EU Bank Packages: Objectives and Potential
Conflicts of Objectives

Any attempt to resolve a systemic financial crisis inherently involves conflicts of objectives. In
the following article, we identify and elaborate on the conflicts of objectives embodied in the
EU bank packages. Building on this, we then analyze how the EU Member States and the EU
institutions are dealing with these conflicts of objectives. The empirical basis of our analysis
comprises the explicit objectives of the EU bank packages and the details of the bank pack-
ages of the individual Member States. Our main findings are: (1) Although much effort has
been extended to ensure a harmonized EU approach, the Member States in fact enjoy great
leeway in designing national bank packages, which leads to competitive distortion. (2) In the
conflict between fiscal objectives and micro- and macroeconomic objectives, the latter have
been afforded priority. The bank packages entail passing on the costs of overcoming the crisis
to the taxpayers, while the banks’ creditors are not required to make a contribution. (3) As a
result, short-term financial stability is favored over long-term stability in the conflict between
these two objectives. (4) Some attempts have been made to resolve these conflicts of objec-
tives by attaching conditions to state aid. Our analysis indicates first of all, that under certain
circumstances conditions such as dividend restrictions, state influence on company manage-
ment and salary caps may be consistent with all of the objectives specified, and second, that
requirements to maintain lending and solve borrowers’ debt problems are themselves subject

to unavoidable conflicts of objectives.
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All bank rescue plans, regardless of
design, are invariably subject to con-
flicts of interest. Thus, decisions on
balancing the objectives have to be
made (Mayes, 2004, p. 545). These
objectives represent a variety of eco-
nomic policy goals, many of them con-
flicting with respect to the implemen-
tation of the bank packages. This study
examines the types of conflicts of ob-
jectives inherent in the structure of the
bank packages of the EU Member States
and how these conflicts are resolved.

Since the fall of 2008 the financial
crisis that erupted in the U.S.A. in
2007 has been leading to massive finan-
cial market distress in the EU as well.
The Member States interpreted this
situation as an economic policy chal-
lenge to be met at the national level
within a joint framework.

A concerted plan of action was
resolved in a declaration by the euro
area countries’ at their summit on
October 12, 2008, aiming at:

— Facilitating the funding of banks:
The Member States are to guaran-
tee new short- and medium-term
(up to five years) bank senior debt
issuance. Such guarantees are to be
made available at market conditions
(including possible further condi-
tions) to all financial institutions
operating in the country in ques-
tion that meet the regulatory capi-
tal requirements and other non-dis-
criminatory objective criteria. The
scheme will be temporary (until
December 31, 2009) and limited in
amount.

— Providing financial institutions with
additional capital so as to ensure the

! Financial Markets Analysis and Surveillance Division, michaela.posch(@oenb.at and stefan.schmitz(@oenb.at;
European Aﬂairs and International Financial Organizations Division, beat.weber@oenb.at. The authors would
like to thank Claus Puhr (OeNB) and the referee for their valuable suggestions and discussions.

2 The declaration was also adopted by the European Council on October 16, 2008.

Michaela Posch,
Stefan W. Schmitz,
Beat Weber'

Refereed by:
Christoph Walkner,
European
Commission

FINANCIAL STABILITY REA@Erdric copyFaAPailable at: http://ssr.com/abstract=1734904

63



EU Bank Packages: Objectives and Potential Conflicts of Objectives

financing of the economy by sound

institutions and allowing for the re-

capitalization of distressed banks:

Tier 1 capital will be made available

to financial institutions, with price

conditions taking into account the
market situation of each involved
institution; additional restrictions
may also apply. The failure of sys-
temically important financial insti-
tutions should be avoided. In so
doing, the interest of taxpayers
should be observed and it should be
ensured that existing sharcholders
and management bear the due con-
sequences of the intervention. Re-
capitalization should be followed by

a restructuring plan.

Moreover, the euro area countries
welcomed the actions taken by the Eu-
ropean Central Bank (ECB) to support
the interbank money market and an-
nounced that flexibility in the imple-
mentation of accounting rules will be
ensured. These initiatives were pre-
ceded on October 7, 2008, by the
ECOFIN Council’s resolutions to raise
deposit guarantee protection to at least
EUR 50,000 and to guarantee that
deposits are reimbursed up to the cov-
erage level without a deductible.

The euro area countries also called
upon the Commission to continue to
apply flexibility in state aid decisions;
taking into account the ECB’s relevant
recommendations, the Commission
provided guidance on state guarantees
and recapitalizations (see relevant sec-
tions).

In this article, we analyze the po-
tential conflicts of objectives emerging

in the Member States’ implementation
of bank packages to strengthen bank
refinancing and to recapitalize banks.’

