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I.	
  IntroducCon	
  

ü  The	
  discussion	
  on	
  Banking	
  Union	
  is	
  o$en	
  focused	
  on	
  microprudenCal	
  
supervision	
  of	
  baking	
  firms	
  in	
  Europe,	
  to	
  be	
  executed	
  by	
  a	
  Single	
  
Supervisory	
  Mechanism	
  (SSM),	
  governed	
  by	
  the	
  ECB,	
  in	
  2014.	
  

ü  This	
  is,	
  however,	
  a	
  narrow	
  and	
  incomplete	
  perspecCve.	
  A	
  broader	
  
approach	
  is	
  necessary.	
  The	
  crisis	
  which	
  started	
  in	
  2007	
  and	
  conCnues	
  
in	
  Europe	
  brought	
  to	
  the	
  fore	
  the	
  need	
  for	
  a	
  holisCc	
  approach	
  to	
  
reform	
  and	
  repair	
  of	
  the	
  banking	
  system,	
  as	
  envisaged	
  in	
  the	
  de	
  
Larosiére	
  Report	
  (2009)	
  (Chart	
  1),	
  and	
  as	
  enacted	
  in	
  the	
  US	
  in	
  the	
  
Dodd-­‐Frank	
  Act	
  (2010)	
  (Chart	
  2),	
  but	
  not	
  in	
  Europe.	
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Chart	
  1	
  -­‐	
  The	
  InteracCve	
  de	
  Larosière	
  Report	
  Approach	
  (2009)	
  	
  
to	
  Financial	
  Stability	
  Reform	
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Chart	
  2	
  -­‐	
  The	
  US	
  Regulatory	
  and	
  Supervisory	
  Framework	
  	
  
for	
  Safeguarding	
  Financial	
  Stability:	
  Dodd-­‐Frank	
  Act	
  (2010)	
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Source:	
  Masera	
  (2010)	
  

Acronyms: see appendix 

* The emphasis on SIFI supervision, prompt corrective action and resolution must be underlined. 
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II.	
  Banking	
  Union:	
  the	
  need	
  for	
  a	
  broad	
  perspecCve	
  

ü  The	
  aim	
  of	
  this	
  paper	
  is	
  to	
  idenCfy	
  the	
  key	
  components	
  (and	
  their	
  
dynamic	
  links)	
  of	
  a	
  sound	
  Banking	
  Union	
  (BU)	
  in	
  Europe.	
  It	
  will	
  be	
  
argued	
  that	
  the	
  narrow	
  definiCon	
  should	
  be	
  seen	
  as	
  a	
  synecdoche:	
  a	
  
part	
  used	
  to	
  represent	
  the	
  enCre	
  hole.	
  

ü  Broadly,	
  by	
  BU,	
  reference	
  should	
  be	
  made	
  to	
  the	
  mulCple	
  components	
  
which	
  interact	
  in	
  making	
  for	
  a	
  sound,	
  stable	
  and	
  effecCve	
  banking	
  
system,	
  of	
  which	
  microsupervision	
  is	
  only	
  one	
  –	
  albeit	
  –	
  key	
  element.	
  

ü  According	
  to	
  this	
  view,	
  BU	
  is	
  a	
  complex	
  interacCve	
  and	
  dynamic	
  
network	
  of	
  interconnected	
  components.	
  BU	
  cannot	
  be	
  seen	
  as	
  a	
  staCc	
  
system	
  of	
  carefully	
  designed	
  building	
  blocks:	
  what	
  is	
  especially	
  relevant	
  
is	
  their	
  dynamic	
  interacCon,	
  which	
  shapes	
  and	
  condiCons	
  the	
  good	
  
funcConing	
  of	
  BU.	
  

ü  It	
  must	
  be	
  recalled	
  that	
  the	
  banking	
  sector	
  in	
  Europe	
  is	
  by	
  far	
  the	
  largest	
  
in	
  the	
  world	
  and	
  that	
  bank	
  credit	
  is	
  the	
  most	
  important	
  source	
  of	
  
finance	
  for	
  the	
  private	
  sector	
  (see	
  Table	
  1	
  and	
  Chart	
  3).	
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Table	
  1	
  -­‐	
  Size	
  of	
  EU,	
  US	
  and	
  Japanese	
  banking	
  sectors	
  (2010)	
  

Source:	
  Liikanen	
  Report	
  (2012)	
  and	
  European	
  Banking	
  FederaCon	
  (2011)	
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Chart	
  3	
  -­‐	
  Funding	
  of	
  non-­‐financial	
  corporaCons	
  	
  
in	
  the	
  Euro	
  area	
  and	
  the	
  United	
  States	
  

Source:	
  Cour-­‐Thimann	
  and	
  Winkl	
  (2013)	
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II.	
  Banking	
  Union:	
  the	
  need	
  for	
  a	
  broad	
  perspecCve	
  

ü  Charts	
  4	
  and	
  5	
  present	
  a	
  holisCc,	
  even	
  if	
  simplified,	
  representaCon	
  of	
  
the	
  links	
  between	
  BU	
  narrowly	
  defined	
  and	
  the	
  broader	
  concept	
  
adopted	
  here.	
  More	
  specifically,	
  the	
  first	
  chart	
  refers	
  to	
  supervisory,	
  
regulatory	
  and	
  insCtuConal	
  reforms;	
  the	
  second	
  focuses	
  on	
  the	
  
interacCon	
  between	
  banks’	
  surveillance	
  and	
  the	
  corporate	
  governance	
  
of	
  the	
  banking	
  firms.	
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Chart	
  4	
  -­‐	
  Banking	
  Union:	
  unveiling	
  the	
  synecdoche	
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II.	
  Banking	
  Union:	
  the	
  need	
  for	
  a	
  broad	
  perspecCve	
  [ctd.]	
  

ü  The	
  issue	
  of	
  the	
  structural	
  reform	
  aimed	
  at	
  separaCng	
  commercial	
  and	
  
investment	
  banking	
  acCviCes	
  is	
  hotly	
  debated.	
  European	
  and	
  American	
  
banking	
  associaCons	
  are	
  against	
  this	
  type	
  of	
  reform.	
  Even	
  in	
  the	
  US	
  the	
  
effecCve	
  applicaCon	
  of	
  the	
  Volcker	
  Rule	
  is	
  sCll	
  uncertain,	
  because	
  of	
  
delays	
  in	
  secondary	
  rulemaking	
  (Volcker,	
  2013).	
  In	
  any	
  event,	
  a	
  decision	
  
should	
  be	
  taken	
  in	
  Europe	
  on	
  the	
  proposals	
  made	
  in	
  the	
  Liikanen	
  
Report.	
  

