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Abstract

The Single Market stimulates cross-border banking throughout the Euro-
pean Union. This paper documents the banking linkages between the 9 ‘outs’
and 19 ‘ins’ of the Banking Union. We find that some of the major banks, based
in Sweden and Denmark, have substantial banking claims across the Nordic
and Baltic region. We also find large banking claims from banks based in the
Banking Union to Central Eastern Europe. These findings indicate that these
‘out’ countries could profit from joining the Banking Union, because it would
provide a stable arrangement for managing financial stability. From a political
perspective, member states’ opinion on joining the Banking Union ranges from
an outright “no” towards considering Banking Union membership.

1. The rationale for Banking Union

The decision to initiate Banking Union in June 2012 was a reply to tackle
one of the root-causes of the European debt crisis, namely the sovereign-bank-
ing loop. The vicious circle between the solvency of nation states in the euro
area and the solvency of these nation states’ banks contributed to the crisis.
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The sovereign-banking loop works in both directions. First, banks carry large
amounts of bonds of their own government on their balance sheet (Merler
and Pisani-Ferry, 2012; Battistini et al, 2014). So, a deterioration of a gov-
ernment’s credit standing would automatically worsen the solvency of that
country’s banks. Second, a worsening of a country’s banking system could
worsen the government’s budget because of a potential government financed
bank bailout, and because of lower tax revenues due to the subsequent eco-
nomic downturn (Angeloni and Wolff, 2012). Alter and Schiiler (2012) and
Erce (2015) provide evidence of interdependence between government and
bank credit risk during the crisis.

The sovereign-banking loop argument relates to the euro area, where na-
tional central banks have given up the control over the currency in which
their debt is issued, putting the European Central Bank (ECB) in charge. To
break the loop, a summit of Euro area heads of states and governments de-
cided in June 2012 to move the responsibility for banking supervision to
the euro-area level as a pre-condition for direct bank recapitalisation by the
European Stability Mechanism (ESM). Moreover, the ECB was particularly
exposed since it was forced to provide liquidity to euro area banks without
supervisory control. As pointed out by Goodhart and Schoenmaker (2009), if
ex-post rescues are to be organised at the European level, ex-ante supervi-
sion should also be moved in tandem to minimise the need for such rescues.
The essence of the Banking Union, therefore, is supervision and resolution of
banks at the euro-area level.

However, Constancio (2012) and Schoenmaker (2013) highlight that the
deeper rationale for the Banking Union is cross-border banking. The financial
trilemma (Schoenmaker, 2011) indicates that the combination of cross-border
banking and national supervision and resolution leads to a coordination fail-
ure between national authorities, which do not take into account cross-border
externalities of their supervisory practices. This coordination failure might
in turn result in an under provision of financial stability as a public good.
To overcome this financial stability challenge, supranational policies have
been adopted. The coordination failure argument is related to the Single Mar-
ket, which allows unfettered cross-border banking, and thus to the Europe-
an Union as a whole. Furthermore, the Banking Union encourages further
cross-border banking integration and hence reinforces the Single Market,
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a point raised by Asmussen (2013) and Mersch (2013). The Banking Union
could be an advantage for countries outside the euro, which are characterised
by a high degree of cross-border banking. The Regulations for the Single
Supervisory Mechanism (SSM) and the Single Resolution Mechanism (SRM)
state that it is possible to join at a later stage, as participation is mandatory
for euro-area member states, and optional for non-euro area European Union
members.

The purpose of this paper is twofold. First, we aim to provide a theoreti-
cal background on policy coordination, followed by an empirical part on the
cross-border banking links that characterise both the ‘ins’ and the ‘outs’ in the
Banking Union.*® We present evidence of strong banking integration in the
Nordic region, where Denmark and Sweden are on the outside and Finland
and the Baltics on the inside. It also appears that the vast majority of the large
inward banking claims for the ‘outs’ in Central and South Eastern Europe is
coming from the Banking Union.

Second, we discuss the pros and cons of joining Banking Union for the
‘outs’. For the connected countries, joining Banking Union would allow for an
integrated approach towards supervision (avoiding ring-fencing of activities
and therefore a higher cost of funding) and resolution (avoiding coordination
failure). Next, the national supervisory and resolution authorities get a seat
at the Banking Union table. In the meantime, countries can preserve the
sovereignty over their banking system outside the Banking Union. Never-
theless, the ‘outs’ located in Central Eastern Europe have already partly lost
the sovereignty, as they are highly dependent on the Banking Union for their
stability.

This paper is organised as follows. Section 2 discusses the potential for co-
ordination failure in international banking. Section 3 provides an overview of
the new Banking Union landscape and analyses the inward and outward bank-
ing claims of the ‘outs’. It also provides a cost-benefit analysis on joining the
Banking Union for the ‘outs’. Section 4 discusses the political state of play in
the single member states outside the Banking Union and Section 5 concludes.

