default and loss related to a certain loan. 
Compared to more traditional approaches, the internal rating systems are 
focused on more advanced methods of classification and quantification of 
the risk exposures. Ultimately, they allow banks to identify a graded level 
of risk associated with each transaction and/or debtor (Ferretti, 2016). 

Moreover, it is worth mentioning that the first rating assignment 
should be continuously monitored by banks during the whole credit 
relationship, in order to verify the probability of a deterioration of the 
borrower situation, as in the case of the worsening of the quality of the 
balance sheet, competitiveness, relation with one of the lenders, etc. In 
such a case, banks are called to adjust their assessment of the credit risk, 
and if it is necessary change the conditions and terms previously applied 
(EBA, 2020).
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4.3 Investment Banking 

As already mentioned, lending to firms is the core business of commercial 
banks. The approach they mainly adopt is the relationship one that is 
based on long-term relations and on an offer including additional banking 
services. 

It may happen that some overlaps between commercial and investment 
banking are possible. Hence, even if investment banks are mainly focused 
on the support to firms in selling their security issues (debt and/or equity) 
in the market as a source of financing (see below); their business may 
obviously include the lending activity, especially towards large corporates. 
However, it is more likely that commercial banking is oriented towards 
smaller corporate customers and that their business is typically provided 
at regional (and/or national) level, as a result of the closer relations they 
have with customers. On the other hand, investment banking tends to be 
characterized by a wider operational scope (Forestieri, 2018). 

The Box 4.1. shows a short overview of the evolutionary path of 
commercial and investment banking. 

Box 4.1. Commercial and Investment Banking 
In the past years, commercial and investment banking had been separated 
in an artificial way, by means of legislation. Particularly, it was the Glass-
Steagall Act (Banking Act of 1933), the USA legislative initiative, which 
separated commercial banking from investment banking. 

The reasons for that are rooted in the 1929 stock market turmoil and 
the consequent Great Depression in the USA. There was the concrete 
concern that commercial banking business and the payments system were 
suffering losses from equity markets volatility. The rationale of the legisla-
tive measure hence was to limit the bank lending to productive uses (in 
favour of industry, commerce, agriculture, etc.), avoiding speculation in 
financial markets and on this basis restoring confidence in the soundness 
of banks. 

To this end, it was decided to separate commercial from investment 
banks. The former, focused on taking deposits and making loans, were 
prohibited from underwriting or dealing in securities (with the exception 
of US government securities and other similar securities with no risk). On 
the other side, investment banks, focused on the underwriting and dealing 
in securities, were no longer allowed to have connections (e.g., common 
ownership and/or overlapping directors) with commercial banks.
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As a result, commercial and investment banks had to decide to be one 
or the other, but not both. Some banks decided to remain only commer-
cial (it was the case, among others, of Citibank, Chase Manhattan Bank). 
Other banks, on the other hand, decided to maintain a position as a 
commercial bank through its subsidiary (e.g., JP Morgan), while some 
partners left for the investment Morgan Stanley. 

Another important step in the evolutionary path of commercial and 
investment banking is represented by the Gramm-Leach-Bliley Act of the 
1999, which repealed the Glass-Steagall Act. In particular, it decided that 
commercial banks, investment banks and insurance companies could affil-
iate with each other becoming part of a financial holding company. The 
final goal was to support financial integration, started during the previous 
years, even from a legislative point of view. In those years, most investment 
banks merged with commercial banks. This was a way for exploiting on 
one side the investment banks’ know-how and expertise about the finan-
cial markets and on the other the commercial banks’ balance sheet (capital 
above all) in order to reach an attractive operational mix. 

Investment banks, as the most relevant financial players in the direct 
market, present some important selling points that are the capacity to 
price a deal and to rely on strong distribution networks. As said, they are 
focused on supporting firms issuing new debt or equity securities in the 
primary market aimed at financing their investments. Once, the securities 
are sold; investment banks may play a role also as brokers or dealers in 
the secondary market. Particularly, the brokerage function provides that 
buyers and sellers of securities are brought together and from this the 
intermediary earns a commission. On the other hand, the dealer function 
involves a wider role, as the intermediary in this case executes buy and 
sell orders and trades for its own account according to customers liquidity 
preferences. For this, the intermediary is also called market maker, and it 
aims at gaining a positive difference from the selling price and the buying 
price of securities (Morrison & Wilhelm, 2007). 

The issue of securities to the market can be of different types. 
It is a primary offering when stocks or bonds are newly issued. In the 

case it is the first time that a firm offers new securities to the market 
we have an initial primary offering (IPO), while if the firm has securities 
already traded in the market we have a seasoned offering (Deloof et al., 
2009).
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Besides, the securities offering could be a public offering or a private 
placement (Beatty & Ritter, 1986; Tinic, 1988). In the case of a public 
offering, firms should choose between an underwritten issue and the 
best-efforts offering. The former is characterized by the fact that the 
investment bank is called to ensure the firm the payment of a certain 
amount of money regardless of whether securities are sold or not. In this 
way, the investment bank takes on the risk of an unsuccessful issue. On the 
other hand, the latter does not provide for any guarantee but only that the 
investment bank will make its best-efforts in selling the securities. Here, 
the investment bank does not take on the risk and it is generally remuner-
ated according to the number of securities sold. It is worth noting that 
generally in a public offering a crucial element is the price determination, 
as securities are traded for the first time. Hence, the selling price of secu-
rities is a key-factor for the issuer because the financial resources which 
can be gathered depend also on it.  At  the same time,  if  the price  is  too  
high the securities demand could be insufficient and the offering could 
be cancelled or the underwriter could not be able to sell securities at the 
agreed price. In this case, the result for the investment bank may be a 
loss. 

Another alternative is between the solicit investment banking services, 
when the firm publicly announces the intention of selling securities and 
therefore solicits offers from several intermediaries through competitive 
bidding and the direct negotiation with a certain investment banks. The 
latter is generally the mostly used form because of the great deal of work 
to be accomplished. In particular, there is the need for the investment 
bank to spend time and resources in performing due diligence analysis 
about the potential issuers, aimed at gathering and processing all the 
available data and information before selling securities to the market. The 
presence of an appropriate due diligence by a specific investment bank is 
a sort of guarantee for investors who tend to interpret the involvement of 
the investment bank as a certification value of the issue. 

The most important steps of the investment banks activity are the orig-
ination, underwriting and distribution. During the origination, the role 
of the investment bank is to determine whether the operation meets the 
conditions to be viable. Among the factors to be considered there are 
the total amount of the financing, its type (debt versus equity), as well as 
the main features of the securities to be issued (i.e. maturity, rate, etc.). 
Then we have the underwriting, that is when the investment bank guar-
antees to buy the securities for the agreed price, taking on the risk for
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the period ranging from the time it buys the securities from the issuer 
and the time it sells them to the market. The last step is the selling of 
the securities by the investment bank to the market (distribution), where 
investors could be professional/institutional investors (i.e. pension funds, 
mutual funds, etc.), which generally buy large blocks of securities or retail 
investors (i.e. individuals and firms), which are mostly interested in small 
blocks of securities. 

Lastly, we have a private placement when the issuer sells the securities 
directly to the market. Here, the investment bank plays a more limited 
role. Hence, there is not the underwriting activity but only the investment 
bank involvement, remunerated by a fee, in bringing buyer and seller 
together in order to close the transaction at a certain price. Generally, 
the private placement is reserved to a group of investors. 

Basically, private placement is less expensive compared to public 
offering, as the former implies lower costs and shorter time. There are less 
disclosure obligations for the issuer, but securities could be less liquid. 

4.4 Other Business Areas 

Other products and services performed by banks in favour of firms 
may include, among others, asset management, merger and acquisition 
(M&A) services and syndicated loans (Allen et al., 2004; Gustafson et al., 
2021; Simons, 1993). 

Asset management may vary from a less to a more sophisticated offer of 
services regarding customers’ investments. Hence, it may consist of simple 
investment information or value-added advisory services to customers 
interested in allocating capital to a particular investment requiring an 
in-depth analysis in order to ensure the best risk-return mix. Asset 
management provides a fee to the intermediary (Gründl & Gal, 2017). 

Among the services that a bank could offer to firms, there are also the 
M&A services that are aimed at supporting firms in identifying potential 
candidates that match the acquiring firm’s needs (Allen et al., 2004). This 
is intuitively easy when the intermediary may boast a robust network and 
many contacts at regional and international level. The goal is to assess 
the feasibility of the acquisition by analysing all the features of the acqui-
sition candidate (among others, financial statement, expected cash flows, 
management, etc.) in order to price the deal. The overall activity linked 
to the negotiation of the deal is hence the contribution offered to the
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acquiring firm by the intermediary. Lastly, once the deal is complete; it 
helps the firm to raise funds to finance the acquisition. 

