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e For political reasons, European Union member states’ opinions on joining banking
union range from outright refusal to active consideration. The main stance is to wait
and see how the banking union develops. The wait-and-see positions are often
motivated by the consideration thatjoining banking union might imply joining the euro.
However, in the long term, banking union’s ultimate rationale is linked to cross-border
banking in the single market, which goes beyond the single currency.

e This Policy Contribution documents the banking linkages between the nine ‘outs’ and
19 ‘ins’ of the banking union. We find that some of the major banks based in Sweden
and Denmark have substantial banking claims across the Nordic and Baltic regions.
We also find large banking claims from banks based in the banking union on central and
eastern Europe. The United Kingdom has a special position, with London as both a
global and European financial centre.

e We find that the out countries could profit from joining banking union, because it would
provide a stable arrangement for managing financial stability. Banking union allows

e 4210 foran integrated approach towards supervision (avoiding ring fencing of activities and
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1. Alter and Schiiler (2012)
and Erce (2015) provide
evidence of interdepend-
ence between government
and bank credit risk during
the crisis.

2. http://www.consil
ium.europa.eu/uedocs/cms_
data/
docs/pressdata/en/ec/1313
59.pdf.

3.The ESM was established
on 27 September 2012 as a
permanent firewall for the
euro area, to safeguard and
provide instantaccess to
financial assistance pro-
grammes for member
states in financial difficulty,
including direct recapitali-
sation of banks.

4. http://www.gover
nment.se/sweden-in-the-
eu/eu-policy-areas/eco-
nomic-and-financial-affairs.

5.Itshould be noted that, at
the time of writing, the
Danish government that
took office in mid-2015 had
not yet formulated an offi-
cial position.

6. For Hungary, Kisgergely
and Szombati (2014) from
the National Bank sum-
marise the topic well.

7. http://www.reuters.
com/article/us-bulgaria-
cenbank-idUSKCNORO2
2B20150924#3HLqlKc7cl
qM4KjW.97.
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1.INTRODUCTION

Banking union, which consists of the Single
Supervisory Mechanism (SSM) and the Single
Resolution Mechanism (SRM), was a reply to one
of the root-causes of the European debt crisis: the
sovereign-banking loop. The vicious circle linking
the solvency of euro-area countries to the
solvency of their banks contributed to the crisis.
The sovereign-bank loop works two ways. First,
banks hold on their balance sheets large amounts
of the bonds of their own governments (Merlerand
Pisani-Ferry, 2012; Battistini et al, 2014). Conse-
quently, a deterioration of a government’s credit
rating would automatically undermine the sol-
vency of that country’s banks. Second, a weaken-
ing of a country’s banking system could have
implications for the government’s budget because
of the potential for a government-financed bank
bailout, and because of lower tax revenues result-
ing from the subsequent economic downturn
(Angeloni and Wolff, 2012]1.

The euro area fell victim to the sovereign-bank
loop because national central banks have given
up control over the currency in which their debts
are issued, putting the European Central Bank
(ECB) in charge. To break the loop, a June 2012
summit of euro-area heads of state and govern-
ment? decided to move the responsibility for bank-
ing supervision to the euro-area level as a
pre-condition for direct bank recapitalisation by
the European Stability Mechanism (ESM)3. More-
over, the ECB was substantially exposed to banks
because it was forced to provide them with liquid-
ity without having supervisory control. If ex-post
rescues are organised at European level, ex-ante
supervision should also be moved to European
level to minimise the need for such rescues
(Goodhartand Schoenmaker, 2009). The essence
of banking union is therefore supervision and res-
olution of banks at supranational level.

While euro-area members have been included in

all elements of the banking union by default, the
SSM also allows non-euro area EU members to
participate. For these countries, an important
strategic question is if and when they should join
partorall of banking union. On this question, opin-
ions differ (Figure 1). Sweden declared in 2014
that it will not join banking union in the foresee-
able future, and has not since changed its view
substantially*, remaining the United Kingdom's
main ally on this issue. By contrast, Denmark’s
government said in April 2015 that it wants to
become part of the banking union, because it
views it as being in the interests of its financial
sector (@stergaard and Larsen, 2015)5. In central
and eastern Europe, the Czech Republic remains
sceptical about eventual participation in the bank-
ing union, and Hungary and Poland have also
adopted wait-and-see approaches®. Bulgaria and
Romania are more positive about joining banking
union. In July 2014, Bulgaria said it would seek to
join banking union after poor supervision led to
the collapse of its fourth biggest lender’. Romania
too has embraced the idea of joining banking
union from early on (Isarescu, 2013).

