
The ECB – or how to become
less conventional
By Jérôme Creel and Paul Hubert

The  gloomy  economic  situation  in  the  euro  zone  and  the
deflationary risks it is facing are leading the members of the
European  Central  Bank  (ECB)  to  consider  a  new  round  of
quantitative easing, as can be seen in recent statements by
German, Slovakian and European central bankers. What might
this  involve,  and  could  these  measures  be  effective  in
boosting the euro zone economy?

Quantitative easing (QE) includes several different types of
unconventional  monetary  policy.  To  define  them,  it  is
necessary  to  start  by  characterizing  conventional  monetary
policy.

Conventional  monetary  policy  involves  changing  the  key
interest rate (the rate for so-called medium-term refinancing
operations) by what are called open market operations so as to
influence financing conditions. These operations can change
the size of the central bank’s balance sheet, including by
means of money creation. So there is a stumbling block in
distinguishing between conventional and unconventional policy:
increasing the size of the central bank’s balance sheet is not
sufficient in itself to characterize an unconventional policy.

In contrast, strictly speaking an unconventional quantitative
easing policy gives rise to an increase in the size of the
central  bank’s  balance  sheet  but  without  any  immediate
additional money creation: the extra liquidity provided by the
central bank to the commercial banks serves to increase their
reserves with the central bank, so long as these reserves are
ultimately used for the subsequent acquisition of securities
or to grant loans. These reserves, which are the commercial
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banks’ safe assets, help to consolidate their balance sheets:
risky  assets  decrease  in  proportion,  while  safe  assets
increase.

Another type of unconventional monetary policy, qualitative
easing, consists of modifying the structure of the central
bank’s balance sheet, usually on the assets side, but without
changing the size of the balance sheet. This may mean that the
central bank purchases riskier securities (not AAA rated) to
the detriment of safer securities (AAA). In doing this, the
central bank reduces the amount of risk on the balance sheets
of the banks from which it has acquired these higher-risk
securities.

A  final  type  of  unconventional  monetary  policy  involves
conducting  an  easing  policy  that  is  both  qualitative  and
quantitative: credit easing, i.e., the size of the balance
sheet of the central bank and the resulting risk increase in
concert.

Unconventional monetary policies that are often attributed to
the ECB include operations to provide long-term liquidity (3
years) at low interest rates, as was done in November 2011 and
February 2012, and which were described as very long-term
refinancing  operations  (VLTRO).  But  were  these  really
unconventional large-scale operations? On the one hand, these
operations  involved  not  trillions  of  euros  but  an  amount
closer  to  500  billion,  which  is  not  negligible  after
correcting for bank repayments to the ECB. On the other, the
LTRO operations are part of the ECB’s conventional policy
arsenal. Finally, these operations were partially sterilized:
the loans granted by the ECB to the commercial banks were
offset by sales of securities by the ECB, thereby altering the
structure of its assets. So we can conclude that the VLTRO
operations  were  in  part  “conventional”  and  in  part
“unconventional”.

The situation is different for the Securities Market Programme



mechanism,  which  consisted,  on  the  part  of  the  ECB,  of
purchasing government debt on the secondary markets during the
sovereign debt crisis. This mechanism led to increasing the
size of the ECB’s balance sheet, but also the risk involved:
the policy of credit easing has indeed been an unconventional
policy.

Given the different definitions of unconventional policy in
current use, it is helpful to recall that the ECB explicitly
indicates the amounts it has agreed within the framework that
it sets for its unconventional policies, which are called
Securities held for monetary policy purposes. These amounts
are graphed in the figure below. They show the frequency and
magnitude  of  the  monetary  activities  that  the  ECB  itself
defines as unconventional.

The three different measures shown in the figure (size of the
ECB’s balance sheet, LTRO amounts, and amounts of Securities
held for monetary policy purposes) are expressed in billions
of euros. The first two went up in the fourth quarter of 2008
after the bankruptcy of Lehman Brothers, whereas the third
measure of unconventional policy started only in June 2009. We
then see a new joint deepening of these measures at end 2011.
Following this episode, the amount of LTRO operations came to
1090 billion euros, which represented about 50% of euro zone
GDP (2,300 billion euros), i.e., about one-third of the ECB’s
balance  sheet,  while  the  amount  of  Securities  held  for
monetary policy purposes was only 280 billion euros, or 13% of
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euro zone GDP, about a quarter of the LTRO operations. It is
interesting to note that the ECB’s monetary policy, which
depends on the banks’ demand for liquidity, changed in 2013.
One can interpret the reduction in the balance sheet size as a
sign of a less expansionary policy or as a reduction in the
demand for liquidity from the banks. In the first case, this
would  indicate  that  the  strategy  for  ending  the  monetary
easing policy probably came too early in terms of the European
economy  –  hence  the  recently  evoked  recourse  to  new
unconventional  measures.

Until then, these measures had been formally introduced to
restore  the  channels  for  transmitting  the  ECB’s  monetary
policy to the real economy, channels that in some euro zone
countries have been scrambled by the financial crisis and the
euro zone crisis. The way to restore these channels was to
inject liquidity into the economy and to increase the reserves
of the banking sector in order to encourage banks to start
lending again. Another objective of these policies was to send
a signal to investors about the central bank’s ability to
ensure the stability and sustainability of the euro zone, as
reflected in Mario Draghi’s famous “whatever it takes” [1]
statement on 26 July 2012.

In a recent working paper with Mathilde Viennot, we consider
the effectiveness of conventional and unconventional policies
during  the  financial  crisis.  We  estimate  how  much  the
conventional instrument and the purchases of securities held
for monetary policy purposes under the ECB’s unconventional
policies have affected interest rates and the volumes of new
loans  granted  in  various  markets:  loans  to  non-financial
corporations, to households and on the sovereign debt market,
the money market and the deposit market.

We show that unconventional policies have helped to reduce
interest  rates  on  the  money  market,  on  the  government
securities market and on loans to non-financial companies.
These policies have not, however, affected the volume of loans
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granted. At the same time, it turns out that the conventional
instrument,  whose  lack  of  effectiveness  was  one  of  the
justifications for implementing unconventional measures, had
the expected impact on almost all the markets surveyed, and
more  so  in  the  southern  euro  zone  countries  than  in  the
northern ones on the market for 6-month sovereign debt and for
real estate loans to consumers.

So it seems that unconventional policies have had a direct
impact  on  the  sovereign  debt  market  as  well  as  indirect
effects,  helping  to  restore  the  effectiveness  of  the
conventional instrument on other markets. One of the reasons
that helps to explain the weak impact of both instruments on
the volumes of loans granted is the need facing the commercial
banks [2] to shed debt and reduce the size of their balance
sheets by adjusting their portfolio of risk-weighted assets,
which has pushed them to increase their reserves rather than
to play their intermediation role and to demand relatively
higher compensation for each exposure taken.

Though  legitimate,  this  behaviour  is  affecting  the
transmission  of  monetary  policy:  interest  rates  fall  but
lending doesn’t restart. It thus seems important that monetary
policy is not based exclusively on the banking sector. If
there is a new round of unconventional operations, it should
be  focused  directly  on  the  acquisition  of  sovereign  or
corporate debt in order to bypass the banking sector. This
workaround  would  undoubtedly  lead  to  amplifying  the
transmission of monetary policy to the real economy. And it
would be welcomed for helping to avoid the risk of deflation
in the euro zone.[3]

 

[1] “The ECB is ready to do whatever it takes to preserve the
euro. And believe me, it will be enough.”
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[2] The reasoning behind unloading debt also applies to their
customers: the non-financial agents.

[3] See the post by Christophe Blot on this subject as well as
the recent Council of Economic Analysis (CAE) report by Agnès
Bénassy-Quéré, Pierre-Olivier Gourinchas, Philippe Martin and
Guillaume Plantin.

 

The  Barnier  proposal  on
banking  regulation:  whence
the wrath?
By  Jean-Paul  Pollin  (Université  d’Orléans)  and  Jean-Luc
Gaffard

This time the evidence is there and it’s irrefutable: the
reaction  of  the  French  “authorities”  to  the  proposed
structural reform of Europe’s banking sector proves that their
law on the so-called “separation of banking activities” was
nothing but a false pretence, a ruse to head off the European
Commission’s initiatives in this field (see this OFCE blog).
It was also an occasion for them to smoothly undercut the
report  by  Bourget,  whose  most  striking  passage  was  the
denunciation of finance as the “invisible enemy”, followed by
its  promise  to  create  distance  between  deposit  banks  and
trading banks (finance and investment banks). At the time this
declaration was well received – the innumerable eccentricities
of deregulated finance were held, rightly, to be responsible
for the “Great Recession” and it was considered necessary to
prevent  the  predatory  and  destabilizing  dynamics  of  the
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financial markets from returning to pollute the traditional
activities of lending and managing means of payment, whose
impact on the economy is significant and lasting.

But  these  ambitions  were  buried  a  few  months  later  by
legislation that separates almost nothing, as was agreed by
the bankers themselves: virtually all trading activities thus
remain closely linked to the commercial bank operations which
serve to strengthen them. During the debate on this law, one
of the arguments in defence of its feeble character was that
our  banking  system  should  not  be  put  at  a  disadvantage
relative to the Anglo-American institutions. MPs, including
Karine Berger, the law’s rapporteur, pretended to believe that
to preserve the City the British government would never dare
implement the recommendations of the Vickers report, which
advocated a strict separation of activities. It is curious to
see now that the UK has actually legislated in the manner
recommended, resisting the pressure of the financial lobbies,
whereas the French government not only capitulated to the
“invisible enemy” but now is battling against a less stringent
proposal than that adopted across the Channel.

Thus the Minister of the Economy expressed his wrath (cf. Le
Monde of 30 January 2014 and Le Monde  of 5 February 2014) at
European  Commissioner  Michel  Barnier,  whose  fault  was  to
propose a text that intends to follow the conclusions of the
Liikanen report and the recommendations of a report of the
European Parliament approved by a large majority last July.
But  there  is  nothing  shocking  about  this  text:  it  merely
prohibits trading for own account (directly, or indirectly
through exposure to the entities doing this) and imposes the
separation of trading activities (with the specific exception
of transactions in government securities) in institutions for
which  these  activities  reach  a  certain  absolute  and  /  or
relative size (as a percentage of assets). This should affect
only some thirty European banks which, it is true, include the
four largest French groups. In the end, France has become one
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of the most determined opponents of a reform that was the
subject, less than two years ago, of one of the main campaign
promises of the President-elect.

