A Helpful Guide to Banking Union, Tom Fairless, WSJ.com, December 19, 2013, 4:43 AM.

European finance ministers, after much haggling, have agreed on an elaborate plan for centralizing their approach to failing banks, hoping to stave off crises that engulf entire countries. But what exactly is banking union and how would it work? Herewith a primer for the uninitiated (and even for those who’ve been following it quite closely).

What is banking union?

It’s the euro zone’s grand plan to break the vicious cycle between weak banks and their governments that drove countries like Ireland and Cyprus to the brink of bankruptcy. The cycle worked like this: Governments pledged billions of euros to prop up struggling lenders, running up huge debts in the process. That damaged the governments’ credibility with investors, forcing them to pay more to borrow. That, in turn, reduced investors’ confidence in the banks that were dependent on the government and held large quantities of its sovereign debt. The banking union aims to create a centralized system that will identify and deal with banks’ problems across the region early–before they become systemic and require expensive taxpayer-funded bailouts. 

What will it look like?

The banking union will in theory consist of three “pillars”: a single bank supervisor, housed in the European Central Bank in Frankfurt, to monitor the health of euro-zone banks and spot any problems; a “single resolution mechanism,” or SRM, to decide which banks need to be closed or restructured and how to share the costs; and a common deposit guarantee scheme, to help protect depositors’ wealth in even the most severe crises in order to reduce the risk of panic withdrawals.

 How much has been agreed?

Quite a lot. The ECB is due to take up its tasks as the single banking supervisor in November next year, once it has overseen a clean-up of banks’ balance sheets. Last week, EU governments and lawmakers struck a deal that will force bondholders and, in some cases, depositors to share the costs of bank failures. And on Tuesday, they agreed on harmonized EU rules for deposit guarantees, which will require banks to pay into national funds that will be used to reimburse deposits up to €100,000 ($137,680) in failed banks. However, the deposit guarantee deal stops short of the “common” scheme proposed by the European Commission that would have allowed national funds to borrow from one another if they ran low on cash.

 What about the Single Resolution Mechanism?

The design of the single resolution mechanism–the final leg of banking union–has proved highly contentious. While countries such as France called for a centralized system that would cover all euro-zone banks and be financed by a common pot of money, Germany pushed hard for a network of national authorities, warning that a centralized model risked violating EU treaties. The final compromise, struck by finance ministers late Wednesday, would create a central resolution authority directly responsible for the 130 biggest banks that will be supervised by the ECB, plus another 200 or so cross-border banks. National resolution authorities will be responsible for the remainder of the euro zone’s 6,000 lenders, but the central authority will have the right to intervene if it sees the need.

 How will decisions be made?

Typically, the ECB would spot a problem and report that a bank was failing or likely to fail. The single resolution board–made up of representatives from euro-zone governments plus an executive director and four permanent officials–would then decide whether to wind up the bank and how to share costs among creditors and the resolution funds. The European Commission would have to sign-off on any decision, but if it disagreed with the board’s recommendations, the decision would be referred to EU finance ministers. The sheer number of actors involved in any decision has raised concerns that the process is too cumbersome and would not react quickly enough during a crisis.

 Who will pay?

This has, inevitably, been the biggest area of dispute. Ministers want a bank’s shareholders and creditors to pick up most of the bill for a failure, but resolution may still require outside money, for instance to recapitalize essential parts of a bank that will be sold or to provide liquidity in the resolution process. Under Wednesday’s deal, governments will be required to lean heavily on their national resolution funds in such cases, at least at first. They will also sign a separate treaty that will allow those funds to be gradually merged into a common fund over 10 years–to satisfy Germany’s concerns about the legality of the plan under current EU treaties.

 What if the resolution funds run out of money?

This has been the key debate in recent days. Most governments wanted a common pot of EU public money to act as a backstop for national resolution funds while they are being built up. But Germany was adamant that taxpayers shouldn’t be on the hook for bank failures in another country. In the end, Berlin largely got its way. National governments will be on the hook at first, backed by existing arrangements with the European Stability Mechanism, the euro zone’s €500 billion rescue fund. A common backstop will be developed during this transition period that will eventually “facilitate borrowings” by the single resolution fund–but it may only be available as late as 2026, when the resolution funds will already be fully stocked.

How effective will the final deal be?

The messy nature of Wednesday’s compromise deal has come in for criticism from the European Parliament and the European Central Bank, which have warned that the mechanism’s decision-making process may be too complex and its financial buffers too small to safeguard against a major crisis. National governments will remain heavily on the line for bank failures, at least in the early years as bank-resolution funds are being built up. That means, critics say, that the toxic link between banks and governments won’t be broken–supposedly the whole rationale for banking union. The deal does create additional buffers between taxpayers and failing banks, since creditors will have to share the pain. But it is unclear how far authorities will be willing to impose losses on all investors during a crisis, given the risk of a repeat of the panic that struck world markets after the collapse of U.S. investment bank Lehman Brothers in 2008.

 So what happens next?

Governments must now thrash out a compromise deal with the European Parliament. EU lawmakers have agreed on their own version of the proposal, and it differs sharply from the plan agreed by the governments. It calls for a much more centralized system, with a common resolution fund that could tap public European funds in its early years. With European elections five months away, lawmakers seem to be gearing up for a fight.