ü  What,	
  in	
  my	
  view,	
  is	
  crucial	
  in	
  Europe	
  is	
  that	
  decisions	
  on	
  SSM	
  should	
  be	
  
taken	
  simultaneously	
  with	
  those	
  on	
  ERA,	
  ERF,	
  CDGS	
  and	
  on	
  E-­‐SIBs.	
  

ü  This	
  is	
  fundamental:	
  (i)	
  to	
  reduce	
  the	
  moral	
  hazard	
  implicit	
  in	
  
government	
  guarantees,	
  by	
  making	
  it	
  possible	
  and	
  viable	
  to	
  achieve	
  
orderly	
  resoluCon	
  of	
  large	
  systemic	
  financial	
  insCtuCons;	
  and	
  (ii)	
  to	
  
shelter	
  taxpayers	
  form	
  the	
  consequences	
  of	
  bank	
  failures.	
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Chart	
  5	
  -­‐	
  EffecCve	
  goal-­‐driven	
  microsupervision	
  to	
  implement	
  sound	
  corporate	
  
governance,	
  	
  compliance	
  and	
  risk	
  management	
  standards	
  in	
  banking	
  firms:	
  from	
  

theory1	
  to	
  pracCce2	
  

1	
  BCBS	
  (2005,	
  2006).	
  
2	
  The	
  effecCve	
  acCon	
  to	
  be	
  implemented	
  by	
  SSM.	
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ü  «Compliance	
   starts	
   at	
   the	
   top.	
   It	
  will	
   be	
  most	
   effecCve	
   in	
   a	
   corporate	
  
culture	
  that	
  emphasises	
  standards	
  of	
  honesty	
  and	
  integrity	
  and	
  in	
  which	
  
the	
   board	
   of	
   directors	
   and	
   senior	
   management	
   lead	
   by	
   example.	
   It	
  
concerns	
  everyone	
  within	
  the	
  bank	
  and	
  should	
  be	
  viewed	
  as	
  an	
  integral	
  
part	
  of	
   the	
  bank’s	
  business	
  acCviCes.	
  A	
  bank	
  should	
  hold	
   itself	
   to	
  high	
  
standards	
  when	
  carrying	
  on	
  business,	
  and	
  at	
  all	
  Cmes	
  strive	
  to	
  observe	
  
the	
  spirit	
  as	
  well	
  as	
  the	
  lemer	
  of	
  the	
  law.	
  […]	
  The	
  board	
  of	
  directors	
  and	
  
senior	
   management	
   remain	
   responsible	
   for	
   compliance	
   by	
   the	
   bank	
  
with	
  all	
  applicable	
  laws,	
  rules	
  and	
  standards»	
  (BCBS,	
  2005).	
  

ü  «The	
   board	
   of	
   directors	
   and	
   senior	
   management	
   at	
   each	
   insCtuCon	
  
have	
  an	
  obligaCon	
  to	
  understand	
  the	
  risk	
  profile	
  of	
  that	
  insCtuCon	
  and	
  
ensure	
  that	
  capital	
  levels	
  adequately	
  reflect	
  such	
  risk»	
  (BCBS,	
  2006).	
  

ü  «Banks’	
  capital	
  posiCon	
  clearly	
  lies	
  outside	
  the	
  remit	
  of	
  central	
  banks.	
  In	
  
fact,	
   it	
   is	
   –	
   first	
   and	
   foremost	
   –	
   the	
   responsibility	
   of	
   shareholders	
   to	
  
ensure	
   that	
   their	
  bank	
   is	
   solvent	
  and	
  able	
   to	
  sustain	
   its	
  core	
  business.	
  
And	
   if	
   the	
   private	
   sector	
   is	
   unable	
   or	
   unwilling	
   to	
   provide	
   the	
   capital	
  
necessary	
   to	
   achieve	
   solvency,	
   it	
   is	
   for	
   the	
   fiscal	
   and	
   regulatory	
  
authoriCes	
  to	
  decide	
  whether	
  and	
  how	
  to	
  act»	
  (Draghi,	
  2013).	
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ü  Narrowly	
  defined	
  BU	
  operates	
  in	
  a	
  framework	
  which	
  must	
  comprise	
  
concurrent	
  and	
  complementary	
  operaCon	
  of:	
  

i.  macroprudenCal	
  supervision	
  (ESRB)	
  
ii.  recovery	
  and	
  resoluCon	
  mechanisms	
  and	
  common	
  deposit	
  

insurance	
  schemes:	
  key	
  missing	
  blocks	
  of	
  EU	
  banking	
  architecture;	
  
iii.  the	
  new	
  capital	
  based	
  regulatory	
  framework	
  (not	
  yet	
  

implemented)	
  and	
  the	
  structural	
  reforms	
  to	
  be	
  defined	
  and	
  
enacted	
  on:	
  a)	
  E-­‐SIBs	
  and	
  b)	
  on	
  the	
  regulatory	
  borderline	
  between	
  
investment/commercial	
  banking	
  (investment/commercial	
  banking	
  
separaCon	
  –	
  ICBS).	
  

ü  Lack	
  of	
  simultaneous	
  enactment/operaCon	
  of	
  points	
  (i)	
  and	
  (ii)	
  would	
  
weaken/endanger	
  the	
  whole	
  surveillance	
  exercise	
  and	
  the	
  effecCve	
  
break	
  up	
  of	
  the	
  vicious	
  loop	
  between	
  bank	
  and	
  sovereign	
  risks	
  (see,	
  for	
  
instance,	
  Chart	
  6)	
  and	
  the	
  Eurozone’s	
  financial	
  fragmentaCon.	
  In	
  this	
  
respect,	
  the	
  ECB	
  program	
  to	
  purchase	
  government	
  bonds	
  defused	
  fears	
  
of	
  a	
  Euro	
  break-­‐up	
  and	
  strongly	
  contributed	
  to	
  BU.	
  