30. The term ‘outs’ refers to the 9 European Union countries outside Banking Union as of January 2015, na-
mely Bulgaria, Croatia, Czech Republic, Denmark, Hungary, Poland, Romania, Sweden and the United Kingdom.
31. However, a differentiation emerges, as non-euro countries are not members of the ECB’s Governing
Council that is charged with adopting supervisory decisions drafted by the Supervisory Board.
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2. Theory of policy coordination

Financial stability is a public good. A key issue is whether governments can
still provide this pubic good at the national level with today’s globally operating
banks. The financial trilemma states that (1) financial stability, (2) international
banks and (3) national financial policies are incompatible (Schoenmaker, 2011).
Any two of the three objectives can be combined but not all three; one has to
give. Figure 1 illustrates the financial trilemma. The financial stability impli-
cations of cross-border banking are that international cooperation in banking
bailouts is needed.

Financial stability is closely related to systemic risk, which is the risk that
an event will trigger a loss of economic value or confidence in a substantial
portion of the financial system that is serious enough to have significant ad-
verse effects on the real economy. Acharya (2009) defines a financial crisis as
systemic if many banks fail together, or if one bank’s failure propagates as a
contagion causing the failure of many banks. The joint failure of banks arises
from correlation of asset returns and the externality is a reduction in aggre-
gate lending and investment.

Figure 1 - The financial trilemma

1. Financial stability

2. International banking 3. National financial policies

Source: Schoenmaker (2011)
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The 2007-2009 financial crisis illustrates the financial trilemma, with the
handling of Lehman Brothers and Fortis as examples of coordination fail-
ures (Claessens, Herring and Schoenmaker, 2010). During the rescue-efforts
of Fortis, cooperation between the Belgian and Dutch authorities broke down
despite a long-standing relationship in ongoing supervision. Fortis was split
along national lines and subsequently resolved by the respective national
authorities at a higher overall fiscal cost.

Rodrik (2000) provides a lucid overview of the general working of the tri-
lemma in an international environment. As international economic integra-
tion progresses, the policy domain of nation states has to be exercised over a
much narrower domain and global federalism will increase (e.g. in the area of
trade policy). The alternative is to keep the nation state fully alive at the ex-
pense of further integration. The domestic orientation of the financial safety
net is a barrier to cross-border banking, as national authorities have limited
incentives to bail out an international bank. This is visible in the results of
Bertay, Dermirguc-Kunt and Huizinga (2011), who find that an international
bank’s cost of funds raised through a foreign subsidiary is higher than the
cost of funds raised by a purely domestic bank.

How to solve the financial trilemma? The literature on international policy
coordination distinguishes two main strands. The first solution is to develop su-
pranational solutions (Obstfeld, 2009). In this case, national financial policies are
replaced by an international approach for supervision and resolution. Participat-
ing countries have to share the burden in case of a bank bailout, resulting in a
loss of sovereignty, which is politically controversial (Pauly, 2009). The Banking
Union members have chosen this approach. The second is to segment nation-
al markets through restrictions on cross-border flows (Eichengreen, 1999). In
the case of international banks, the segmentation can be done through national
regulations, which favour a network of fully self-sufficient, stand-alone national
subsidiaries, as opposed to a network of branches (Cerutti et al, 2010). The ‘outs’
have adopted the latter approach, safeguarding national sovereignty.

2.1 Geographical ring fencing

National policies which curb international banking both at the home and
in the host country are for example prudential tools such as ring fencing,
which separate part of a cross-border banking group from its parent or subsid-
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iaries, on a permanent or temporary basis (D'Hulster and Otker-Robe, 2015).
This geographic segmentation works through constraints on intra-group li-
quidity and capital movements, thereby decreasing the risk of cross-border
contagion. The establishment of a network of fully self-sufficient subsidiaries
could be the final outcome of such ring fencing (Schoenmaker, 2013).

Cerutti et al. (2010) provide arguments in favour of and against ring fenc-
ing. For a host country supervisor, the decision to impose ring fencing would
typically be driven by macro-financial stability considerations, such as the
need to protect the domestic banking system from negative spill-overs from
the rest of the group. Vice versa, the home country supervisor may wish to
limit foreign exposures affecting the parent bank. It may do so by requir-
ing local funding for foreign operations in separately capitalised and funded
subsidiaries. The exposure for the parent bank is then limited to the capital
invested in the foreign subsidiary, applying the concept of limited liability.
Another argument for ring fencing is to limit the exposure of national deposit
insurance schemes. While foreign branches would fall under the home coun-
try deposit insurance schemes, foreign subsidiaries could participate in the
respective host country deposit insurance schemes.

By contrast, the arguments in favour of centralised international bank
structures and against ring fencing rely on efficiency and financial stability
considerations (for example, benefits of diversification across country-specific
shocks). From an international bank’s perspective, the ability to freely real-
locate funds across its affiliates is essential for achieving the most efficient
outcome. International bank structures may also yield benefits for the host
country economies. De Haas and van Lelyveld (2010), for example, show that
the ability of international banks to attract liquidity and raise capital allows
them to operate an internal capital market within their bank. This internal
capital market provides their subsidiaries with better access to capital and
liquidity than what they would have been able to achieve on a stand-alone
basis. This may in turn help to reduce the pressure to scale back lending dur-
ing economic downturns in the host country - a stabilising property for the
host country:.