These wait-and-see positions are often motivated
by the consideration that joining banking union
might imply joining the euro. However, we argue
that in the long-term, banking union’s ultimate
rationale is more linked to cross-border banking in
the single market, which goes beyond the single
currency. Therefore, the debate about whether to
optinto banking union is not necessarily a debate
about joining the full package, eg joining both the
euro and banking union.

A system of national supervision and resolution,
when confronted with cross-border banking, can
resultin coordination failures between national
authorities, because they do not take into account
the cross-border externalities of their supervisory
actions (see the Annex for a full overview of the
theory of policy coordination). To address these
coordination failures, supranational policies are
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Figure 1: Member states’ positions on joining banking union
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Source: Bruegel based on press releases and National Central Banks, as of December 2015.

needed (Schoenmaker, 2013). The coordination
failure argumentis related to the EU single market,
which allows unfettered cross-border banking,
and thus to the European Union as a whole. Fur-
thermore, banking union encourages further
cross-border bank integration, deepening the
single market (Asmussen, 2013; Mersch, 2013]). It
follows that the ultimate rationale for banking
union is cross-border banking (Constancio, 2012;
Schoenmaker, 2013). Banking union could there-
fore be an advantage also for countries outside the
euro, which are characterised by a high degree of
cross-border banking.

In this Policy Contribution, we document the high
level of integration of the banking sectors of the
nine banking union ‘outs’ and 19 ‘ins’. We argue
that the outs could profit from joining banking

union because it would provide a stable arrange-
ment for managing financial stability. Banking
union allows for an integrated approach towards
supervision (avoiding ring fencing of activities and
therefore a higher cost of funding) and resolution
(avoiding coordination failure]. On the other hand,
countries can preserve sovereignty over their
banking systems outside the banking union.

2. THE EUROPEAN BANKING LANDSCAPE

The single market enables banks to establish
branches in other European Union countries
based on home-country control. Host countries
have only some limited powers related to liquid-
ity supervision over cross-border branches. Figure
2 shows the percentage of total banking system
assets from branches or subsidiaries of banks

BRUEGEL
POLICY

CONTRIBUTION

03



BRUEGEL
POLICY

CONTRIBUTION

04

headquartered in other European Union or third
countries, and thus illustrates the extent of cross-
border banking penetration in European banking,
On this measure, cross-border banking within the
European Union rapidly increased from 10 percent
in 1997 to 20 percent in the run up to the global
financial crisis. Interestingly, Figure 2 also shows
that while branches were more presentin 1997,
the cross-border expansion in the 2000s was
mostly done through subsidiaries. Cross-border
penetration from EU countries started to decline
in 2007. This trend continued through the start of
the European sovereign debt crisis in 2010-11.
The geographical breakdown of cross-border bank-
ing activity reflects a retrenchment on the back of
the global financial crisis. Moreover, banks that
received state aid were often pressured by
national authorities to maintain domestic lending,
cutting down on foreign lending. More recent data
for 2014 suggests that the cross-border delever-
aging process is bottoming out. Cross-border pen-
etration from third countries was more stable at
about 8 percent throughout the period, but also
declined temporarily after 2007.

2.1 THE BANKING UNION AREA

The deeper rationale for the banking union is
cross-border banking in the single market. We
expect therefore that a genuine banking union
market will develop when cross-border banking
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groups can transfer excess capital and liquidity
across the group, and supetvision is done at the
consolidated level.

The international orientation of a country’s bank-
ing sector can be captured by dividing its cross-
border banking activities into outward and inward
banking claims. Outward banking refers to the
exposure of a country’s multinational banking
groups to other countries, beyond their domestic
market, while inward banking is defined as the
banking claims from abroad on the country in
question.

In terms of outward banking, splitting the
assets of the largest banks into the assets held
in the home country, in the banking union coun-
tries, in the rest of Europe and in third countries,
allows us to gauge the potential for coordina-
tion failure between national authorities in crisis
management.