ü  The	
  surveillance	
  design	
  must	
  be	
  characterised	
  by	
  strong	
  proacCve	
  
interacCon	
  with	
  banks’	
  corporate	
  governance.	
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Chart	
  6	
  –	
  Transfer	
  of	
  Risk:	
  Ireland	
  CDS	
  spreads	
  of	
  banks	
  declined	
  following	
  
guarantees	
  in	
  4Q	
  2008	
  and	
  sovereign	
  spread	
  increases	
  	
  	
  	
  

Irish Banks and Sovereign CDS Spreads
(In basis points)
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Source: Bloomberg L.P.
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ü  Key	
  interacCve	
  processes:	
  

§  Micro-­‐macroprudenCal	
  links	
  (the	
  ESRB	
  should	
  adopt,	
  under	
  
current	
  circumstances,	
  adequate	
  flexibility	
  in	
  the	
  applicaCon	
  of	
  
Pillar	
  1	
  matrix);	
  

§  Cost	
  of	
  capital:	
  private	
  vs.	
  public	
  capital	
  to	
  support	
  banks;	
  
§  SSM	
  and	
  CRD4:	
  Pillar	
  I	
  and	
  II;	
  monitoring	
  of	
  both	
  weighted	
  and	
  

unweighted	
  leverage;	
  
§  Moral	
  hazard/Risk	
  management/IncenCves/Recovery	
  and	
  

ResoluCon:	
  the	
  issue	
  of	
  E-­‐SIBs	
  (16	
  global	
  SIBs	
  are	
  based	
  in	
  Europe;	
  
12	
  in	
  the	
  rest	
  of	
  the	
  world	
  [see	
  below	
  Table	
  2];	
  

§  Analysis,	
  measurement	
  and	
  management	
  of	
  risk	
  in	
  complex,	
  
dynamic,	
  interconnected	
  systems:	
  fundamental	
  vs.	
  endogenous	
  
risk:	
  the	
  deficiencies	
  of	
  VaR	
  and	
  the	
  possible	
  shi$	
  from	
  normal	
  to	
  
power	
  distribuCons.	
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III.	
  Banking	
  Union	
  and	
  resoluCon	
  mechanisms:	
  	
  
the	
  two	
  models	
  under	
  discussion	
  (June,	
  2013)	
  

ü  The	
  opCons	
  are	
  outlined	
  in	
  Charts	
  7	
  and	
  8.	
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Chart	
  7	
  -­‐	
  Banking	
  union	
  (SSM)	
  and	
  resoluCon	
  mechanisms	
  	
  
(a	
  June	
  2013	
  perspecCve)	
  

SSM	
  operates	
  as	
  a	
  system	
  with	
  all	
  (6,000)	
  banks	
  falling	
  under	
  its	
  remit	
  

1	
  These	
  banks	
  would	
  cover	
  some	
  25	
  trillion	
  euros	
  of	
  total	
  Euroarea’s	
  banking	
  assets.	
  
Source:	
  Masera	
  (2013)	
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Chart	
  8	
  -­‐	
  Banking	
  union	
  and	
  resoluCon	
  mechanisms	
  (a	
  June	
  2013	
  perspecCve):	
  	
  
the	
  two	
  opCons	
  

Model	
  1	
   Model	
  2	
  

Source:	
  Masera	
  (2013)	
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III.	
  Banking	
  Union	
  and	
  resoluCon	
  mechanisms:	
  	
  
why	
  model	
  2	
  is	
  preferable	
  

ü  Large	
  banks	
  are	
  cross-­‐border	
  and	
  naConal	
  “soluCons”	
  are	
  not	
  viable.	
  
ü  A	
  European	
  fiscal	
  backstop	
  is	
  necessary	
  to	
  break	
  the	
  negaCve	
  loop	
  

between	
  bank	
  and	
  sovereign	
  risk.	
  	
  

ü  A	
  common	
  soluCon	
  is	
  also	
  required:	
  (i)	
  to	
  check	
  moral	
  hazard	
  (and	
  
implicit	
  distorCons)	
  with	
  respect	
  to	
  banks	
  based	
  in	
  countries	
  with	
  a	
  
strong	
  fiscal	
  posiCon,	
  and	
  hence	
  (ii)	
  to	
  help	
  restore	
  market	
  discipline.	
  

ü  The	
  fundamental	
  problem	
  of	
  prompt	
  correcCve	
  intervenCon,	
  before	
  
technical	
  insolvency,	
  requires	
  new,	
  wide-­‐ranging,	
  legal	
  instruments,	
  
which	
  would	
  allow	
  acCons	
  by	
  special/legal	
  administraCve	
  authoriCes,	
  
empowered	
  to	
  act	
  before	
  ordinary	
  bankruptcy	
  courts	
  (see	
  Dodd-­‐Frank	
  
Act,	
  2010).	
  

ü  This	
  is	
  a	
  complex	
  legal	
  issue,	
  because	
  –	
  in	
  principle	
  –	
  it	
  can	
  interfere	
  
with	
  “consCtuConal”	
  rights	
  of	
  shareholders	
  (a	
  problem	
  especially	
  
relevant	
  in	
  Germany).	
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IV.	
  Focus	
  on	
  the	
  interacCon	
  between	
  microsurveillance,	
  	
  
Basel	
  3,	
  corporate	
  governance	
  and	
  resoluCon	
  schemes	
  

ü  Major	
  shortcomings	
  of	
  banking	
  governance,	
  compliance	
  and	
  risk	
  
management	
  were	
  one	
  of	
  the	
  root	
  causes	
  of	
  the	
  great	
  financial	
  crisis.	
  

ü  The	
  Basel	
  Commimee	
  on	
  Banking	
  Supervision	
  (BCBS)	
  idenCfied	
  the	
  
issues	
  and	
  offered	
  good	
  principles,	
  notably	
  in	
  2005	
  (compliance)	
  and	
  
2006	
  (governance	
  and	
  risk	
  management).	
  

ü  But	
  the	
  principles	
  were	
  not	
  translated	
  into	
  effecCve	
  codes	
  of	
  
supervision.	
  

ü  Lack	
  of	
  implementaCon	
  was	
  fundamentally	
  due	
  to	
  the	
  principle-­‐based	
  
approach	
  to	
  supervision,	
  the	
  opposite	
  of	
  a	
  rule-­‐based	
  on	
  sight	
  system.	
  