During the crisis, national ring fencing activities happened across the
euro area (and beyond). One example is the case of Germany, where its reg-
ulator BaFin banned Italy’s UniCredit from transferring excess capital in the
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form of dividends from its German subsidiary back to Milan headquarters.
BaFin feared that the transfer could leave German depositors exposed to sup-
porting UniCredit.>> Arguably, with the establishment of the Banking Union,
ring fencing - as a crisis response - should occur less, as the ECB is the super-
visor of both the parents (including the branches) and the subsidiaries in the
participating member states, and the Single Resolution Board (SRB) the res-
olution authority. The ECB and SRB have a Banking Union wide mandate and
thus take into account all activities of a bank within the Banking Union. This
decreases the need for ring fencing responses in the case of the resolution of
a cross-border banking group.

However, coordination failures can still occur when the parent bank or
one of its subsidiaries operate outside the Banking Union.

2.2 National interests

Herring (2007) states that cross-border coordination fails when national
interests do not overlap, which might be due to three different asymmetries.
First, there could be supervisory asymmetries, as the supervisory authorities
may differ in terms of staff skills and financial resources. Second, there might
be an asymmetry in accounting, legal and institutional infrastructure. Third,
different national resolution regimes may prompt non-coordinated behav-
iour in the case of cross-border bank resolution. The key issue in overcoming
these asymmetries in national interests is whether the banks are systemical-
ly important in either or both countries (see Table 1).

Table 1 - Alternative patterns of asymmetries

| HomE counryparen bank
HOST country entity

(a) Potential for coordination (b) Conflicts of interest and
potential for coordination

problems
(c) Conflicts of interest and (d) Not a big problem
potential for coordination
problems

Source: Herring (2007)

32. http://www.reuters.com/article/ecb-banks-tests-idUSLON0S23TB20141012
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Only when a major bank’s activities are systemic in the home and host
countries, there is potential for coordination (see case a), which is for example
the case for the Vienna initiative. The Vienna Initiative in 2009 was success-
ful in coordinating international actors operating in Central Eastern Europe
to avoid massive capital retrenchment at the height of the financial crisis (see
Box 1 for a more detailed description). De Haas et al. (2015) show that even
though both foreign and domestic banks curtailed credit during the crisis,
banks that signed the Vienna initiative were more stable lenders to the region
than banks that did not participate. Here, the banking problems in both the
home and host countries were systemic and the relevant authorities had thus
a joint interest to address the banking problems.

Nevertheless, coordination is not always achieved in case a. Fortis is an
example of a bank which was systemically important both in Belgium and
in Netherlands. Notwithstanding the alignment of interests, the Belgian and
Dutch authorities decided to split the bank along national lines, before resolv-
ing it, leading to fiscal costs which went far beyond the minimum necessary
as deemed by EU State aid rules (see Schoenmaker (2013) for a full descrip-
tion of the Fortis rescue).

In the intermediate cases (case b and c in Table 1), the potential coor-
dination failure is linked to the extent of inward or outward banking. In-
ward banking is defined as banking claims from abroad towards the country
in question, while outward banking captures the exposure of multinational
banking groups to other countries, beyond the domestic market.

Focusing on the ‘outs’, from a host country perspective, a high level of inward
banking indicates a high share of systemically important banks in the host coun-
try, which might or might not be systemic for the home country (case a and b).
This limits the capacity of the host authority to manage the stability of its finan-
cial system, including the lending capacity to its economy. From a home country
perspective, a high level of outward banking indicates the presence of major in-
ternational banking groups which are systemic for the home country, and might
be systemic or non-systemic for the host countries (case a and c). This poses chal-
lenges for the home authority to manage the stability of its international banks
and thereby its financial system, especially in the case of cross-border resolution.

The next section will provide an empirical analysis of the extent of inward
and outward banking in the ‘outs’.
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Box 1 - The Vienna Initiative

Causes

When the global financial crisis swept the world in 2008, many countries in emerging
Europe proved vulnerable because of their high levels of private debt to local subsidiaries
of foreign banks. The debt to foreign and domestic banks was often denominated in
foreign currencies. Policymakers in the region became increasingly concerned that for-
eign-owned banks, despite their declared long-term interest in the region, would seek
to cut their losses and run. The banks themselves were also getting worried. Uncertainty
about what competitors were going to do exacerbated the pressure on individual banks
to scale back lending to the region or even withdraw, setting up a classic collective action
problem. Under these circumstances, bank behavior was clearly key to macroeconomic
stability.

Systemic importance

A number of western European banks had major subsidiaries that were of systemic
importance in central and eastern Europe. Most of the western European banks were
also of systemic importance in their home countries.

Cooperation

In the face of these risks, the European Bank for Reconstruction and Development
(EBRD), the IMF, the European Commission, and other international financial institutions
initiated a process aimed at addressing the collective action problem, starting in Vien-
na in January 2009. In a series of meetings, the international financial institutions and
policymakers from home and host countries met with some systemically important EU-
based parent banks with subsidiary banks in central and eastern Europe. The meetings
were held with 15 systemically important European banks with major subsidiaries in
central and eastern Europe and their home and host country supervisors, fiscal author-
ities, and central banks from Austria, Belgium, France, Germany, Greece, Italy, and Swe-
den, as well as Bosnia Herzegovina, Hungary, Latvia, Serbia, and Romania.