1 Objectives of the Bank
Packages

The official documents of the European
Council, the Commission and the ECB*
set forth the objectives that are being
pursued by means of the bank packages

as follows:

1.1 Microeconomic Objectives

The purpose of guarantees and recapi-
talizations is to assist solvent banks in
overcoming temporary problems re-
lated to the unusual business climate
and to enable them to maintain sound
businesses. The failure of systemically
important financial institutions is to be
avoided.

1.2 Macroeconomic Objectives

Apart from safeguarding the short- and
medium-term stability of the financial
system, including guarding against sys-
temic effects of insolvencies, the over-
riding macroeconomic objective is to
ensure the financial system’s capacity
to fund the economy.

While both of the aforementioned
objectives are aimed at averting the
direct consequences of the crisis on
financial institutions and the financial
system, economic policymakers must
consider how any such intervention can
be financed, its long-term effects on
the financial sector and the impact of
any action on other economic sectors;
therefore, a number of additional ob-
jections have been stipulated.

At the time of writing, the possibility of taking over impaired assets as resolved by the European Council on March

19 and 20, 2009, was still in the early stages of implementation and has therefore not been taken into consider-

ation.

* See Summit (2008), EC (2008b), ECB (2008b). In accordance with their respective mandates, the European
Commission emphasizes objectives relating to a level playing field while the main emphasis of the ECB is on finan-

cial stability and safeguarding the single monetary policy.
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1.3 Fiscal Objectives

The European Council has emphasized
the importance of considering the in-
terests of the taxpayers; this implies the
objective of minimizing the losses re-
sulting from aid packages and ensuring
adequate revenues.

1.4 Safeguarding Market Integrity

Shareholders and management should
bear the due consequences of the inter-
vention in order to prevent state assis-
tance from abetting moral hazard and
to provide incentives for a return to
normal market conditions — and thus
long-term financial stability — after
state intervention has ceased.

1.5 Safeguarding the Level Playing
Field, Avoiding Market
Distortion

Implementation of the national bank
packages entails the risk of competitive
distortion between banks in different
Member States and, as a result, the risk
of a “subsidy race,” along with competi-
tive distortion between sound and in-
stable banks and competitive distortion
between banks receiving public assis-
tance and institutions opting for capital
market financing. All of this should be
avoided wherever possible.

Aside from economic objectives,
ensuring the political legitimacy of
state action to stabilize the banking sec-
tor is another important goal that gov-
ernments must consider when defining
and implementing plans of action.

The study at hand identifies the
types of conflicts of objectives inherent
in the structure of the bank packages
designed to achieve the goals described

EU Bank Packages: Objectives and Potential Conflicts of Objectives

and examines how these conflicts are
resolved in the following areas: action
to strengthen the interbank market
(section 2.1) and medium-term refi-
nancing (2.2) as well as capital (2.3)
and that related to conditions for
providing guarantees and additional
capital (3).

2 Common Framework, but
Variations in Implementation
of Bank Packages by the EU
Member States

The sets of measures already approved
in the EU correspond in essence to the
agreed framework. Most EU Member
States have included recapitalization
and refinancing measures that are es-
sentially based on similar (general)
principles and involve similar access
requirements, beneficiaries and terms.
The packages also exhibit major simi-
larities on an abstract level in terms of
the instruments applied and the general
requirements. With respect to their
specific design and practical implemen-
tation, however, the differences are
considerable.

19 EU countries have introduced
packages to refinance banks, with 17 of
them explicitly providing for the possi-
bility of reinforcing banks’ capital
base.”® The Member States have ear-
marked a total of some EUR 2.8 tril-
lion, or 22% of the EU’s GDP, for these
measures. Some EUR 300 billion of
this amount will be made available for
recapitalizing banks and approximately
EUR 2.5 trillion for state guarantees of
liabilities (as of mid-March 2009). The
Austrian bank package is more exten-
sive than the average EU package,

> Two countries (Belgium and Luxembourg) have taken discretionary action to refinance/recapitalize specific insti-
tutions without introducing bank packages. It should be noted that the plans are being adapted on an ongoing
basis as the crisis develops, and many countries still have to work out the details.

Three countries (Spain, Greece and the U.K.) have introduced additional asset relief programs. Other EU coun-

tries also implement asset relief measures to stabilize banks in certain cases.
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amounting to EUR 90 billion (not in-
cluding EUR 10 billion in deposit guar-
antees) or approximately 32% of GDP.