ü  Supervisors	
  should	
  have	
  and	
  should	
  be	
  ready	
  to	
  use	
  discreConary	
  
powers	
  forcefully	
  in	
  terms	
  of	
  dynamic,	
  independent,	
  competent	
  goal	
  
driven	
  acCons.	
  Less	
  rules	
  and	
  models,	
  more	
  on	
  sights,	
  case	
  by	
  case	
  
evaluaCon	
  and	
  assessment,	
  with	
  great	
  amenCon	
  to	
  compliance	
  (the	
  
“Italian”	
  model	
  vs.	
  the	
  “Anglo-­‐German”	
  models).	
  

ü  The	
  interacCon	
  between	
  SREP	
  and	
  ICAAP	
  should	
  be	
  a	
  pillar	
  stone	
  of	
  this	
  
approach	
  (Charts	
  9,	
  10,	
  11).	
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Chart	
  9	
  -­‐	
  A	
  suggested	
  framework	
  of	
  interacCon	
  between	
  Basel	
  3	
  (Pillar	
  2)	
  	
  
and	
  resoluCon	
  schemes	
  

Source:	
  Masera	
  (2011)	
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Chart	
  10	
  -­‐	
  A	
  suggested	
  framework	
  of	
  interacCon	
  between	
  Basel	
  3	
  (Pillar	
  2),	
  
ICAAP,	
  SREP	
  and	
  resoluCon	
  schemes	
  

Source:	
  Masera	
  (2011)	
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Chart	
  11	
  -­‐	
  A	
  suggested	
  framework	
  of	
  interacCon	
  between	
  Basel	
  3	
  (Pillar	
  2)	
  	
  
and	
  resoluCon	
  schemes	
  

Source:	
  Masera	
  (2011)	
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V.	
  The	
  issue	
  of	
  the	
  cost	
  of	
  capital	
  

ü  The	
  view	
  has	
  been	
  advanced	
  that	
  equity	
  is	
  not	
  expensive,	
  applying	
  the	
  
extreme	
  Modigliani-­‐Miller	
  proposiCons	
  (1958,	
  1963)	
  to	
  banking	
  firms	
  
(Chart	
  12).	
  	
  

ü  This	
  is	
  not	
  correct,	
  partly	
  as	
  a	
  consequence	
  of	
  the	
  peculiariCes	
  of	
  banks’	
  
operaCons	
  and	
  funding	
  sources;	
  fundamentally,	
  because	
  of	
  the	
  role	
  
played	
  by	
  the	
  government	
  in	
  protecCng	
  –	
  in	
  various	
  degrees	
  and	
  forms	
  
–	
  banks’	
  liabiliCes	
  (Tsesmelidakis	
  and	
  Merton,	
  2013).	
  

ü  ConCngent	
  public	
  guarantees	
  violate	
  the	
  M&M	
  proposiCons,	
  which	
  are	
  
based	
  on	
  fully	
  anCcipated	
  market	
  equilibrium	
  condiCons.	
  

ü  More	
  equity	
  decreases	
  the	
  value	
  of	
  guarantees	
  and	
  represents	
  a	
  
transfer	
  of	
  wealth	
  from	
  exisCng	
  equity	
  holders	
  to	
  bondholders	
  (and	
  to	
  
taxpayers):	
  «floaCng	
  new	
  shares	
  then	
  is	
  like	
  pumping	
  gas	
  into	
  another	
  
man’s	
  car»	
  (Miller,	
  1995).	
  

ü  It	
  is,	
  therefore,	
  impossible	
  to	
  accept	
  the	
  general	
  proposiCon	
  on	
  the	
  
irrelevance	
  of	
  capital	
  structure	
  for	
  banks.	
  Banks’	
  equity	
  is	
  expensive	
  for	
  
shareholders,	
  especially	
  under	
  condiCons	
  of	
  systemic	
  risk	
  and/or	
  when	
  
the	
  profitability	
  of	
  the	
  banking	
  industry	
  is	
  heavily	
  affected	
  (Chart	
  13).	
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Chart	
  12	
  -­‐	
  Equilibrium	
  expected	
  returns	
  in	
  the	
  standard	
  M&M	
  model	
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Chart	
  13	
  -­‐	
  Equilibrium	
  expected	
  returns	
  in	
  a	
  realisCc	
  model	
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V.	
  The	
  issue	
  of	
  the	
  cost	
  of	
  capital	
  [ctd.]	
  

ü  Even	
   the	
   argument	
   that	
   higher	
   capital	
   requirements	
   always	
   reduce	
  
social	
   costs	
   can	
   be	
   challenged.	
   Expensive	
   capital	
   injecCons	
   may	
  
determine	
   “risk	
   shi$ing”,	
   by	
   creaCng	
   an	
   incenCve	
   for	
   shareholders	
   to	
  
increase	
  risk	
  taking	
  [Masera	
  and	
  Mazzoni,	
  2013].	
  

ü  If	
  capital	
  is	
  costly,	
  the	
  incenCve	
  for	
  banks	
  to	
  game	
  capital	
  rules	
  is	
  strong.	
  
AddiConally,	
  moral	
  hazard	
  may	
  lead	
  to	
  gambles	
  at	
  taxpayers’	
  cost.	
  This	
  
incenCve	
  compaCbility	
  is	
  the	
  Achille’s	
  heel	
  of	
  RWA	
  regulaCon.	
  	
  

ü  The	
   fundamental	
   message	
   of	
   M&M	
   remains,	
   however,	
   true.	
   Value	
  
creaCon	
   of	
   the	
   banking	
   firm	
   lies	
   primarily	
   on	
   the	
   assets	
   side	
   of	
   the	
  
balance	
   sheet.	
   For	
   given	
   required	
   returns	
   to	
   financial	
   investors	
   set	
   by	
  
market	
   condiCons,	
   the	
   capital	
   structure	
   of	
   the	
   bank	
   is	
   not	
   of	
   criCcal	
  
importance:	
  what	
  mamers	
   is	
   that	
   the	
   expected	
   profitability	
   should	
   be	
  
higher	
  than	
  the	
  overall	
  cost	
  of	
  finance.	
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VI.	
  Focus	
  on	
  G-­‐SIBs	
  /	
  E-­‐SIBs	
  capital	
  regulaCon,	
  surveillance,	
  
resoluCon,	
  separaCon	
  

ü  The	
  issue	
  of	
  global	
  systemically	
  important	
  banks	
  (Table	
  2)	
  should	
  be	
  
approached	
  in	
  terms	
  different	
  from	
  a	
  mere	
  increase	
  of	
  capital	
  
requirements,	
  as	
  suggested	
  by	
  the	
  FSB	
  (2012).	
  