The European Bank Coordination Initiative has played a major role in averting a sys-
temic crisis in the region (EBRD, 2012). This initiative, which combined appropriate host
government policies, massive international support, and parent bank engagement, has
helped stabilize the economies in the region. Furthermore, in order to underpin the Vien-
na initiative’s efforts, the region received 42.7 bn EUR through the first and second joint
International Financial Institutions Action Plan. The objective was to support banking
sector stability and lending to the real economy.
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Impact

The coordinated response has fostered stability of the European banking system,
both in western Europe (where the parent banks are located) and in central and east-
ern Europe (where major subsidiaries are located). The setting offered a typical coor-
dination problem with high stakes. By setting all parties together, including relevant
western and eastern European governments and banks as well as several multilateral
financial institutions, a win-win situation could be created. The financial support of the
multilateral financial institutions worked as an effective lubricant to get the deal done.
However, bank deleveraging during the crisis still hit the region, as documented in the
quarterly CESEE deleveraging and credit monitors.” Only recently the reports point to
a relaxation, stating that cross-border deleveraging at the group level is slowing down,
but banks are more selective in their country strategies.

"Accessible under: http:/vienna-initiative.com/type/quarterly-deleveraging-monitors/
Source: Schoenmaker (2013)

3. The European Banking landscape

This empirical section starts with an overview of cross-border trends in the
European banking system. The Single Market allows banks to establish branch-
es in other European Union countries, based on home country control. Host
countries have only some limited powers related to liquidity supervision over
cross-border branches. Figure 2 shows the percentage of total banking system
assets coming from branches or subsidiaries of banks headquartered in oth-
er European Union or third countries. This allows us to capture the extent of
cross-border banking penetration in European banking.

Cross-border banking within the European Union had been rapidly increas-
ing to 20 per cent in the run up to the global financial crisis. Figure 2 illustrates
the rise of cross-border penetration from EU countries and subsequent decline
since 2007, continuing its trend with the start of the European sovereign debt
crisis in 2010-2011. The geographical breakdown of cross-border banking ac-
tivity reflects a retrenchment on the back of the global financial crisis. Moreo-
ver, banks that received state aid were often pressured by national authorities
to maintain domestic lending, cutting down on foreign lending. More recent
data for 2014 suggest that cross-border deleveraging process is bottoming out.
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Figure 2 - Cross-border penetration in European banking
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Source: Bruegel based on ECB data. Note: Share of assets held by banks headquartered in other EU countries and
third countries over total banking assets in the European Union. The share is calculated for the aggregated EU-28
banking system.

Cross-border penetration from third countries was more stable at about 8 per
cent throughout the period, but also showed a temporary decline after 2007.

The remainder of this section provides first data on the Banking Union
Area, which started in November 2014. Next, outward banking from the ‘outs’
is illustrated: the cross-border branches and subsidiaries in the Banking Un-
ion Area from banks headquartered in the ‘outs’. Finally, inward banking to
the ‘outs’ is analysed: the cross-border branches and subsidiaries in the ‘outs’
from banks headquartered in the Banking Union Area.

3.1 The Banking Union Area

As discussed before, the deeper rationale for the Banking Union is
cross-border banking in the Single Market. We expect therefore for a genuine
Banking Union market to develop, where cross-border banking groups can
transfer excess capital and liquidity across the group, and supervision is done
at the consolidated level.

The international orientation of a country’s banking sector can be cap-
tured by the outward banking claims of the largest banks. Splitting the assets
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of these banks into the home country, other EU countries and third countries
allows gauging the potential for coordination failure between national au-
thorities in crisis management.

The basic source for the geographical split of assets is banks’ annual re-
ports. When information on the geographical segmentation of assets is not
available, we use the segmentation of credit exposures of the loan book, the
most important asset class, as a proxy. Further information on credit expo-
sure is available in the published stress test results for 2014 of the European
Banking Authority. The full methodology for measuring geographic segmen-
tation is described in Schoenmaker (2013). Under the new Capital Require-
ments Directive (CRD IV), financial institutions must disclose, by country in
which it operates through a subsidiary or a branch, information about turno-
ver, number of employees and profit before tax. This extra information allows
us to refine the geographical split at country level.

Table 2 shows the top 25 banks in the Banking Union by end-2014. In
terms of assets, 74% of assets are held within the Banking Union Area (the
columns home and Banking Union combined), 17% in the rest of the world,
and only 9% of assets are held in other EU countries. While 59% of assets were
held with the respective home countries before entry to the Banking Union,
this ‘home’ percentage increased to 74% when the home base expanded to the
Banking Union Area. Only a few Banking Union Area banks have substantial
activities in other EU countries. Examples are UniCredit with 23%, KBC Group
with 24% and Erste Group with 37% (all three mainly in Central Eastern Eu-
rope) and Banco Santander with 32% (mainly in the United Kingdom).