2.1 Measures to Strengthen the
Interbank Market

The financial crisis hit the euro inter-
bank market earlier than the EU bond
market or the stock markets — specifi-
cally, as early as on August 9, 2007. In-
terest rates on unsecured interbank
loans (e.g. relative to secured interbank
loans in the form of securities repur-
chase agreements) increased signifi-
cantly. Despite cuts in key interest
rates, interest rates on unsecured inter-
bank loans remained high compared to
those on secured interbank loans due to
the high premiums charged on unse-
cured interbank loans, i.e. the short-
term yield curve remained historically
very steep. At the same time, both mar-
ket liquidity and the maturity terms of
interbank loans actually granted de-
creased significantly. After the collapse
of U.S. investment bank Lehman
Brothers in mid-September 2008, the
interbank market came to a virtual
standstill. In order to facilitate short-
term refinancing for banks, the euro
area countries proposed state guaran-
tees for short-term bank liabilities with

maturities of up to 12 months in the
declaration on a concerted European
action plan of the euro area countries
of October 12, 2008. The bank pack-
ages of the Member States include five
models for applying such guarantees:

1. State guarantees for existing and
newly issued short-term securities
as well as interbank loans and whole-
sale deposits (e.g. Denmark,’” Ire-
land);

2. State guarantees for new issues of
short-term securities and new in-
terbank loans (e.g. Belgium);

3. State guarantees for new issues of
short-term securities (e.g. commer-
cial paper), but not for interbank
loans (e.g. Germany, Sweden);

4. Exchanges of government bonds in
return for bank receivables (asset
swaps) in order to increase banks’
collateral eligible for ESCB tender
operations (e.g. Greece, Italy);

5. Clearinghouses (with state guaran-
tees) for the interbank market (e.g.
Austria, Italy). Since this instru-
ment for strengthening the inter-
bank market is somewhat more
complex than the others and is par-
ticular to Austria, it is described
briefly in box 1; it is also an issue of
focus in the following analysis.

7 However, the participating banks must bear a portion of the losses of up to DKR 35 billion. Denmark has revised

its original bank package in the meantime.
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Box 1

The Oesterreichische Clearingbank AG (OeCAG)

The legal basis for the activities of the Oesterreichische Clearingbank AG (OeCAG) is set out
in Article 1 paras 1 to 3 of the Interbank Market Support Act (Interbankmarktstdrkungs-
gesetz, IBSG, published in Federal Law Gazette I, No. 136/2008). The OeCAG is owned by
Austria’s main banks, with the various sectors being represented by their top institutions. The
shareholder interests were negotiated ex ante. The operating business of OeCAG is carried out
by Oesterreichische Kontrollbank AG. OeCAG has shareholders’ equity of EUR 180 million. Its
business volume is limited to a maximum of EUR 10 billion, although this may be increased
following an evaluation phase. The OeCAG’s deposit and lending business is open to all banks
and insurance companies; there are no restrictions on subscribing to OeCAG'’s issues.

The business model of OeCAG is based on reflecting the interbank market, i.e. the
OeCAG does not carry out any maturity transformations. Funds may be provided in the form
of deposits from participating banks or by OeCAG’s own securities issues. Bids for deposits
and loans are matched on the basis of pre-defined maturities (mostly 3 or 6 months) in regu-
lar auctions in which both market sides enter their price/quantity bids. Allotments are made
only when bids for loans can be matched with bids for deposits. Any issue proceeds collected
by OeCAG are distributed among the shareholder banks, with 50% being allocated on the
basis of shareholders’ equity and 50% via auction.

Until December 31, 2009, when issuing short-term securities, 0eCAG may arrange for the
Austrian government to assume liability as guarantor and payer up to an aggregate amount of
EUR 5 billion. A maturity cap of one year applies to the issues. The Austrian government has
also pledged to cover loan defaults of up to EUR 4 billion in the event that loan defaults by
borrowers cause OeCAG’s regulatory capital to fall below the legally required level. In such
cases, the government will provide sufficient equity capital to ensure that the 8% minimum is
reached, provided the clearinghouse assigns the loan defaults to the government. The OeCAG
must provide its services at market prices. The additional guarantor fee for government back-
ing is 50 basis points, which are added to the loan interest rate.

Microeconomic objectives

The microeconomic objective of short-
term refinancing was to reopen banks’
access to the market for unsecured in-
terbank lending. At the European level,
these measures were successful to the
extent that banks were once again able
to borrow larger amounts over longer
maturities. In Austria, as of mid-March
2009 the OeCAG had deposit bids of
EUR 18.6 billion compared with loan
bids of EUR 22.2 billion, with the
amount allotted totaling EUR 5.1 bil-
lion (22% of the loans bids). The liquid-
ity risk of Austrian banks has declined

since the introduction of the bank pack-
age.
Macroeconomic objectives

The macroeconomic objective (ending
the turmoil in the interbank market)
has only been partially fulfilled. Even
though liquidity and maturities have
risen somewhat, they still have not
reached pre-crisis levels. The yield
curve also continues to indicate signifi-
cant market disruption,® and so do the
above-average amounts deposited by
European banks at the ECB even though
this involves high opportunity costs.”

