
Non-performing  loans  –  A
danger for the Banking Union?
By Céline Antonin, Sandrine Levasseur and Vincent Touzé

The establishment of the third pillar of the Banking Union,
namely the creation of a European deposit insurance scheme,
has been blocked up to now. Some countries – like Germany and
the Netherlands – are arguing that the risk of bank default is
still too heterogeneous in the euro zone to allow deposit
guarantees to be pooled.

Our  article,  L’Union  bancaire  face  au  défi  des  prêts  non
‘performants’ [“The Challenge of Non-performing Loans for the
Banking Union”], focuses on how to solve the “problem” of non-
performing loans (NPLs) in a way that can break this deadlock
and finally complete the Banking Union. This is a crucial step
in order to restore confidence and allow the emergence of an
integrated banking market.

Our review of the current situation shows that:

The level of NPLs is still worrying in some countries.1.
The situation is alarming in Cyprus and Greece, where
unprovisioned  NPLs  represent  more  than  20%  of  GDP,
whereas the situation is “merely” worrying for Slovenia,
Ireland, Italy and Portugal, where unprovisioned NPLs
are between 5% and 8% of GDP;
In total, at end 2017, the amount of unprovisioned NPLs2.
for the euro area came to 395 billion euros, which is
equivalent to 3.5% of euro area GDP. On this scale, the
“problem”  of  non-provisioned  NPLs  thus  seems  more
modest.

Looking beyond private solutions such as debt forgiveness,
provisioning, securitization and the creation of bad banks,
our conclusion is that it is the public authorities at the
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European level who ultimately have the most effective means of
action. They have multiple levers at their disposal, including
the definition of the relevant regulatory and institutional
framework; supervision by the ECB, which could be extended to
more banks; and not least monetary and fiscal policies at the
euro zone level, which could be mobilized to buy up doubtful
debt or enter the capital of banks experiencing financial
distress.

 

 

Banking  Europe:  Strength  in
the Union?
By Céline Antonin and Vincent Touzé

On  4  November  2014,  the  European  Central  Bank  became  the
single supervisor of banks in the euro zone. This was the
first step in the banking union.

The economic and financial crisis that started in 2007 has
exposed several European weaknesses:

The  national  bank  markets,  though  seemingly1.
compartmentalized, proved to be highly interdependent,
as  was  seen  in  the  high  level  of  propagation-
contamination;
There was often a lack of coordination in the national2.
support provided;
Given the context of high public indebtedness, State3.
support for the bank system led to a strong correlation
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between bank risk and sovereign risk;
The  absence  of  fiscal  transfer  mechanisms  strongly4.
limited European solidarity.

In 2012, the idea of a banking union arose out of a triple
necessity: to break the link between the banking crisis and
the  sovereign  debt  crisis  by  enabling  the  direct
recapitalization  of  troubled  banks  through  the  European
Stability Mechanism; to prevent bank runs; and to prevent the
euro zone banking markets from fragmenting.

The banking union is being built on three pillars: a single
supervision  mechanism  (SSM);  a  single  resolution  mechanism
(SRM), with a resolution fund and a bail-in process; and a
single deposit guarantee system with a guarantee fund.

The banking union sets out new solutions. Nevertheless, grey
areas remain, and the European solidarity provided by the
banking union could prove insufficient to deal with major
shocks.

The latest Note de l’OFCE (no. 46 of 18 November 2014) reviews
the context surrounding the establishment of the banking union
and  takes  stock  of  the  advantages  and  limitations  of  the
progress  made  in  constructing  the  union.  This  Note  was
produced as a special study entitled “Comment lutter contre
la fragmentation du système bancaire de la zone euro?”, [How
can  the  fragmentation  of  the  euro  zone  banking  system  be
fought?] Revue de l’OFCE, no. 136 (2014).
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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

http://www.legifrance.gouv.fr/affichLoiPubliee.do?idDocument=JORFDOLE000026795365&type=general
http://www.legifrance.gouv.fr/affichLoiPubliee.do?idDocument=JORFDOLE000026795365&type=general


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
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– 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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Banking union: a solution to
the euro crisis?
By Maylis Avaro and Henri Sterdyniak

The European summit on 28th and 29th June marked a new attempt
by Europe’s institutions and Member states to overcome the
crisis in the euro zone. A so-called Growth Pact was adopted,
but it consists mainly of commitments by the Member states to
undertake  structural  reform,  and  the  limited  funds  made
available (120 billion over several years) were for the most
part already planned. The strategy of imposing restrictive
fiscal  policies  was  not  called  into  question,  and  France
pledged to ratify the Fiscal Compact. The interventions of the
European Financial Stability Facility (EFSF) and the European
Stability Mechanism (ESM) will now be less rigid, as, without
additional  conditions,  they  can  help  countries  that  the
financial markets refuse to finance so long as they meet their
objectives in terms of fiscal policy and structural reform.
But euro-bonds and the mutual guarantee of public debt were
postponed. The summit also launched a new project: a banking
union. Is this an essential supplement to monetary union, or
is it a new headlong rush into the unknown?