3.2 Outward banking

Moving from the Banking Union Area to the ‘outs’, Table 3 indicates the
geographic segmentation of the top 10 banks outside the Banking Union.
Overall, these banks hold 50% of assets in their home country, 10% in the
Banking Union market, 8% in other EU countries and 32% in the rest of the
world. On a bank level, Barclays (UK) holds 22% of assets in the Banking Un-
ion, mainly in Italy (5.1%), Spain (3.7%), Germany (3.4%) and France (2.9%).3

33. It should be noted that Barclays is divesting its retail banking activities in Italy, Spain and Portugal
and is thus reducing its presence in the Banking Union Area (FT, 2015).
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Table 2 - Top 25 banks in Banking Union, end-2014

Market Total Banking | Rest of

share in | assets 8 Europe

Banking

Union
Crédit Agricole (FR) 5.1% €1,762 80% 7% 3% 10%
BNP Paribas (FR) 4.7% €2,077 34% 34% 10% 22%
Groupe BPCE (FR) 3.7% €1,223 90% 2% 1% 8%
Société Générale (FR) 3.3% €1,308 72% 5% 9% 14%
Deutsche Bank (DE) 2.7% €1,708 29% 19% 8% 43%
Crédit Mutuel (FR) 2.3% €706 89% 8% 1% 3%
ING Bank (NL) 2.0% €828 36% 38% 12% 14%
Intesa Sanpaolo (IT) 2.0% €646 87% 6% 5% 3%
UniCredit (IT) 2.0% €844 43% 28% 23% 6%
Rabobank (NL) 1.8% €681 75% 4% 3% 19%
Banco Santander (ES) 14% €1,266 26% 8% 32% 34%
Commerzbank (DE) 1.3% €557 50% 19% 16% 16%
DZ Bank (DE) 1.1% €402 76% 9% 6% 8%
ABN AMRO (NL) 1.1% €387 75% 12% 3% 9%
BBVA (ES) 1.1% €632 43% 11% 5% 42%
La Caixa Group (ES) 1.1% €339 89% 5% 4% 2%
\];\,agiefg;lk Baden- 0o €206 76% 13% 3% 8%
Bankia (ES) 0.8% €242 86% 9% 4% 1%
Banque Postale (FR) 0.7% €213 93% 5% 2% 0%
paverische 08 07% €232 | 77% 10% 5% 8%
Nord LB (DE) 0.6% €198 84% 9% 3% 4%
E;‘;‘(f;l\s’li‘g;e(?g 0.6% €183 94% 4% 1% 1%
KBC Group (BE) 0.6% €245 52% 20% 24% 5%
Belfius (BE) 0.6% €194 71% 17% 8% 5%
Erste Group (AT) 0.4% €196 46% 15% 37% 2%
g’i’;:n'figlg‘sl}:ion 422% €17,335 50%  15% 9%  17%

Source: Bruegel based on annual reports. Notes: Top 25 banks are selected on the basis of total assets (as published
in The Banker). The market share in the Banking Union is defined as the share of total assets in the Banking Union
of the respective banking group over total banking assets in the Banking Union. The geographical breakdown refers
to the share of assets in the home market, the Banking Union, the rest of Europe and the rest of the world over the
total assets of the respective banking group. The home and Banking Union shares add up to the total Banking Union
share. The last line of the top25 banks is calculated as a weighted average (weighted according to assets).
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Nordea (Sweden), SEB Group (Sweden) and Danske Bank (Denmark) have as-
sets amounting to 18%, 14% and 12% in the Banking Union (particularly in
Finland and in the Baltics)**, respectively. These last three banks are pan-Nor-
dic banks.

This indicates that the ‘outs’ are characterised by a large share of outward
banking claims to the rest of Europe, especially the Scandinavian countries. If
all of the ‘outs’ were to join Banking Union, the potential improvement would
be the 10% of assets held in the Banking Union and the 8% of assets held in
other EU countries that are not yet part of the Banking Union.

Table 3 - Top 10 banks outside Banking Union, end-2014

Market

share in Rest of

Banking Europe

Union
HSBC (UK) 0.5% €2,170 33% 6% 3% 58%
Barclays (UK) 1.3% €1,745 37% 22% 2% 38%
Royal Bank of " - a ® 0 0
Scotland (UK) 0.2% €1,350 74% 5% 0% 21%
Lloyds Banking o ~ o o o o
Group (UK) 0.0% €1,099 96% 1% 1% 1%
Nordea (SE) 0.4% €669 24% 18% 57% 1%
Standard Chartered | 19, 508 12% 3% 1% 849%
(UK)
Danske Bank (DK) 0.2% €465 62% 12% 26% 0%
Svenska
0 rs) 0y v 0y 0

Handelsbanken (SE) 0.1% €300 59% 8% 18% 14%
SEB Group (SE) 0.1% €281 60% 14% 18% 8%
Swedbank (SE) 0.1% €226 76% 10% 9% 5%
Top 10 banks
outside the 2.9% € 8,902 50% 10% 8% 32%
Banking Union

Note: see Table 2. The top 10 is ranked by total assets.