Syndicated loans were developed at the beginning of the late 1970s in 
the most advanced financial systems on an international scale (Gustafson 
et al., 2021; Simons, 1993). They provide that some banks (a pool), 
whose number depends on the extent of the firm’s financial needs, are 
involved in the release of funds. In other words, they are loans granted 
on the basis of an agreement between some banks and of a single loan 
agreement. They are hence granted by a pool of banks to a certain firm, 
generally large-sized. 

It is worth noting that they allow banks to diversify their loans port-
folio with reference to the industry and the geographic area to which firms 
belong as well as to reduce the risks linked to large-value transactions. 
Besides, particularly for smaller intermediaries, they allow the involvement 
in important and significant transactions, otherwise precluded. 

It should be clear that such loans do not have particular technical pecu-
liarities in comparison with other types of banking loans; rather, their 
specificities concern the ways they are granted and the organization of 
the transactions. To this end, it should be underlined again the presence 
of a pool of banks, with a lead bank playing a significant role. Generally, 
such lead banks are of a big size and have good standing, qualified skills 
and expertise; for this they are able to deal with the management of the 
relationship with the corporate borrower. In addition to the agreement 
among all the banks of the pool on the basis of which all the banks partic-
ipate to the granting of the loan, there is the loan agreement concluded 
between the lead bank and the corporate borrower where conditions and 
terms are defined. 

Generally, a syndicated loan starts with the identification of the 
arranger that is the bank that should create the pool of banks. To this 
end, it is necessary to prepare an information memorandum where the 
technical features of the loan (amount, maturity, interest rate, etc.) as 
well as the general standing of the debtor are reported. This is important 
for giving all the information to the potential intermediaries interested in 
the pool involvement. 

Banks participating in the pool may have different roles. There is the 
bank arranger, which manages the organization of the loan. The lead bank 
is a primary standing intermediary and its participation is attractive for 
the involvement of others. Then there are the banks which guarantee the
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underwriting and the participants which guarantee the granting of the 
loan. The management of the loans is on charge of the agent bank. 
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CHAPTER 5  

FinTech: Challenges and Opportunities 
for Banks and Financial Markets 

Abstract This chapter introduces the phenomena of FinTech, providing 
a discussion about its main implications for banks and financial markets. 
Firstly, this chapter examines the implications for the banking industry, 
highlighting the opportunities as well as the risks that FinTech poses to 
banks’ business. Secondly, it explores new sources of financing focusing 
on the most important innovations in the market for entrepreneurial 
finance, namely crowdfunding and Initial Coin Offerings (ICOs). 

Keywords FinTech · Banks · Entrepreneurial finance · Crowdfunding · 
Initial coin offerings 

5.1 The Rise of FinTech  

Recent technological developments have given rise to the FinTech 
industry, which covers digital innovations and technology-enabled busi-
ness model innovations in the financial sector (Allen et al., 2021; Frame  
et al., 2018; Goldstein et al., 2019; Philippon, 2016). Fundamentally, 
FinTech concerns the use of technology to provide new and enhanced 
financial services (Thakor, 2020). Some examples of such innovations 
and new technologies included in the FinTech space are distributed 
ledger technologies (DLTs) (e.g., blockchain), digital currencies (e.g.,
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cryptocurrencies), new digital advisory and trading systems, artificial 
intelligence (AI) and machine learning, peer-to-peer lending and equity 
crowdfunding. These innovations hold potential benefits for all parties 
involved in financial services: they may expand access to financial services 
and reach under-served consumers (i.e. financial inclusion); they may 
reduce transaction costs and provide greater transparency, in addition to 
providing greater convenience and efficiency. This is also acknowledged 
by the European Banking Authority (EBA), which stresses the potential 
of these new technological innovations, pointing out that they may bring 
many benefits to consumers and organizations, including access to credit, 
improved comparability of products, access to a wider product range, 
availability of up-to-date information, tailored product offerings, reduced 
costs and consumer convenience (EBA, 2017). 

The FinTech industry has evolved significantly over the last decade, 
experiencing a massive year of investment globally in 2021, with total 
global investments (across venture capital [VC], private equity [PE] and 
mergers and acquisitions [M&A]) amounting to $226.5 billion (KPMG, 
2022). As shown in Fig. 5.1, global investments in FinTech in 2022 
(as of 30 June 2022) fell to $107.8 billion across 2980 deals due 
to several factors (i.e. the uncertainties related to the Russia-Ukraine 
conflict, ongoing supply chain challenges, as well as rising inflation and 
interest rates), although remaining to levels seen in previous years thus 
highlighting the strength of the global FinTech market.

So, what is so special about the current FinTech revolution? Of course, 
technology has always influenced the financial industry, with advance-
ments changing the way the financial industry operates (Berger, 2003; 
Frame & White, 2014). Nevertheless, today we are entering a new digital 
age with new technologies having the potential to change the financial 
industry in faster and more significant ways than ever before. In order 
to understand the potential of FinTech, it is useful to recall the working 
definition by the Financial Stability Board (FSB)’s (2017), which indi-
cates FinTech as “technologically enabled financial innovation that could 
result in new business models, applications, processes or products with 
an associated material effect on financial markets and institutions and the 
provision of financial services”. What emerges from this definition is the 
disruptive nature of these new innovations or, in other words, their ability 
to have a material effect on the structure and functioning of the financial 
system (both the direct and indirect financing channels), posing new risks 
as well as new opportunities. In particular, according to Philippon (2016)
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Fig. 5.1 Total global investment activity (VC, PE, and M&A) in FinTech 
(Source Own processing of data from KPMG [2022], Pulse of FinTech H1 2022)

these innovations and new technologies have the potential to: (1) facili-
tate the strategic disintermediation; (2) revolutionize how existing firms 
create and deliver products and services; (3) democratize access to finan-
cial services, especially in providing new gateways for entrepreneurship. 
This means that FinTech may contribute to the increase in efficiency and 
competition in the financial industry, as well as provide wider access to 
financial services by offering new ways to obtain funds. 

In the next paragraphs, the aforementioned implications of FinTech 
will be outlined with specific regard to banks and financial markets, 
especially the entrepreneurial finance market. 

5.2 FinTech: Implications for Banks 

The rapid development of FinTech has brought opportunities and chal-
lenges to banks (Boot et al., 2021; Zhao et al., 2022). On the one hand, 
new technologies and innovations are transforming bank products and 
services, as well as bank processes, resulting in a more efficient banking 
system with new payment tools and bank services emerging (Frame & 
White, 2014; Frame  et  al.,  2018). On the other hand, new actors— 
referred to as “fintech firms”—have recently emerged and offer traditional 
banking products and services in an innovative way, thereby posing new 
threats to banks.
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5.2.1 FinTech and Banking Competition 

One of the main implications of FinTech is that it can facilitate the 
strategic disintermediation (Philippon, 2016). Disintermediation means 
eliminating the need for intermediaries such as banks in transactions or, in 
other words, bypassing traditional intermediaries in the offering of finan-
cial services. This is because new players referred to as FinTech firms 
have recently emerged and offer products and services that tradition-
ally were banking products, thereby increasing the competition in the 
industry (Berg et al., 2022; Cornelli et al., 2023; EBA, 2018; Martino, 
2021; Stulz,  2019). Notably, thanks to the use of new technologies (e.g., 
blockchain, cryptocurrencies, digital platforms, etc.) these new firms are 
able to offer banking products and services in innovative ways, offering 
better user experience, and at a lower price thus causing traditional 
financial intermediaries to potentially lose their market shares. The P2P 
lending—also referred to as marketplace lending—is an example of inno-
vation in this area, representing the provision of loans to individuals 
and businesses through online services that directly match lenders with 
borrowers without using a bank. 