The current crisis is largely a banking crisis. The European
banks  had  fed  financial  bubbles  and  housing  bubbles
(especially in Spain and Ireland), and they had invested in
mutual funds and hedge funds in the United States. After major
losses during the crisis of 2007-2010, the Member states came
to their rescue, which was particularly costly for Germany,
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the UK, Spain and above all Ireland. The sovereign debt crisis
in the euro zone has compounded their woes: the sovereign debt
that  they  hold  has  become  a  risky  asset.  The  problem  of
regulating the banks has been raised at the international
level (new Basel III standards), in the United States (Volkers
rule and Dodd-Frank law) and in Britain (Vickers report).

In June 2012, doubts about the soundness of Europe’s banks
surfaced yet again. The measures taken since 2008 to stabilize
the financial system have proved insufficient. When Bankia,
Spain’s fourth-largest bank, announced that it was requesting
State  assistance  of  19  billion  euros,  worries  about  the
balance sheets of Spanish banks rose sharply. The rate of bad
loans of the country’s banks, whose balance sheets were hit
hard by the real estate crash, rose from 3.3% at end 2008 to
8.7% in June 2012 [1]. Furthermore, many Greeks, fearing an
exit from the euro zone, began to reduce their deposits in the
banks there [2].

 

In response to these dangers, the proposal for a European
banking union was given a new boost by Mario Monti. Italy’s PM
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suggested  developing  the  proposals  in  preparation  for  the
European Commission Single Market DG, an idea that currently
has the support of the Commission, the European Central Bank,
and several Member states (Italy, France, Spain, etc.) On the
other  hand,  Germany  believes  that  a  banking  union  is
impossible  without  a  fiscal  union.  While  Angela  Merkel
acknowledged [3] that it was important to have a European
supervisory authority, with a supranational banking authority
with a better general overview, she clearly rejected the idea
of Germany taking a risk of further transfers and guarantees
without greater fiscal and policy integration [4]. The euro
zone summit meeting on 29 June asked the Commission to make
proposals shortly on a single monitoring mechanism for the
euro zone’s banks.

This kind of banking union would rest on three cornerstones:

– a European authority in charge of centralized oversight of
the banks,

– a European deposit guarantee fund,

– a common mechanism for resolving bank crises.

Each of these cornerstones suffers specific problems: some are
related to the complex way the EU functions (Should a banking
union be limited to the euro zone, or should it include all EU
countries? Would it be a step towards greater federalism? How
can  it  be  reconciled  with  national  prerogatives?),  while
others concern the structural choices that would be required
to deal with the operations of the European banking system.

As  to  the  institution  that  will  exercise  the  new  banking
supervisory powers, the choice being debated is between the
European Banking Authority (EBA) and the ECB. The EBA was
established in November 2010 to improve oversight of the EU
banking system, and it has already conducted two series of
“stress tests” on the banks. As a result of the tests, in
October 2011 Bankia reported a 1.3 billion euro shortage of



funds. Five months later, the deficit was 23 billion; the
EBA’s credibility suffered. In addition, the London-based EBA
has  authority  over  the  British  system,  while  the  United
Kingdom does not want to take part in the banking union. The
ECB has, for its part, received support from Germany. Article
127.6 of the Treaty on the Functioning of the European Union

[5], which was cited at the euro zone summit of June 29th as a
basis for the creation of a European Banking Authority, would
make it possible to give the ECB supervisory authority. On 12
June, the Vice-President of the ECB, Mr. Constancio, said
that, “the ECB and the Eurosystem are prepared” to receive
these powers; “there is no need to create a new institution”.