Equally  shocking  is  the  incongruous  intervention  of  the
Governor of the Bank of France, Mr. Noyer, who took it upon
himself to label Mr. Barnier’s project as irresponsible and
assert that it ran counter to the interests of the European
economy.  It  is  rather  improper  to  label  the  European
Commissioner  as  irresponsible,  when  he  has  actually
demonstrated a great deal of prudence in this matter. This
criticism is also indirectly targeted at the Working Group
chaired by the Governor of the Bank of Finland and composed of
well-known figures (including Mr. Louis Gallois) who could be
said, with due respect to Mr. Noyer, to be no less competent
or less familiar with the state of European interests than he
is. In reality their report offers a serious analysis and
thoughtful conclusions. It is an example of a well-documented
work,  clearly  argued  and  non-partisan,  which  should  be  a
source  of  inspiration  for  the  administration,  and  in
particular  the  Bank  of  France.  Yet  Mr.  Barnier’s
recommendations largely reflect the proposals in this earlier
report, while leaving even broader margins of appreciation to
the supervisor about possibilities for the separation of the
main trading activities, with the exception of own account
trading. This should not displease Mr. Noyer.

Nor are there any grounds to claim that the Barnier proposal
could undermine the financing of the European economies or
otherwise damage them. Nobody can seriously believe that this
financing can be performed efficiently only by universal banks
– particularly since we took so much pleasure recently in
recalling the importance of bank credit for the economies of
continental Europe. What actually worries Mr. Noyer (as well
as Mr. Mestrallet, the head of Paris Europlace) is the future
of trading, and more specifically the potential role of the
French banks. But the separation principle obviously does not
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imply the disappearance of the finance and investment banks.
What Mr. Noyer needs to explain is why he believes that, to be
competitive, the finance and investment banks should not be
separated  from  commercial  banking,  including  through
subsidiarization:

– Is it because this allows for possible economies of
scale? The existence of synergies between the different
types  of  activities  is  not  proven,  but  even  if  it
exists, then subsidiarization should preserve them. For
example,  information  that  is  useful  for  financing
trading  or  for  bank  loans  to  finance  a  company  can
easily  circulate  between  the  separate  entities  of  a
banking group. More generally, to market a range of
services that customers consider complementary, there is
no need to produce these within the same entity.

– Is it because the existence of cross-subsidies between
activities helps to build a more profitable and more
robust model? But this would mean that the strength of
universal banking resides in the violation of the rules
on competition. This is of course unacceptable, and it
should not be forgotten that what defines efficiency is
not that one or another product or service has a lower
price, but that all these products and services have a
“fair price”. The subsidizing of trading operations by
commercial banks can lead to excessive risk-taking, with
the reverse true as well. In this sense, if separation
leads  to  a  differentiation  in  ratings  between  group
entities, this should benefit the commercial bank and
therefore the cost of credit. On the other hand, it may
be  that  this  would  increase  the  cost  of  market
transactions and thus reduce the volume of transactions.
But is it reasonable to manipulate the relative prices
of financial services in order to stimulate activity on
Europe’s financial markets?

– Is it because the possibility of transferring cash or



equity between activities also helps to make the bank
more stable and reduce its operating costs? But in part
this would be covered by what has just been raised about
competition  and  efficiency,  since  this  assumes  that
transfer prices would differ from market prices. Above
all, it is likely to endanger the commercial bank when
losses or liquidity problems occur on the markets. It
would no longer be possible to guarantee the protection
of lending or the management of payments. The decrease
in the commercial banks’ equity could constrain the flow
of credit, and the investment of deposits in market
transactions could subject them to excessive risk.
– Or finally is it because the constitution of banks
that are “too big to fail” and / or “too interconnected
to be subject to an orderly resolution” would protect
the  national  champions?  But  this  would  end  up
perpetuating the implicit subsidy that benefits these
institutions – which once again poses the problem of
distorting  competition  and  encouraging  the  growth  of
these institutions, and hence the concentration of the
industry,  thus  continuing  to  endanger  the  public
finances. As for the entanglement of activities, this
would  prohibit  the  establishment  of  a  credible
resolution mechanism. In this sense the separation of
activities is an essential complement to the provisions
envisaged under the European Banking Union.

It is really important that this type of question be answered
precisely and consistently, otherwise the French protests will
remain ineffective because they will appear to be based solely
on defence of the interests of the national financial lobbies,
as if this would be worth the sacrifice of the efficiency and
stability  of  the  financial  systems;  this  is  not  in  the
interests of Europe’s economies.

In fact, the many arguments from a variety of backgrounds
(including  the  OECD  Secretariat  in  2009)  in  favour  of



separation have never been convincingly refuted. Without going
into detail (cf. OFCE Note no. 36/November 2013), it seems
that separation is the best if not the only solution to the
problems  to  be  solved:  to  protect  commercial  banking
activities, which have the character of a public service; to
avoid distortions of competition; to control systemic risk; to
ensure the efficient governance and management of the large
banking groups in a transparent manner; and to provide for a
possible  orderly  “resolution”  –all  of  which  generally
corresponds to the explicit list of the Barnier proposal’s
objectives.

While awaiting these explanations, the remarks by the Minister
of the Economy and the Governor of the Bank of France only
reinforce suspicions of the possible complicity in our country
between  the  banking  sector  and  part  of  the  high  public
financial  administration.  It  also  demonstrates  how  the
argument often heard in France that what is needed is to focus
on supervision rather than regulation is full of ulterior
motives and devoid of all credibility. Even if the supervision
of the large banks must now be entrusted to the European
Central Bank, it is evident that some work will still be
carried  out  at  the  national  level.  And  following  the
declarations by the Governor of the Bank of France, who is
also President of the ACPR, France’s Prudential Control and
Resolution  Authority,  who  can  seriously  believe  that  the
supervision of our institutions will be carried out with the
rigor and independence needed?
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Regulating  the  financial
activities of Europe’s banks:
a  fourth  pillar  for  the
banking union
By Céline Antonin, Henri Sterdyniak and Vincent Touzé

At  the  impetus  of  EU  Commissioner  Michel  Barnier,  on  29
January 2014 the European Commission proposed new regulations
aimed at limiting and regulating the commercial activities of
banks “of systemic importance”, that is to say, the infamous
“too big to fail” (TBTF).

Regulating proprietary activities: a need born of the crisis

Due to banks’ particular responsibility in the 2008 economic
and financial crisis, many voices have been raised demanding
stricter regulation of their financial activities. This has
led to two approaches: prohibition and separation.

In the United States, the “Volker rule” adopted in late 2013
prohibits  banks  from  engaging  in  any  proprietary  trading
activities as well as taking holdings of greater than 3% in
hedge funds. The banks can nevertheless continue their own
market-making  and  hedging  activities.  Obviously,  this  rule
does not prohibit banks from investing their own funds in
financial assets (equities, government and corporate bonds).
The purpose of the rule is to prevent a bank from speculating
against  its  customers  and  to  minimize  the  use  of  the
leveraging  that  proved  so  costly  to  the  financial  system
(banks using their clients’ money to speculate on their own
behalf).

The European approach is based on the Vickers Report (2011)
for the United Kingdom and the Liikanen Report (2012) for the
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European  Union.  These  reports  recommend  some  separation
between  traditional  banking  activities  on  behalf  of  third
parties (management of savings, provision of credit, simple
hedging operations) and trading activities that are for the
bank’s own account or bear significant risk, although the
activities can be maintained in a common holding company. The
Vickers  Report  proposes  isolating  traditional  banking
activities in a separate structure. In contrast, according to
the Liikanen report it is proprietary trading and large-scale
financial activities that need to be isolated in a separate
legal entity.

The idea of ​​separating banking activities is not new. In the
past,  many  countries  enacted  legislation  to  separate
commercial banks from investment banks (Glass-Steagall Act in
1933 in the United States, the 1945 Banking Act in France).
These laws were revoked in the 1980s due to a growing belief
in the superiority of the “universal bank” model, which allows
a single bank to offer a full range of financial services to
individuals  (loans,  deposits,  simple  or  complex  financial
investments)  and  especially  to  business  (loans,  hedging,
issuance of securities, market-making activities). The crisis
exposed two defects in this model: the losses incurred by a
bank on its proprietary trading and other activities on the
markets led to a loss in its equity capital, thereby calling
into question the bank’s lending activities and requiring the
State to come to its rescue in order to ensure that bank
credit  didn’t  dry  up.  The  universal  bank,  backed  by  the
State’s guarantee and sitting on a mass of deposits, did not
have  sufficient  vigilance  over  its  proprietary  trading
activities (as was shown by the cases of Kerviel, Picano-Nacci
and Dexia).

An ambitious European regulatory proposal

This proposal for bank reform is coming in a situation that is
complicated by several factors:



1)      The Basel 3 regulations currently being adopted
already impose strict rules on the quality of counterparties
of the equity capital. Speculative activities must be covered
by substantial levels of common equity.

2)      The banking union being developed provides that in
case of a crisis creditors and large deposit holders could be
called upon to save a bank facing bankruptcy (principle of
“bail in”), so that taxpayers would not be hit (end of “bail
out”).  But  there  are  doubts  about  this  mechanism’s
credibility, which could cause a domino effect in the event
that a TBTF bank faces bankruptcy.

3)      Some European countries have anticipated reform by
adopting a separation law (France and Germany in 2013) or
setting  prohibitions  (Belgium).  In  the  United  Kingdom,  a
separation law inspired by the Vickers Report (2011) is to be
adopted by Parliament in early 2014.

The  regulatory  proposal  presented  on  29  January  is  more
demanding than the Liikanen Report. Like the “Volker rule” in
the US, it prohibits speculation on the bank’s own account
through the purchase of financial instruments and commodities,
as well as investments in hedge funds (which prevents banks
from circumventing the regulation by lending to hedge funds
while  holding  significant  shares  in  these  funds,  thereby
taking advantage of the greater leverage).