Our basic source for the geographical split of
assets is banks’annual reports. When information
on the geographical segmentation of assets is not
available, we use the segmentation of credit expo-
sures of the loan book, the most important asset
class, as a proxy. Further information on credit
exposure is available in the European Banking
Authority’s published stress test results for 2014.
The full methodology for measuring geographic

Figure 2: Cross-border penetration in European banking
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segmentation is described in Schoenmaker
(2013). Under the new Capital Requirements
Directive (CRD V), financial institutions must dis-
close, by country in which they operate through a
subsidiary or a branch, information about turnover,
number of employees and profit before tax. This
extra information allows us to refine the geo-
graphical splitat country level.

Table 1 shows the top 25 banks in the banking
union by end-2014. In terms of assets, 74 percent
of assets are held within the banking union area
(the columns home and banking union com-
bined), 17 percent in the rest of the world, and
only 9 percent of assets are held in other Euro-
pean countries. While 59 percent of assets were
held with the respective home countries before

Table 1: Top 25 banks in banking union, end-2014

Banking of which
Banking group union market Totalassets Home  Banking Restof Rest of

share (€ billions) union  Europe world
Crédit Agricole (FR) 5.1% €1,762 80% % 3% 10%
BNP Paribas (FR) 4.7% €2,0°7 34% 34% 10% 22%
Groupe BPCE (FR) 3.7% €1,223 90% 2% 1% 8%
Société Générale (FR) 3.3% €1,308 2% 5% 9% 14%
Deutsche Bank (DE) 2.7% €1,708 29% 19% 8% 43%
Crédit Mutuel (FR) 2.3% €706 89% 8% 1% 3%
ING Bank (NL) 2% €828 36% 38% 12% 14%
Intesa Sanpaolo (IT) 2% €646 87% 6% 5% 3%
UniCredit (IT) 2% €844 43% 28% 23% 6%
Rabobank (NL) 1.8% €681 ?5% 4% 3% 19%
Banco Santander (ES) 1.4% €1,266 26% 8% 32% 34%
Commerzbank (DE]) 1.3% €557 50% 19% 16% 16%
DZ Bank (DE] 1.1% €402 76% 9% 6% 8%
ABN AMRO (NL) 1.1% €387 ?5% 12% 3% 9%
BBVA (ES) 1.1% €632 43% 11% 5% 42%
La Caixa Group (ES) 1.1% €339 89% 5% 4% 2%
Landesbank Baden-Wurt (DE) 0.8% €266 76% 13% 3% 8%
Bankia (ES) 0.8% €242 86% 9% 4% 1%
Banque Postale (FR) 0.7% €213 93% 5% 2% 0%
Bayerische Landesbank (DE) 0.7% €232 7% 10% 5% 8%
Nord LB (DE) 0.6% €198 84% 9% 3% 4%
Banca Monte dei Paschi Sienna (IT) 0.6% €183 94% 4% 1% 1%
KBC Group (BE) 0.6% €245 52% 20% 24% 5%
Belfius (BE) 0.6% €194 1% 17% 8% 5%
Erste Group (AT) 0.4% €196 46% 15% 37% 2%
Top 25 banks in banking union 42.2% €17,335 59% 15% 9% 1?7%

Source: Bruegel based on annual reports. Notes: Top 25 banks in the banking union are selected on the basis of total
assets (as published in The Banker). The market share in the banking union is defined as the share of total assets in the
banking union of the respective banking group over total banking assets in the banking union. The geographical break-
down refers to the share of assets in the home market, the banking union, the rest of Europe and the rest of the world over
the total assets of the respective banking group. The home and banking union shares add up to the total banking union
share. The last line of the top 25 banks is calculated as a weighted average (weighted according to assets).
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8. Itshould be noted that
Barclays is divesting its
retail banking activities in
Italy, Spain and Portugal
and is thus reducing its
presence in the banking
union area (Financial
Times, 2015).