ü  The	
  soluCons	
  given	
  to	
  (i)	
  the	
  resoluCon	
  framework,	
  including	
  the	
  issue	
  
of	
  possible	
  fees	
  paid	
  by	
  systemic	
  banks	
  in	
  relaCon	
  to	
  the	
  polluCon	
  
created	
  [Masera	
  and	
  Mazzoni,	
  2010	
  and	
  Acharya	
  and	
  	
  Öncü,	
  2012]	
  and	
  
(ii)	
  the	
  possible	
  separaCon	
  of	
  uClity/casino	
  banking	
  [Hoenig	
  and	
  Morris,	
  
2012],	
  have	
  obvious	
  implicaCons	
  on	
  G-­‐SIBs,	
  on	
  financial	
  stability	
  and	
  on	
  
systemic	
  risk	
  (Table	
  3).	
  

ü  More	
  generally,	
  G-­‐SIBs	
  create	
  problems	
  of	
  moral	
  hazard,	
  also	
  as	
  a	
  result	
  
of	
  implicit/explicit	
  public	
  support	
  [Gray,	
  2012].	
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Table	
  2	
  -­‐	
  G-­‐SIBs	
  as	
  of	
  
November	
  2012	
  
allocated	
  to	
  buckets	
  
corresponding	
  to	
  
required	
  level	
  of	
  
addiConal	
  loss	
  
absorbency	
  

Note	
  4.	
  The	
  bucket	
  approach	
  is	
  
defined	
  in	
  Table	
  3	
  of	
  the	
  Basel	
  
Commimee	
  document	
  Global	
  
systemically	
  important	
  banks:	
  
Assessment	
  methodology	
  and	
  
the	
  addiConal	
  loss	
  absorbency	
  
requirement,	
  November	
  2011.	
  
The	
  numbers	
  in	
  parentheses	
  
are	
  the	
  required	
  level	
  of	
  
addiConal	
  common	
  equity	
  loss	
  
absorbency	
  as	
  a	
  percentage	
  of	
  
risk-­‐weighted	
  assets	
  for	
  each	
  
bucket.	
  
Source:	
  FSB	
  (2012)	
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Table	
  3	
  -­‐	
  Commercial	
  vs.	
  investment	
  banking:	
  	
  
the	
  policy	
  agenda	
  for	
  separaCon	
  

Volcker	
  /	
  Dodd-­‐Frank	
  (US)	
  
2010-­‐2013	
  (legislaHon	
  enacted,	
  
but	
  operaHonal	
  rule	
  making	
  not	
  
implemented	
  [Volcker,	
  2013])	
  

 

InsCtuConal	
  separaCon	
  of	
  deposit	
  taking	
  and	
  
proprietary	
  trading 

Vickers	
  (UK)	
  
2011-­‐2013	
  (to	
  be	
  enacted	
  in	
  

2014)	
  
 

Ring-­‐fencing	
  of	
  deposit	
  banks	
  

Liikanen	
  (EU	
  Commission)	
  
(report	
  published	
  in)	
  2012	
  

 

SubsidiarisaCon	
  of	
  proprietary	
  trading	
  and	
  high	
  
risk	
  acCviCes	
  

French	
  banking	
  law	
  proposal	
  
2013	
  

 

Deposit	
  taking	
  and	
  market	
  making	
  allowed.	
  
SubsidiarisaCon	
  of	
  risk	
  acCviCes	
  

German	
  Parliament	
  draU	
  law	
  
2013 

SeparaCon	
  of	
  deposit	
  banking,	
  if	
  assets	
  engaged	
  
in	
  prop	
  and	
  high	
  frequency	
  trading,	
  and	
  in	
  hedge	
  
funds	
  are	
  higher	
  than	
  a	
  given	
  proporCon	
  (to	
  be	
  
determined)	
  of	
  total	
  assets	
  



33	
  

R.
	
  M

as
er
a,
	
  A
BI
	
  2
8	
  
gi
ug
no

	
  2
01
3	
  
	
  

VII.	
  Focus	
  on	
  Basel	
  3,	
  RWA/A	
  and	
  possible	
  misalignments	
  
between	
  EU	
  and	
  US	
  

From	
  A	
  to	
  RWA	
  	
  	
  

1) 	
  A	
  →	
  RWA	
  	
  

ü  If	
  the	
  link	
  is	
  uncertain,	
  because	
  of	
  gaming,	
  risk	
  measurement	
  problems	
  
(endogenous	
  risk),	
  shortcomings	
  of	
  VaR	
  (see	
  for	
  instance	
  Chart	
  14),	
  it	
  
follows	
  that	
  stress	
  tesCng	
  represents	
  a	
  fundamental	
  complement	
  to	
  the	
  
Basel	
  capital	
  standard.	
  This	
  appears	
  to	
  be	
  the	
  line	
  taken	
  by	
  the	
  US.	
  

ü  This	
  is	
  also	
  true	
  for	
  “community”	
  (small)	
  banks,	
  which	
  may	
  prefer	
  stress	
  
tesCng	
  to	
  the	
  complicaCons	
  and	
  complexiCes	
  of	
  internal	
  models	
  and	
  of	
  
Basel	
  3.	
  	
  

ü  In	
  the	
  US,	
  weighted	
  and	
  notably	
  unweighted	
  capital	
  raCos	
  of	
  large	
  banks	
  
(Charts	
  15	
  and	
  16)	
  	
  are	
  higher	
  on	
  average	
  than	
  in	
  Europe,	
  but	
  RWAs	
  
conCnue	
  to	
  decline	
  with	
  respect	
  to	
  total	
  assets	
  (Chart	
  15).	
  These	
  results	
  
are,	
  however,	
  partly	
  the	
  consequence	
  of	
  the	
  different	
  accounCng	
  rules	
  in	
  
respect	
  of	
  derivaCves,	
  which	
  “reduce”	
  total	
  assets	
  of	
  US	
  banks.	
  European	
  
banks	
  are,	
  in	
  general,	
  compliant	
  to	
  IFRS	
  rules,	
  while	
  American	
  banks	
  adopt	
  
US	
  GAAP.	
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VII.	
  Focus	
  on	
  Basel	
  3,	
  RWA/A	
  and	
  possible	
  misalignments	
  
between	
  EU	
  and	
  US	
  [ctd.]	
  

