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As on past occasions, the agreement reached by eurozone finance ministers on
the single resolution mechanism will officially be saluted as a big step towards
a fully-fledged banking union. But many will be disappointed because the
agreement falls short of expectations.

The mechanism is unsatisfactory from several viewpoints. The decision-
making process is cumbersome and involves too many bodies. The funds are
insufficient to tackle a big banking problem. The ability of the mechanism to
borrow in the markets is still unclear. The period of transition to the final
system is too long, at least compared to the frequency of banking crises.
Overall, the separation between banking and sovereign risk – which was the
main goal of the union – has not been achieved.

On the other hand, the bar might have been set too high from the start.
Looking at other countries, it is hard to see a degree of clarity much higher
than the one achieved in the eurozone. In fact, political authorities and
regulators have always tried to maintain a certain degree of constructive
ambiguity in dealing with banking crises, in order to avoid moral hazard and to
take into account the specifics of each crisis. The existence of a defined
framework does not prevent policy makers from making huge mistakes.
Learning by doing – past mistakes included – is the essence of bank resolution.

Lehman Brothers collapsed because the US administration of the time
ultimately decided not to provide the fiscal backstop. The crisis worsened in
the following days because Congress in turn refused to approve the
administration’s request for the troubled asset relief programme. The decision
was finally reversed when Hank Paulson, US Treasury secretary, begged Nancy
Pelosi, House of Representatives speaker, for help. Tarp was initially intended
for purposes other than bank recapitalisation, which turned out to be a crucial
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decision ahead of the stress tests that were later conducted on banks. As
Winston Churchill used to say, the US ended up taking the right decision after
having exhausted all the others.

In Europe, crises at crossborder entities such as Dexia and ING was
successfully managed even without a single resolution system, thanks to the
co-operation of a few supervisors. The creation of a single resolution
mechanism is no guarantee of successful management in the future, especially
if the people in charge are inexperienced and do not have a full understanding
the gravity of the situation. On the other hand, without an efficient
mechanism, even the most experienced regulators and supervisors may find it
very difficult effectively to resolve a bank crisis.

It is widely agreed that resolving bank crises with this type of resolution
mechanism will be very challenging. This has two implications.

First, the emphasis on crisis prevention will need to increase. The European
Central Bank, as single supervisor, is likely to apply high supervisory standards
– for instance, in terms of capital requirements, liquidity ratios, risk
management capabilities – in order to strengthen the resilience of the
eurozone banking system, even in the face of a big shock, and to minimise the
risks of bank crises. This could lead over the coming years to a further
deleveraging and restructuring of the banking system.

Second, given the shortcomings of the agreed eurozone resolution mechanism,
the selection of those in charge of running it will be essential. Competence
needs, more than ever, to prevail over nationality considerations. Will
eurozone politicians be smart enough to understand this?

The writer is a former member of the executive board of the European
Central Bank, and currently visiting scholar at Harvard’s Weatherhead
Center for International Affairs and at the Istituto Affari Internazionali in
Rome
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