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It is widely agreed that for a true banking
union to be realised, the eurozone needs a
single deposit guarantee scheme, in addition
to the existing single supervisor mechanism
and the single resolution fund . However,
there is as yet no agreement on establishing
such a thing.

Germany, in particular, is opposed to a
common insurance scheme and has
indicated that before it could agree to one a number of requirements need to be
met, aimed at reducing dangers such as the perverse loop between bank and
sovereign risk. Even the very recent proposal of the European Commission
(http://ec.europa.eu/finance/bank/guarantee/index_en.htm://), which foresees a
gradual build-up of national schemes and then a common reinsurance mechanism,
before moving to a true SDGS in 2025, has been rejected.

Germany’s position seems to be motivated by the fear that its taxpayers and savers
might have to bail out bank depositors in other eurozone countries in case of
insolvency. This is based on the assumption that banks’ solidity is negatively
correlated with the state of public finances, which is worse outside Germany. One
way to reduce the risk of this,is to cut the amount of government bonds that banks
are allowed to hold on their balance sheets, either by imposing concentration limits
or by eliminating the zero risk weight status that governments bonds currently
enjoy.

This shows a misunderstanding of the twin roles of deposit insurance. The first is to
make it possible for the SRF to resolve failing banks within the banking union while
protecting small depositors (up to the current national limit of €100,000). The
second is to create a credible financial buffer that discourages contagion and
possible runs on other banks, within the country and cross-border, when a bank is
resolved. Deposit insurance tends to be used only in extreme cases, when bank
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resolution is so drastic that there are no assets left to repay small depositors, and
generally not in systemic crises, when all institutions are compromised and there is
no banking system left.

While it is certainly useful to reduce the perverse loop between bank and sovereign
risk, there is no guarantee that this will reduce the potential exposure of the deposit
guarantee, for several reasons.

e First, the eurozone crisis has shown that banks may have solvency problems
independently of their holding of government bonds and of the latter’s quality.
The first banks to receive public support at the start of the crisis
(https://www.ecb.europa.eu/pub/pdf/other/financialstabilityreview201511.en.pdf?
24cc5509b94b997f161b841fa57d5eca), in October 2008 — at that fime without
the bail-in of private creditors — were in Germany, the Netherlands and Belgium.
Those that got info trouble later in Ireland, Cyprus and Spain held very little
government bonds. The problem rather came from an excess of imprudent
lending to the private sector, at home or abroad.

e Second, banks — particularly small ones — cannot protect themselves from
sovereign risk simply by not holding government bonds on their balance sheefs,
because the rating of private debtors is highly correlated with that of the public
sector. State insolvency directly impacts on private sector insolvency, because of
the size of the public sector in eurozone economies.

e Third, given the systemic impact of a public sector default on the domestic
banking system, it is unlikely — and undesirable — that all the banks would be
put info resolution, since this would aggravate the situation. What the Greek case
shows is that the first objective of any support programme is to recapitalise the
banking system in order to avoid a credit crunch. An SDGS would thus not be
used to repay the depositors of all banks in a country.

In fact, the absence of such a scheme may make the correlation between sovereign
and bank risk worse. If depositors in one of the member states fear that their banks
will be put into resolution, they will rush to withdraw their accounts unless the
insurance scheme is expected to be large enough. This will fuel panic and affect the
real economy and thus public finances, fostering a perverse loop that could
ultimately become self-perpetuating. The larger the SDGS, the easier it is to resolve
insolvent banks while minimising contagion and the impact on public finances.

What ultimately ensures that the insurance scheme is used as little as possible is
implementing bank supervision in a rigorous and independent manner across the
eurozone and ensuring that banks can be resolved without contagion. That was the

https://next.ft.com/content/a354alb4-0306-3f2a-b2ac-4309aa3{f6e6 09/12/2015



A common guarantee scheme is vital for eurozone banking union — FT.com Pagina 3 di 3

purpose of creating an independent supervisor in the SSM and a resolution
authority in the SRM.

As long as guarantee schemes remain national, banking union will be incomplete
and less capable of addressing asymmetric shocks in the eurozone and avoiding
contagion. The correlation between bank risk and sovereign risk will remain
elevated. And the adjustment will continue to be borne mainly by other instruments,
either fiscal, through the European Stability Mechanism, or monetary, through the
ECB's emergency lending assistance. In both cases the burden on the European
taxpayer, including the German one, will be higher.
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