34. In this context, Estonia sees, for example, the two Swedish subsidiaries as systemically important
(accessible under https://www.esrb.europa.eu/pub/pdf/other/2015-12-02_ESRB_notification_Eesti_Pank.
pdf?9f2dcdc41d0b84b7226e67323033cb56).

102 _EUROPEAN ECONOMY 2015.3



SHOULD THE 'OUTS' JOIN THE BANKING UNION?

In countries characterised by an extensive part of outward banking, the res-
olution of these multinational banks poses an important challenge. The famous
quote ‘banks are international in life, but national in death’ by Mervyn King
captures best what is at stake (quoted in Turner, 2009, p.36). In the case of mul-
tinational banks, if supervision and resolution are national, home-country au-
thorities only take the domestic share of a bank’s business into account when
considering a bank rescue, without paying much attention to the cross-border
externalities of their actions (Schoenmaker, 2011; Zettelmeyer, Berglof and De
Haas, 2012). In this context, the eventual burden sharing will be contentious
between the home and the host country, inducing outcomes that are both in-
efficient and detrimental for systemic stability (Goodhart and Schoenmaker,
2009). The abortive rescue of Fortis, which put national interests first, is a good
example of this coordination failure (Schoenmaker, 2013). While the SRM is
a complicated coordination mechanism involving the national finance minis-
ters in addition to the Single Resolution Board, the SRM Regulation mandates
a Banking Union wide perspective for the resolution of Banking Union banks
(Schoenmaker, 2015). This Banking Union wide mandate should prevent the
splitting of banks along national lines in the resolution process.*

3.3 Inward banking

Moving from outward to inward banking, Table 4 reports the foreign-owned
assets in EU countries as a percentage of total assets of that country’s bank-
ing sector, domestic and foreign-owned. It emerges that non-Banking Union
countries are characterised by high inward claims from other European Union
countries, as the extent of inward claims coming from the European Union is
actually higher in the ‘outs’ (19%) compared to the ‘ins’ (14%).

In the non-Banking Union countries, the cross-border share in total assets of
a country’s banking sector is particularly high in Central Eastern Europe, which
exhibits shares between 45% and 90%. By contrast, Sweden and Denmark report
only moderate inward claims of around 10% and 18%, respectively. The United
Kingdom is a special case. It is the only EU country which experiences more claims
coming from banks in the rest of the world (32%) than from banks headquartered
in the rest of the European Union (17%). Major US and Swiss (investment) banks

35. Note that Article 6(1) of the SRM Regulation forbids discrimination against entities on national grounds.
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form a substantial part of the share coming from the rest of the world. These banks
use their London office as a spring plank to conduct business across the European
Union. This reflects the importance of London as an international financial centre.

Table 4 - Cross-border share in % of total assets of a country’s banking sector, end-2014

Countries Total assets home other EU third
(EUR bn) country
Austria 880 75% 18% 7%
Belgium 1,101 34% 52% 14%
Bulgaria 47 23% 74% 3%
Croatia 57 na. na. na.
Cyprus 91 70% 13% 16%
Czech Republic 196 12% 88% 0%
Denmark 1,082 82% 17% 1%
Estonia 22 10% 84% 6%
Finland 576 32% 67% 1%
France 7,890 91% 8% 1%
Germany 7,799 88% 10% 2%
Greece 397 98% 2% 0%
Hungary 110 55% 42% 4%
Ireland 1,008 63% 28% 9%
Italy 4,016 87% 12% 1%
Latvia 31 42% 44% 14%
Lithuania 26 23% 73% 4%
Luxembourg 893 23% 59% 18%
Malta 53 70% 20% 11%
Netherlands 2451 93% 5% 2%
Poland 380 34% 59% 7%
Portugal 467 79% 20% 1%
Romania 91 31% 69% 0%
Slovakia 64 4% 96% 0%
Slovenia 44 67% 33% 0%
Spain 2,966 92% 6% 2%
Sweden 1,245 90% 9% 1%
United Kingdom 8,990 52% 17% 32%
Banking Union 30,715 83% 14% 3%
Non-Banking Union 12,253 57% 19% 24%
EU 42,968 76% 16% 9%

Source: Bruegel based on ECB Structural Financial Indicators. Note: Share of business from domestic banks, share
of business of banks from other EU countries, and share of business of banks from third countries are measured as
a percentage of the total banking assets in a country. Banking Union, Non-Banking Union and EU are calculated
as a weighted average (weighted according to total assets).
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Zooming in on the ‘outs’ in Central Eastern Europe, table 5 reports a
further breakdown of their banking assets from banks coming from other
countries according to where their headquarters are based: in the Banking
Union, the non-Banking Union Area or the rest of the world. On aggregate,
the banking sector in the Central Eastern European countries is characterised
by 70% cross-border claims, where 65% operate as subsidiaries and only 5%
as branches. The subsidiaries can be broken down further into whether their
parents are located in the Banking Union Area or outside. An overwhelming
93% of the subsidiaries have their parent bank located in the Banking Union
Area, compared to 1% coming from the non-Banking Union Area and 6% from
the rest of the world.