European  oversight  implies  a  common  vision  of  banking
regulation. There must be agreement on crucial issues, such
as:  “Does  commercial  banking  need  to  be  separated  from
investment  banking?”  “Should  banks  be  prohibited  from
operating on the financial markets for their own account?”
“Should  public  or  mutual  or  regional  banks  be  encouraged
rather than large internationalized banks?” “Should banks be
encouraged  to  extend  credit  primarily  to  businesses  and
government  in  their  own  country,  or  on  the  contrary  to
diversify?” “Should the macro-prudential rules be national or
European?” In our opinion, entrusting these matters to the ECB
runs the risk of taking a further step in the depoliticization
of Europe.

Applying  the  guidelines  of  this  new  authority  will  be
problematic. A banking group in difficulty could be ordered to
divest its holdings in large national groups. But would a
country’s government expose a national champion to foreign
control? Governments would lose the ability to influence the
distribution of credit by banks, which some people might find
desirable (no political interference in lending), but in our
opinion  is  dangerous  (governments  would  lose  a  tool  of
industrial policy that could be used to finance Small and
Medium  Enterprises  [SMEs]  and  Economic  and  technological



intelligence  [ETI]  projects  or  to  support  the  ecological
transition).

For example, in a case involving Dexia, the opposition between
the European Commission on the one hand and France, Belgium
and Luxembourg on the other is blocking a restructuring plan.
The  plan  includes  the  takeover  of  Dexia  Credit  Local’s
financing of local authorities by a banking collectivity that
would  be  created  based  on  cooperation  between  La  Banque
postale  and  the  Caisse  des  depots.  In  the  name  of  fair
competition, Brussels is challenging the financing of local
communities  by  such  a  bank,  as  Dexia  has  received  public
funding for its restructuring plan. This is threatening the
continuity of the financing of the French local authorities,
and could put a halt to their plans; in particular, it could
prevent France from providing specific secure mechanisms for
financing local authorities through local savings.

The purpose of a deposit guarantee fund is to reduce the risk
of a massive withdrawal of deposits during a banking panic.
This  fund  could  be  financed  through  contributions  by  the
European  banks  guaranteed  by  the  fund.  According  to
Schoenmaker and Gros [6], a banking union must be created
under a “veil of ignorance”, that is to say, without knowing
which country poses the greatest risk: this is not the case in
Europe today. The authors propose a guarantee fund that at the
outset would accept only the strongest large transnational
banks, but this would immediately heighten the risk of the
zone breaking apart if depositors rushed to the guaranteed
banks. The fund would thus need to guarantee all Europe’s
banks. According to Schoenmaker and Gros, assuming a 100,000
euro ceiling on the guarantee, the amount of deposits covered
would be 9,700 billion euros. The authors argue that the fund
should  have  a  permanent  reserve  representing  1.5%  of  the
deposits covered (i.e. about 140 billion euros). But this
would  make  it  possible  to  rescue  only  one  or  two  major
European banks. During a banking crisis, amidst the risk of



contagion, such a fund would have little credibility. The
guarantee of deposits would continue to depend on the States
and on the European Stability Mechanism (ESM), which would
have  to  provide  support  funds,  ultimately  by  requiring
additional contributions from the banks.

The  authority  in  charge  of  this  fund  has  not  yet  been
designated. While the ECB appears well positioned to undertake
supervision  of  the  banking  system,  entrusting  it  with
management  of  the  deposit  guarantee  fund  is  much  more
problematic.  According  to  Repullo  [7],  deposit  insurance
should  be  separated  from  the  function  of  lender  of  last
resort. Indeed, otherwise the ECB could use its ability to
create money to recapitalize the banks, which would increase
the money supply. The objectives of monetary policy and of
support for the banks would thus come into conflict. What is
needed is a body that handles deposit insurance and crisis
resolution and is separate from the ECB, and which must have a
say  on  the  behavior  of  the  banks,  and  which  would  be
additional to the EBA, the ECB, and the national regulators.
The ECB on the other hand would continue to play its role as
lender of last resort. But it is difficult to see how such a
complicated system would be viable.

As the risk of a country leaving the euro zone cannot yet be
dismissed, the question arises as to what guarantee would be
offered by a banking union in the case of a conversion into
national currency of euro-denominated deposits. A guarantee of
deposits in the national currency would, in the case of an
exit from the euro, heavily penalize customers of banks that
suffer a devaluation of the national currency against the
euro, whose purchasing power would decline sharply. This kind
of guarantee does not solve the problem of capital flight
being experienced today by countries threatened by a risk of
default. What is needed is a guarantee of deposits in euros,
but in today’s situation, given the level of risk facing some
countries, this is difficult to set up.



