European banking regulation:
When there’s strength 1in
union

By Céline Antonin, Sandrine Levasseur and Vincent Touzé

At a time when America, under the impulse of its new president
Donald Trump, 1is preparing to put an end to the banking
regulation adopted in 2010 by the Obama administration [1],
Europe is entering a third year of the Banking Union (Antonin
et al., 2017) and is readying to introduce new prudential
regulations.

What is the Banking Union?

Since November 2014, the Banking Union has established a
unified framework that generally aims to strengthen the
financial stability of the euro zone [2]. It has three
specific objectives:

= To guarantee the robustness and resilience of the banks;

To avoid the need to use public funds to bail out
failing banks;

 To harmonize regulations and ensure better regulation
and public supervision.

This Union is the culmination of lengthy efforts at regulatory
coordination following the establishment of the free movement
of capital in Article 67 of the Treaty of Rome (1957): “During
the transitional period and to the extent necessary to ensure
the proper functioning of the common market, Member States
shall progressively abolish between themselves all
restrictions on the movement of capital belonging to persons
resident in Member States and any discrimination based on the
nationality or the place of residence of the parties or on the
place where such capital is invested.”
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The Banking Union was born out of the crisis. While the Single
European Act of 1986 and the 1988 EU Directive allowed the
free movement of capital to take effect in 1990, the financial
crisis of 2008 revealed a weakness in Europe’s lack of
coordination in the banking sphere.

Indeed, the lessons of the financial crisis are threefold:

= A poorly regulated banking and financial system (the
American case) can be dangerous for the proper
functioning of the real economy, in the country but also
beyond;

= Regulation and supervision that is limited to a national
perspective (the case of European countries) 1is not
effective in a context where capital movements are
globalized and numerous financial transactions are
conducted outside a country’s borders;

 The banking and sovereign debt crises are linked
(Antonin and Touzé, 2013b): on the one hand, bailing out
banks by using public funds increases the public
deficit, which weakens the State, while the problematic
sustainability of the public debt weakens the banks that
hold these debt securities in their own funds.

The Banking Union provides a legal and institutional framework
for the European banking sector, based on three pillars:

(1) The European Central Bank (ECB) is the sole supervisor of
the major banking groups;

(2) A centralized system for the regulation of bank failures
includes a common bailout fund (the Single Resolution Fund)
and prohibits the use of national public funding;

(3) By 2024, and subject to the definitive agreement of all
the members of the Banking Union, a common fund must ensure
that bank deposits held by European households are guaranteed
for up to 100,000 euros, with deposits guaranteed by each
State from 2010.



The Banking Union 1is not fully completed. The adoption of the
third pillar is lagging behind due to the difficulties being
experienced by the banks in Greece and Italy, which have not
been entirely resolved due to the continuing risk of default
on existing loans. The European deposit guarantee “will have
to wait until sufficient progress has been made to reduce and
harmonize banking risks” (Antonin et al., 2017).

Towards stronger regulation and greater financial stability

The Banking Union has come into existence alongside the new
Basel III prudential regulations that have been adopted by all
Europe’s banks since 2014 following a European directive and
regulation. The Basel III regulations require banks to
maintain a higher level of capital and liquidity by 2019.

The establishment of the Banking Union coupled with the ECB’s
highly accommodative monetary policy has helped to put an end
to the crises in sovereign debt and the European banking
sector. The ECB’'s massive asset purchase programme is helping
to improve the balance sheet structure of indebted sectors,
which is reducing the risk of a bank default. Today, the
Member States, business and households are borrowing at
historically low interest rates.

The establishment of a stable, efficient European banking and
financial space requires further steps to regulate both a
unified European capital market and the banks’ financial
activities (Antonin et al., 2014).

The main objective of a union of the capital markets is to
provide a common regulatory framework to facilitate the
financing of European companies by the markets and to channel
the abundant savings in the euro area towards long-term
investments. This would allow for a more coherent and
potentially more demanding level of regulation of the issue of
financial securities (equities, bonds, securitization
operations).



The Banking Union could also be strengthened by drawing on the
2014 Barnier proposal for a high level of separation of
deposit and speculative activities. The ECB’'s wunique
supervisory role (pillar 1) enables it to ensure that
speculative activities don’t disrupt normal business. This
supervisory role could be extended to embrace all financial
activities, including the infamous credit system of “shadow
banking” that parallels conventional lending. The separation
of activities also strengthens the credibility of the common
bail-out funds (pillar 2) and guarantee funds (pillar 3).
Indeed, it is becoming more difficult for banks to be too big,
which reduces the risk of bankruptcies that are costly for
savers (internal bailout and limits on common funds).

