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FINANCIAL TIMES

Europe
cannot
ignore its
financial
trilemma

The .supervision of cross-border

financial institutions has long
been organised on the basis of
"he who pays the piper calls

the tune", as Charles Goodhart, the
economist, puts it. In other words,
since public money is at stake when
bailing out insolvent banks, supervi-

sory responsibilities are inextricably
linked with fiscal policy. This has
been the main rationale for supervi-

sory powers remaining at national
level, where taxation powers lie, even
within the European single market.

The developments of the past dec-

ade, including the current crisis, have
to some extent called into question
the validity of this reasoning. Kirst.
financial integration, in particular
within Europe, has made such
progress that a bank's failuro has
repercussions not only for the taxpay-

ers of the country where the bank is
incorporated but also for those in
other countries. This applies not only
to banks with cross-border activities
but also to those with mainly national
operations that have a high exposure
to the banks of other countries, in
particular through the money market.
Bank insolvencies can be highly con-

tagious and spread throughout the
single financial system.

Second, the European Union's push
to harmonise financial regulation
via the Lamfalussy framework
designed to ensure national wateh-

dogs co-ordinate new regulations -

has not achieved its objective, namely
a level playing field. To give an exam-

ple, the latest capital requirement
directive includes more than 150

exemptions, allowing for discretion in
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how the directive is transposed into
national legislation. Convergence
between supervisory practices has
also been insufficient.

Third, while in principle there is a

single European financial market, in
practice national institutions and
financial centres compoto. Such rom-

petition puts pressure on national
authorities to interpret regulations
and implement supervision in such a

way as to give an advantage to their
financial system. This in turn encour-

ages a
"lighter"

supervisory touch, in
order to reduce the burden on domes-

tic banks and make the national
financial centre more attractive. In
this context, the stability of Europe's
financial market is likely to depend
on the weakest link in the chain.

These developments point to a clash
between three objective\\corvette\secopresse financial
integration, financial slability and
national supervisory autonomy. The
three cannot be achieved simultane-

ously and the recent crisis is a confir-

mation of the risks involved. This "trilemma" was recognised in Lord
Turner's recent review of financial
regulation: "Sounder arrangements
require either increased national pow
ers, implying a less open single mar-

¦kat, or a greater degree of European
' integration."
*- 'Çontinuing to enhance co-operation

between national authorities within
the single market is necessary but has

proved not to be sufficient. For super
visory powers to remain at the
national level within an integrated
European market, a common set of

regulations and agreed practices a

so-called single rulebook - is required.
Also needed is a framework to resolve
differences of views between national
authorities, especially concerning
cross-border institutions.

This might have fiscal implications
for the national authorities. But the
recent crisis has shown that it is an
illusion to think that national taxpay-

ers can be protected simply by main-

taining supervision at the national
level. Ultimately taxpayers might also
have to support and in the recent
crisis have already supported - the
domestic parts of insolvent institu
tions which are supervised by foreign
authorities.

This burden-sharing is more likely
to be acceptable to countries if it is
the result of an agreed and binding
common framework, rather than a
unilateral decision by one national '

supervisory authority.
The alternative is to retreat from

the freedoms of the single market.
This is ultimately a choice for the
member states. Many EU countries
evidently do not wish to move back to
a less open internal market and may
not even be able to do so, because of
the single currency that binds them
together irrevocably. Others, however,
remain reluctant to strengthen super
visory powers at the European level.
Last week's meeting of the leaders of
European states decided not to decide
on this issue. Let's hope that we won't
have to wait for the next crisis for a

clear choice to be made.

The writer is a member of the executive
board of the European Central Bank
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