9. In this context, Estonia
sees, for example, the two
Swedish subsidiaries as
systemically important; see
https://www.esrb.europa.eu
/pub/pdf/other/2015-12-
02 ESRB notification Eesti P
ank.pdf?9f2dcdc41d0b84b
7226e67323033cb56.

entry in the banking union, this ‘home’ percentage
increased to 74 percent when the home base
expanded to the banking union area. Only a few
banking union area banks have substantial activ-
ities in other EU countries. Examples are UniCredit
with 23 percent, KBC Group with 24 percent and
Erste Group with 37 percent (all three mainly in
central and eastern Europe) and Banco Santander
with 32 percent (mainly in the United Kingdom).

2.2 OUTWARD BANKING

Table 2 shows the geographical segmentation of
the top 10 banks outside the banking union. Over-
all, these banks hold 50 percent of their assets in
their home country, 10 percent in the banking
union market, 8 percent in other European coun-
tries and 32 percentin the rest of the world. On a
bank level, Barclays (UK) holds 22 percent of its
assets in the banking union, mainly in Italy (5.1
percent), Spain (3.7 percent), Germany (3.4 per-
cent] and France (2.9 percent)®. Nordea
(Sweden), SEB Group (Sweden) and Danske Bank
(Denmark) have assets amounting to 18 percent,
14 percent and 12 percent respectively in the
banking union (in particular Finland and the
Baltics)®. These three banks are pan-Nordic banks.

This indicates that the countries outside banking
union (especially the Scandinavians) are charac-
terised by a large share of outward banking claims

on banking union as well as other European coun-
tries. If all of the ‘outs’ were to join banking union,
the potential increase in assets brought under
consolidated supervision would be the 10 percent
of assets held in the banking union and the 8 per-
cent of assets held in other European countries
that are not yet part of the banking union.

In countries characterised by an extensive share
of outward banking, the resolution of these multi-
national banks poses an important challenge.
Mervyn King’s famous quote that “banks are inter-
national in life, but national in death” captures
best what is at stake (quoted in Turner, 2009). In
the case of multinational banks, if supervision and
resolution are national, the home-country author-
ities only take the domestic share of a bank’s busi-
ness into account when considering a bank
rescue, without paying much attention to the
cross-border externalities of their actions
(Schoenmaker, 2011; Zettelmeyer, Bergldf and De
Haas, 2012]. In this context, the eventual burden
sharing will be contentious between the home and
the host country, inducing outcomes thatare both
inefficient and detrimental for systemic stability
(Goodhart and Schoenmaker, 2009). While the
SRM is a complicated coordination mechanism
involving the European Commission and the
national finance ministers in addition to the Single
Resolution Board, the SRM Regulation mandates
a banking-union wide perspective for the resolu-

Table 2: Top 10 banks outside banking union, end-2014

B Banking union Total.assets Home Ban!«ing Rest of Rest of
marketshare (€ billions) union Europe world
HSBC (UK) 0.5% €2,170 33% 6% 3% 58%
Barclays (UK]) 1.3% €1,745 37% 22% 2% 38%
Royal Bank of Scotland (UK) 0.2% €1,350 4% 5% 0% 21%
Lloyds Banking Group (UK) 0% €1,099 96% 1% 1% 1%
Nordea (SE) 0.4% €669 24% 18% 57% 1%
Standard Chartered (UK) 0.1% €598 12% 3% 1% 84%
Danske Bank (DK]) 0.2% €465 62% 12% 26% 0%
Svenska Handelsbanken (SE) 0.1% €300 59% 8% 18% 14%
SEB Group (SE) 0.1% €281 60% 14% 18% 8%
Swedbank (SE) 0.1% €226 ?6% 10% 9% 5%
Z‘:";:no banks outside banking ; gy €8,902  50%  10% 8% 32%

Source: Bruegel. Note: See table 2. The top 10 is ranked by total assets.
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Table 3: Cross-border share in % of total assets of a country’s banking sector, end-2014

Countries Total assets Home Other EU Third country
(€ billions)
Austria 880 ?5% 18% 2%
Belgium 1,101 34% 52% 14%
Bulgaria 47 23% ?4% 3%
Croatia 57 n.a. n.a. n.a.
Cyprus 91 ?0% 13% 16%
Czech Republic 196 12% 88% 0%
Denmark 1,082 82% 17% 1%
Estonia 22 10% 84% 6%
Finland 576 32% 67% 1%
France 7,890 91% 8% 1%
Germany 7,799 88% 10% 2%
Greece 397 98% 2% 0%
Hungary 110 55% 42% 4%
Ireland 1,008 63% 28% 9%
Italy 4,016 87% 12% 1%
Latvia 31 42% 44% 14%
Lithuania 26 23% ?3% 4%
Luxembourg 893 23% 59% 18%
Malta 53) 70% 20% 11%
Netherlands 2,451 93% 5% 2%
Poland 380 34% 59% 2%
Portugal 467 ?9% 20% 1%
Romania 91 31% 69% 0%
Slovakia 64 4% 96% 0%
Slovenia 44 67% 33% 0%
Spain 2,966 92% 6% 2%
Sweden 1,245 90% 9% 1%
United Kingdom 8,990 52% 17% 32%
Banking union 30,715 83% 14% 3%
Non-banking union 12,253 57% 19% 24%
European Union 42,968 76% 16% 9%

Source: Bruegel based on ECB Structural Financial Indicators. Notes: Share of business from domestic banks, share of
business of banks from other EU countries, and share of business of banks from third countries are measured as a per-
centage of the total banking assets in a country. Banking union, non-banking union and EU are calculated as a weighted
average (weighted according to total assets).
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tion of banking-union banks (Schoenmaker,
2015). This banking-union wide mandate should
prevent the splitting of banks along national lines
in the resolution process. Article 6(1) of the SRM
Regulation forbids discrimination against entities
on national grounds.

2.3 INWARD BANKING

Moving from outward to inward banking, Table 3
shows foreign-owned assets in EU countries as a
percentage of the total assets of that country’s
banking sector, domestic and foreign-owned. It
emerges that the extent of inward claims coming
from the European Union is actually higher in the
banking-union outs (19 percent) than in the ins
(14 percent).

In the non-banking union countries, the cross-
border share in total assets of a country’s banking
sector is particularly high in some central and
eastern European countries, where the share is
between 45 and 90 percent. By contrast, Sweden
and Denmark report only moderate inward claims
of around 10 and 18 percent, respectively. The
United Kingdom is a special case. Itis the only EU
country with more claims from banks in the rest
of the world (32 percent) than from banks head-
quartered in the rest of the EU (17 percent). Major
US and Swiss (investment) banks form a sub-
stantial part of the share coming from the rest of
the world. These banks use their London offices
as a springboard to conduct business across the

EU. This reflects the importance of London as an
international financial centre.

Looking more closely at the outs of central and
eastern Europe (in our case Bulgaria, Croatia,
Czech Republic, Hungary, Poland and Romania),
Table 4 shows a further breakdown of their bank-
ing assets owned by banks of other countries
according to the location of their headquarters: in
the banking union, the non-banking union area or
the rest of the world. On aggregate, the banking
sector in these central and eastern European
countries is characterised by 70 percent cross-
border claims, with 65 percent operating as sub-
sidiaries and only 5 percent as branches. The
subsidiaries can be broken down further into
whether their parents are located in the banking
union area or outside. Of the subsidiaries, the
great majority (60 percentage points) have their
parent bank located in the banking union area,
compared to 1 percentage point coming from the
non-banking union area and 4 percentage points
from the rest of the world.

A'look at the country level confirms the signifi-
cance for these countries of claims from the bank-
ing union area: with 77 percent and 78 percent
respectively, the Czech Republic and Croatia
report by far the greatest share of foreign-owned
subsidiaries from the banking union area, followed
by Bulgaria, Romania, and Poland with shares of
55 to 58 percent. Hungary has slightly lower
claims, with 37 percent coming from the banking

Table 4: Banking union and non-banking union share in % of total assets in the banking sectors of
central and eastern European countries, end-2014

Countries Total Cross  Branches Subsidiaries | Banking Non-banking Rest of
assets border union union world
assets
Czech Rep. 195.5 88% 10% 78% 7% 0% 1%
Croatia 56.6 80%* 0% 80%* 78% 0% 2%
Bulgaria 47.4 7% 7% 71% 58% 12% 1%
Romania 90.5 69% 9% 60% 55% 2% 4%
Poland 379.6 66% 2% 64% 58% 0% 6%
Hungary 109.6 45% 7% 39% 37% 0% 2%
Total 879.2 70% 5% 65% (60%)** (1%)** (4%)**

Source: Bruegel based on ECB and SNL financials (which refers to data on banking union, non-banking union and rest of world). Note: *
the data for Croatia is taken entirely from SNL. Non-banking union is calculated as a weighted average (weighted according to total
assets). The sum of SNL calculated data does not add up completely to the data provided by the ECB due to different methods of collec-

tion. ** percentage points of subsidiaries.




union area. On aggregate, more than half of the
banking assets of all outs from central and east-
ern Europe, except Hungary, are held by sub-
sidiaries of banks headquartered in the
banking-union area.

During the financial crisis, supervisors tightened
restrictions on intra-group cross-border transfers,
limiting the ability of multinational banking groups
to re-allocate capital and liquid assets from sub-
sidiaries with an excess to those in need of capital
and/or liquidity. Hence, stand-alone subsidiaries
tend to have higher capital and liquidity, which
translates into a higher cost of capital for the host
country (IMF, 2015).

Moreover, though the Vienna Initiative was suc-
cessful in coordinating policy during the recent
financial crisis (see the Annex), banking union
membership could replace such ad-hoc arrange-
ments. First, this would allow consolidated super-
vision, as opposed to sub-entity stand-alone
supervision. Darvas and Wolff (2013) note thatin
the central and eastern European countries,
national authorities had a hard time addressing
creditbooms through national supervisory action,
because banks indulged in supervisory arbitrage.
Similarly, national authorities had difficulties in
preventing massive withdrawals by western Euro-
pean banks; coordination through the Vienna Ini-
tiative was in the end decisive to maintain the
lending capacity in the region. In the case of bank-
ing-union membership, these issues could be
more easily addressed. Second, membership
would give more regulatory certainty in times of
crisis, because it can be seen as a permanent
‘lock-in’ coordination tool for all the participating
countries, avoiding ad-hoc measures.

3. CONCLUSIONS

In summary, Denmark and Sweden are charac-
terised by extensive outward banking towards the
banking-union area, while inward banking from
the banking union is particularly important for the
six outs in central and eastern Europe. Taken
together, this indicates that the outs might bene-
fit from banking union membership (see Table 5).
Thatleaves the United Kingdom, which as an inter-
national financial centre has more outward bank-
ing towards the rest of the world than the banking
union. Nevertheless, banking union is also impor-
tantfor London’s position as gateway to Europe for
international banks. Moreover, London is host to
the wholesale operations of the major European
banks.

The outs, in particular Denmark and Sweden and
those in central and eastern Europe, could join the
SSM and the SRM on a bilateral basis, which would
be advantageous given their large shares of out-
ward and inward banking. The SSM and SRM Reg-
ulations explicitly allow for this opting in. The outs,
except for Sweden and the United Kingdom, have
already signed up to the intergovernmental agree-
ment on the Single Resolution Fund. For Denmark
and Sweden, joining banking union would
increase the effectiveness and efficiency of the
supervision and resolution of the larger European
cross-border banks allowing supervision and res-
olution at the consolidated level. For the outs in
central and eastern Europe, the banking union
would be a more stable arrangement for manag-
ing financial stability and maintaining lending
capacity than the ad-hoc Vienna Initiative. Finally,
for the United Kingdom, joining banking union
would also be beneficial, but there is strong polit-

Table 5: The cross-border rationale for joining banking union

Type of cross-border Inward banking

banking: 1l

Join for
financial stability

Rationale for
banking union:

CEE: Bulgaria, Croatia,
Czech Republic, Hungary,
Poland and Romania

Countries:

Source: Bruegel.

Outward banking
! |

Inward and outward banking

Join for consolidated
supervision of
large banks

Intensified cooperation

Financial centre:
United Kingdom

Nordics: Sweden,
Denmark
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10.The exit clause means
that non euro-area European
Union members, unlike the
euro-area members, are
actually allowed to
terminate their participation
in the banking union.

11. While the United King-
dom had a directinterest,
Denmark and Sweden had
indirect benefits in the form
of enhanced financial stabil-
ity of the European banking
system.

ical opposition. Given the strong banking linkages
with the banking union, intensive cooperation
between the Bank of England and the ECB is nec-
essary for the effective management of financial
stability.