Hence, the considerations above suggest viewing FinTech as a threat 
for banks, since new competitors are entering the market which may jeop-
ardize some of the core businesses of banks, i.e. lending and payments, 
with the consequent erosion of bank revenues, thus potentially under-
mining their profitability (Martino, 2021; Yeoh, 2017). Although the 
involvement of non-financial firms in the provision of financial services is 
not novel per se, the rise of FinTech firms may change this fundamentally, 
since they are able to offer a vast range of products and services, and at the 
same time appear to have an edge over banks which have bigger, less flex-
ible and more expensive infrastructures (Boot et al., 2021). According to 
the EBA (2017), while alternative lending platforms can put pressure on 
the interest income from loans of existing credit institutions, new entrants 
offering commoditized products and services (such as money transfers and 
brokerage), at lower costs, can reduce the fees and commissions income of 
established players. In this respect, several studies show that many FinTech 
firms are active today in segments of the value chain already managed 
by banks, such as business and consumer lending (Cornelli et al., 2023; 
Gopal & Schnabl, 2022; PWC,  2020). Such firms leverage new tech-
nologies to offer credits and funding to individual and business, thus
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competing with traditional commercial banks. Moreover, they are increas-
ingly reshaping the way payments are made, changing how consumers and 
companies purchase goods and services and make payments (Ehrentraud 
et al., 2021). The most notable example in this area are cryptocur-
rencies like Bitcoin—the first and most-known cryptocurrency (Böhme 
et al., 2015; Giudici et al., 2020; Yermack,  2015)—which allows online 
payments to be sent directly from one party to another, without going 
through a financial institution (Nakamoto, 2008). Today, the number of 
payments made using cryptocurrencies is consistently on the rise, with 
several companies (such as Microsoft, Expedia, etc.) accepting Bitcoin 
and other cryptocurrencies, and others allowing customers make cryp-
tocurrency payments via crypto payment gateways such as Bitpay—a 
cryptocurrency payment processor that enables to accept cryptocurrencies 
as a payment method. 

Finally, it is worth noting that FinTech may also hit banks on the costs 
side (Martino, 2021). Indeed, these new competitors can create pressure 
on banks to modify or adapt existing products and services in order to 
stay competitive and affect the willingness of customers to do business 
with banks, requiring substantial expenditures (investments) that put a 
burden in the income statement of banks. 

To date, the size of the competition is still limited, but activity is 
accelerating as shown in the latest report by the Cambridge Centre for 
Alternative Finance (CCAF). In this respect, Fig. 5.2 shows that, globally, 
transactions via FinTech platforms have experienced significant growth 
over the years, with platform activity reaching its peak at USD 419 billion 
in 2017. As shown in Fig. 5.2 market development followed very different 
paths in China and the rest of the world, with the former that experienced 
a quick and dramatic cycle of boom and bust. Notably, while in the earlier 
years the role of the Chinese P2P lending industry served as a substantive 
and dominant driver of total transaction volume, making up the largest 
market shares and growing at a considerable pace, the prominence of the 
Chinese lending marketplace has subsequently decreased significantly due 
to regulatory changes introduced in 2018. By contrast, when observing 
the rest of the world total transaction volumes attributed to alternative 
finance platforms followed a steady and gradual growth trajectory, with 
the global volumes that rose from $44 billion in 2015 to $113 billion in 
2020.

Looking at the geographic distribution in 2020, the United States and 
Canada amount to 65% of global market volumes, followed by the United
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Fig. 5.2 Total global alternative finance volume 2015–2020, USD (Source 
Own processing of data from “The 2nd Global Alternative Finance Market 
Benchmarking Report” by the Cambridge Centre for Alternative Finance 
[CCAF])

Kingdom (11%) and Europe (9%), as reported in Fig. 5.3. With specific 
regard to the European context, Fig. 5.4 shows that market volumes 
(including the UK) grew consistently from $1.5 billion in 2013 to $22.6 
billion in 2020.

Interestingly, when looking at users of FinTech platforms, Fig. 5.5 
shows that it is predominantly banked individuals and businesses (i.e. users 
that have access to a full suite of financial services) that are currently using 
these new sources of financing (i.e. digital lending and capital raising).1 

This demonstrates the potential of FinTech to reach traditional banks’ 
customers, in addition to underbanked (users with access to some basic 
financial services, but not a complete suite) or unbanked (users not served 
by or with access to any traditional financial service) users, meaning that it 
may threaten banks’ business. A recent study by Eça et al. (2022) concurs, 
finding that FinTech firms serve high quality and creditworthy small busi-
nesses who already have access to bank credit, thereby suggesting that

1 Data from the CCAF Report also shows the trend towards more intensive use of 
FinTech platforms by unbanked or underbanked in less developed geographical areas 
(Sub-Saharan Africa, Asia-Pacific). This highlights the potential of FinTech to facilitate 
financial inclusion. 
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Fig. 5.3 Market share of alternative finance activity by region (Source Own 
processing of data from “The 2nd Global Alternative Finance Market Bench-
marking Report” by the Cambridge Centre for Alternative Finance [CCAF]) 

Fig. 5.4 European online alternative finance market volumes 2013–2020, USD 
(Source Own processing of data from “The 2nd Global Alternative Finance 
Market Benchmarking Report” by the Cambridge Centre for Alternative Finance 
[CCAF])
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Fig. 5.5 Banking status, by region, of users of FinTech platforms (Source Own 
processing of data from “The 2nd Global Alternative Finance Market Bench-
marking Report” by the Cambridge Centre for Alternative Finance [CCAF]) 

these new players directly compete with banks for the same segment of 
firms and do not cater to different, riskier firms. 

Overall, the reported data document the recent growth of FinTech 
credit. However, it is worth mentioning that, to date, it is difficult to 
estimate how large FinTech credit will become in the future and the 
related implications for banks or, in other words, whether these alter-
native forms of credit will complement more traditional intermediaries or 
rather substitute for them (Cornelli et al., 2023; Thakor,  2020). 

5.2.2 FinTech and Banking Efficiency 

Notwithstanding the potential risks identified above, the literature 
suggests that FinTech can also bring about certain opportunities for 
banks to improve their efficiency in terms of costs reduction and/or an 
increase in revenues (Colombini, 2018), and consequently, to potentially 
improve their profitability. Notably, scholars argue that the use of new 
technologies may offer banks solutions to increase cost efficiencies and 
address users’ complex needs, thereby improving their competitive advan-
tage (Lee et al., 2021; Martino, 2019; Yermack & Fingerhut, 2019). 
For example, Lee et al. (2021) identify multiple channels through which
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FinTech can affect bank efficiency. They suggest that FinTech can facil-
itate financial innovation and shape the way banks conduct business, 
thereby affecting bank efficiency as the application of new technologies 
is expected to reduce bank costs over time (e.g., through the automati-
zation of internal processes); it can also change the delivery channels for 
financial services, as well as promote the development of new and more 
complex financial products. The European Supervisors Authorities (ESAs) 
also acknowledged the potential of FinTech for banks, suggesting that the 
use of new technologies can allow financial intermediaries to develop and 
distribute their products and services to a wider consumer base, poten-
tially faster and at a lower cost, in turn reducing barriers to entry and 
time to market for new products, and fostering financial innovation (ESA, 
2022). Moreover, by leveraging on the wide range of consumer data made 
available through digitalization and advanced data analytics techniques, 
such as big data analytics, machine learning and AI,2 financial interme-
diaries may be capable of better understanding consumers’ needs and 
preferences and customizing their marketing approaches and products 
accordingly, thereby boosting the personalization of financial products 
and services. 

Hence, if banks are able to integrate new technologies into their busi-
ness model in order to provide their services, they may exploit their 
benefits to improve banks efficiency in terms of cost and time reduc-
tion of operations.3 This can also be instrumental to improving the 
quality of the services offered to clients, thereby providing an important 
competitive edge. The considerations above are particularly interesting 
in terms of banks’ potential profitability as new technologies may lower 
banks’ operational costs, by improving banking processes’ efficiency, and 
increasing bank revenues through the provision of new banking products 
and services.

2 Artificial intelligence refers to the general ability of computers to emulate human 
thought and perform tasks in real-world environments, while machine learning refers to 
the technologies and algorithms that enable systems to identify patterns, make decisions 
and improve themselves through experience and data. Machine learning is considered a 
subset of AI. Big data analytics, on the other hand, refer to the methods, tools and 
applications used to collect, process and derive insights from varied, high-volume, high-
velocity data sets. 

3 For a general overview about potential use cases of these new technologies, see the 
EBA (2018) Report on the prudential risks and opportunities arising for institutions from 
FinTech. 
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To date, many EU banks are embarking on digitalization projects 
aimed at streamlining and automating their back office operations in 
various areas ranging from trading in financial products, accounting and 
loan processing and administration to automated analysis and decision-
making and compliance (Boot et al., 2021; EBA 2017; Martino, 2021). 
Some banks are setting up innovation and accelerator hubs and entering 
into direct competition with FinTech firms developing new, digital-
oriented financial products and services that match customer needs (e.g., 
online trading platforms and alternative lending arrangements like P2P 
lending), with the aim of either protecting their existing revenues from 
the FinTech competition or achieving new revenues to increase their fees 
and commissions income. Other banks are acquiring or collaborating with 
FinTech firms and entering into partnerships with start-ups and tech-
nology firms in order to procure expertise for the digitalization of key 
processes, as well as to offer new and digital products to their existing 
customers (see Box 5.1). 