Moreover,  in  addition  to  this  prohibition  the  European
legislator  provides  for  the  possibility  of  imposing  a
separation on an independent subsidiary for operations that
are considered too risky, that is to say, that would result in
taking positions that are too large. The aim is to address the
porous  border  between  proprietary  trading  and  trading  for
third parties, as bankers could take risks for themselves
while not covering the positions sought by their clients. With
these new regulations, the legislator hopes that in the event
of a bank crisis public support for the banks will benefit



only depositors, not the bankers, with as a consequence an
overall reduced cost.

Compared to French regulations, the regulatory proposal is
more restrictive than the law on the separation and regulation
of banking activities of 26 July 2013. Indeed, French law
provides for the legal compartmentalization only of certain
proprietary activities and highly leveraged activities in an
independently financed subsidiary; strict prohibition concerns
only  high-frequency  trading  activities  and  speculation  in
agricultural commodities. And there are numerous exceptions:
the  provision  of  services  to  clients,  market-making
activities, cash management, and investment transactions and
hedging  to  cover  the  bank’s  own  risks.  In  contrary,  the
prohibitions are broader in the regulatory proposal, as it
applies  to  all  proprietary  trading.  In  addition,  the
regulatory  proposal  prohibits  investment  in  hedge  funds,
whereas  the  French  law  permits  it  provided  that  such
activities  are  compartmentalized.

The regulatory proposal nevertheless concerns only banks of a
systemic size, i.e. 30 out of the 8000 found in the European
Union, representing 65% of banking assets in the EU. It will
not be discussed until the election of the new Parliament and
the establishment of a new Commission.

A reform that doesn’t have a consensus

Michel Barnier’s proposed reform has already provoked sharp
criticism  from  certain  member  countries  and  the  banking
community. Some have reproached it for intervening in an area
where it has no jurisdiction, which clearly indicates the
current complexity of the legislation governing the European
banking system.

France,  Germany,  Belgium  could  object,  “Why  are  you
interfering? We have already enacted our banking reform.” But
the logic of the banking union is that the same laws apply
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everywhere. These countries have chosen to carry out a minimal
banking reform in order to pre-empt the content of European
law. This is hardly acceptable behaviour at European level.
There  is  also  the  case  of  the  United  Kingdom  (for  which
Barnier’s proposal opens the exit door: the regulations will
not apply to countries whose legislation is more stringent).

The banking union provides for the European Central Bank to
oversee the large European banks and for the European Banking
Agency to set the regulations and rules on supervision. The
Commission can therefore be reproached for intervening in a
field for which it is no longer responsible. On the other
hand, the crisis clearly showed that banking concerns more
than  just  the  banks.  It  is  legitimate  for  EU  political
institutions (Commission, Council, Parliament) to intervene in
the matter.

The proposal has encountered two contradictory criticisms. One
is that it doesn’t organize a genuine separation of deposit-
taking  banks  and  investment  banks.  From  this  perspective,
deposit or retail banks would be entrusted with specific tasks
(collecting and managing deposits; managing liquid savings and
risk-free savings; lending to local government, households and
businesses);  they  would  not  have  the  right  to  engage  in
speculative activities or trading activities or to lend to
speculators (hedge funds, arranging LBO transactions). These
banks would be backed fully by a government guarantee. In
contrast, market or investment banks would have no government
guarantee for their market interventions and equity and other
above-the-line operations. Since these transactions are risky,
the absence of a public guarantee would lead them to set aside
a greater amount of capital and to bear a high cost for
attracting capital. This would reduce their profitability and
thus  the  development  of  hedging  and  other  speculative
activities. A company that was in need of a hedging operation
would have to have it carried out by an investment bank and
not by its regular bank, so at a higher cost. Conversely, this



would reduce the risk that banks suck their clients (banks and
companies) into risky investments and operations. A reform
like this would greatly increase the transparency of financial
activities, at the cost of diminishing the importance of the
banks and financial markets. Michel Barnier did not dare take
the principle of separation to this, its logical conclusion.
He remains instead within the logic of the universal bank,
which uses its massive size as a deposit bank to provide
financial intermediary services to its customers (issuance of
securities,  coverage  of  risk,  investment  in  the  markets,
etc.), to intervene in the markets (market-making for foreign
exchange and public and private securities) and to underwrite
speculative activities.

The reform is nevertheless facing stiff opposition from the
banking community, who would have preferred the status quo.
Hence Christian Noyer, a member of the ECB Governing Council,
has labelled the proposals “irresponsible”, as if the ECB had
acted  responsibly  before  2007  by  not  warning  about  the
uncontrolled growth of banks’ financial activities.

The European Banking Federation (EBF) as well as the French
Banking  Federation  (FBF)  are  demanding  that  the  universal
banking model be preserved. The banks are criticizing the
obligation  to  spin  off  their  market-making  operations
(including for corporate debt). According to the FBF, this
regulation “would lead to making this operation considerably
more expensive,” which “would have a negative impact on the
cost of financing companies’ debts and hedging their risks”.
However,  this  obligation  may  be  waived  if  the  banks
demonstrate that their market interventions do not require
them to take on any risk. The banks could therefore continue
to act as market makers provided that they set strict limits
on their own positions; they could provide simple hedging
operations by covering these themselves.

A fourth pillar for the banking union?



European banks have of course rightly pointed out that this
reform  comes  in  addition  to  the  establishment  of  the  SSM
(single  supervisory  mechanism),  the  SRM  (single  resolution
mechanism), and the ECB exercise assessing the banks (launched
in November 2013). The overall system does lack cohesion; a
well thought-out schedule should have been set.

However,  the  separation  advocated  by  the  Barnier  proposal
lends credibility to the banking union and its three pillars
(SSM, SRM and deposit insurance). This project does contribute
to convergence in banking regulations, from both a functional
and  a  prudential  perspective.  The  establishment  of  a
consistent  framework  simplifies  control  by  the  European
supervisor under the SSM (the ECB will monitor the banks’
normal activities and ensure that they are not affected by
speculative  activities).  The  separation  recommended  by  the
Barnier proposal enhances the credibility of the SRM; there
will no longer be any banks that are too big to go bankrupt,
and investment bank losses will not rebound onto the lending
activities of deposit banks and will not have to be borne by
the taxpayer. By reducing the risk that deposit banks might
fail, the risk of a costly rescue plan for investors (bail-in)
is also lowered, as is the risk of needing recourse to deposit
insurance.  In  this  sense,  the  draft  regulations  can  be
considered a fourth pillar of the banking union.

 

For more information:

– Antonin C. and V .Touzé V. (2013), The law on the separation
of  banking  activities:  political  symbol  or  new  economic
paradigm?, OFCE Blog, 26 February 2013.

– Avaro M. and H. Sterdyniak H. (2012), Banking union: a
solution to the euro crisis?, OFCE Blog, 10 July 2012.

– Gaffard J.-L. and J.-P. Pollin (2013), Is it pointless to
separate banking activities?, OFCE Blog, 19 November 2013.
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Does  financial  instability
really  undermine  economic
performance?
By Jérôme Creel, Paul Hubert and Fabien Labondance

What relationship can be established between the degree to
which an economy is financialized (understood as the ratio of
credit to the private sector over GDP), financial instability
and  economic  performance  (usually  GDP  per  capita)  in  the
European Union (EU)?  A recent working paper [1] attempts to
provide a few answers to this question.

Two major competing approaches can be found in the economic
literature.  On  the  one  hand,  an  approach  inherited  from
Schumpeter emphasizes the need for entrepreneurs to access
sources of credit to finance their innovations. The financial
sector is thus seen as a prerequisite to innovative activity
and a facilitator of economic performance. On the other hand,
financial development can be viewed instead as the result or
consequence  of  economic  development.  Development  implies
increased  demand  for  financial  services  on  the  part  of
households and businesses. There is therefore a source of
endogeneity in the relationship between financial development
and economic growth, as one is likely to lead to the other,
and vice versa.

Until  recently,  analytical  studies  that  attempted  to
disentangle and quantify these causalities showed a positive
significant link between an economy’s financial depth and its
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economic performance (Ang, 2008). However, the onset of the
international  financial  crisis  led  to  nuancing  these
conclusions. In particular, Arcand et al. (2012) showed that
beyond  a  certain  level  the  impact  of  increased
financialization  becomes  negative  [2].  The  relationship
between  financialization  and  economic  performance  can  be
represented by a bell curve: positive at the beginning and
then, from a level of 80%-100% for the private credit to GDP
ratio, fading to zero or turning negative.

Unlike other works that include both developed and emerging or
developing  countries,  our  study  focuses  on  the  EU  Member
States from 1998 to 2011. The advantage of this sample is that
we  include  only  economies  whose  financial  systems  are
developed or at least in advanced stages of development [3].
Moreover, it is a relatively homogeneous political space that
permits the establishment of common financial regulations. We
adopt the methodology of Beck & Levine (2004) who, using a
panel and instrumental variables, are able to resolve the
endogeneity issues discussed above. Economic performance is
explained by the usual variables in endogenous growth theory,
namely  initial  GDP  per  capita,  the  accumulation  of  human
capital  over  the  average  years  of  education,  government
expenditure, trade openness and inflation. In addition, we
include the aforementioned financialization variables. We show
that, contrary to the usual results in the literature, an
economy’s financial depth does not have a positive impact on
economic performance as measured by GDP per capita, household
consumption, business investment or disposable income. In most
cases, the effect of financialization is not different from
zero, and when it is, the coefficient is negative. It is
therefore  difficult  to  argue  that  financial  and  economic
development go hand in hand in these economies!

In  addition,  we  included  in  these  estimates  different
variables quantifying financial instability so as to check
whether the results set out above might be due simply to the
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effects of the crisis. These financial instability variables
(Z-score [4], CISS[5], bad debt rate, the volatility of stock
market  indices  and  an  index  reflecting  the  microeconomic
characteristics of Europe’s banks) usually seem to have a
significant negative impact on economic performance. At the
same time, the variables measuring the degree of an economy’s
financialization show no obvious effects on performance.

These  various  findings  suggest  that  it  is  certainly
unrealistic  to  expect  a  positive  impact  of  any  further
increase  in  the  degree  of  financialization  of  Europe’s
economies.  It  is  likely  that  the  European  banking  and
financial systems have reached a critical size beyond which no
improvement in economic performance can be expected. Instead,
there are likely to be negative effects due to the financial
instability arising out of a financial sector that has grown
overly  large  and  whose  innovations  are  insufficiently  or
poorly regulated.

