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European Bank Turmoil, Part ll: Toward European-wide Bank Supervision

Nicolas Véron says that Europe appears to be moving toward establishing regional banking standards and supervision
but that many political obstacles remain to its implementation.
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Steve Weisman:  Nicolas Véron, visiting fellow at the Peterson Institute and senior fellow at Bruegel in
Brussels is here for the second part of a conversation about the banking situation in Europe.
This is Steve Weisman. Nicolas, we just talked about the steps taken to stabilize the banking
system in Spain. You said there needs to be more restructuring in the Spanish banking
system and better banking supervision in Europe. What's the state of play on reforming
banking supervision in Europe?

Nicolas Véron: ~ Something interesting happened in the past four weeks or so. All the leaders, with relatively
small differences of wording, have rallied around the same slogan and perhaps vision of the
European Banking Union. By Banking Union, what is meant is a medium term or long
term vision in which a number of European Union member states, including also euro
zone member states, would share a common framework for supervision and bank crisis
resolution and deposit insurance. So there would be a tremendous centralization of banking
policy instruments, which would make it really a sort of federal framework for banking
policy, which doesn’t exist in the European Union right now.

Steve Weisman:  This would be for the major sort of systemic level banks, not every single financial
institution in Europe?

Nicolas Véron:  This is still largely under discussion. There have been some pronouncements that some
major banks would be covered by this banking union framework. I think there will be
more discussion as to whether it’s realistic to impose a cut off at some point in the banking
system and what framework exactly applies to the others. For example, in the U.S. you have
some state chartered banks and nationally chartered banks, but they're all subject to some
form of federal level supervision, and they all participate in the federal deposit insurance
system. How this is organized between smaller banks and larger banks remains very much
to be discussed. But what is clear is that the larger banks, certainly a few dozen and perhaps
more, would be under the federal or European level of supervision and resolution authority.

Steve Weisman: ~ You consider this to be a step forward, but there are many steps left.

Nicolas Véron:  Yes, this is a big step forward because there is the signal of a shared vision on this potentially
very contentious issue. But as you suggest, this doesn’t at this point constitute an action plan.
I think the market has lost so much trust in European decision makers that they won't be
convinced just by a compelling vision. They want to see action. They want to see facts on the
ground. This is a much more short term concern. On the short term actions, it would define
the past. However, on this long term vision of the banking community, there is no consensus
at this point and I think the discussion should really focus on these questions of what are the
immediate steps. What are the immediate initiatives that would restore trust in the value of
deposits and in the state of the banking system?
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Given market skepticism, how urgent is it that these operational steps occur quickly?

I would say the earlier, the better. We have seen a lot of dislocation, in terms of withdrawal of
deposits in a number of southern European countries and in terms of the almost vanishing

of the interbank market as we know it in Europe. There has been more market dislocation in
the past few weeks than many people realize and I think we really have a very serious situation
that calls for immediate action. Now, there is always a possibility that the ECB [European
Central Bank] would use its remaining fire power, which is substantial, to buy more time. I
wouldn’t be surprised to see that happening. But I think ultimately the decisions have to be
made by government. The ECB can only buy time, not resolve the problem.

How would they buy time? By improvising some sort of deposit insurance?

I don’t think it’s a role of the central bank to do deposit insurance. Central banks basically
deal with liquidity issues, not solvency issues. The boundary between the two can be fuzzy,
but deposit insurance is definitely a job for treasuries and governments. So I don’t think the
ECB can provide this. What the ECB can provide is even more generous liquidity in one
form or another for these governments and banks than they have already provided. This is
bound to be contentious and difficult and unsustainable, but they can do more than they
have done so far.

So bottom line, what’s a realistic time table?

I think if there was political willingness to address this banking issue -- and we see some
elements of that -- I wouldn’t say the situation is entirely desperate. Even so, there is always

a good case for pessimism in Europe these days. It is possible to announce very quickly with
political consensus (which of course is not yet there), that a national deposit insurance systems
are guaranteed by the European Stability Mechanism, which would have a game-changing
impact on depositor confidence and I think as an indispensable compliment that a task force
is formed to assess the true capital position of major banks in the European system.

System-wide, all euro zone countries and perhaps some non-euro zone countries would negotiate restructuring
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views for those banks that are found insolvent. I think this restructuring action on the
basis of a temporary task force, a bit like say the auto industry task force in the U.S,
which proved quite successful, even though it was very bumpy, in restructuring the U.S.
car industry in 2009—you could have that with some pretty concrete results in terms

of announcing and implementing restructuring, say, by the beginning of 2013. So not
something that would be completed during the summer, but certainly something that
would quickly have the potential of convincing investors on the marketplace that the
necessary steps are taken. I think we could have a very significant improvement of market
conditions if these steps were taken. But I wouldn't underestimate the political obstacles
that explain why this hasn’t been done yet.

Thank you Nicolas.

Thank you Steve.