Box 5.1: An Example of Collaboration Between Banks and FinTech 
Firms 
Among the several initiatives undertaken to face the FinTech challenge, 
the Italian banking group Intesa Sanpaolo invested in 2022 £40 million in 
Thought Machine (as its technology partner), the next-generation cloud-
based banktech company, to create Isybank—the Group’s new digital 
banking platform—whose aim is to initially serve—with a wide range of 
digital banking services—the 4 million Intesa Sanpaolo retail customers in 
Italy who do not use the branch network. 

The growing attention of banks in FinTech technologies is also 
confirmed by the latest report on Risk assessments of the European 
Banking System by the EBA (2022), which shows the level of involve-
ment of EU banks in several FinTech’s technologies. As shown in Fig. 5.6, 
overall, the level of adoption of new technologies by banks has increased 
over the years. As an example, the use of artificial intelligence (AI) 
solutions (including machine learning and natural language processing 
[NLP]) continues to increase, with 83% of banks responding to the 
Risk Assessment Questionnaire (RAQ) reported that they already use 
AI (including machine learning and NLP), and an additional 12% is 
either pilot testing or developing AI systems for various use cases. Among
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them, the most common use cases of AI/machine learning are (1) fraud 
detection (82%), (2) Anti-Money Laundering/Countering the Financing 
of Terrorism (AML/CFT) purposes (80%), (3) creditworthiness assess-
ment or credit scoring (80%) or (4) profiling/clustering of clients or 
transactions (77%) (EBA, 2022). Other popular AI applications relate 
to real-time monitoring of payments, risk modelling, including regula-
tory credit risk modelling or conduct risk monitoring. The use of cloud 
computing has also increased, with 85% of RAQ respondents reported it 
to be in use, up from 71% in 2021, while changes in the use of other 
monitored financial technologies has been less pronounced. Interestingly, 
the new data collected on the use of application programming interfaces 
(APIs) and quantum computing indicate that almost all banks (95%) are 
already using APIs, while the use of quantum computing is at a very early 
stage—3% of banks reported it in use, additional 7% in pilot testing. 

The considerations above, taken together, provide a general overview 
on the main implications of FinTech for banks in terms of opportuni-
ties and risks. To conclude, it is worth mentioning the key role that 
regulation plays in the development of FinTech and its impact on the 
banking industry. On the one hand, regulations (e.g., capital, liquidity and 
risk-management requirements) for FinTech firms are necessary to foster 
innovation and/or competition while not compromising other policy 
objectives such as financial stability and customer protection (Ehrentraud

Fig. 5.6 Level of involvement of banks with the application of the selected 
technologies (Source Own processing of data from the EBA’s [2022] risk 
assessment report of the European banking system) 
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et al., 2021); on the other, the revision of existing rules and/or the 
introduction of new ones is crucial to promote the development and 
implementation of new technologies by banks in compliance with the 
existing regulatory framework (e.g., personal data protection). Hence, a 
clear and balanced regulatory framework is needed to enable FinTech to 
flourish and, at the same time, ensuring the safety and soundness of the 
banking system (and more in general of the financial industry), including 
consumer and other stakeholders protections. 

5.3 FinTech: Implications 

for the Entrepreneurial Finance Market 

Financial markets are affected by several problems (i.e. information 
asymmetry, uncertainty and transaction costs) which make the selection 
process, matching and monitoring difficult, preventing access to finance 
by some firms, such as entrepreneurial ventures. FinTech can affect the 
functioning of financial markets in different ways, providing new inno-
vations which potentially improve access to finance for firms and afford 
new possibilities for investors (Bollaert et al., 2021). This is particularly 
true for the market for entrepreneurial finance, which includes a wide 
array of sources of capital, such as venture capital (VC), angel investors, 
equity and debt finance. Notably, the emergence of new innovation tech-
nologies has prompted the development of new financial alternatives for 
seeding entrepreneurship, with many new players and new ways to finance 
entrepreneurial firms that have entered the arena (Bellavitis et al., 2017; 
Bertoni et al., 2022; Block et al., 2021; Martino et al., 2022). The most 
prominent examples of such innovative forms of entrepreneurial finance 
are crowdfunding and Initial Coin Offerings (ICOs), which have emerged 
as two distinct but important entrepreneurial finance segments of today’s 
ecosystem (Block et al., 2021; Bruton et al.,  2015). 

5.3.1 Crowdfunding 

According to Belleflamme et al. (2010, p. 5), crowdfunding involves 
“an open call, essentially through the Internet, for the provision of 
financial resources either in form of donation or in exchange for some 
form of reward and/or voting rights”. By leveraging the geographic and 
social reach of the internet to connect fundraisers to millions of poten-
tial backers (i.e. investors), crowdfunding allows entrepreneurs to obtain
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funds from a large audience (i.e. the crowd), where each individual will 
provide a very small amount instead of raising the money from a small 
group of sophisticated investors (Belleflamme et al., 2014; Bruton et al.,  
2015; Fleming & Sorenson, 2016; Moritz & Block, 2016). 

In a crowdfunding campaign, the process of fundraising takes place 
on the so-called crowdfunding platforms, i.e. internet-based platforms 
which act as intermediaries between the fundraiser (individuals, start-
ups or companies) and potential investors. Specifically, such platforms 
allow entrepreneurs to advertise and pitch their products and ideas to the 
community of online investors, in addition to providing infrastructures 
for managing payments and for keeping track of and communicating with 
backers (Agrawal et al., 2011; Fleming & Sorenson, 2016). In exchange 
for the services provided, platforms usually charge those receiving funds 
a fee, typically a percentage of the amount raised. 

The literature identifies four main models of crowdfunding, namely: 
reward, donation, lending and equity crowdfunding (e.g., Belleflamme 
et al., 2014; Block et al., 2018; Martino et al., 2022). In reward-based 
crowdfunding, entrepreneurs raise funds offering backers a reward for 
their support, which typically involves the delivery of a product or service 
of the company that will be commercialized if the project is successful. 
The donation-based crowdfunding entails no remuneration in exchange 
of the money pledged by backers; here, proponents are typically indi-
viduals or non-governmental organizations raising money to support 
humanitarian and artistic projects, while funders act as philanthropists 
who donate for charitable giving and/or social image. Contrary to the 
two abovementioned models, where funders do not receive a mone-
tary compensation, in equity and lending-based crowdfunding backers 
are investors in a campaign who may obtain monetary benefits. Specif-
ically, in lending-based crowdfunding the fundraiser borrows capital 
from the crowd in the form of loans, while funders receive interests in 
exchange for their capital provided. Finally, in the equity-based crowd-
funding the fundraiser offers equity stakes in exchange for the capital 
invested by the crowd. As such, the proponent is by definition a company 
(Vismara, 2018), while funders are shareholders who acquire ownership 
and voting rights with the intent to participate in the distribution of 
future profits (Ahlers et al., 2015). The equity-based crowdfunding is in 
most jurisdictions subject to securities laws.
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5.3.2 Initial Coin Offerings (ICOs) 

Similarly to crowdfunding, ICOs enable new ventures to raise money 
from the public. Specifically, an ICO can be defined as an event where 
a start-up or project sells its new cryptocurrency for the first time to the 
public in order to raise capital (Adhami et al., 2018; Fisch,  2019). In 
an ICO, the demand for capital usually consists of digital entrepreneurs 
aiming to raise capital to launch a new business or to foster the growth of 
their entrepreneurial ventures, especially in the blockchain industry (Fisch, 
2019). However, it has the potential to reach traditional business as well. 

To start an ICO, the start-up or project team will usually publish 
a document called a “white paper”, which describes the details of the 
project, including, for example: the cryptocurrencies that they are going 
to offer, a description of the project (e.g., team description, business plan, 
development roadmap), as well as the technical specifications and ICO 
details (Adhami et al., 2018). 

Although an ICO presents similarities with crowdfunding, it has some 
key features that make it different from crowdfunding and other forms of 
entrepreneurial finance: in particular, its offering has a different nature— 
i.e. tokens—and it uses blockchain technology for verification instead of 
crowdfunding platforms (Martino et al., 2020a, 2020b). 