The  findings  of  this  study  suggest  several  policy
recommendations.  The  argument  of  the  banking  lobbies  that
regulating bank size would have a negative impact on growth
finds absolutely no support in our results–quite the contrary.
Furthermore, we show that financial instability is costly. It
is  important  to  prevent  it.  This  undoubtedly  requires
developing a better definition of micro- and macro-prudential
standards,  together  with  effective  supervision  of  Europe’s
banks. Will the forthcoming banking union help in this regard?
There are many sceptics, including the economists of Bruegel,
the Financial Times and the OFCE.

 

 

[1]  Creel,  Jérôme,  Paul  Hubert  and  Fabien  Labondance,
“Financial stability and economic performance”, Document de
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travail  de  l’OFCE,  2013-24.  This  study  was  supported  by
funding  from  the  European  Union  Seventh  Framework  Program
(FP7/2007-2013) under grant agreement no. 266800 (FESSUD).

[2] We consider this work in an earlier post.

[3] In addition to the ratio of private sector credit to GDP,
the  depth  of  financialization  is  also  indicated  by  the
turnover ratio, which measures the degree of liquidity of
financial markets, measured as the ratio of the total value of
shares traded to total capitalization.

[4] Index measuring the stability of banks based on their
profitability, their capital ratio and the volatility of their
net income.

[5] Index of systemic risk calculated by the ECB and including
five components of the financial system: the banking sector,
non-bank  financial  institutions,  money  markets,  securities
markets (stocks and bonds) and foreign exchange markets.

 

Europe’s  banks:  sustaining
the renewal of confidence
By Céline Antonin and Vincent Touzé

Since August 2012, bank shares in the stock markets have risen
and their volatility has reduced, attesting to a return of
confidence. Is this newfound confidence sustainable? OFCE Note
no. 36 of 11 December 2013 attempts to answer this question by
taking stock of the state of the banks in late 2013.
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The financial crisis saw the valuation of banks suffer due to
both a decline in the profitability of activities related to
the financial markets and a general crisis of confidence in
stock market investments. Since August 2012, however, bank
results have improved, as has their performance on the stock
markets.

That said, this newfound confidence is emerging in a context
of  profound  change:  the  crisis  has  altered  the  way  the
European banking system functions, with the European Central
Bank playing a greater role in lending to banks and with a
sharp reduction in national exposures in the riskier countries
(Portugal, Ireland, Italy, Spain and Greece).

Whether this confidence is sustainable will depend on the
ability of the banks to face up to two challenges: first, to
reduce the risk of insolvency of public and private debt in
certain  Member  States;  and  second,  to  adapt  to  the
institutional  changes  taking  place  at  the  European  level
(implementation of Basel 3, the banking union project and the
gradual shift from a bail-out logic to a bail-in logic).

 

Shocks,  unemployment  and
adjustment  –  the  limits  of
the European union
By Christophe Blot

In an article published in 2013 in Open Economies Review [1],
C. A. E. Goodhart and D. J. Lee compare the mechanisms for
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recovering from the crisis in the United States and Europe.
Based  on  a  comparison  of  the  situation  of  three  states
(Arizona, Spain and Latvia) faced with a property crash and
recession, the authors explore the reasons for the growing
divergence  observed  among  the  euro  zone  countries,  a
divergence  that  is  not  found  in  the  United  States.  Their
analysis is based on the criteria for optimum currency areas,
which enable the members of a monetary union to adjust to
adverse shocks and to avoid a lasting difference in their
unemployment rates during an economic slowdown or downturn.
While Latvia is not formally part of a monetary union [2], its
currency nevertheless has remained firmly anchored to the euro
during  the  crisis.  Thus  none  of  the  countries  studied  by
Goodhart and Lee resorted to a nominal devaluation to absorb
the financial and real shocks that they faced. The authors
conclude that while Arizona dealt with the shocks better than
Spain, this was due both to the greater fiscal solidarity that
exists between the states of the United States and to the
greater integration of the US banking system, which helps to
absorb shocks specific to each state.

In addition to de jure or de facto membership in a monetary
union, Arizona, Spain and Latvia also all went through a real
estate boom in the 2000s, followed by a correction that began
in 2006 in Arizona and Latvia, and a year later in Spain
(Figure  1).  The  real  estate  crisis  was  accompanied  by  a
recession, with the same time lag persisting between Spain and
the other two states. Latvia recorded the sharpest downturn in
activity (-21% between 2007 and 2010). However, the downturns
experienced by Arizona (-5.5% since 2007) and Spain (5% since
2008) were comparable. While the downward adjustment of the
property market stopped in Arizona (recovery is underway in
the US state), the recession is continuing in Spain. Overall,
this difference in adjustment is reflected in a continuing
increase in unemployment in Spain, whereas it has fallen by
2.8 percentage points in Arizona from the peak in the first
quarter of 2010 (Figure 2).
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Spain’s inability to pull out of the recession along with the
increasing divergence of the economies in the euro zone raises
the question of the capacity of the euro zone countries to
adjust to a negative shock. The theory of optimum currency
areas, originally developed by Mundell in 1961 [3], can help
to evaluate the conditions in which a country may have an
interest in joining a monetary union. The optimality of this
choice  depends  on  the  country’s  ability  to  absorb  shocks
without  resorting  to  currency  devaluation.  Different
adjustment mechanisms are involved. These consist mainly of
the following: [4] the flexibility of prices and in particular
of wages; labour mobility; the existence of fiscal transfers
between the countries in the monetary union; and financial
integration.  Price  flexibility  corresponds  to  an  internal
devaluation mechanism. As for depreciation, the point is to
become more competitive – by lowering relative labour costs –
to  stimulate  exports  and  growth  during  a  negative  shock.
However, this type of adjustment generally takes much longer
and is more costly, as is suggested by the recent examples of
Iceland  and  Ireland.[5]  Labour  mobility  makes  for  an
adjustment whenever the recession leads people to migrate from
a state with high unemployment to one where it is lower. The
implementation  of  fiscal  transfers  occurs  when  various
mechanisms in states where growth is slowing make it possible
to benefit from stabilizing transfers from other states in the
union or from a higher level of government. Finally, Goodhart
and  Lee  also  consider  the  stabilizing  role  of  the  local
banking system. In this case, in the euro zone, the less the
local banking system has been weakened by the real estate
crisis or the public debt crisis, the greater is its capacity
to absorb the shock.

The  authors  analyzed  the  adjustment  of  the  economies  in
question in the light of these four criteria. They studied in
particular the degree of price flexibility and labour mobility
as a function of unemployment in the three states. Then they
evaluated  the  importance  of  fiscal  transfers  and  the
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architecture of the banking landscape. Their findings were as
follows:

Price flexibility has played only a marginal role in1.
adjustment, except in Latvia where rising unemployment
has led to a decline in unit labor costs. These costs
did not on the other hand react significantly to the
rise in unemployment in Spain and Arizona.
Though migration is more marked in the United States2.
than in Europe, the differences are still not able to
explain the gap in the adjustment of unemployment rates.
However, it appears that the role of migration as an
adjustment  mechanism  has  strengthened  in  Europe.
Nevertheless, this is still insufficient to ensure the
convergence of unemployment rates.
In 2009 and 2010, Arizona received substantial transfers3.
from the federal government, whereas at the European
level  there  is  no  automatic  mechanism  for  transfers
between states. Even so, Latvia received assistance from
the IMF in 2009, while the euro zone countries came to
the aid of Spain’s banks. Nevertheless, in the absence
of a more substantial EU budget, the European countries
can benefit only from emergency assistance, which, while
able  to  meet  a  specific  need  for  funds,  is  not
sufficient to play the role of an economic stabilizer.
Finally,  the  authors  emphasize  that  the  financial4.
amplification of the shocks was on a lesser scale in
Arizona in so far as the bulk of the banking business is
conducted by national banks that are consequently less
sensitive  to  local  macroeconomic  and  financial
conditions.  The  risk  of  credit  rationing  is  thus
lessened,  which  helps  to  better  absorb  the  initial
shock. In Spain, with the exception of a few banks with
international  operations,  which  enables  them  to
diversify their risks, banking depends on local banks,
which  are  therefore  more  vulnerable.  This  increased
fragility pushes the banks to restrict access to credit,



which reinforces the initial shock. Latvia is in an
alternative position in that its financial activity is
carried out mainly by foreign banks. The nature of risk
thus  differs,  because  local  financial  activity  is
disconnected from Latvia’s macroeconomic situation and
depends instead on the situation in the country where
these  banks  conduct  their  principal  activity  (i.e.
Sweden, to a great extent).

The  crisis  in  the  euro  zone  thus  has  an  institutional
dimension. From the moment the countries freely consented to
surrender  their  monetary  sovereignty,  they  in  effect  also
abandoned  the  use  of  a  currency  devaluation  to  cushion
recessions.  However,  it  is  essential  that  alternative
adjustment mechanisms are operative in order to ensure the
“sustainability” of monetary unification. In this respect, the
article written by Goodhart and Lee is a reminder that such
mechanisms are still lacking in the euro zone. Negotiations
over the EU budget have not offered any prospect for the
implementation of fiscal transfers to stabilize shocks at the
European  level.  The  discussion  on  Eurobonds  has  stalled.
Although the European Stability Mechanism (ESM) acts as a tool
for solidarity between Member States, it meets a different
need, because it involves only emergency financial assistance
and is not a mechanism for automatic stabilization. Banking
integration could also help dampen fluctuations. However, the
crisis has led to greater fragmentation of European banking
markets. The latest report on financial integration in Europe,
published by the ECB, shows a 30% decrease in cross-border
bank flows in the recent period. Similarly, despite the common
monetary policy, the interest rates charged by European banks
have  recently  diverged  [6]  (Figure  3).  Thus,  despite  the
European banking passport created by the European Directive of
15 December 1989 on the mutual recognition of authorizations
of  credit  institutions,  cross-border  banking  in  Europe  is
still  relatively  undeveloped.  The  retail  banking  model  is
based on the existence of long-term relationships between the
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bank  and  its  clients,  which  undoubtedly  explains  why  the
integration process is taking much longer than for the stocks,
bonds and currency markets. It is nevertheless still the case
that a banking union could be a further step in this difficult
process of integration. This would promote the development of
transnational activity, which would also help to de-link the
problem of bank solvency and liquidity from the problem of
financing the public debt.
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[1] “Adjustment mechanisms in a currency area”, Open Economies
Review, January 2013. A preliminary version of this article
can  be  downloaded  at:
http://www.lse.ac.uk/fmg/workingPapers/specialPapers/PDF/SP212
.pdf

[2] Latvia has been part of the European currency mechanism
since 2005 and is to adopt the euro on 1 January 2014.