From	
  A	
  to	
  RWA	
  	
  	
  

1) 	
  A	
  →	
  RWA	
  	
  

ü  According	
  to	
  US	
  GAAP	
  principles,	
  banking	
  groups	
  with	
  derivaCve	
  operaCons	
  
under	
  a	
  single	
  master	
  ne:ng	
  agreement	
  with	
  the	
  same	
  counterparty	
  are	
  
given	
  the	
  opCon	
  of	
  reporCng	
  assets,	
  liabiliCes,	
  cash	
  collateral,	
  repos	
  and	
  
reverse-­‐repos	
  on	
  a	
  net	
  basis	
  (this	
  does	
  not	
  require	
  any	
  commitment	
  of	
  the	
  
banks	
  to	
  effecCvely	
  semle	
  the	
  cash	
  flows	
  on	
  a	
  net	
  basis).	
  The	
  same	
  
downward	
  bias	
  arises	
  because	
  of	
  more	
  favorable	
  consolidaCons	
  rules	
  of	
  
off-­‐balance	
  sheet	
  vehicles	
  in	
  the	
  US.	
  

ü  Italian	
  banks	
  are	
  in	
  a	
  stronger	
  posiCon	
  with	
  respect	
  to	
  European	
  peers	
  with	
  
respect	
  to	
  leverage	
  raCos	
  (Chart	
  17	
  and	
  Table	
  4).	
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Chart	
  14	
  –	
  Gaming	
  the	
  rules:	
  JPMorgan	
  Chase.	
  DerivaCves	
  and	
  VaR	
  Models	
  (10Q	
  VaR)	
  

ü  The	
  change	
  in	
  VaR	
  methodology	
  effecCvely	
  masked	
  the	
  significant	
  
changes	
  in	
  the	
  risk	
  por|olio.	
  US	
  Senate	
  Permanent	
  Commimee	
  on	
  invesCgaCons	
  
(March	
  15,	
  2013)	
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VII.	
  Focus	
  on	
  Basel	
  3,	
  RWA/A	
  and	
  possible	
  misalignments	
  
between	
  EU	
  and	
  US	
  [ctd.]	
  

From	
  A	
  to	
  RWA	
  	
  	
  

	
  

2)	
  A	
  →	
  RWA	
  

ü  If	
  the	
  link	
  is	
  considered	
  reliable,	
  supervisory	
  emphasis	
  is	
  on	
  asset	
  quality/
measurement.	
  This	
  appears	
  to	
  be	
  the	
  approach	
  taken	
  by	
  the	
  ECB.	
  In	
  these	
  
condiCons,	
  accounCng	
  capital	
  may	
  become	
  an	
  insufficient	
  staCsCc,	
  because	
  
of	
  deficiencies	
  of	
  book	
  accounCng,	
  which	
  are	
  suggested	
  if	
  P/B	
  «	
  1.	
  

ü  Value	
  accounCng	
  can	
  help	
  overcome	
  these	
  difficulCes,	
  by	
  offering	
  early	
  
warning.	
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Chart	
  15	
  –	
  US	
  banks	
  Risk	
  Weighted	
  Assets	
  RaCo	
  

Source:	
  Federal	
  Reserve	
  Bank	
  of	
  New	
  York	
  (2012)	
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Chart	
  16	
  –	
  US	
  banks	
  Leverage	
  RaCo	
  

Source:	
  Federal	
  Reserve	
  Bank	
  of	
  New	
  York	
  (2012)	
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Chart	
  17	
  –	
  Required	
  increase	
  in	
  capital	
  of	
  large	
  banks	
  to	
  reach	
  5%	
  of	
  total	
  assets,	
  	
  
in	
  %	
  of	
  GDP	
  

Source:	
  OECD	
  (2013)	
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Table	
  4	
  –	
  Comparison	
  between	
  Deutsche	
  Bank	
  and	
  Banca	
  Intesa	
  SanPaolo	
  (end	
  2012)	
  

(€	
  billion)	
  
Total	
  Assets	
  

(A)	
  
Risk	
  Weighted	
  
Assets	
  (RWA)	
  

AccounHng	
  
Equity	
  (AE)	
  

Tier	
  1	
  capital	
  
(T1)	
  

Market	
  Cap	
  
(MC)	
  

DB	
   2022.3	
   333.68	
   54.2	
   50.49	
   30.6	
  

ISP	
   673.5	
   298.6	
   50.2	
   36.01	
   21.3	
  

%	
  
AE/RW	
   T1/RW	
   AE/A	
   T1/A	
   Price-­‐to-­‐Book	
  

(P/B)	
  

DB	
   15.1%	
   15.13%	
   2.68%	
   2.50%	
   56.7%	
  

ISP	
   16.8%	
   12.06%	
   7.45%	
   5.35%	
   43.0%	
  

Source:	
  SNL	
  Financials	
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VII.	
  Focus	
  on	
  Basel	
  3,	
  RWA/A	
  and	
  possible	
  misalignments	
  
between	
  EU	
  and	
  US	
  [ctd.]	
  

ü  More	
  generally,	
  owners	
  of	
  conCngent	
  capital	
  require	
  that	
  RWA	
  internal	
  
models	
  should	
  be	
  standardised	
  to	
  allow	
  for	
  consistent	
  trigger	
  
conversion	
  for	
  bonds	
  into	
  equity.	
  

ü  An	
  addiConal	
  divergence	
  between	
  US	
  and	
  the	
  EU	
  lies	
  in	
  the	
  potenCal	
  
impact	
  of	
  eliminaCng	
  AFS	
  prudenCal	
  filters,	
  which	
  could	
  lead	
  to	
  
regulatory	
  capital	
  volaClity	
  with	
  different	
  impacts	
  because	
  of	
  the	
  
different	
  rules	
  of	
  IASB	
  (InternaConal	
  AccounCng	
  Standards	
  Board)	
  and	
  
FASB	
  (Financial	
  AccounCng	
  Standards	
  Board)	
  [Papa,	
  2013].	
  	