Firstly, a key feature of ICOs is that they sell tokens to investors, which 
represent blockchain-based digital assets. Specifically, a token corresponds 
to a unit of value issued by a venture and covers a wide range of applica-
tions (Bellavitis et al., 2021; Fisch,  2019; Howell et al.,  2020): it can be 
an utility token which assigns a right to investors to redeem the token for 
a company’s product or service once developed, or a security token, which  
resembles traditional financial investments and has an underlying invest-
ment asset that investors acquire. As equity crowdfunding, the offering 
of security tokens—called Security Token Offerings (STOs)—is in most 
jurisdictions subject to securities laws. Beyond the distinction between 
utility and security tokens, it is worth noting that often all tokens are 
cryptocurrencies that are meant to function as a currency in the venture’s 
own ecosystem (Fisch, 2019). 

Another key feature of ICOs is that they work on a blockchain tech-
nology—the distributed ledger technology behind bitcoin (and other 
cryptocurrencies)—on which tokens are issued and sold. The blockchain 
technology can be defined as a digital, decentralized and distributed 
ledger that is constantly updated (Martino, 2021; Yermack, 2017). It
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represents a central innovation in the FinTech space, enabling a novel 
approach to recording and transmitting data across a network in an 
immutable manner. The blockchain technology serves as a processing 
platform, enabling a direct transaction between ICO investors and ICO 
firms via peer-to-peer financing (Adhami et al., 2018; Bellavitis et al., 
2021; Howell et al.,  2020; Tapscott & Tapscott, 2017). More specifically, 
the distributed ledger technology of blockchain enables entrepreneurs to 
raise funding without involving any intermediaries, since investors can buy 
tokens directly from the ICO-conducting venture, resulting in a complete 
disintermediation of the financing process4 (Momtaz, 2021). 

It is widely acknowledged in the literature that both crowdfunding 
and ICOs have the potential to expand access to financial resources to 
those often excluded from traditional forms of entrepreneurial finance or, 
in other words, to underrepresented groups of potential entrepreneurs 
such as remotely located companies, female entrepreneurs, minority 
entrepreneurs (in terms of ethnicity), as well as companies with younger 
top management team (TMT) members (Cumming et al., 2021; Fisch  
et al., 2022). Compared to traditional forms of entrepreneurial finance, 
both crowdfunding and ICOs dramatically lower the cost of fundraising5 

(Agrawal et al., 2015) and, by leveraging the geographic and social reach 
of the Internet, they can overcome the distance-related economic frictions 
usually associated with financing entrepreneurial ventures, thereby helping 
overcome an early-stage gap of start-ups (Agrawal et al., 2011; Fisch et al., 
2022; Fleming & Sorenson, 2016; Howell et al.,  2020; Martino et al., 
2022). In addition, both crowdfunding and ICOs may provide benefits 
for investors as well, by expanding the range of investment opportunities. 
Notably, they allow anyone (e.g., small investors) to invest any amount in

4 In this respect, it is worth noting that a new variant of ICOs has recently emerged, 
namely initial exchange offerings (IEOs), which introduces an intermediary platform in 
the token offerings. Specifically, IEOs rely on cryptocurrency exchanges to ensure the 
trustworthiness of potential projects and to connect high-quality projects to potential 
investors (see, for example, Chen & Bellavitis, 2020). However, to date, IEOs represent 
a tiny portion of the overall market. 

5 Regarding the cost of fundraising, it is worth mentioning that ICOs allow to further 
reduce costs included in fundraising by avoiding compliance and intermediary costs thanks 
to the blockchain technology, which eliminates the middleman such as crowdfunding 
platforms. 
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a company, thus dramatically reducing entry barriers to participate finan-
cially in the successes of start-up companies (i.e. democratize participation 
in financial markets). 

Notwithstanding the abovementioned benefits for entrepreneurs and 
investors, it is also worth mentioning potential risks that both crowd-
funding and ICOs can pose, particularly for investors. In contrast to 
other sources of entrepreneurial finance, both crowdfunding and ICOs 
are currently characterized by a comparably low degree of regulation 
which exacerbates uncertainty and potentially increases investment risk 
(Bellavitis et al., 2020; Cumming et al., 2019; Martino et al., 2022; Rossi 
et al., 2021). In particular, as Block et al. (2021) note, the regulation 
of crowdfunding and ICOs is largely contingent on the offering char-
acteristics: while equity/lending crowdfunding and STOs are subject to 
securities laws in some jurisdictions, the reward/donation-based crowd-
funding and utility token offerings are conducted in a legal grey zone 
with no need to comply with any registration or disclosure requirements. 
In the EU context, for example, it is useful to recall the Regulation on 
European Crowdfunding Service Providers (ECSP) for business ([EU] 
2020/1503), which lays down uniform rules across the EU for the provi-
sion of investment-based and lending-based crowdfunding services related 
to business financing. These new rules aim to provide an aligned and 
enhanced investor protection framework, based on clear rules on informa-
tion disclosures for project owners and crowdfunding platforms, rules on 
governance and risk management for crowdfunding platforms, as well as 
strong and harmonized supervisory powers for national authorities over-
seeing the functioning of crowdfunding platforms. Therefore, depending 
on how they are structured, crowdfunding and ICOs may not be captured 
by the existing rules and may fall outside of the regulated space with 
the level of investor protection being at a minimum as there is only a 
limited basis (only broader laws) to pursue legal action after the offering. 
Accordingly, this low degree of regulation makes ICOs and crowdfunding 
vulnerable to fraud and illicit activities6 (ESMA, 2017; SEC, 2021). This 
is particularly true for the ICO industry, where empirical studies show 
the high prevalence of frauds, such as “exit scams” in which the venture 
team disappears after raising funds thereby swindling investors, as well as

6 For more details about risks involved in crowdfunding and ICOs see, for example: 
the ESMA alerts investors to the high risks of Initial Coin Offerings (ICOs) published in 
2017, as well as the SEC (2021) Crowdfunding for investors—Updated investor bulletin. 
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the high exposure to market manipulation, such as “pump-and-dump” 
schemes in which actors coordinate to bid up the price of coins before 
selling at a profit (Bellavitis et al., 2021; Fisch, 2019; Hornuf et al., 2022; 
Martino et al., 2022). For instance, a study by Hornuf et al. (2021) 
investigates the extent of fraud in ICOs identifying, in total, 274 fraud 
cases within the 1393 ICOs studied: 188 were suspected and 175 were 
confirmed fraud cases. 

Hence, the considerations above underline once again the importance 
of regulation for the development of FinTech in general, and more specif-
ically for crowdfunding and ICOs, which should aim at reducing the risk 
of fraud and ensuring better investor protection, without hampering the 
beneficial effects of these new innovations. 
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CHAPTER 6  

An Introduction to Sustainable Finance 

Abstract This chapter introduces the phenomena of sustainable finance, 
providing a discussion about its main implications for the banking 
industry and financial markets. In particular, this chapter examines the 
role of banks in sustainable finance, highlighting the main recent regula-
tory developments in the industry, and how banks are responding to the 
increased demand for their commitment to sustainability issues. More-
over, it explores recent developments in financial markets, where a host 
of new financial instruments are available to meet Environmental, Social 
and Governance (ESG) concerns. 

Keywords Sustainability · ESG · Sustainable finance · Banks · Financial 
markets 

6.1 The Rise of Sustainable Finance 

Today, the world is facing great social, environmental and economic chal-
lenges. A growing number of scientists has over the past decade issued 
warnings about the dangers of climate change, environmental degrada-
tion, social issues and other related problems (e.g., poverty, economic 
inequalities, and, more recently, mitigating pandemic threats) (Levy, 
2021; Pizzi et al., 2021). It has become clear that economic activities
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are strictly linked to society and the environment, making it urgent to 
reconcile economic and social development on the one hand, and envi-
ronmental protection on the other, before the abovementioned problems 
become irreversible. 

Accordingly, improved sustainability of industrial activities has become 
a key topic of discussion among policy-makers and industrial decision-
makers around the world (Scordato et al., 2018; Stoycheva et al., 2018). 
In 2015, for example, the “Transforming our World: the 2030 Agenda for 
Sustainable Development”—including its 17 Sustainable Development 
Goals (SDGs) and 169 targets (Fig. 6.1)—was adopted by Heads of State 
and Government at a special United Nations (UN) summit. 

The Agenda is a commitment to eradicate poverty and achieve sustain-
able development by 2030 worldwide, ensuring that no one is left behind. 
A key feature of the Agenda is that the SDGs are global in nature and 
universally applicable, taking into account national realities, capacities and 
levels of development and specific challenges. This means that all coun-
tries have a shared responsibility to achieve the SDGs, and all have a 
meaningful role to play locally, nationally as well as on the global scale. 
Moreover, the 2030 Agenda integrates in a balanced manner the three

Fig. 6.1 The 17 sustainable development goals (Source United Nations) 
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dimensions of sustainable development—economic, social and environ-
mental. It is also indivisible, in a sense that it must be implemented as 
a whole, in an integrated rather than a fragmented manner, recognizing 
that the different goals and targets are closely interlinked. 