[3] “A theory of optimum currency areas”, American Economic
Review, vol. 51, 1961.

[4] One could also add the level of an economy’s openness or
the degree of diversification of production. Mongelli (2002)
offers a detailed review of these various criteria. See: “New
views on the optimum currency area theory: what is EMU telling
us?”, ECB Working Paper, no. 138.

[5] See Blot and Antonin (2013) for a comparative analysis of
the cases of Ireland and Iceland.

[6] C. Blot and F. Labondance (2013) offer an analysis of the

http://www.ofce.sciences-po.fr/blog/wp-content/uploads/2013/09/graph3b_1110CBblogang.jpg
file:///C:/Users/laurence-df/Desktop/CB_Post_Adjustment_ES_SLV_cbv2.docx#_ftnref1
http://www.lse.ac.uk/fmg/workingPapers/specialPapers/PDF/SP212.pdf
http://www.lse.ac.uk/fmg/workingPapers/specialPapers/PDF/SP212.pdf
file:///C:/Users/laurence-df/Desktop/CB_Post_Adjustment_ES_SLV_cbv2.docx#_ftnref2
file:///C:/Users/laurence-df/Desktop/CB_Post_Adjustment_ES_SLV_cbv2.docx#_ftnref3
file:///C:/Users/laurence-df/Desktop/CB_Post_Adjustment_ES_SLV_cbv2.docx#_ftnref4
http://www.ecb.int/pub/pdf/scpwps/ecbwp138.pdf
http://www.ecb.int/pub/pdf/scpwps/ecbwp138.pdf
http://www.ecb.int/pub/pdf/scpwps/ecbwp138.pdf
file:///C:/Users/laurence-df/Desktop/CB_Post_Adjustment_ES_SLV_cbv2.docx#_ftnref5
http://www.ofce.sciences-po.fr/pdf/notes/2013/note25.pdf
file:///C:/Users/laurence-df/Desktop/CB_Post_Adjustment_ES_SLV_cbv2.docx#_ftnref6


transmission of currency policy to the rates charged by the
banks to non-financial companies (see here) and to real estate
loans (see here).

Monetary policy and property
booms:  dealing  with  the
heterogeneity  of  the  euro
zone
By Christophe Blot and Fabien Labondance

The transmission of monetary policy to economic activity and
inflation takes place through various channels whose role and
importance depend largely on the structural characteristics of
an economy. The dynamics of credit and property prices are at
the  heart  of  this  process.  There  are  multiple  sources  of
heterogeneity between the countries of the euro zone, which
raises questions about the effectiveness of monetary policy
but  also  about  the  means  to  be  used  to  reduce  this
heterogeneity.

The  possible  sources  of  heterogeneity  between  countries
include the degree of concentration of the banking systems
(i.e.  more  or  fewer  banks,  and  therefore  more  or  less
competition),  the  financing  arrangements  (i.e.  fixed  or
variable rates), the maturity of household loans, their levels
of debt, the proportion of households renting, and the costs
of transactions on the housing market. The share of floating
rate loans perfectly reflects these heterogeneities, as it is
91% in Spain, 67% in Ireland and 15% in Germany. In these
conditions, the common monetary policy of the European Central
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Bank (ECB) has asymmetric effects on the euro zone countries,
as is evidenced by the divergences in property prices in these
countries. These asymmetries will then affect GDP growth, a
phenomenon that has been observed both “before” and “after”
the crisis. These issues are the subject of an article that we
published in the OFCE’s Ville et Logement (Housing and the
City) issue. We evaluated heterogeneity in the transmission of
monetary  policy  to  property  prices  in  the  euro  zone  by
explicitly  distinguishing  two  steps  in  the  transmission
channel,  with  each  step  potentially  reflecting  different
sources of heterogeneity. The first describes the impact of
the interest rates controlled by the ECB on the rates charged
for property loans by the banks in each euro zone country. The
second step involves the differentiated impact of these bank
rates on property prices.

Our  results  confirm  the  existence  of  divergences  in  the
transmission of monetary policy in the euro zone. Thus, for a
constant interest rate set by the ECB at 2%, as was the case
between 2003 and 2005, the estimates made ​​during the period
preceding the crisis suggest that the long-term equilibrium
rate applied respectively by Spanish banks and Irish banks
would be 3.2% and 3.3%. In comparison, the equivalent rate in
Germany would be 4.3%. Moreover, the higher rates in Spain and
Ireland amplify this gap in nominal rates. We then show that
the impact on bank rates of changes in the ECB’s key rate is,
before the crisis, stronger in Spain and Ireland than it is in
Germany (figure), which is related to differences in the share
of loans made at floating rates in these countries. It should
be noted that the transmission of monetary policy was severely
disrupted during the crisis. The banks did not necessarily
adjust supply and demand for credit by changing rates, but by
tightening the conditions for granting loans. [1] Furthermore,
estimates of the relationship between the rates charged by
banks  and  property  prices  suggest  a  high  degree  of
heterogeneity within the euro zone. These various findings
thus help to explain, at least partially, the divergences seen
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in property prices within the euro zone. The period during
which the rate set by the ECB was low helped fuel the housing
boom in Spain and Ireland. The tightening of monetary policy
that took place after 2005 would also explain the more rapid
adjustment in property prices observed in these two countries.
Our estimates also suggest that property prices in these two
countries  are  very  sensitive  to  changes  in  economic  and
population growth. Property cycles cannot therefore be reduced
to the effect of monetary policy.

To the extent that the recent crisis has its roots in the
macroeconomic imbalances that developed in the euro zone, it
is essential for the proper functioning of the European Union
to reduce the sources of heterogeneity between the Member
states. However, this is not necessarily the responsibility of
monetary policy. First, it is not certain that the instrument
of monetary policy, short-term interest rates, is the right
tool to curb the development of financial bubbles. And second,
the ECB conducts monetary policy for the euro zone as a whole
by setting a single interest rate, which does not permit it to
take into account the heterogeneities that characterize the
Union. What is needed is to encourage the convergence of the
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banking and financial systems. In this respect, although the
proposed banking union still raises many problems (see Maylis
Avaro  and  Henri  Sterdyniak),  it  may  reduce  heterogeneity.
Another effective way to reduce asymmetry in the transmission
of  monetary  policy  is  through  the  implementation  of  a
centralized supervisory policy that the ECB could oversee.
This would make it possible to strengthen the resilience of
the financial system by adopting a means of regulating banking
credit that could take into account the situation in each
country in order to avoid the development of the bubbles that
pose  a  threat  to  the  countries  and  the  stability  of  the
monetary union (see CAE report no. 96 for more details).

[1] Kremp and Sevestre (2012) emphasize that the reduction in
borrowing volumes is not due simply to the rationing of the
supply of credit but that the recessionary context has also
led to a reduction in demand.

 

Cyprus:  Aphrodite  to  the
rescue?
By Céline Antonin and Sandrine Levasseur

For two weeks Cyprus sent tremors through the European Union.
If the banking crisis that the island is going through has
attracted much attention, it is essentially for two reasons.
First, because the dithering over the rescue plan led to a
crisis of confidence in deposit insurance, and second, because
it was the first time that the European Union had allowed a
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bank to fail without coming to its aid. While the method of
resolving  the  Cyprus  crisis  seems  to  represent  an
institutional  advance  [1],  insofar  as  investors  have  been
forced to face up to their responsibilities and citizens no
longer have to pay for the mistakes of the banks, the impact
of the purge of the island’s real economy will nevertheless be
massive.  With  its  heavy  dependence  on  the  banking  and
financial sector, Cyprus is likely to face a severe recession
and will have to reinvent a growth model in the years to come.
In this respect, the exploitation of natural gas resources
seems an interesting prospect that should not be ruled out in
the medium / long term.

To grasp what is at stake in Cyprus today, let us briefly
recall the facts. On 25 June 2012, Cyprus requested financial
assistance from the EU and the IMF, essentially in order to
bail out its two main banks (Laiki Bank and Bank of Cyprus),
whose losses are estimated at 4.5 billion euros due to their
high exposure to Greece. Cypriot banks were hit both by the
depreciation of the Greek assets they held on their balance
sheets and by the partial write-down of Greek debt  under the
second bail-out plan (PSI Plan of March 2012 [2]). Cyprus
estimated that it needed 17 billion euros in total over four
years to prop up its economy and its banks, about one year of
the island’s GDP (17.9 billion euros in 2012). But its backers
were not ready to give it this much: the national debt, which
had  already  reached  71.1%  of  GDP  in  2011,  would  become
unsustainable. The IMF and the euro zone thus came to an
agreement on a smaller loan, with a maximum amount of 10
billion euros (9 billion financed by the euro zone and 1
billion by the IMF) to recapitalize the Cypriot banks and
finance the island’s budget for three years. Cyprus was in
turn ordered to find the remaining 7 billion through various
reforms: privatizations, an increase in corporate tax from 10
to 12.5%, and a windfall tax on bank deposits.

Initially [3], Nicosia decided to introduce a one-off tax of
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6.75% on deposits of between 20,000 and 100,000 euros and 9.9%
on  those  above  100,000  euros,  and  a  withholding  tax  on
interest  on  these  deposits.  Given  the  magnitude  of  the
resulting protest, the government revised its approach, and
the  taxation  of  deposits  gave  way  to  a  bankruptcy  and
restructuring. The solution adopted concerned the country’s
two main banks, Laïki Bank and Bank of Cyprus. Laïki was
closed and split into two: first, a “good bank” that will take
over the insured deposits (less than 100,000 euros) and the
loans from the ECB to Laïki [4], but which will also take over
its assets and ultimately be absorbed by Bank of Cyprus; and
second, a “bad bank” that will accommodate the stocks, bonds,
unsecured deposits (above 100,000 euros), and which will be
used to pay off Laïki‘s debts [4], according to the order of
priority associated with bank liquidations (depositors being
paid first). In addition to absorbing the “good bank” hived
off  of  Laïki,  Bank  of  Cyprus  will  freeze  its  unsecured
deposits, some of which will be converted into shares to be
used in its recapitalization. To prevent a flight of deposits,
temporary [5] capital controls were put in place.

