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The creation of a single market in
financial services is vital to ensuring
the EU meets its Lisbon economic
reform goals.

Competitive financial markets help 
allocate capital efficiently, mobilise savings
and discipline company management.
Access to low-cost capital promotes the
growth of new and innovative businesses.
London Economics, a UK consultancy,
estimates that the benefits from integrat-
ing Europe’s wholesale capital markets
could amount to €130 billion, or 1.1% of
EU GDP, over the next decade.

Consequently, EU leaders made the
completion of the financial services
action plan (FSAP) a priority. The FSAP
seeks to reduce the legal obstacles
which prevent businesses – whether
banks, insurance companies or stock
exchanges – from selling their services
seamlessly across the EU.

On paper, at least, the FSAP is a success.
The EU has agreed 39 of the plan’s 42
measures. In December 2004, finance
ministers reached consensus on the one
important outstanding proposal: the 
capital adequacy directive, which sets the
rules for how much money banks must
set aside to help guard against insolvency.

Overall, the EU deserves credit for deliver-
ing such an ambitious legislative action
plan on time. It has made more progress
towards creating a single market in 
financial services than on any other of its
Lisbon targets. However, financial services

companies, particularly those based in the
City of London, have become increasingly
critical of the quality of the legislation.

In a frantic effort to meet the 2005 dead-
line, member states sometimes reached
less than satisfactory compromises on 
key legislation.At other times, the EU has
reneged on its commitment not to pro-
duce overly detailed or cumbersome laws.

Bogged down in endless rows over the
fine print of new directives, the Union
risks losing sight of the plan’s potential 
economic gains. As a result, some firms –
and even the British government – appear
to have lost confidence in the EU’s ability
to deliver a competitive single market for
financial services.

The EU’s biggest legislative failure was
the takeovers directive, which seeks to
create a level playing field for corporate
mergers and acquisitions. Member 
states finally reached agreement on the
proposal in December 2003, after more
than a decade of trying.

The Commission had originally proposed
outlawing ‘poison pill’ defences against 
takeover bids, such as the right of 
directors to sell off subsidiaries or issue
new shares without the permission of
shareholders. But German businesses
and politicians fought hard against 
this proposal, fearing prominent German
companies such as Volkswagen could
become vulnerable to foreign takeovers.
Heavy lobbying by Berlin persuaded the
European Parliament to vote down an
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earlier version of the directive in 2001.

The final text of the directive does ban
firms from taking defensive actions during
a takeover battle without shareholders’
express permission. But all member states
retain the right to opt out of this provision.
Moreover, even companies from countries
which have not opted out may still use 
poison pills if the takeover bid comes from
a country which allows such defences.
Similarly, Sweden and other member
states successfully watered down a clause
which would have restricted the ability of
family-run firms to maintain control by
using different classes of shares.

These opt-outs mean there is little chance
the directive will achieve its original aim of
encouraging more cross-border mergers
and takeovers within the EU.

Many financial services firms are equally
disappointed with the final outcome of
the investment services directive (ISD).
This legislation (now renamed the direc-
tive on markets in financial instruments)
establishes common rules for firms wish-
ing to compete across the EU and is thus
the cornerstone of the Union’s drive to
create a single market in financial services.

In late 2003, Italy (which at the time held
the EU’s rotating presidency) forced
through a protectionist amendment to 
the text of the directive, despite strong
opposition from Britain, Ireland, Sweden,
Finland and Luxembourg.This amendment
threatened to impose costly disclosure
rules on investment banks which trade
shares on their own books; a practice
known as ‘internalisation’.The City of
London claimed such measures, which
seemed designed to protect the Italian 
and other smaller stock exchanges from
investment bank competition, would cost
EU businesses up to €450 million a year in
higher share trading costs.

MEPs eventually succeeded in hammer-
ing out a compromise which went 
some way to addressing the concerns 
of financial services firms. However,
investment banks in particular remain
concerned that the final directive 
will diminish rather than increase 
competition in share trading.

The dispute over the ISD has over-
shadowed the economic gains that 

other parts of the EU’s action plan 
will deliver. For example, the European
Federation for Pension Retirement
(EFRP) estimates that the pensions
directive will save multinational firms 
as much as €10 billion a year.

This directive will mean that companies
can for the first time operate a single
pension fund for all their European
employees, and it will reduce restrictions
on where such funds can invest.
Similarly, the collateral directive,
which introduces common rules for 
how firms trade collateral (i.e. the
provision of cash or shares as a form 
of deposit in financial transactions),
will reduce the costs of cross-border
financial transactions.

Ultimately, the real damage of the ISD
affair is likely to prove political as much 
as economic. Until the Italian amend-
ments, the City of London had assumed
that, as by far the largest financial 
services sector in Europe, its views would
take precedence. Its defeat has left a 
bitter taste.

Similarly, the UK government – once 
the most enthusiastic proponent of the
FSAP – has now come out against any 
further major EU financial services 
legislative initiatives.The ISD row appears
to have reinforced a latent scepticism
within the powerful British Treasury,
with potentially damaging repercussions
for other aspects of the UK’s fractious 
relationship with Europe.

The FSAP will not be enough on its own

to create a fully functioning single 
market in financial services. But the EU
should pause to take stock before 
proposing a second action plan.

Many financial firms fear that they will
suffer from regulatory indigestion 
while they spend the next few years
implementing 14 major legislative 
measures. It is also far too soon to 
judge whether the FSAP measures 
will ultimately prove a success.The
Commission, member states and 
regulators must now focus on the 
effective implementation and enforce-
ment of this raft of new legislation.

Member states do not have a good record
of efficiently implementing financial 

services laws.The FSAP could still founder
on residual protectionist behaviour by
national regulators and governments.

As a result, Internal Market Commissioner
Charlie McCreevy has indicated that 
he does not intend to bring forward
major new legislative measures for
wholesale financial markets. But the 
Commission is likely to turn its attention
to the highly fragmented retail financial
services market soon.

European consumers stand to gain greatly
from increased cross-border competition
between banks, insurance and investment
firms. But the Commission must learn the
lessons of the existing FSAP and adopt a
light-touch and pragmatic approach
towards stimulating competition in the
retail market.
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McCreevy: tasked with building on the progress already made