In addition, the Paris Agreement—the first-ever universal, legally 
binding global climate change agreement—was adopted the same year at 
the Paris climate conference (COP21). It sets out a global framework to 
avoid dangerous climate change by limiting global warming to well below 
2 °C and pursuing efforts to limit it to 1.5 °C. It also aims to strengthen 
countries’ ability to deal with the impacts of climate change and support 
them in their efforts. 

The EU (and its Member States) has played a leading role in the 
process that led to the adoption of the 2030 Agenda for Sustainable 
Development and its 17 SDGs, and it is among the almost 190 Parties 
that signed the Paris Agreement. Moreover, among the several initiatives 
undertaken by the EU in this respect, it is worth mentioning the Euro-
pean Green Deal which is a package of policy initiatives, which aims to 
set the EU on the path to a green transition, with the ultimate goal 
of reaching climate neutrality by 2050.1 On this path towards sustain-
ability, understood in a broad sense, sustainable finance plays a key role 
in delivering on the policy objectives under the European Grean Deal as 
well as the EU’s international commitments on climate and sustainability 
objectives. 

According to the European Commission (EC), sustainable finance 
refers to the process of taking environmental, social and governance 
(ESG) considerations into account when making investment decisions in 
the financial sector, leading to more long-term investments in sustainable 
economic activities and projects. Environmental considerations include 
climate change mitigation and adaptation, as well as the environment 
more broadly, for instance the preservation of biodiversity, pollution 
prevention and the circular economy. Social considerations refer to 
issues of inequality, inclusiveness, labour relations, investments in human 
capital and communities, as well as human rights issues. The governance 
of public and private institutions—including management structures, 
employees relations and executive remuneration—plays a fundamental

1 See, for more details: https://commission.europa.eu/strategy-and-policy/priorities-
2019-2024/european-green-deal_en. 

https://commission.europa.eu/strategy-and-policy/priorities-2019-2024/european-green-deal_en
https://commission.europa.eu/strategy-and-policy/priorities-2019-2024/european-green-deal_en
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role in ensuring the inclusion of social and environmental considerations 
in the decision-making process. 

The EU has been at the forefront of efforts to build a financial system 
that supports sustainable growth. To this end, the Commission has since 
2018 been developing a comprehensive policy agenda on sustainable 
finance, comprising the “action plan on financing sustainable growth and 
the development of a renewed sustainable finance strategy” in the  frame-
work of the European Green Deal, and the new “strategy for financing the 
transition to a sustainable economy” on 6 July 2021. All these initiatives 
aim to support the financing of the transition to a sustainable economy 
by proposing actions to pursue. 

In the next sections, we explore how the financial system can support 
the transition to a sustainable economy, focusing particularly on the role 
of the banking industry and financial markets, where a host of new 
instruments are available to finance sustainable investments. 

6.2 Banking and Sustainable Finance 

Given its role in allocating financial resources to the economy, the banking 
sector is called upon to play a leading role in a new model of economic 
development geared towards sustainability developments (Bose et al., 
2018; Chen et al.,  2022; Cosma et al., 2020; Wu & Shen,  2013; 
Zimmermann, 2019). This is due to the specific activities of credit and 
financial intermediation, such as screening, monitoring, enforcement, the 
possible consideration of environmental, social and governance factors 
in funding provision and investment activities (Cosma et al., 2020). In 
other words, banks can play a pivotal role in financing the transition to 
a greener and more sustainable economy, favouring—in the process of 
granting credit—those business initiatives oriented towards combining 
economic-financial objectives with social and environmental ones and, 
more generally, promoting sustainable investment initiatives in the allo-
cation of savings (Miralles-Quirós et al., 2019; Umar et al.,  2021). The 
underlying assumption is that if banks are willing to change their invest-
ment strategies encompassing ESG factors, then sustainable growth could 
be possible (Ahmed et al., 2018; La Torre et al., 2021). 

The EU banking regulators have pictured a precise ESG path with the 
aim to further connect the banking industry with sustainability (EBA, 
2019; ECB,  2020). For example, through the “Action plan on sustain-
able finance” (2019), the EBA has defined a roadmap providing for the
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regulation of the integration of ESG factors within the strategy, business 
model and risk management of banks by 2025, as well as the definition of 
prudential supervision requirements and sustainability disclosure criteria. 
Moreover, at the end of 2022, the EBA published a roadmap outlining 
the objectives and timeline for delivering mandates and tasks in the area 
of sustainable finance and ESG risks. This roadmap—which builds on 
and replaces the EBA’s first action plan on sustainable finance—explains 
the EBA’s sequenced and comprehensive approach over the next three 
years to integrate ESG risks considerations in the banking framework and 
support the EU’s efforts to achieve the transition to a more sustainable 
economy. It ensures continuity of actions assumed under the previous 
action plan, while accommodating the necessary adjustments following 
the market and regulatory developments, including new mandates and 
new areas of focus, as reported in Fig. 6.2. Specifically, in the area of 
transparency and disclosures, the EBA will continue its work related to 
the development and implementation of institutions’ ESG risks and wider 
sustainability disclosures. Similarly, the EBA will continue its efforts to 
ensure that ESG factors and risks are adequately integrated in institutions’ 
risk management framework and in their supervision, including through 
further developments on climate stress tests. In the area of prudential 
regulation, the EBA has initiated an assessment of whether amendments 
to the existing prudential treatment of exposures to incorporate envi-
ronmental and social considerations would be justified. Furthermore, the 
EBA will contribute to the development of green standards and labels 
and measures to address emerging risks in this field, such as green-
washing. Finally, the EBA will be assessing and monitoring developments 
in sustainable finance and institutions’ ESG risk profile, including on the 
basis of the expected supervisory reporting.

Among the different initiatives undertaken by the EBA in this field, 
it is also worth mentioning the “Guidelines on loan origination and 
monitoring”2 (2020), which introduced prominently environmentally 
sustainable lending dimensions, and set requirements for institutions to 
consider ESG factors and associated risks in their credit policies and proce-
dures. This means that institutions should incorporate ESG factors and 
associated risks in their credit risk appetite and risk management policies, 
credit risk policies and procedures, adopting a holistic approach.

2 This document represents the first specific policy measure developed by the EBA 
incorporating sustainability considerations. 
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Fig. 6.2 EBA’s key objectives of its roadmap on sustainable finance (Source 
European Banking Authority [2022])

Following the increased demand to account for ESG issues, a growing 
number of banks has in recent years strengthened their commitment 
to sustainability objectives, considering ESG factors in the assessment 
of customers’ lending and credit scoring, creating specific products and 
services to finance eco-sustainable investments or carrying out initiatives 
consistent with environmental and social objectives (e.g., Avrampou et al., 
2019; Birindelli et al., 2015; Broccardo et al., 2016; Cosma et al., 2020). 
As an example, it is useful to recall the Principles for Responsible Banking, 
signed by 130 international banks (e.g., Citigroup, Deutsche Bank, Intesa 
Sanpaolo, Santander, Crédit Agricole, etc.), whose aim is to align prod-
ucts, services and business strategies not only with individual clients and 
investors’ needs and expectations, but also with social values and objec-
tives, in particular, with the objectives adopted with the Paris Agreement 
on climate change and the United Nations SDGs.
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Banks’ current sustainability offerings are typically incorporated in 
traditional lending products. For example, green loans have attracted 
worldwide attention in recent years due to the increasingly striking envi-
ronmental problems caused by economic activities (Li et al., 2018). 
According to the Green Loans Principles (Box 6.1), green loans are any 
type of loan instrument made available exclusively to finance or re-finance, 
in whole or in part, new and/or existing eligible Green Projects. Hence, 
they are fundamentally loans meant for environmentally friendly purposes, 
such as reducing CO2 emissions, or purposes contributing to the green 
transition in society. For example, households may obtain green loans to 
purchase an electric car, or for installing solar cells on the roof of a house, 
while companies may obtain green loans to build zero emission buildings. 

Box 6.1: The Green Loan Principles (GLP) 
The Green Loan Principles (GLP) have been developed by an experienced 
working party, consisting of representatives from leading financial insti-
tutions active in the global syndicated loan markets (i.e. Loan Market 
Association, Asia Pacific Loan Market Association, Loan Syndications & 
Trading Association), with a view to promoting the development and 
integrity of the green loan product. Specifically, the GLP comprise volun-
tary recommended guidelines, to be applied by market participants on a 
deal-by-deal basis depending on the underlying characteristics of the trans-
action, that seek to promote integrity in the development of the green 
loan market by clarifying the instances in which a loan may be categorized 
as “green”. It is worth noting that these principles build on and refer 
to the Green Bond Principles (GBP) of the International Capital Market 
Association, which we address in the next paragraph. 