This  plan  introduces  a  paradigm  shift  in  the  method  of
resolving  banking  crises  in  the  European  Union.  At  the
beginning  of  the  euro  zone  crisis,  in  particular  in  the
emblematic case of Ireland, the European Union considered that
creditors had to be spared in the event of losses, under the
logic of “too big to fail”, and it called on the European
taxpayer. But in 2012, even before the declaration of Jeroen
Dijsselbloem, Europe’s doctrine had already begun to bend [6].
Hence, on 6 June 2012, the European Commission proposed a
Directive  on  the  reorganization  and  resolution  of  failing
credit  institutions,  which  provided  for  calling  on
shareholders and bondholders to contribute. [7] However, the
rules on creditors are to apply only from 2018, after approval
of the text by the Council and the European Parliament. This
type of approach is now being tested experimentally in the
Cyprus crisis.
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Heavy consequences for the real economy

The situation of the country before 2008

In  the  period  preceding  the  global  economic  crisis,  the
Cypriot  economy  was  thriving,  and  indeed  in  2007  even  in
danger of overheating. Over the period 2000-2006, its GDP grew
on average by 3.6% per year, with growth of 5.1% in 2007. The
unemployment  rate  was  low  (4.2%  in  2007),  with  even  some
labour  shortage  as  a  result  of  the  emigration  of  Cypriot
nationals to other EU countries. The influx of foreign workers
into Cyprus helped to hold down wages. Consumer spending and,
to an even greater extent, business investment, which were
largely  financed  through  credit,  were  particularly  dynamic
starting in 2004, with growth rates that in 2007 reached,
respectively, 10.2% and 13.4%. Inflation was moderate, and in
this generally positive context, Cyprus qualified to adopt the
euro on 1 January 2008.

In this pre-crisis period, the Cypriot economy – a small, very
open economy – relied in the main on two sectors: tourism and
financial services.

The two key sectors of the Cypriot economy

Revenue  from  tourism  (Table  1)  has  provided  a  relatively
stable financial windfall for the Cypriot economy. This (non-
cyclical)  flow  brings  in  approximately  2  billion  euros
annually.  [8]  As  a  share  of  GDP,  however,  the  weight  of
tourism has decreased by half since 2000, to a level of less
than 11% in 2012. Likewise, the share of tourism in the export
of services fell sharply during the last decade: in 2012, it
accounted  for  27%  (against  45%  in  2000).  Over  the  last
15  years,  the  number  of  tourists  has  fluctuated  somewhat
between 2.1 million (in 2009) and 2.7 million (2000), compared
with about 850,000 people who are residents of the island.

Financial services constitute the other pillar of the Cypriot
economy  (Table  2).  Two  figures  give  a  clear  idea  of  its
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significance: bank assets accounted for more than 7.2 times
GDP in 2012 (with a maximum of 8.3 achieved in 2009), and the
stock of FDI in the sector “Finance & Insurance” is estimated
at more than 35% of GDP, i.e. more than 40% of all FDI
inflows.

As major sources of wealth for the Cypriot economy, these two
sectors have played an important role by, at least until 2007,
compensating  (partially)  the  considerable  deficit  in  the
balance of payments, which has risen continuously since the
early 1990s and fluctuated at around 30% of GDP since 2000
(Table 3). The “fuel” bill has been an increasing burden on
imports into Cyprus, mainly due to higher oil prices: the
energy bill has tripled over the last decade, rising from
461  million  euros  in  2000  to  1.4  billion  in  2011.  As  a
percentage of GDP, the rise in energy costs has also been very
visible, as it has shot up from 5% of GDP in 2000 to 8% in
2011.

Reducing the size of the financial sector therefore raises the
question of a new growth model for the Cypriot economy, i.e.
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its “industrial conversion”.

 

The temptation to exit the euro

The plan decided by the Troika undermines the island’s growth
model by penalizing the country’s hyper-financialization, and
condemns  it  to  years  of  recession.  To  avoid  a  long
convalescence, the idea of ​​leaving the euro zone has taken
root, as it did in Greece. However, leaving the euro zone is
far from a panacea. Regaining monetary sovereignty undeniably
offers certain advantages, as is described by C. Antonin and
C.  Blot  in  their  note,  Comparative  study  of  Ireland  and
Iceland: first, an internal devaluation (through lower wages)
would not be as effective as an external devaluation (through
exchange rates); second, fiscal consolidation is less costly
when it is accompanied by a favourable exchange rate policy.
Nevertheless, given the structure of the Cypriot economy, we
do not think that leaving the euro is desirable.

In fact, upon leaving the euro, the Central Bank of Cyprus
would issue a new currency. Assuming it remains convertible,

http://www.ofce.sciences-po.fr/blog/wp-content/uploads/2013/04/tab3_0904_blogang.jpg
http://www.ofce.sciences-po.fr/blog/?p=3248
http://www.ofce.sciences-po.fr/blog/?p=3248


this currency would depreciate vis-à-vis the euro. By way of
comparison, between July 2007 and December 2008 the Icelandic
krona  lost  50%  of  its  value  vis-à-vis  the  euro.  Such  a
depreciation would have two consequences:

– One, an improvement in competitiveness (the real exchange
rate has appreciated by 10% since 2000), which would boost
exports and help reduce the deficit in the balance of trade in
goods and services (Table 1). Since the accession of Cyprus to
the European Union in 2004, this balance has deteriorated as a
result of several factors: first, the slowing of inflation
from 2004 related to pegging the exchange rate to the euro,
which encouraged the growth of real wages at a higher rate
than productivity gains; and second, the boom in bank lending,
with the substantial decline in risk premiums on loans as a
result of accession to the EU [9]. Consumption was boosted,
the competitiveness of the Cypriot economy deteriorated, and
imports increased. Would exiting the euro reverse this trend?
This is the argument of Paul Krugman, who supports Cyprus
leaving  the  euro  zone  by  evoking  a  tourist  boom  and  the
development  of  new  export-oriented  industries.  However,
according to our calculations, a 50% depreciation in the real
exchange rate would result in an increase in the value of
exports  of  500  million  euros,  including  150  million  from
additional tourism revenue. [10] As for imports, they are
weakly  substitutable,  as  they  are  composed  of  energy  and
capital  and  consumer  goods.  Given  the  weakness  of  the
country’s industries, Cyprus will not be able to undertake a
major industrial restructuring in the short or medium term.
There  are  therefore  limits  to  improvements  in  the  trade
balance.  Furthermore,  inflation  would  increase,  including
through imported inflation, which would lead to a fall in
consumer  purchasing  power  and  mitigate  any  competitiveness
gains.

–  In addition, the devaluation would substantially increase
the burden of the outstanding debt, but also of private debt
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denominated in foreign currency. Net foreign debt in Cyprus is
low, at 41% of GDP in 2012. In contrast, public debt reached
70% of GDP, or 12.8 billion euros. 99.7% of the public debt is
denominated in euros or in a currency that is part of the
European  Exchange  Rate  Mechanism  (and  thus  pegged  to  the
euro), and 53% of this debt is held by non-residents. In
addition, the deficit was 6.3% of GDP. If Cyprus no longer had
the euro, it would without doubt default on part of its public
debt, which would temporarily deprive the country of access to
foreign capital, and thus require the kind of violent fiscal
consolidation that Argentina went through in 2001.

The exploitation of natural gas resources

The crisis in Cyprus raises the question of the natural gas
discoveries in the south of the island in the early 2000s.
According  to  the  US  Geological  Survey,  the  Levant  Basin
located between Cyprus and Israel could contain 3,400 billion
cu.m of gas resources. By way of comparison, the entire EU has
2,400 billion cu.m (mainly in the North Sea).

Cyprus thus has a priori a major natural gas bonanza, even if
all of the deposits are not located in its Exclusive Economic
Zone (EEZ). At present, only one out of the twelve parcels of
land  belonging  to  the  Cypriot  EEZ  has  been  subject  to
exploratory  drilling,  and  in  December  2011  a  deposit  of
224 billion cu.m of natural gas was discovered. According to
the Government of Cyprus, the value of this field, called

Aphrodite,  is  estimated  at  100  billion  euros[11].  The
exploration  of  the  other  eleven  parcels  belonging  to  the
Cypriot EEZ could prove successful (or even very successful)
in terms of natural gas resources. As the licenses for the
exploration of these eleven parcels are in the process of
being awarded by the Cypriot authorities, the EU could have
used the (sad) occasion of the rescue package to secure a
portion of the aid granted to Cyprus on its gas potential. Why
did the EU not seize on such an occasion?
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For the EU, the discovery of the natural gas reserves is good
news, in the sense that the exploitation of these deposits
will help it to achieve the energy diversification that it
values  so  highly.  However,  several  problems  have  arisen,
problems that darken the prospects for exploiting the gas
fields in the very near future. First of all, the discovery of
gas reserves in the Levant basin has revived tensions with
Turkey, which occupies the northern part of the island of
Cyprus and which believes it has rights to the exploitation of
the fields. The growing number of Turkish military manoeuvres
reflects an effort to impose its presence in the areas being
surveyed and could lead to an escalation of violence in the
region, especially since the Greek-Cypriot authorities (the
southern part) have been working with Israel to defend the gas
fields.  [12]  Second,  even  assuming  that  the  Greek-Turkish
dispute is resolved, the exploitation of the gas will require
heavy  investment  in  infrastructure,  in  particular  the
construction of an LNG tanker whose cost is estimated at 10
billion euros. Finally, there will be no immediate return on
the investment, as it will take at least eight years to put in
place the necessary infrastructure. In these conditions, it is
understandable why the EU did not take the opportunity to
secure some of the aid to Cyprus against these gas resources:
exploitation is still too uncertain and, in any case, the
horizon is too distant (given the immediacy required for a
response to the crisis).