  

ü  In	
  parCcular,	
  EBA	
  2011	
  recapitalisaCon	
  tests	
  show	
  that	
  prudenCal	
  filters	
  
resulted	
  in	
  55%	
  of	
  gains	
  or	
  losses	
  related	
  to	
  sovereign	
  exposure	
  being	
  
excluded	
  from	
  regulatory	
  capital	
  levels.	
  



42	
  

R.
	
  M

as
er
a,
	
  A
BI
	
  2
8	
  
gi
ug
no

	
  2
01
3	
  
	
  

VII.	
  Focus	
  on	
  Basel	
  3,	
  RWA/A	
  and	
  possible	
  misalignments	
  
between	
  EU	
  and	
  US	
  [ctd.]	
  

ü  The	
  previous	
  arguments	
  are	
  consistent	
  with	
  greater	
  emphasis	
  on	
  the	
  
simple	
  leverage	
  raCo	
  in	
  the	
  new	
  Basel	
  III	
  framework	
  and	
  on	
  the	
  need	
  for	
  
uniform	
  accounCng	
  regimes	
  in	
  the	
  US	
  and	
  in	
  Europe.	
  	
  

ü  The	
  differences	
  between	
  the	
  risk-­‐adjusted	
  leverage	
  and	
  the	
  unweighted	
  
staCsCc	
  should	
  be	
  closely	
  monitored	
  by	
  supervisors.	
  	
  

ü  In	
  this	
  connecCon,	
  a	
  helpful	
  early-­‐warning	
  indicator	
  is	
  represented	
  by	
  
market	
  value	
  leverage	
  (E/A),	
  which	
  is	
  especially	
  relevant	
  when	
  P/B	
  is	
  
well	
  below	
  unity.	
  To	
  recall,	
  

	
  [1]	
   	
  	
  

	
  

where:	
  E/K	
  is	
  the	
  price-­‐to-­‐book	
  raCo,	
  K/RWA	
  is	
  the	
  risk-­‐weighted	
  
leverage	
  and	
  RWA/A	
  is	
  the	
  risk-­‐weighted	
  to	
  total	
  assets	
  raCo.	
  

K
E

A
RWA

RWA
K

A
E

⋅⋅=
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VIII.	
  Conclusions	
  

ü  The	
  discussion	
  on	
  financial	
  reform	
  in	
  Europe	
  is	
  now	
  focused	
  on	
  Banking	
  
Union:	
  BU	
  is	
  o$en	
  narrowly	
  defined	
  as	
  the	
  SSM	
  for	
  banks,	
  led	
  by	
  the	
  
ECB.	
  

ü  The	
  aim	
  of	
  this	
  paper	
  is	
  to	
  show	
  that	
  a	
  well-­‐funcConing,	
  sound	
  and	
  
efficient	
  BU	
  requires	
  a	
  holisCc	
  approach,	
  with	
  simultaneous	
  enactment	
  
of	
  goal-­‐driven	
  on-­‐sight	
  supervision,	
  effecCve	
  macroprudenCal	
  acCon,	
  a	
  
well-­‐balanced	
  capital	
  regulaCon,	
  common	
  deposit	
  guarantee	
  schemes	
  
and	
  a	
  Single	
  ResoluCon	
  Mechanism	
  (comprising	
  ERA	
  and	
  ERF,	
  with	
  
financial/fiscal	
  backstop).	
  	
  

ü  This	
  note	
  highlights	
  the	
  relevance	
  and	
  explores	
  the	
  interacCve	
  
processes	
  which	
  link	
  the	
  nodes	
  of	
  the	
  complex,	
  interconnected	
  BU	
  
network,	
  which	
  is	
  centered	
  on	
  the	
  largest	
  and	
  most	
  important	
  banking	
  
system	
  in	
  the	
  world.	
  

ü  BU	
  comprises	
  over	
  6,000	
  firms	
  managing	
  some	
  €40	
  trillion	
  assets;	
  they	
  
represent	
  the	
  vital	
  credit	
  and	
  monetary	
  mechanisms	
  for	
  the	
  workings	
  of	
  
the	
  EU	
  economy.	
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VIII.	
  Conclusions	
  [ctd.]	
  

ü  Corporate	
  governance	
  and	
  compliance	
  mechanisms	
  of	
  these	
  firms	
  play	
  
a	
  fundamental	
  role.	
  RegulaCon	
  and	
  supervision	
  should	
  adopt	
  an	
  
incenCve-­‐compaCble	
  framework,	
  notably	
  to	
  avoid	
  risk	
  shi$ing	
  and	
  
gambles	
  by	
  SIBs	
  at	
  taxpayers’	
  cost.	
  

ü  More	
  generally,	
  Banking	
  Union	
  requires	
  sound	
  and	
  sustainable	
  
economic	
  policies.	
  

ü  Excessive,	
  simultaneous,	
  fiscal	
  contracCon	
  is	
  a	
  root	
  cause	
  of	
  the	
  
prolonged	
  recession	
  with	
  negaCve	
  consequences	
  for	
  the	
  banking	
  sector;	
  
on	
  the	
  other	
  hand,	
  monetary	
  policy	
  -­‐	
  and	
  notably	
  the	
  OMT	
  program	
  to	
  
purchase	
  government	
  bonds	
  of	
  peripheral	
  Eurozone	
  countries	
  -­‐	
  has	
  
prevented	
  the	
  break	
  up	
  of	
  the	
  Euro	
  and	
  the	
  collapse	
  of	
  many	
  European	
  
banking	
  firms.	
  

ü  Banking	
  Union	
  should	
  represent	
  the	
  opportunity	
  to	
  re-­‐examine	
  certain	
  
features	
  of	
  the	
  Basel	
  3	
  framework	
  [Masera,	
  2012].	
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VIII.	
  Conclusions	
  [ctd.]	
  

ü  First	
  and	
  foremost,	
  there	
  is	
  the	
  need	
  to	
  shi$	
  from	
  the	
  exceedingly	
  
complex	
  rule-­‐based	
  system	
  to	
  effecCve	
  intelligent	
  on-­‐sight	
  supervision	
  
(the	
  tradiConal	
  Italian	
  model),	
  with	
  a	
  close	
  interacCon	
  between	
  SREP	
  
and	
  ICAAP.	
  