Defending a European model of banking and financial stability

At a time when the United States is currently abandoning the
more stringent regulation of its banks in an effort to boost
their short-term profitability, Europe’s Banking Union 1is a
remarkable defensive tool for preserving and strengthening the
development of its banks while demanding that they maintain a
high level of financial security.

While the US courts are not hesitating to impose heavy fines
on European banks [3], and China’s major banks now occupy four
out of the top five positions in global finance (Leplatre and
Grandin de Ll’Eprevier, 2016), a coordinated approach has
become crucial for defending and maintaining a stable and
efficient European banking model. In this field, a disunited
Europe could seem weak even while its surplus savings make it
a global financial power. The crisis has of course hurt many
European economies, but we must guard against the short-term
temptations of an autarkic withdrawal: a European country that
isolates itself becomes easy prey in the face of a changing
global banking system.
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[1] The Dodd-Frank Wall Street Reform and Consumer Protection
Act adopts the Volcker rule “which prohibits banks from
‘playing’ with depositors’ money, which led to a virtual ban
on the proprietary speculative activities of banking entities
as well as on investments in hedge funds and private equity
funds” (Antonin and Touzé, 2013a).

[2] The Banking Union is compulsory for euro area countries
and optional for the other countries.

[3] Recent events have shown that US justice can prove to be
extremely severe as large fines are imposed on European banks:
8.9 billion dollars for BNP Paribas in 2014, and 5.3 billion
for Credit Suisse and 7.2 billion for Deutsche Bank in 2016.

Does Price Stability entail
Financial Stability?

by Paul Hubert and Francesco Saraceno (@fsaraceno)

Paul Krugman raises the very important issue of the impact of
monetary policy on financial stability. He starts with the
well-known observation that, contrary to the predictions of
some, expansionary monetary policy did not lead to inflation
during the current crisis. He then continues arguing that
tighter monetary policy would not necessarily guarantee
financial stability either. If the Fed were to revert to a
more standard Taylor rule, financial stability would not
follow. As Krugman aptly argues, “That rule was devised to
produce stable inflation; it would be a miracle, a benefaction
from the gods, if that rule just happened to also be exactly
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what we need to avoid bubbles."

Krugman in fact takes position against the “conventional
wisdom”, which has been widespread in academic and policy
circles alike, that a link exists between financial and price
stability; therefore the central bank can always keep in check
financial instability by setting an appropriate inflation
target.

The global financial crisis is a clear example of the fallacy
of this conventional wisdom, as financial instability built up
in a period of great moderation. A recent analysis by
Christophe Blot, Jérbme Creel, Paul Hubert, Fabien Labondance
and Francesco Saraceno shows that the crisis is no exception,
as over the past few decades, in the US and the Eurozone, the
link between price and financial stability has been unclear
and moreover unstable over time, as shown on the following
figure.

Figure. Coefficient of correlation between consumer price index and
financial stability index for the US (top) and the Euro area (bottom)
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We therefore subscribe to Krugman’s view that financial
stability should be targeted by combining macro- and micro-
prudential policies, and that inflation targeting is largely
insufficient. In another work, Christophe Blot, Jérome Creel,
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Paul Hubert and Fabien Labondance argue that the ECB should be
endowed with a triple mandate for financial and macroeconomic
stability, along with price stability. They further argue that
the ECB should be given the instruments to effectively pursue
these three, sometimes conflicting objectives.

Dealing with the ECB’'s triple
mandate

By Christophe Blot, Jérome Creel, Paul Hubert and Fabien
Labondance

The financial crisis has sparked debate about the role of the
central banks and monetary policy before, during and after the
economic crisis. The prevailing consensus on the role of the
central banks is eroding. Having price stability as the sole
objective 1is giving way to the conception of a triple mandate
that includes inflation, growth and financial stability. This
1s de facto the orientation that is being set for the ECB. We
delve into this situation in one of the articles of the OFCE
issue entitled Reforming Europe [1l], in which we discuss the
implementation of these three objectives.

The exclusive pursuit of the goal of price stability is now
insufficient to ensure macroeconomic and financial stability.
[2] A new paradigm is emerging in which the central banks need
to simultaneously ensure price stability, growth and financial
stability. This has been the orientation of recent
institutional changes in the ECB, including its new
responsibility for micro-prudential supervision. [3]
Furthermore, the conduct of the euro zone’s monetary policy
shows that the ECB has also remained attentive to trends in
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growth[4]. But if the ECB is indeed pursuing a triple mandate,
what then is the proper relationship between these missions?