Alook at the country-level confirms the importance of claims coming from
the Banking Union Area: with 99% and 97% respectively, the Czech Republic
and Croatia report by far the most extensive share of foreign owned subsid-
iaries coming from the Banking Union Area, followed by positions of Roma-
nia, Hungary and Poland of around 90% to 95%. Bulgaria exhibits slightly
lower claims, with 82% coming from the Banking Union Area. On aggregate,
all ‘outs’ in Central Eastern Europe, except Hungary, have more than half of
their banking assets coming from subsidiaries of banks headquartered in the
Banking Union Area. For Hungary, this number is 37% (95% of the 39% via
subsidiaries).

Table 5: BU and non-BU share in % of total assets in the CEE’s banking sector, end-2014

Countries Total Cross |Branches | Subsidiaries Non-BU| RoW
assets border
78%

Czech Rep. | 195.5 88% 10% 99% 0% 1%
Croatia 56.6 80%* 0% 809% 97% 0% 3%
Bulgaria 474 77% 7% 71% 82% 17% 1%
Romania 90.5 69% 9% 60% 91% 3% 6%
Poland 379.6 66% 2% 64% 90% 0% 10%
Hungary 109.6 45% 7% 39% 95% 0% 5%
Non-BU | 8792  70% 5% 65% ©3% Q% | (6%
(100%

Source: Bruegel based on ECB and SNL financials (data on (BU) Banking-Union, (non-BU) non-Banking Union
and (RoW) Rest of World). Note: * the data for Croatia is taken entirely from SNL. Non-Banking Union is calculated
as a weighted average (weighted according to total assets) for CEE. The sum of SNL calculated data does not add up
completely to the data provided by the ECB due to different methods of collection.
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During the financial crisis, supervisors tightened restriction on intra-group
cross-border transfers, limiting the ability of multinational banking groups to
re-allocate capital and liquid assets from subsidiaries with an excess to those in
need of capital and/or liquidity. Hence, there is a tendency for higher capital and
liquidity for subsidiaries on a stand-alone basis, which translates into a higher
cost of capital for the host country (IMF, 2015).

Moreover, even though the Vienna Initiative was successful in coordinating
policy during the recent financial crisis, Banking Union membership could sub-
stitute for such ad-hoc arrangements. First, this would allow consolidated super-
vision, as opposed to sub-entity stand-alone supervision. Darvas and Wolff (2013)
note that in the central and eastern European countries, national authorities had
a hard time addressing credit booms through national supervisory action, since
banks used supervisory arbitrage. By the same token, national authorities had
difficulties in preventing a massive withdrawal by Western European banks; the
Vienna Initiative was in the end decisive to maintain the lending capacity in
Central Eastern Europe. In the case of Banking Union membership, these issues
could be more easily addressed. Second, it would give more regulatory certainty
in times of crisis, as it can be seen as a permanent ‘lock-in’ coordination tool for
all the participating countries, avoiding ad-hoc measures.

Summing up, we can ask what the numbers are telling us. As we have shown,
the Nordics are characterised by extensive outward banking towards the Bank-
ing Union Area, while inward banking from the Banking Union is particularly
important for Central Eastern Europe. Taken together, this indicates that these
‘outs’ might benefit from Banking Union membership. That leaves the United
Kingdom, which as an international financial centre has more outward banking
towards the rest of the world than to the Banking Union. For the United King-
dom, the option of Banking Union membership thus seems to be partly relevant.
But Banking Union is also important for London’s position as gateway to Europe
for international banks.

4. 4. The political dimension

When confronted with cross-border banking, the financial trilemma states
that policymakers face a choice between supranational policies and national
restrictions. The supranational option is supervision and resolution within the
Banking Union. The alternative of national restrictions includes the emerging
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practice of requiring the subsidiary form cross-border banking business, as wit-
nessed in Central Eastern Europe. Through the separate licence for these sub-
sidiaries and subsequent supervision, the host country can control these subsid-
iaries. But such stand-alone subsidiaries experience a higher cost of funding, as
discussed earlier.

While the empirical findings in the previous section suggest that the Bank-
ing Union might be beneficial for the ‘outs’, this is not reflected in the political
discussions in the ‘outs’ about joining Banking Union. Figure 3 indicates that
opposite opinions emerge. In the Nordics, Sweden declared in 2014 that it will
not join Banking Union in foreseeable time, and has not since changed sub-
stantially idea on this matter,* remaining the United Kingdom’s most sceptical
ally. By contrast, the Danish government declared in April 2015 that it wants
the Scandinavian state to become a part of the Banking Union, as it views it as
being in the interest of its financial sector (Jstergaard and Larsen, 2015). How-
ever, a referendum on 3 December 2015 rejected closer ties with the European
Union on a range of issues, and might be an indicator of a less positive stance
with respect to the Banking Union membership.?” In central and eastern Europe,
the Czech Republic remains sceptical of an eventual participation in the Bank-
ing Union, and Hungary and Poland adopted also a “wait” and “see” approach.
For Hungary;, the findings from the National Bank by Kisgergely and Szombati
(2014) summarise the topic well. Bulgaria and Romania are more positive about
joining the Banking Union. In July 2014, Bulgaria announced that it would seek
to join the Banking Union, by mid-2016, as poor supervision led to the collapse
of its fourth biggest lender.® Romania too has embraced the idea of joining the
Banking Union from early on (Isarescu, 2013).