ü  This	
  is	
  necessary	
  also	
  to	
  contain	
  the	
  gaming	
  of	
  the	
  rules,	
  based	
  on	
  risk	
  
weighted	
  filters,	
  through	
  the	
  use	
  of	
  ever	
  more	
  sophisCcated	
  derivaCve	
  
structures	
  and	
  model	
  adaptaCons.	
  The	
  non-­‐weighted	
  tangible	
  capital	
  
leverage	
  should	
  have	
  the	
  same	
  dignity	
  in	
  supervision,	
  compared	
  to	
  the	
  
RWA	
  leverage.	
  

ü  The	
  “one-­‐size-­‐fits-­‐all”	
  approach	
  should	
  be	
  reconsidered,	
  notably	
  to	
  
avoid	
  the	
  strong	
  disincenCves	
  for	
  small	
  banks,	
  which	
  feed	
  back	
  on	
  
SMEs.	
  

ü  A	
  Single	
  ResoluCon	
  Mechanism	
  for	
  SIBs	
  should	
  be	
  enacted	
  to	
  avoid	
  
public	
  finances	
  (and	
  the	
  ordinary	
  taxpayer)	
  to	
  become	
  hostage	
  of	
  these	
  
banks.	
  

ü  Higher	
  capital	
  requirements,	
  to	
  foster	
  self-­‐insurance	
  of	
  banking	
  firms	
  
against	
  unforeseen	
  losses,	
  are	
  necessary	
  in	
  the	
  medium	
  term.	
  But	
  the	
  
fallacy	
  of	
  composiCon	
  and	
  the	
  procyclicality	
  of	
  forcing	
  the	
  build	
  up	
  in	
  
recessionary	
  phase	
  should	
  be	
  avoided.	
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VIII.	
  Conclusions	
  [ctd.]	
  

ü  Bemer	
  balance	
  should	
  be	
  achieved	
  between	
  measures	
  to	
  sustain	
  long-­‐
term	
  investment	
  and	
  finance,	
  and	
  the	
  current	
  regulatory	
  and	
  
accounCng	
  framework.	
  

ü  In	
  this	
  respect,	
  a	
  good	
  step	
  foreword	
  is	
  the	
  revision	
  of	
  liquidity	
  rules,	
  
adopted	
  by	
  the	
  BCBS	
  in	
  2013.	
  This	
  was	
  a	
  very	
  clear	
  improvement	
  with	
  
respect	
  to	
  the	
  2012	
  formulaCon,	
  which	
  revealed	
  fundamental	
  
shortcomings	
  [ResC,	
  2012],	
  but	
  would	
  been	
  adopted	
  if	
  CAD4	
  had	
  
followed	
  the	
  originally	
  planned	
  Cmetable.	
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Acronyms	
  

A	
   Asset	
  

AFS	
   Available	
  For	
  Sale	
  

BCBS	
   Basel	
  Commimee	
  on	
  Banking	
  Supervision	
  

BU	
   Banking	
  Union	
  

CDGS	
   Common	
  Deposit	
  Guarantee	
  Scheme	
  

CDS	
   Credit	
  Default	
  Swap	
  

CRD	
   Capital	
  Requirements	
  DirecCve	
  	
  

E-­‐SIBs	
   European	
  Systemically	
  Important	
  Banks	
  

EBA	
   European	
  Banking	
  Authority	
  

ECB	
   European	
  Central	
  Bank	
  

EFSF	
   European	
  Financial	
  Stability	
  Facility	
  	
  

ERA	
   European	
  ResoluCon	
  Authority	
  

ERF	
   European	
  ResoluCon	
  Fund	
  

ESM	
   European	
  Stability	
  Mechanism	
  	
  

ESRB	
   European	
  Systemic	
  Risk	
  Board	
  

EU	
   European	
  Union	
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Acronyms	
  [ctd.]	
  

FASB	
   Financial	
  AccounCng	
  Standards	
  Board	
  

FDIC	
   Federal	
  Deposit	
  Insurance	
  CorporaCon	
  

FSB	
   Financial	
  Stability	
  Board	
  

FSOC	
   Financial	
  Stability	
  Oversight	
  Council	
  

GAAP	
   Generally	
  Accepted	
  AccounCng	
  Principles	
  

GDP	
   Gross	
  DomesCc	
  Product	
  

G-­‐SIBs	
   Global	
  Systemically	
  Important	
  Banks	
  

IASB	
   InternaConal	
  AccounCng	
  Standards	
  Board	
  

ICBS	
   Investment/Commercial	
  Banking	
  SeparaCon	
  	
  

ICAAP	
   Internal	
  Capital	
  Adequacy	
  Assessment	
  Process	
  

IFRS	
   InternaConal	
  Financial	
  ReporCng	
  Standards	
  

M&M	
   Modigliani	
  and	
  Miller	
  

OECD	
   OrganisaCon	
  for	
  Economic	
  Co-­‐operaCon	
  and	
  Development	
  

OFR	
   Office	
  of	
  Financial	
  Research	
  

OLA	
   Orderly	
  LiquidaCon	
  Authority	
  

OLAP	
   Orderly	
  LiquidaCon	
  Authority	
  Plan	
  

OLF	
   Orderly	
  LiquidaCon	
  Fund	
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Acronyms	
  [ctd.]	
  

P/B	
   Price-­‐to-­‐Book	
  RaCo	
  

PCA	
   Prompt	
  CorrecCve	
  AcCon	
  

RM	
   ResoluCon	
  Mechanism	
  

RR	
   Regulatory	
  Reform	
  

RRF	
   Recovery	
  and	
  ResoluCon	
  Framework	
  

RWA	
   Risk	
  Weighted	
  Asset	
  

S&R	
   Supervisory	
  and	
  Regulatory	
  

SIFI	
   Systemically	
  Important	
  Financial	
  InsCtuCon	
  

SIPC	
   SecuriCes	
  Investor	
  ProtecCon	
  CorporaCon	
  

SR	
   Single	
  Rulebook	
  

SREP	
   Supervisory	
  Review	
  and	
  EvaluaCon	
  Process	
  

SRM	
   Single	
  ResoluCon	
  Mechanism	
  

SSM	
   Single	
  Supervisory	
  Mechanism	
  

TARP	
   Troubled	
  Asset	
  Relief	
  Program	
  

UK	
   United	
  Kingdom	
  

US	
   United	
  States	
  

VaR	
   Value	
  at	
  Risk	
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