German and Finnish politicians and economists such as H. W.
Sinn are, for instance, denouncing an excessive level of risk
for Germany and the Nordic countries. According to several
German economists, no supranational authority has the right to
impose  new  burdens  (or  risk  levels)  on  the  German  banks
without the consent of Parliament, and the risk levels need to
be explicitly limited. The German Constitutional Court might
oppose the deposit guarantee fund as exposing Germany to an
unlimited  level  of  risk.  Moreover,  according  to  George
Osborne,  the  Chancellor  of  the  British  Exchequer,  a  bank
deposit  guarantee  at  the  European  level  would  require  an
amendment  to  existing  treaties  and  the  consent  of  Great
Britain.

On 6 June, the European Commission began to develop a common
framework  for  resolving  banking  crises  by  adopting  the
proposal of Michel Barnier, which has three components. The
first is to improve prevention by requiring banks to set up
testaments, that is, to provide for recovery strategies and
even disposal plans in case of a serious crisis. The second
gives the European banking authorities the power to intervene
to implement the recovery plans and to change the leadership
of a bank if it fails to meet capital requirements. The third
provides that, if a bank fails, the national governments must
take control of the establishment and use resolution tools
such as divestiture, the creation of a defeasance bank, or
“bad” bank, or an internal bailout (by forcing shareholders
and creditors to provide new money). If necessary, the banks
could receive funds from the ESM. Bank-related risks would
therefore  be  better  distributed:  the  shareholders  and
creditors not covered by the guarantee would be first to be
called upon, so that the taxpayers would not pay to reimburse
the creditors of insolvent banks. In return, bank loans and
shares would become much riskier; bank reluctance about inter-
bank credit and the drying up of the interbank market due to
the  crisis  would  persist;  and  the  banks  would  find  it
difficult to issue securities and would have to raise the



level of compensation. However, Basel III standards require
banks to link their lending to the level of their capital.
This would pose a risk of constraining the distribution of
credit, thereby helping to keep the zone in recession. Based
on the decisions of the summit on 29 June, Spain could be the
first country whose banks would be recapitalized directly by
the ESM. However, this would not take place until early 2013;
the terms of the procedure and the impact of ESM aid on the
governance  of  the  recapitalized  banks  still  need  to  be
determined. As can be seen in the Dexia example, what terms
are set for the reorganization of a bank can have serious
consequences for the country concerned: are governments (and
citizens) willing to lose all power in this domain?

A  banking  union  can  help  break  the  correlation  between  a
sovereign debt crisis and a banking crisis. When the rating
agencies downgrade a country’s debt, the securities suffer a
loss in value and move into the category of “risky assets”,
becoming less liquid. This increases the overall risk faced by
the banks in the country concerned. If a bank is facing too
much overall risk and it is no longer able to meet the capital
requirements of Basel III, the State must recapitalize it, but
to do this it must take on debt, thereby increasing the risk
of a default. This link between the banks’ fragile balance
sheets  and  public  debt  generates  a  dangerous  spiral.  For
instance, since the announcement of the bankruptcy of Bankia,
Spain’s  10-year  refinancing  rates  reached  the  critical
threshold of 7%, whereas last year the rates were about 5.5%.
In a banking union, the banks would be encouraged to diversify
on  a  European  scale.  However,  the  crisis  of  2007-09
demonstrated the risks of international diversification: many
European banks lost a great deal of money in the US; foreign
banks are unfamiliar with the local business scene, including
SMEs,  ETIs  and  local  government.  Diversification  based  on
financial criteria does not fit well with a wise distribution
of credit. Moreover, since the crisis, European banks are
tending to retreat to their home countries.



The proposal for a banking union assumes that the solvency of
the banks depends primarily on their own capital, and thus on
the  market’s  evaluation,  and  that  the  links  between  a
country’s  needs  for  financing  (government,  business  and
consumers) and the national banks are severed. There is an
argument for the opposite strategy: a restructuring of the
banking sector, where the commercial banks focus on their core
business  (local  lending,  based  on  detailed  expertise,  to
businesses, consumers and national government), where their
solvency would be guaranteed by a prohibition against certain
risky or speculative transactions.

Would banking union promote further financialization, or would
it mark a healthy return to the Rhineland model? Would it
require  the  separation  of  commercial  banks  and  investment
banks? Would it mean prohibiting banks whose deposits are
guaranteed to do business on the financial markets for their
own account?
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