36. http://www.government.se/sweden-in-the-eu/eu-policy-areas/economic-and-financial-affairs/

37. http://www.bloomberg.com/news/articles/2015-12-02/eu-skepticism-rife-in-denmark-as-referen-
dum-polls-signal-nej-

38. http://www.reuters.com/article/us-bulgaria-cenbank-idUSKCNOR022B20150924#3HLqIKc7c1gM-
4KjW.97
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Figure 3 - Member State’s standpoint on the Banking Union

B Euro area (2015)
M Probably joining
Wait and see

M Opting out

Source: Press releases and National Central Banks, as of Dec. 2015.

These “wait” and “see” positions are often motivated by the following con-
siderations. First, joining the Banking Union might imply joining the Economic
and Monetary Union beforehand. However, as highlighted in section 1, the ra-
tionale for the Banking Union is two-fold. At the height of the European debt cri-
sis in 2012, Banking Union emerged as a remedy against the sovereign-banking
loop in the euro area. This loop is linked to the single currency. In the long-term,
we have argued that the Banking Union’s ultimate rationale is more linked to
cross-border banking in the Single Market, which goes beyond the single cur-
rency. Following the latter argument, the debate surrounding the question of
opting-in is not necessarily a debate about joining the full package, e.g. joining
both the Economic and Monetary Union and the Banking Union.

The ‘outs’, in particular those in the Nordics and Central and Eastern Europe,
could join the SSM and the SRM on a bilateral basis, which is advantageous
given their large share of outward and inward banking as observed in section
3. The SSM and SRM Regulations explicitly allow for this opting-in. The ‘outs’,
except for Sweden and the United Kingdom, have already signed up to the inter-
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governmental agreement on the Single Resolution Fund. The benefit of opting
in is enhanced coordination of supervision and resolution. Moreover, it would
give the ‘outs’ a seat at the table at the Supervisory Board of the ECB and at the
Single Resolution Board, as well as some safeguards for non-euro area opt-ins,
such as the reasoned disagreement procedure and the exit clause.*® However, an
opting-in country has more limited influence in the decision-making process
within the SSM compared to a euro area country, as the former has no seat in
the Governing Council of the ECB. The Governing Council is the highest deci-
sion-making body within the SSM. Also, liquidity provision by the ECB is not
automatic (IMF, 2015).

Second, there are still misalignments between supervision and burden shar-
ing. Nevertheless, joining the ESM for indirect and direct bank recapitalisation
should also be made feasible on a bilateral basis. During the Irish banking res-
cue in 2010, the Western European ‘outs’, the United Kingdom, Denmark and
Sweden, joined the rescue package by providing bilateral loans, following the
ECB capital key, as some British banks were exposed to Ireland and would thus
also benefit from enhanced financial stability in Ireland (Gros and Schoenmaker,
2014). This is a good example that burden sharing among the euro area coun-
tries can be expanded if and when needed.

Third, the wait and see approach is an answer to the short track record of
Banking Union so far. The SSM has one year of operation, while the Single Res-
olution Board has started its mandate in January 2016, and has not yet handled
a resolution case.

5. Conclusions

In this paper, we have argued that the deeper rationale for the Banking Un-
ion is related to cross-border banking in the Single Market. The large and sub-
stantial outward banking claims to the Banking Union Area, which characterise
some of the major banks in the Nordics, and the large inward banking claims
from the Banking Union to Central Eastern Europe indicate that these countries

39. The exit clause means that non euro-area European Union members, unlike the euro-area members,
are actually allowed to terminate their participation in the Banking Union.
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could profit from joining the Banking Union. These countries have strong bank-
ing linkages with the Banking Union Area.

Joining the Banking Union would imply less cross-border coordination fail-
ures, especially when it comes to resolution, and a lock-in tool, to increase reg-
ulatory certainty in times of market turmoil. For the Nordics, a membership in
the Banking Union would increase the effectiveness and efficiency of the su-
pervision and resolution of the larger European cross-border banks allowing
supervision and resolution on a consolidated level. For Central Eastern Europe,
the Banking Union would be a more stable arrangement for managing financial
stability and maintaining lending capacity than the ad-hoc Vienna Initiative. Fi-
nally, the United Kingdom, as an international financial centre, is a special case
with both international and European cross-border banking claims.

From a political perspective, member states’ opinion on joining the Banking
Union ranges from an outright “no” towards considering Banking Union mem-
bership. Experiences of the ‘ins’ with the Single Supervisory Mechanism and
the Single Resolution Mechanism, for better or worse, will shape the willing-
ness of the ‘outs’ to join. As cross-border banking is related to the Single Market
and not to the single currency, countries could join the Banking Union without
joining the Economic and Monetary Union.
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