In March 2009, the spreads between the three-month EURIBOR and the three-month overnight index swap or the
three-month EUREPO were still much wider, and maturities for unsecured interbank loans were considerably
shorter than before the financial crisis erupted (ECB, 2009a, p. 27). Since March the situation in euro money
markets has improved further.

The interest rate differential between deposit facilities and the minimum bid rate was usually 100 basis points.
The spread narrowed to 50 basis points in the period from October 15, 2008, to January 21, 2009.
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Why have banks accepted these oppor-
tunity costs despite the fact that state
guarantees have virtually eliminated
credit risk?

The action taken by EU Member
States to strengthen the interbank mar-
ket has focused on credit risk in the in-
terbank market while disregarding the
liquidity risk of banks. To hedge this
risk, they maintain liquid funds to be
able to cover any net outflows. In a
functioning interbank market, credit
institutions are also able to obtain refi-
nancing via unsecured loans if neces-
sary, which can represent a form of in-
surance. In the course of the financial
crisis, the maturity transformation of
banks has risen while the interbank
market has largely forfeited its function
as an insurer. Liquidity risk has thus
risen considerably for banks — a situa-
tion that has not been taken into ac-
count in action to strengthen the inter-
bank market."” The effectiveness of
such action could be increased by tak-
ing liquidity risk into consideration
(e.g. maturity transformation by the
OeCAQG).

Fiscal objectives
The fiscal objectives of the bank pack-

ages focus on minimizing taxpayer
losses and ensuring adequate revenues.
The ECB recommendations of October
20,2008, (ECB, 2008b) call for a guar-
antee fee of 50 basis points for short-
term liabilities; all Member States have
implemented this recommendation.
However, to date there are no known
defaults in the area of short-term refi-
nancing. Since the Member States have
agreed not to allow any systemically
important banks to become insolvent,

they would provide additional capital
to and/or nationalize the banks before
any guarantees were called upon. The
fee for short-term guarantees is risk-in-
dependent, therefore the guarantee
scheme involves implicit transfers from
the government to banks with above-
average risk exposure. By contrast, a
risk-based guarantee fee would result
in a high administrative burden by re-
quiring regular risk assessments of all
banks receiving state guarantees; a
higher guarantee fee that better re-
flected market prices during the crisis
would make short-term refinancing of
banks more expensive. In other words,
there is a conflict of objectives between
the fiscal objectives on the one hand
and the microeconomic and macroeco-
nomic objectives on the other that has
been interpreted to the disadvantage of
the former in the pricing of guaran-
tees.

Safeguarding market integrity

To reach this objective, the measures
would have to be designed to prevent
future problems resulting from adverse
incentive structures. In those bank
packages in which new and/or existing
interbank loans are guaranteed, how-
ever, there is a risk that wrong incen-
tive structures could impair long-term
financial stability: Banks are able to na-
tionalize potential losses ensuing from
their investment decisions, which dis-
torts incentives aimed at risk-revenue
optimization. This could undermine
the future effectiveness of market disci-
pline in the interbank market, which
would have a detrimental effect on
long-term financial stability. Based on
these considerations and for the pur-

! The ECB estimates that only approximately 50% of the sharp widening in the spread between the interest rate on
unsecured interbank credit with a maturity of three months (three-month EURIBOR) and the interest rate on
secured interbank credit with the same maturity (three-month EUREPO) can be explained by credit risk. The
remaining 50% is attributable to increased liquidity risk (ECB, 2008c, pp. 144—149).

FINANCIAL STABILITY REPORT 17 — JUNE 2009



pose of safeguarding the single mone-
tary policy, the ECB spoke out against
state guarantees for interbank loans in
its recommendations, although not all
Member States committed themselves
to this. However, if state guarantees are
seen as the only remedy in an acute cri-
sis situation, this could result in a con-
flict of objectives between short-term
(strengthening confidence) and long-
term financial stability.

Within the framework of OeCAG,
the state is only second in line as guar-
antor after the OeCAG’s shareholders’
equity, which is paid in by the banks
and acts as a safety buffer to absorb loan

defaults. This largely prevents moral
hazard.

Safeguarding the level playing field,
avoiding market distortion

This objective would be achieved if the
bank packages did not lead to national
discrimination and segmentation of the
money market and banks with similar
risk profiles from different Member
States were to pay the same money
market interest rates. A joint European
approach to improving short-term fi-
nancing — e.g. a European clearing-
house for interbank loans — could have
served two purposes: strengthening
the European interbank market and re-
storing the level of integration existing
up until July 2007. