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European Bank Turmoil, Part I: Spanish Bailout

Nicolas Véron says the bailout of Spanish banks was a helpful first step but that it must be followed by more
restructuring of the Spanish banking system if contagion is to be forestalled.
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Turmoil in the European banking system continues and will likely continue through the
summer and maybe through the year. This is Steve Weisman at the Peterson Institute for
International Economics with Nicolas Véron, visiting fellow and senior fellow at Bruegel in
Brussels, to review the events of the last couple weeks. Nicolas, in Europe, a big event was

the bailout of Spanish banks. What did this bailout consisted of?

The other members of the euro zone, through the European Stability Mechanism, decided

to lend Spain €100 billion with the limited purpose of recapitalizing and restructuring the
Spanish banking system, which has been the main immediate threat to financial stability in
Spain. This is the first time that they used a provision that was introduced in the machinery of
European bailout instruments a couple of months ago, which is the possibility of lending not
to help the government itself, but with the special purpose of intervention into banking sector.

Was the amount lent enough?

In a way, you don’t know the answer to that sort of question until you've done the job of
restructuring the banks. Generally, the skeletons come out of the cupboards in the course of
that action. I think this is also true of the Spanish banking sector, and we don’t know how
far the decrease in land and real estate prices will go in Spain. This obviously will have a big
impact on the eventual bill because a lot of the risk on the bank’s balance sheets is linked to
land and real estate.

But the amount, €100 billion, is sizable. The big question is whether the restructuring will
be effective, whether it will be done decisively enough. At this point, it is left primarily in
the hands of the Spanish authorities, which haven't had a stellar track record over the past
two or three years of preventing the further deterioration of the banking system. I think
one of the big questions is: can the Spanish authorities really rise up to this challenge of
providing decisiveness and toughness in dealing with the domestic banking sectors that
they have not provided recently?

When you say bank restructuring, what do you mean?

There has been significant restructuring already in the Spanish banking system in terms of
merging banks that had capital issues. Especially the savings banks have gone from about
45 different institutions to about 10 or 11 now, so [there has been] dramatic consolidation.
But the problem is that when you merge a bank with weak capital, with another bank
with weak capital, you end up with a bigger bank with weak capital and it doesn’t solve

the situation. So one of the big questions is whether losses will be imposed on creditors,
particularly junior creditors. This is made particularly poisonous in Spain by the fact that
the banks, the savings banks in particular, have sold to their own depositors, to their retail
clients, a number of their own subordinated products as a savings product. So if you wipe
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out the junior creditors, you wipe out the savings of a number of retail savers and this is
obviously very toxic from a political standpoint. But this is the only way to go.

It is the only way to go?

I think it is not reasonable to expect that the Spanish banking system can be restored back
to soundness without some burden sharing with private sector creditors. You cannot impose
losses on senior creditors if you don’t impose losses on junior creditors.

And senior creditors are?

Unsecured bond holders. 'm not sure it will be possible to impose losses on these, but I think it
would be highly desirable. So far, the European Union has not been able to share losses linked to
bank restructuring with the private sector. All the cuts have been borne by the taxpayers, I think,
with the scale of restructuring that is necessary in Spain and probably in other countries in the
euro zone as well down the road. I think it becomes increasingly important that we achieve
something akin to what the U.S. has done routinely with depository institutions throughout the
crisis, which is making sure that taxpayers are not the only ones on the hook.

But of course, the retail stores or retailers that are the junior creditors are also taxpayers.

Retail households. They’re also taxpayers. They’re savers and taxpayers. Of course, they’re
not the only creditors of the bank. If you think on broader terms about the European
banking system, it is imperative that creditors, particularly junior creditors, participate
financially in this restructuring. Otherwise, it is massive moral hazard that is going to have
not only financial, but also political consequences down the road, which are potentially
even more toxic than imposing losses on retail savers.

What has the market reaction been to how Europe and Spanish leadership in particular
have handled this banking situation? Is there a threat of this spreading as a contagion to
other countries and their banking systems?

Yes. The Spanish situation has some features that make it quite unique. But the risk of con-
tagion of course is real. Actually, we have seen quite a bit of contagion recently in Europe,
since the beginning of the crisis. Again, I'm coming back to the question of how good will
be the Spanish authorities at doing the thankless job of genuine bank restructuring in a
domestic environment. It seems to me that the market, unfortunately, has lost a lot of con-
fidence in the ability of the Spanish authorities to do this.

Ironically, the Spanish supervisory authorities were having high regard at the beginning of the
crisis. In 2007-2008, people were even speaking about the Spanish supervisory model because
they were considered pretty good at understanding the risks in the bank and imposing coun-
tercyclical capital buffers that didn’t exist in other countries and that sort of thing. So there’s a
lot of irony in the current situation. But the truth is that after supervisors and the successive
Spanish governments repeatedly said, “Well, the banking problem is solved. It’s behind us,”
there has been a lot of trust lost in the marketplace vis-a-vis these very authorities.

Nicolas, I'm going to stop there for this part of the conversation and we'll pick up in another

Peterson Perspective conversation about the larger issue of bank supervision in Europe. Thanks.
Ly
Thank you very much. i