To be qualified as a green loan, a loan should be structured in align-
ment with the Green Loan Principles, which provide an international 
standard based on the following four core components (The World Bank, 
2021): 

1. Use of Proceeds: Designated green projects should provide clear envi-
ronmental benefits, which will be assessed, measured, and reported 
by the borrower. 

2. Process for Project Evaluation and Selection: The borrower of a 
green loan should clearly communicate how it is organized to assess 
and select projects that will receive loan proceeds. In addition, the
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borrower explains how it will manage environmental and social risk 
of eligible projects. 

3. Management of Proceeds: The proceeds of a green loan should be 
credited to a dedicated account or tracked by the borrower to 
maintain transparency and promote the integrity of the product. 

4. Reporting: The principles recommend the use of qualitative perfor-
mance indicators and, where feasible, quantitative performance 
measures (e.g., energy capacity, electricity generation, greenhouse 
gas emissions reduced/avoided, etc.) 

Other instruments in this area are social loans, which aim to facilitate 
and support economic activity that mitigates social issues and challenges 
and/or achieves positive social outcomes. 

Finally, an innovative financing solution dedicated to the ESG tran-
sition of companies is sustainability-linked loans which feature a bonus 
mechanism that allows the company to obtain a discount on the cost 
of the loan upon achieving specific objectives key performance indicators 
(KPIs) in the ESG area (Box 6.2). In other words, they are characterized 
by interest margins that change depending on the borrower’s ability to 
meet certain sustainability metrics established by the borrower and lender 
at the time of loan origination, thereby incentivizing companies’ sustain-
ability performance (Pohl et al., 2023). These KPIs can refer to all the 
three dimensions (ESG) of the sustainability or specific areas, such as 
climate change and diversity among others. 

Box 6.2: An Example of Sustainability-Linked Loans 
The Italian banking group Intesa Sanpaolo supported in 2022 the Italian 
shipbuilding company Fincantieri with a e500 million “sustainability 
linked” revolving credit facility for the construction of cruise ships. The 
three-year financing is characterized by a pricing mechanism linked to the 
achievement of two performance indicators (“KPIs”), i.e. sustainability 
score, assigned annually by S&P Global and energy efficiency of the cruise 
ships delivered each year, thus linking the financing to the achievement of 
precise sustainability targets. 

It is worth noting that the working party, consisting of representa-
tives from leading financial institutions active in the global syndicated 
loan markets, provides specific guidelines for each of these types of loans.
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However, while principles for green and social loans are based around 
the abovementioned four core components (i.e. Use of Proceeds, Process 
for Project Evaluation and Selection, Management of Proceeds and 
Reporting), the principles for sustainability-linked loans are based around 
the following five core components: (1) Selection of KPIs, (2) Calibration 
of Sustainability Performance Targets (SPTs), (3) Loan Characteristics, 
(4) Reporting and (5) Verification. 

Although banks have taken steps to account for ESG factors in their 
activities, as discussed before, empirical studies (BlackRock FMA, 2021; 
EBA, 2020; Ehlers et al.,  2022; Yip  & Bocken,  2018) show that there are 
still challenges to address, particularly with regard to incorporate sustain-
ability within banks’ decision-making processes and business functions, 
such as risk management. For example, several studies (Ehlers et al., 2022; 
Kleimeier & Viehs, 2018; Nguyen et al., 2022; Yip  & Bocken,  2018) 
have investigated the pricing of climate-related risks in bank loan markets. 
From this perspective of analysis, it emerges that works are still in progress 
and further efforts by banks are needed. For example, a study by Yip 
and Bocken (2018) shows that although banks today have environment 
and social assessment guidelines in place for negative screening within 
the lending process; very few banks adjust the interest rate according 
to their borrowers’ degrees of sustainability performance. Moreover, a 
recent study by Ehlers et al. (2022) regarding the pricing of carbon risk 
in the syndicated loan market shows that, while there is a risk premium 
charged to borrowing firms with higher carbon intensities since the Paris 
Agreement, the level of the premium appears small relative to the mate-
rial risks. With specific regard to the EU context, it is worth mentioning 
a study made by BlackRock Financial Markets Advisory (2021) on 42  
EU banks, which explores the integration of ESG factors into banks’ 
risk management processes, business strategies and investment policies, as 
well as into prudential supervision (BlackRock FMA, 2021). This study 
shows that ESG integration in banks is at an early stage, and the pace of 
implementation needs to be accelerated in order to achieve effective ESG 
integration into banks’ risk management and business strategies, as well as 
prudential supervision. Specifically, it reveals that despite the fact that the 
majority of interviewed banks have strategies in place for the integration 
of ESG into lending and investments; there are seldom comprehensive 
KPIs or processes in place to monitor their implementation at an in-
depth level. Moreover, while some banks state that they tend to align their 
ESG strategy with international agreements (such as the UN SDGs or the
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Paris Agreement), few banks have publicly specified concrete action plans 
to achieve those aims and disclose the progress they have made towards 
them. Finally, the integration of ESG risks into risk models, as well as 
stress testing, ICAAP, ILAAP and regulatory processes, are seen to be at 
a very early stage. 

Hence, a gap still exists between what regulators ask and what is 
delivered in practice, which highlights the need for further efforts by 
banks to allow for a full integration of ESG factors within their busi-
ness. Notably, existing literature suggests that banks that aspire to be 
sustainable should bear in mind that the sustainability must be an inte-
gral part of banks’ DNA and of their overall strategy (e.g., EBA, 2019; 
Procopio et al., 2020; Galletta et al., 2021) and, therefore, integrated 
into their business plans, risk management, internal control framework 
and decision-making processes. This requires the creation and dissemi-
nation of a culture of “sustainability”, starting with the bank’s strategic 
supervisory and management bodies, then moving on to the functions 
involved in the operational management of credit processes, finance and 
services provided to customers, up to and including the risk management 
function. 

6.3 Sustainable Finance: New 

Developments in Financial Markets 

The financing of sustainable investments does not only concern banks, 
but it is a trend that also characterizes the most important institu-
tional investors globally (e.g., Black Rock), which are assigning increasing 
importance to the issue of sustainability when evaluating investments 
(Cunha et al., 2021; Edmans & Kacperczyk, 2022; Gibson Brandon 
et al., 2022; Van Duuren et al., 2016; Widyawati, 2020). Nowadays, 
more and more investors indeed look to align their portfolios with 
their financial goals and internationally recognized sustainability goals 
such as Paris Agreement or SDGs by the UN. The prevailing evidence 
that sustainability profiles positively influence the market performance of 
investments has prompted investors to integrate ESG information into 
their investment decisions (Bello, 2005; Schröder, 2004; Statman, 2000). 

Sustainable and responsible investments (SRIs) strategies are, in a 
broad sense, a long-term oriented investment approach which integrates 
ESG factors into investment decision-making, or, in other words, in the 
research, analysis and selection process of securities within an investment
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portfolio. Unlike conventional types of investments, SRIs apply a set of 
investment screens to select or exclude assets based on ecological, social, 
corporate governance or ethical criteria (Cunha et al., 2021; Renneboog 
et al., 2008; Riedl and Smeets, 2017; Sparkes and Cowton, 2004). 

The growing demand for sustainable investments points out the 
need for capital markets to join the race of reaching the ambitious 
Paris Agreement and the UN 2030 Agenda for sustainable develop-
ment (Popescu et al., 2021). In this changing context, green bonds—a 
growing subset of the ESG investing universe—have become increasingly 
popular among companies and investors looking to reorient capital flows 
towards more sustainable investments (Barua & Chiesa, 2019; Quirici, 
2020; Sangiorgi & Schopohl, 2021). Green bonds are innovative finan-
cial instruments in which the proceeds are invested exclusively in green 
projects that generate climate or other environmental benefits (Carè, 
2018; Flammer, 2021; Gianfrate & Peri, 2019). With a green bond, the 
issuer gets the capital to finance green projects, while the investors receive 
fixed income in the form of interest. At maturity, the principal is repaid, 
unless the issuer goes bankrupt. Hence, these instruments adopt a similar 
structure to other bonds, but have a specific constraint on the destina-
tion of the funds raised, for which an annual statement is required to 
inform investors of the actual use. The projects that can be financed cover 
a wide range of initiatives: energy efficiency, renewable energy, transport 
networks, natural resource management, among others. To qualify as a 
“certified” green bond, companies have to undergo third-party verifi-
cation to establish that the proceeds are funding projects that generate 
environmental benefits. This means that these instruments have to meet 
precise conditions defined by international guidelines, including the prin-
ciples of the ICMA (International Capital Market Association)3 and the 
standards of the Climate Bond Initiative4 (Ehlers & Packer, 2017). For 
example, the Green Bond Principles (GBP) by the ICMA are volun-
tary process guidelines that recommend transparency and disclosure and

3 The International Capital Market Association represents financial institutions active 
in the international capital market worldwide. Its mission is to promote resilient well-
functioning international and globally coherent cross-border debt securities markets, which 
are essential to fund sustainable economic growth and development. 