Furthermore,  the  EU  would  likely  wind  up  in  an  awkward
situation  vis-à-vis  several  countries.  If  the  EU  supports
Cyprus  in  the  gas  dispute,  this  comes  down  to  supporting
Israel, at the very time that the EU is holding negotiations
on Turkey’s membership and is trying to build good relations
in the region, including with the regimes that have emerged
from the “Arab Spring”. In addition, two pipeline projects are
already  in  competition:  the  South  Stream  project,  linking
Russia to Western Europe by 2015, and Nabucco, connecting
Iran,  via  Turkey,  to  Western  Europe  by  2017.  A  new  gas
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pipeline  connecting  the  Cypriot  fields  to  the  European
continent would further reduce Russia’s bargaining power, by
shifting the centre of gravity of natural gas southwards. This
would promote greater dispersion and intensify geopolitical
divisions  in  Europe,  between  a  Northern  Europe  (including
Germany) supplied by Russia and a Southern  Europe dependent
on the Middle East and Turkey.

Conclusion

If in the immediacy of the crisis the EU has made the right
choice (that of the “bad” and “good” bank), the question is
posed in the medium / long term of a new growth model for the
Cypriot economy. Given the comparative advantages of Cyprus,
the  exploitation  of  natural  gas  seems  to  offer  the  only
serious solution for the economy’s conversion. However, for
this strategy to be achievable, the EU will have to take a
clear  position  in  favour  of  Cyprus  in  the  Greek-Turkish
dispute.

Not only would the exploitation of the gas bring Cyprus energy
self-sufficiency, it would also constitute a major source of
revenue  for  the  island.  Energy  costs  would  cease  being  a
burden  on  the  balance  of  payments  (Table  1).  This  is
especially important, because, even though tourism (another
pillar of the economy) has provided a stable (non-cyclical)
source of income since 2000, it is not immune to geopolitical
events  in  the  region  or  to  new  competition  over  tourist
destinations, in particular from the “Arab Spring” countries.

Consider this simple calculation. Suppose Cyprus manages to
maintain its tourism revenues at the level of 2 billion euros
(an assumption that, despite the caveats outlined above, is
nevertheless  realistic);  in  the  absence  of  industrial
restructuring,  if  the  share  of  the  banking  sector  in  the
economy is halved (as desired by the Troika and common sense),
then Cypriot GDP would return to its 2003 level, or slightly
less than 12 billion euros. And GDP per capita would fall by



about a third….

Industrial  reconversion  is  thus  important  for  the  Cypriot
economy, just as for other economies in crisis…. except that
Cyprus has Aphrodite.

 

[1] See Henri Sterdyniak and Anne-Laure Delatte,  ”Cyprus: a
well-conceived plan, a country in ruins…”., OFCE blog, March
2013.

[2] See Céline Antonin, Would returning to the drachma be an
overwhelming tragedy?, OFCE Note no. 20, 19 June 2012.

[3] For more on the dithering on the rescue plan, see Jérôme
Creel, “The Cypri-hot case!”,  OFCE blog, March 2013.

[4] These loans, granted via Emergency Liquidity Assistance
(ELA), amount to 9 billion euros.

[5] Article 63 of the Treaty of the European Union prohibits
restrictions  on  the  movement  of  capital,  but  Article  64b
authorizes Member states to take control measures for reasons
of public order or public safety.

[6] “If the bank can’t recapitalize itself, then we’ll talk to
the  shareholders  and  the  bondholders.  We’ll  ask  them  to
contribute in recapitalizing the bank. And if necessary the
uninsured deposit holders”, statement by Jeroen Dijsselbloem,
25 March 2013, to the Financial Times.

[7]
http://www.revue-banque.fr/risques-reglementations/breve/les-c
reanciers-des-banques-mis-contribution

[8] The tourist revenue of Cyprus depends in the main on
tourists from Britain (43% in 2011), Russia (14%), Germany and
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Greece (6.5 % each).

[9]  On  the  factors  worsening  the  current  accounts,  see
Natixis, Retour sur la crise chypriote, novembre 2012.

[10] Estimation made using the elasticities calculated by the
IMF.

[11] Not far from Aphrodite, 700 billion cu.m of deposits were
discovered in the Israeli EEZ, proof that the region is rich
in natural gas.

[12] The tensions between Cyprus (southern part) and Israel
were  resolved  (peacefully)  by  the  signing  of  a  treaty  in
December  2010  defining  their  respective  exclusive  economic
zones (EEZ). The two entities also plan to cooperate in the
construction of common infrastructures to exploit the gas. See
the  analysis  of  Angélique  Palle  on  the  geopolitical
consequences of the discovery of these natural gas resources
in the Levant basin.

Cyprus:  a  well-conceived
plan, a country in ruins…
By Anne-Laure Delatte and Henri Sterdyniak

The plan that has just been adopted sounds the death knell for
the banking haven in Cyprus and implements a new principle for
crisis resolution in the euro zone: banks must be saved by the
shareholders and creditors without using public money. [1]
This principle is fair. Nevertheless, the recession in Cyprus
will be deep, and the new extension of the Troika’s powers
further discredits the European project. Once again the latest
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developments in the crisis are laying bare the deficiencies in
euro zone governance. It is necessary to save the euro zone
almost every quarter, but every rescue renders the zone’s
structure even more fragile.

Cyprus never should have been accepted into the euro zone. But
Europe privileged expansion over coherence and depth. Cyprus
is a banking, tax and regulatory haven, which taxes companies
at the rate of only 10%, while the balance sheet of its
oversized banking system is nearly eight times its GDP (18
billion euros). Cyprus is in fact a transit hub for Russian
capital: the Cypriot banks have about 20 billion euros in
deposits from Russia, along with 12 billion euros in deposits
of Russian banks. These funds, sometimes of dubious origin,
are often reinvested in Russia: Cyprus is the largest foreign
investor in Russia, to the tune of about 13 billion euros per
year. Thus, by passing through Cyprus, some Russian capital is
laundered and legally secured. As Europe is very committed to
the principle of the free movement of capital and the freedom
of establishment, it has simply let this go.

Having invested in Greek government debt and granted loans to
Greek companies that are unable to pay due to the crisis, the
island’s oversized banking system has lost a lot of money and
has fostered a housing bubble that burst, resulting in heavy
losses. Given the size of the banking system’s balance sheet,
these losses represent a significant share of national GDP.
The banking system is in trouble, and as a consequence the
markets speculated against Cypriot government debt, interest
rates rose, the country plunged into a recession, and the
deficit deepened. In 2012, growth was negative (-2.5%); the
deficit has reached 5.5% of GDP, the public debt has risen to
87% of GDP, the trade deficit stands at 6% of GDP, and the
unemployment rate is 14.7%.

The country needed assistance both to finance itself and to
recapitalize its banks. Cyprus requested 17 billion euros, the
equivalent of its annual GDP. Ten billion euros of loans were



granted, of which nine will be provided by the ESM and one by
the IMF. From a financial point of view, the EU certainly did
not need that billion, which merely gives the IMF a place at
the negotiating table.

In exchange, Cyprus will have to comply with the requirements
of  the  Troika,  i.e.  reductions  of  15%  in  civil  servant
salaries and 10% in spending on social welfare (pensions,
family  allowances  and  unemployment),  the  introduction  of
structural  reforms,  and  privatization.  It  is  the  fourth
country in Europe to be managed by the Troika, which can once
again impose its dogmatic recipes.

Cyprus is to lift its tax rate on corporations from 10 to
12.5%, which is low, but Europe could not ask Cyprus to do
more than Ireland. Cyprus must increase the tax rate on bank
interest from 15 to 30%. This is a timid step in the direction
of the necessary tax harmonization.

But what about the banks? The countries of Europe were faced
with a difficult choice:

–          helping Cyprus to save its banking system amounted
to saving Russian capital with European taxpayers’ money, and
showed that Europe would cover all the abuses of its Member
States, which would have poured more fuel on the fire in
Germany, Finland and the Netherlands.

–          asking Cyprus to recapitalize its banks itself
would push its public debt up to more than 150% of GDP, an
unsustainable level.

The first plan, released on 16 March, called for a 6.75%
contribution from deposits of less than 100,000 euros and
applied a levy of only 9.9% on the share of deposits exceeding
this  amount.  In  the  mind  of  the  Cypriot  government,  this
arrangement had the advantage of not so heavily compromising
the future of Cyprus as a base of Russian capital. But it
called into question the commitment by the EU (the guarantee



of deposits under 100,000 euros), which undermined all the
banks in the euro zone.

Europe finally reached the right decision: not to make the
people alone pay, to respect the guarantee of 100,000 euros,
but to make the banks’ shareholders pay, along with their
creditors and holders of deposits of over 100,000 euros. It is
legitimate to include those with large deposits that had been
remunerated  at  high  interest  rates.  It  is  the  model  of
Iceland, and not Ireland, that has been adopted: in case of
banking difficulties, large deposits remunerated at high rates
should not be treated as public debt, at the expense of the
taxpayers.

Under the second plan, the country’s two largest banks, the
Bank of Cyprus (BOC) and Laiki, which together account for 80%
of the country’s bank assets, are being restructured. Laiki,
which was hit hardest by developments in Greece and which was
more heavily involved in the collection of Russian deposits,
has been closed, with deposits of less than 100,000 euros
transferred to the BOC, which takes over Laiki’s assets, while
it also takes charge of the 9 billion euros that the ECB has
lent it. Laiki customers lose the portion of their deposits
over  100,000  euros  (4.2  billion),  while  holders  of  Laiki
equities and bonds lose everything. At the BOC, the excesses
of deposits above 100,000 euros are placed in a bad bank and
frozen until the restructuring of the BOC is completed, and a
portion of these (up to 40%) will be converted into BOC shares
in order to recapitalize the bank. Hence the 10 billion euro
loan from the EU will not be used to resolve the banking
problem. It will instead allow the government to repay its
private creditors and avoid a sovereign bankruptcy. Remember
that the national and European taxpayers are not called on to
repair the excesses of the world of finance.

This  is  also  a  first  application  of  the  banking  union.
Deposits  are  indeed  guaranteed  up  to  100,000  euros.  As
requested by the German government, the banks must be saved by



the shareholders and creditors, without public money. The cost
of bailing out the banks should be borne by those who have
benefited from the system when it was generating benefits.