The crucial need for coordination between the different actors
in charge of monetary policy, financial regulation and fiscal
policy is lacking in the current architecture. Furthermore,
certain practices need to be clarified. The ECB has played the
role of lender of last resort (with banks and to a lesser
extent States) even though it has not specifically been
assigned this role. Finally, in a new framework in which the
ECB plays a greater role in determining the euro zone'’s
macroeconomic and financial balance, we believe 1t 1is
necessary to strengthen the democratic accountability of the
Bank. The definition of its objectives in the Maastricht
Treaty in fact gives it strong autonomy in interpretation (see
in particular the discussion by Christophe Blot, here).
Moreover, while the ECB regularly reports on its work to the
European Parliament, the latter does not have any way to
direct this [5].

Based on these observations, we discuss several proposals for
coordinating the ECB’'s three objectives more effectively
henceforth:

1 — Even without modifying the treaties in force, it 1is
important that the heads of the ECB be more explicit about the
different objectives being pursued [6]. The declared priority
of price stability no longer corresponds to the practice of
monetary policy: growth seems to be an essential objective, as
is financial stability. More transparency would make monetary
policy more credible and certainly more effective 1in
preventing another financial and banking crisis in particular.
The use of exchange rate policy [7] should not be overlooked,
as it can play a role in reducing macroeconomic imbalances
within the euro zone.

2 — In the absence of such clarification, the ECB’s extensive
independence needs to be challenged so that it comes up to
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international standards in this area. Central banks rarely
have independence in deciding their objectives: for example,
the US Federal Reserve pursues an explicit dual mandate, while
the Bank of England’s actions target institutionalized
inflation. An explicit triple mandate could be imposed on the
ECB by the governments, with the heads of the ECB then needing
to make effective tradeoffs between these objectives.

3 — The increase in the number of objectives pursued has made
it more difficult to deal with tradeoffs between them. This is
particularly so given that the ECB has de facto embarked on a
policy of managing the public debt, which now exposes it to
the problem of the sustainability of Europe’s public finances.
The ECB's mandate should therefore explicitly spell out its
role as lender of last resort, a normal task of central banks,
which would clarify the need for closer coordination between
governments and the ECB.

4 — Rather than calling the ECB’'s independence completely into
question, which would never win unanimity among the Member
States, we call for the creation ex nihilo of a body to
supervise the ECB. This could emanate from the European
Parliament, which 1is responsible for discussing and analyzing
the relevance of the monetary policy established with respect
to the ECB’'s expanded objectives: price stability, growth,
financial stability and the sustainability of the public
finances. The ECB would then not only be invited to report on
its policy — as it is already doing to Parliament and through
public debate — but it could also see its objectives
occasionally redefined. This “supervisory body” could for
example propose quantified inflation targets or unemployment
targets.

[1] Reforming Europe, edited by Christophe Blot, Olivier
Rozenberg, Francesco Saraceno and Imola Streho, Revue de
L’OFCE, no. 134, May 2014. This issue is available in French
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and English and has been the subject of a post on the OFCE
blog.

[2] This link is examined in “Assessing the Link between Price
and Financial Stability”“ (2014), Christophe Blot, Jérodme
Creel, Paul Hubert, Fabien Labondance and Francesco Saraceno,
Document de travail de l’OFCE, 2014-2.

[3] The implementation of the banking union gives the ECB a
role in financial regulation (Decision of the Council of the
European Union of 15 October 2013). It is henceforth in charge
of banking supervision (particularly credit institutions
considered “significant”) in the Single supervisory mechanism
(SSM). As of autumn 2014, the ECB will be responsible for
micro-prudential policy, in close cooperation with national
organizations and institutions. See the article by Jean-Paul
Pollin, “Beyond the banking union”, in Revue de l’OFCE,
Reforming Europe

[4]1 Castro (2011), “Can central banks’' monetary policy be
described by a linear (augmented) Taylor rule or by a
nonlinear rule?”, Journal of Financial Stability vol.7(4), p.
228-246. This paper uses an estimation of Taylor rules between
1991:1 and 2007:12 to show that the ECB reacted significantly
to inflation and to the output gap.

[5] In the United States, the mandate of the Federal Reserve
is set by Congress, which then has a right of supervision and
can therefore amend the Fed’s articles and mandate.

[6] Beyond clarifying objectives in terms of inflation and
growth, the central bank’s fundamental objective 1is to ensure
confidence in the currency.

[7] This issue is considered in part in a recent OFCE post.
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