Therefore, the benefit of the outs joining banking
union would be enhanced supervision and reso-
lution. By joining, the outs would also gain seats
at the table at the Supervisory Board of the ECB
and at the Single Resolution Board, as well as
some safeguards for non-euro area opt-ins, such
as the reasoned disagreement procedure and the
exit clause!®. However, an opting-in country has
more limited influence in the decision-making
process within the SSM compared to a euro-area
country, because the former has no seat in the
Governing Council of the ECB. The Governing Coun-
cilis the highest decision-making body within the
SSM. Also, liquidity provision by the ECB is not
automatic (IMF, 2015).

There would still be misalignments between

supervision and burden sharing. Nevertheless,
joining the ESM for indirect and direct bank recap-
italisation should also be made feasible on a bilat-
eral basis. During the Irish banking rescue in
2010, the western European outs, the United King-
dom, Denmark and Sweden, joined the rescue
package by providing bilateral loans, following the
ECB capital key, because some British banks were
exposed to Ireland and thus benefited from
enhanced financial stability in Ireland (Gros and
Schoenmaker, 2014)t. This is a good illustration
that burden sharing between the euro-area coun
tries can be widened if and when needed.

Finally, the current wait-and-see approach is a
response to the short track record of banking
union so far. The SSM has had one year of opera-
tion, while the Single Resolution Board started its
mandate in January 2016, and has not yet han-
dled a resolution case. The experiences of the ins
with the Single Supervisory Mechanism and the
Single Resolution Mechanism, for better or worse,
will shape the willingness of the outs to join.
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12. Geographic ring fencing
separates partof a cross-
border banking group from
its parent or subsidiaries, on
apermanentor temporary
basis (D’Hulster and Otker-
Robe, 2015). This geo-
graphic segmentation works
through constraints on intra-
group liquidity and capital
movements, to decrease the
risk of cross-border conta-
gion. The establishment of a
network of fully self-suffi-
cient subsidiaries could be
the final outcome of such
ring fencing (Schoenmaker,
2013].

ANNEX: THE THEORY OF POLICY COORDINATION

Financial stability is a public good. A key issue is whether governments can still produce this public good
atthe national level with today’s globally operating banks. The financial trilemma states that (1) finan-
cial stability, (2) international banks and 3] national financial policies are incompatible (Schoenmaker,
2011). Anytwo of the three objectives can be combined but not all three; one has to give. Figure 3 illus-
trates the financial trilemma. The financial stability implications of cross-border banking are thatinter-

national cooperation in banking bailouts is needed. Figure 3: The financial trilemma

. . S . 1. Financial stabilit
Financial stability is closely related to systemic nanciaistabity

risk, which is the risk that an event will trigger a
loss of economic value or confidence in a sub-
stantial portion of the financial system that s seri-
ous enough to have significant adverse effects on
the real economy. Acharya (2009) defines a finan-
cial crisis as systemic if many banks fail together,
orif one bank’s failure propagates as a contagion,
causing the failure of many banks. Such a linked
failure of banks arises from the correlation of their
asset returns and the externality is a reduction in
aggregate lending and investment.

2. International banking 3. National financial policies

Source: Schoenmaker (2011).

The 2007-09 financial crisis illustrated the financial trilemma, with the handling of Lehman Brothers and
Fortis as examples of coordination failures (Claessens, Herring and Schoenmaker, 2010). During the
attempt to rescue Fortis, cooperation between the Belgian and Dutch authorities broke down despite
a long-standing relationship in ongoing supervision. Fortis was split along national lines and was sub-
sequently resolved by the respective national authorities at a higher overall fiscal cost.

Rodrik (2000) provides a lucid overview of the general working of the trilemma in an international envi-
ronment. As international economic integration progresses, national policies must be exercised over
a much narrower domain, and global federalism will increase (eg in the area of trade policy). The alter-
native is to keep the nation state fully alive at the expense of further integration. The domestic orien-
tation of the financial safety netis a barrier to cross-border banking, because national authorities have
limited incentives to bail out an international bank. This is visible in the results of Bertay, Dermirguc-
Kuntand Huizinga (2011}, who find that an international bank’s cost of funds raised through a foreign
subsidiary is higher than the cost of funds for a purely domestic bank.