From our viewpoint, the great advantage is ending the poorly
controlled  financial  status  of  Cyprus.  It  is  a  healthy
precedent that will discourage cross-border investment. It is
of  course  regrettable  that  Europe  is  not  attacking  other
countries  whose  banking  and  financial  systems  are  also
oversized (Malta, Luxembourg, the United Kingdom) and other
regulatory and tax havens (the Channel Islands, Ireland, the
Netherlands), but it is a first step.

This  plan  is  thus  well  thought-out.  But  as  was  modestly
acknowledged by the Vice-President of the European Commission,
Olli Rehn, the near future will be very difficult for Cyprus
and its people. What are the risks?

Risk of a deposit flight and liquidity crisis: unlike the
initial plan, which called for a levy on all deposits, the new
plan  is  consistent  with  reopening  the  banks  relatively
quickly. In fact, the banks are staying closed as long as the
authorities  fear  massive  withdrawals  by  depositors,  which
would automatically lead to a liquidity crisis for the banks
concerned. However, as small depositors are not affected and
large  depositors  have  their  assets  frozen  until  further
notice, it seems that the risk of a bank run can be ruled out.
A problem will nevertheless arise when the large deposits are
unfrozen.  Their  almost  certain  withdrawal  will  very
likely result in a loss of liquidity for the BOC, which will
need to be compensated by specially provided liquidity lines
at the ECB. Some small depositors who take fright could also
withdraw their funds. Similarly, holders of large deposits in
other  banks,  although  in  less  difficulty  and  thus  not
affected, could worry that the levies will be extended in the
future and therefore try to move their money abroad. Cyprus
remains at the mercy of a liquidity crisis. This is why the
authorities  have  announced  exceptional  controls  on  capital



movements when the banks reopen, so as to prevent a massive
flight of deposits abroad. This is a novelty for the EU. But
the  transition,  which  means  shrinking  the  Cypriot  banking
sector from 8 times the island’s GDP to 3.5 times, could well
prove difficult and may have some contagion effects on the
European  markets,  since  the  banks  will  have  to  sell  a
significant  amount  of  assets.

Risk of a long recession: the halving of the size of the
banking sector will not take place painlessly, as the entire
economy  will  suffer:  bank  employees,  service  partners,
attorneys, consultants, auditors, etc. Some Cypriot companies,
along with some wealthy households, will lose part of their
bank holdings.

However,  the  plan  requires  simultaneous  fiscal  austerity
measures (on the order of 4.5% of GDP), structural reforms
and the privatizations so dear to Europe’s institutions. These
austerity  measures,  coming  at  a  time  when  key  economic
activity  is  being  sacrificed,  will  lead  to  a  lengthy
recession.  The  Cypriots  all  have  in  mind  the  example  of
Greece, where consumption has fallen by more than 30% and GDP
by over 25%. This shrinkage will lead to lower tax revenues, a
higher debt ratio, etc. Europe will then demand more austerity
measures. Seeing another country trapped in this spiral will
further discredit the European project.

Some desire to pull out of the euro zone has been simmering
since the beginning of the crisis in Cyprus, and there is
little chance that it will die out now.

It is therefore necessary to give new opportunities to Cyprus
(and to Greece and Portugal and Spain), not the economic and
social ruin imposed by the Troika, but an economic revival
involving  a  plan  for  industrial  reconversion  and
reconstruction.  For  example,  the  exploitation  of  the  gas
fields discovered in 2011 on the south of the island could
offer a way out of the crisis. It would still be necessary to



finance the investment required to exploit them and generate
the  financial  resources  the  country  needs.  It  is  time  to
mobilize genuine assistance, a new Marshall Plan financed by
the countries running a surplus.

Risk of chain reactions in the banking systems of other Member
States: the European authorities must make a major effort at
communications to explain this plan, and that is not easy.
From this point of view, the first plan was a disaster, as it
demonstrated  that  the  guarantee  of  deposits  of  less  than
100,000 euros can be annulled by tax measures. For the second
plan, the authorities must simultaneously explain that the
plan is consistent with the principle of the banking union –
to make the shareholders, creditors and major depositors pay –
while clarifying that it has a specific character – to put an
end to a bank, fiscal and regulatory haven, and so will not
apply to other countries. Let’s hope that the shareholders,
creditors  and  major  depositors  in  the  banks  in  the  other
Member States, particularly Spain, will allow themselves to be
convinced. Otherwise significant amounts of capital will flee
the euro zone.

Risk  of  weakening  the  banking  union:  the  Cypriot  banking
system was of course poorly managed and controlled. It took
unnecessary risks by attracting deposits at high rates that it
used to make profitable but risky loans, many of which have
failed. But the Cypriot banks are also victims of the default
on the Greek debt and of the deep-going recession faced by
their neighbours. All of Europe is in danger of falling like
dominoes: the recession weakens the banks, which can no longer
lend, which accentuates the recession, and so on.

Europe plans to establish a banking union that will impose
strict standards for banks with respect to crisis resolution
measures.  Each  bank  will  have  to  write  a  “living  will”
requiring  that  any  losses  be  borne  by  its  shareholders,
creditors and major depositors. The handling of the Cyprus
crisis is an illustration of this. Also, the banks that need



capital, creditors and deposits to comply with the constraints
of Basel III will find it harder to attract them and must pay
them high rates that incorporate risk premiums.

The banking union will not be a bed of roses. Bank balance
sheets will need to be cleaned up before they get a collective
guarantee. This will pose a problem in many countries whose
banking sector needs to be reduced and restructured, with all
the social and economic problems that entails (Spain, Malta,
Slovenia, etc.). There will inevitably be conflicts between
the ECB and the countries concerned.

Deposit insurance will long remain the responsibility of the
individual country. In any event, it will be necessary in the
future banking union to distinguish clearly between deposits
guaranteed  by  public  money  (which  must  be  reimbursed  at
limited rates and must not be placed on financial markets) and
all the rest. This argues for a rapid implementation of the
Liikanen report. But will there be an agreement in Europe on
the future structure of the banking sector between countries
whose banking systems are so very different?

The Cypriot banks lost heavily in Greece. This argues once
again for some re-nationalization of banking activities. Banks
run great risks when lending on large foreign markets with
which  they  are  not  familiar.  Allowing  banks  to  attract
deposits from non-residents by offering high interest rates or
tax or regulatory concessions leads to failures. The banking
union must choose between the freedom of establishment (any
bank  can  move  freely  within  the  EU  countries  and  conduct
whatever activities it chooses) and the principle of liability
(countries are responsible for their banking systems, whose
size must stay in line with that of the country itself).

In  the  coming  years,  the  necessary  restructuring  of  the
European banking system thus risks undermining the ability of
banks to dispense credit at a time when businesses are already
reluctant to invest and when countries are being forced to



implement drastic austerity plans.

In sum, the principle of making the financial sector pay for
its  excesses  is  beginning  to  take  shape  in  Europe.
Unfortunately,  the  Cyprus  crisis  shows  once  again  the
inconsistencies of European governance: to trigger European
solidarity, things had to slide to the very edge, at the risk
of going right over the cliff. Furthermore, this solidarity
could plunge Cyprus into misery. The lessons of the past three
years  do  not  seem  to  have  been  fully  drawn  by  Europe’s
leaders.

[1] The over 50% reduction of the face value of Greek bonds
held by private agents in February 2012 already went in this
direction.

The Cypri-hot case!
By Jérôme Creel

In advance of a more in-depth study of the crisis in Cyprus
and its impact on the euro zone, here are a few thoughts on
the draft agreement reached last Monday morning, 25 March,
between the Cypriot Presidency and some of the donors.

This proposal provides for the winding up of a private bank,
Laiki, and shifting of its insured deposits (under 100,000
euros) to another private bank, the Bank of Cyprus, as part of
its recapitalization. Deposits in the Bank of Cyprus in excess
of 100,000 euros will be frozen and converted into shares.
Ultimately, the Bank of Cyprus should be able to achieve a
capital ratio of 9%, complying with applicable EU banking
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legislation.  In  exchange  for  these  provisions  and  for  an
increase in taxes on capital gains and corporate profits, the
European  institutions  will  contribute  10  billion  euros  to
Cyprus. Bank deposits guaranteed under the rules in force in
the EU will still be insured, while the increase in capital
gains  taxes  will  reduce  the  remuneration  of  deposits  in
Cyprus, which have been above the European average.

In one week, the negotiations between the Cypriot authorities,
the  IMF  and  Europe’s  institutions  have  led  to  radically
different results. For the part of the rescue plan needed for
the viability of the banking system, the Cypriot President was
apparently  faced  with  a  choice  between  a  levy  on  all
depositors, including “small savers”, and a bank failure that
would  entail  financial  losses  only  for  shareholders,
bondholders and “big savers” (those with deposits of over
100,000 euros). It thus took a week for the democratically
elected representative of a Member State of the European Union
to give in and uphold the interests of the many (the general
interest?)  over  the  interests  of  the  few,  a  handful  of
bankers.

The March 25th draft agreement also included a very interesting
reference to the issue of money laundering. Cypriot banks will
undergo audits to better understand the origin of the funds
they collect. This time it did not take a week, but rather
years for members of the Eurogroup to deal formally with a
basic question about the operation of the Cypriot economy.
Beyond Cyprus itself, there is reason to wonder whether there
isn’t funny money in the EU too.

One final thought about the International Monetary Fund, the
donor partner that together with the European Central Bank and
the European Commission makes up the Troika. It seems that it
set many of the requirements: should we conclude that the IMF
has much more bargaining power than the ECB and the European
Commission, that it is the leader of this Troika? If this is



so, it would raise some problems: first, the ECB and the
Commission are supposed to defend the interests of Europe,
which would not be the case if these two institutions were
under the thumb of the IMF. Second, we should not forget that
during the recapitalization of April 2009, the IMF received
additional  funds  from  the  EU  countries,  which  was  a  wise
decision on their part if their representatives anticipated
that soon they would need recourse to bailout funds, with the
funds allocated to the IMF returning back to the EU in the
form  of  loans.  That  said,  having  the  IMF  dictate  drastic
conditions for qualifying for bailout funds that have largely
been contributed by from the EU itself is questionable, and
would undermine the process of European integration.