4 Climate Bonds Initiative is an international organization working to mobilize global 
capital for climate action. 
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promote integrity in the development of the green bond market by clari-
fying the approach for issuance of a green bond. Specifically, the Principles 
provide prospective issuers with guidance on the key components of 
green bond issuance, namely: (1) the use of proceeds for environmentally 
sustainable activities; (2) a process for determining project eligibility; (3) 
management of the proceeds in a transparent fashion that can be tracked 
and verified; and (4) annual reporting on the use of proceeds (ICMA, 
2021a). 

In addition to the abovementioned international certification mecha-
nisms available to any issuer, it is worth noting that many jurisdictions 
around the world are developing their own taxonomies of what consti-
tutes eligibility as a green bond. For example, the European Commission 
published in 2021 its proposal for a regulation to establish voluntary EU 
Green Bonds Standards (GBS) to improve the effectiveness, transparency, 
comparability and credibility of the market. This proposed Regulation sets 
a gold standard for how companies and public authorities can use green 
bonds to raise funds on capital markets to finance such ambitious large-
scale investments, while meeting tough sustainability requirements and 
protecting investors. As the EC mentioned, this will be useful for both 
issuers and investors of green bonds: while issuers will have a robust tool 
to demonstrate that they are funding legitimate green projects aligned 
with the EU taxonomy, investors will be able to more easily assess, 
compare and trust that their investments are sustainable, thereby reducing 
the risks posed by greenwashing. 

Since the European Investment Bank (EIB) pioneered the green bonds 
market by issuing the world’s first Climate Awareness Bond (CAB) in 
late 2007, the European market has remarkably grown, with an average 
of 50% per year in the period 2015–2020. Currently, the EU is a global 
leader in green bonds, with 51% of the worldwide volume of green bonds 
being issued (Barua & Chiesa, 2019; Cicchiello et al., 2022). More-
over, green bonds have attracted a variety of issuer types (Sangiorgi & 
Schopohl, 2021) including sovereigns, municipalities, supranational orga-
nizations as well as financial and non-financial corporations, particularly 
those in the utility, automotive and real estate sectors. 

In light of the growing interest in the world of ESG on the part of 
financial markets and institutions, there is now an evolution of sustain-
able financial products, designed according to standards and regulations 
issued at an international level. Alongside green bonds, other instruments 
include social bonds, the proceeds of which are earmarked for projects with



6 AN INTRODUCTION TO SUSTAINABLE FINANCE 107

a positive social impact, as well as sustainability bonds , whose funds are 
tied to projects with both environmental and social profiles. Specifically, 
social bonds are the use of proceeds bonds that raise funds for new and 
existing projects that address or mitigate a specific social issue and/or seek 
to achieve positive social outcomes. Examples of social project categories 
include providing and/or promoting: affordable basic infrastructure (e.g., 
clean drinking water, sewers, transport), access to essential services (e.g., 
health, education and vocational training, healthcare, financing and finan-
cial services), affordable housing, food security, etc. Sustainability bonds, 
on the other hand, are intended to finance green and social initia-
tives including, for example, energy efficiency and renewable energy, in 
addition to water efficiency, social infrastructure, etc. 

Finally, since 2019 there has been a strong increase in the issuance 
of a new type of sustainable finance instruments, i.e. sustainability-linked 
bonds (Antilici et al., 2022). According to the Principles of the ICMA, 
sustainability-linked bonds (SLBs) are any type of bond instrument for 
which the financial and/or structural characteristics can vary depending 
on whether the issuer achieves predefined sustainability/ESG objectives. 
In other words, penalties or benefits are provided to the issuer in the 
event of failure to achieve the predefined objectives or to meet them. 
In this way, issuers are thus committing explicitly (including in the bond 
documentation) to future improvements in sustainability outcomes within 
a predefined timeline. Those objectives are measured through predefined 
KPIs and assessed against predefined Sustainability Performance Targets 
(SPTs). Some examples of KPIs, mainly used by non-financial companies, 
are the level of greenhouse gas emissions and the level of efficiency in the 
use of natural resources, such as the increased use of renewable energy 
sources. The Box 6.3 provides an example of sustainability-linked bonds. 

Box 6.3. An Example of Sustainability-Linked Bonds 
It is worth mentioning the first (multi-tranche) SLBs issue launched on 
the European market by the energy group Enel. 

On 10 October 2019, Enel Finance International N.V., the Dutch-
registered finance subsidiary of Enel SpA, launched a multi-tranche 
“sustainable” bond for institutional investors on the European market 
totalling 2.5 billion euros. The bond was linked to the achievement of
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the United Nations Sustainable Development Goals (SDGs). In partic-
ular, this bond issue was linked to Enel’s ability to achieve the following 
Sustainable Development Goals: 

i. SDG 7 “Affordable and clean energy”, through the achievement, by 
31 December 2021 of a percentage of installed renewable generation 
capacity (on a consolidated basis) equal to or greater than 55% of 
total consolidated installed capacity. 

ii. SDG 13 “Climate action”, through the achievement of a level of 
greenhouse gas emissions by 2030 equal to or less than 125 g of 
CO2 per kWh, in line with the commitment to reduce Enel’s direct 
greenhouse gas emissions per kWh by 70% by 2030 compared to 
the 2017 values, as certified by the Science Based Targets initiative 
(SBTi) and consistent with the Paris Agreement on climate change. 

The issue was structured in several tranches. In order to explain the func-
tioning of this type of bond, let us consider the one with the longest 
maturity, i.e. 500 million euros at a fixed rate of 1.125%, maturing 17 
October 2034 and linked to SDG 13 “Climate action”. The specific condi-
tions were: if the sustainable target indicated under point (ii) above as of 
31 December 2030 is achieved, the interest rate (set at the time of issue, 
i.e. 1.125%) will remain unchanged to maturity; conversely, if that target 
is not achieved, a step-up mechanism will be applied, increasing the rate 
by 25 bps as of the first interest period subsequent to the publication 
of the report issued by a third-party expert charged with validating the 
methodology for measuring CO2 emissions applied by the Group. 

It is worth mentioning that the ICMA provides specific guidelines for 
the issue of each of these types of bonds. However, while principles for 
green, social and sustainability bonds are based around the abovemen-
tioned four core components (i.e. Use of Proceeds, Process for Project 
Evaluation and Selection, Management of Proceeds and Reporting), the 
principles for sustainability-linked bonds are based around the following 
five core components: (1) Selection of Key Performance Indicators 
(KPIs), (2) Calibration of Sustainability Performance Targets (SPTs), (3) 
Bond characteristics, (4) Reporting and (5) Verification (ICMA, 2021a, 
2021b, 2021c, 2021d). 

Compared to other ESG instruments, SLBs are more versatile, as they 
can be adapted to the sustainability strategy of the issuer and are uncon-
strained in the allocation of proceeds, which indeed is not reserved for
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specific purposes. The resulting greater freedom in the use of funds for 
the issuer represents the main difference from green bonds, social bonds 
and sustainability bonds. Indeed, as aforementioned, the latter state that 
the proceeds from placements are exclusively used to finance specific envi-
ronmental and/or social projects defined at issuance. Accordingly, while 
for these categories of instruments the relationship between financing and 
sustainability is ensured by limitations on the use of funds (compliance 
with which is periodically verified), the link between the raising of funds 
through the issuance of SLBs and the sustainability of their use is substan-
tiated: (i) in the credibility of the incentives for the issuer that derive from 
the penalty or premium mechanisms to be applied according to the degree 
of achievement of the sustainability performance defined at issuance and 
(ii) in the periodic verification of such performance. 

To conclude, it is worth noting that, at present, there is no evidence 
of potential displacement effects of SLBs emissions on the other ESG 
bonds emissions (or vice versa). By contrast, there are several examples 
of issuers that, as part of their overall sustainability strategy, have issued 
various types of ESG bond instruments, receiving a positive response from 
investors. 
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