How can the financial trilemma be solved? The literature on international policy coordination proposes
two main solutions. The first is to develop supranational solutions (Obstfeld, 2009). In this case, national
financial policies will be replaced by an international approach for supervision and resolution. Partici-
pating countries have to share the burden in case of a bank bailout, resulting in a loss of sovereignty,
which is politically controversial (Pauly, 2009). The EU banking union members have chosen this
approach. The second is to segment national markets through restrictions on cross-border flows,
through prudential tool such as ring fencing (Eichengreen, 1999)2. In the case of international banks,
the segmentation can be done through national regulations, which favour a network of fully self-suffi-
cient, stand-alone national subsidiaries, as opposed to a network of branches (Cerutti et al, 2010). The
banking union outs have adopted the latter approach, safeguarding national sovereignty.

During the crisis, national ring fencing activities happened across the euro area (and beyond), for exam-
ple in Germany, where the regulator BaFin banned Italy’s UniCredit from transferring excess capital in
the form of dividends from its German subsidiary back to its Milan headquarters. BaFin feared that the



transfer could leave German depositors exposed to supporting UniCredit'3. Arguably, with the estab-
lishment of the banking union, ring fencing — as a crisis response — should occur less, because the
ECB is the supervisor of both the parents (including the branches) and the subsidiaries in the partici-
pating member states, and the Single Resolution Board (SRB] is the resolution authority for the bank-
ing group. The ECB and SRB have a banking union-wide mandate and thus take into account all of a
bank’s activities within the banking union. This reduces the need for ring fencing in the case of the res-
olution of a cross-border banking group.

However, coordination failures can still occur when the parent bank or one of its subsidiaries operates
outside the banking union.

National interests

Herring (2007) states that cross-border coordination fails when national interests do not overlap, which
might arise because of one of three different asymmetries. First, there could be supervisory asymme-
tries, with the supervisory authorities differing in terms of staff skills and financial resources. Second,
there might be an asymmetry in accounting, legal and institutional infrastructure. Third, different
national resolution regimes might prompt non-coordinated behaviour in the case of cross-border bank
resolution. The key issue in overcoming these asymmetries in national interests is whether the banks
are systemically importantin either or both countries (see Table 6).

Only when a major bank’s activities are systemic in the home and host countries, is there potential for
coordination (see case a), which is, for example, the case for the Vienna Initiative. The Vienna Initiative
in 2009 was successful in coordinating international stakeholders operating in central and eastern
Europe in order to avoid massive capital retrenchment at the height of the financial crisis!4. De Haas et
al (2012) show that even though foreign and domestic banks all curtailed credit during the crisis, banks
that signed the Vienna Initiative were more stable lenders to the region than banks that did not partic-
ipate. Here, the banking problems in both the home and host countries were systemic and the relevant
authorities thus had a common interest in addressing the banking problems. Nevertheless, coordina-
tion is notalways achieved in case a. For example, there was a coordination failure in the case of Fortis,
cited above (Schoenmaker, 2013].

In the intermediate cases (cases b and c in Table 6}, the potential coordination failure is linked to the
extent of inward or outward banking. Inward banking is defined as the banking claims from abroad on
the country in question, while outward banking captures the exposure of multinational banking groups
to other countries, beyond the domestic market.

Implications for banking union

Focusing on the EU banking union outs, from a host-country perspective, a high level of inward bank-
ing indicates a high share of systemically important banks in the host country, which might or might

Table 6: Alternative patterns of asymmetries
HOME country/parent bank
HOST country entity Systemic Non-systemic

(b) Conflicts of interest and potential for

Systemic (a) Potential for coordination L
coordination problems

(c) Conflicts of interest and potential for

Non-systemic .
coordination problems

(d) Not a big problem

Source: Herring (2007).
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13. http-//www.reuters.com/
article/ecb-banks-tests-
idUSL6N0S23TB20141012.

14. http://vienna-
initiative.com/.
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not be systemic for the home country (cases a and b). This limits the capacity of the host authority to
manage the stability of its financial system, including the lending capacity to its economy. From a
home-country perspective, a high level of outward banking indicates major international banking
groups, which are systemic for the home country, and might be systemic or non-systemic for the host
countries (cases a and c]. This poses challenges for the home authority to manage the stability of its
international banks and thereby its financial system, especially in the case of cross-border resolution.



