
EUROPE • FINANCE • GLOBAL ECONOMY

The ECB’s recent announcement that it will start a comprehensive assessment
of the eurozone banking system is good news. It will provide a uniform
evaluation of 130 credit institutions, which should contribute to reducing the
uncertainty about the overall health of the eurozone financial system and thus
reduce its fragmentation.

However, there are also uncertainties. The first is the absence of a common
fiscal backstop which can be used in case of capital shortfalls for some banks,
so as to avoid a new rise in the correlation between bank and sovereign risk.
The second is a lack of clarity concerning the rules for bailing-in private
shareholders and bondholders if and when public funds are used. The third
uncertainty concerns the degree of stringency of the assessment performed by
the ECB, to ensure credibility of the results in the eyes of the markets.

Some of these uncertainties might be resolved over the coming months,
depending also on the negotiations around the Single Resolution Mechanism.
However, the effects on the eurozone economy are already been felt. The main
impact is a credit crunch, which is putting at risk the recovery.

The latest statistics show that in September 2013 eurozone financial
institutions reduced the size of their balance sheet by nearly 7% compared to
one year ago. In particular, the loans to non-financial corporations decreased
by 3.5%. The fall in lending to companies occurred not only in Italy (-4.4%),
Spain (-4.1%) or Ireland (-4.1%), but also Germany (-0,5%), France (-0,8%)
and Austria (-0,6%). There is evidence that the contraction has been more
significant for the banks that are going to be subject to the assessment of the
single supervisor, compared to the others.

These developments are not surprising. Given these uncertainties, bank
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managers are trying to improve the capital and liquidity ratios of their
institutions ahead of the comprehensive assessment, by cutting down on
lending. This behaviour is encouraged by shareholders’ reluctance to subscribe
to new capital ahead of the stress tests, given the risk that further capital
increase might be required thereafter. It is also in line with national regulators’
requests that banks increase provisioning ahead of the new tests, with a view to
avoid that they fall short of the new requirements. The fear that the ECB’s tests
might be particularly tough this time around, further strengthens this
incentive.

The combination of all these factors is fueling a vicious circle which may weigh
negatively on the prospects for recovery of the euro area. What could be done
to avoid this? A better way to proceed would have been to imitate the
successful process put in place by the US authorities in 2008-2009. The first
step was to use the fiscal backstop in a preventive way, in October 2008, to
load major US banks with additional capital. This discouraged bank managers
from trying to improve their capital ratios by deleveraging too quickly. The
second step was to design and implement a credible stress test and apply it to
major banks, as was done in the Spring of 2009. The third step was to give
enough time to banks to pay back the fiscal backstop used to increase their
capital. This way of proceeding avoided a credit crunch in the US. In addition,
all the funds were paid back to the US Treasury, with a substantial gain for the
taxpayer.

In the eurozone such a solution does not seem to be feasible. First, there is yet
no common fiscal backstop that can be used in a precautionary way. In fact, it
is unlikely that there will be one by the end of the exercise. An alternative way
would be for national policy makers to use domestic fiscal backstops, but this
would require a degree of co-ordination between eurozone treasury ministries
that is difficult to imagine. Furthermore, the funds required in some cases
could be substantial, which could push up again sovereign risk. Finally, the
European Commission would have to grant an exception to the bailing-in rules
that it just adopted for using state aid to recapitalising banks, with a view to
avoid scaring away private investors.

As a result, the comprehensive assessment exercise is generating strong
undesired headwinds to a fragile eurozone recovery, which is also weakened by
an overly appreciated euro and high real interest rates resulting from the very
low inflation that makes deleveraging even more costly. Given these
constraints, the pain can be reduced only through more accommodative
monetary conditions.

That is what happened in the US after all. Between Autumn 2008 and Spring
2009 – while conducting the stress tests – the Fed cut interest rates to zero
and purchased bank debt, mortgage-backed securities and Treasury notes for
$1.75tn. The eurozone does not need to do exactly the same thing, but can
certainly learn from that experience.
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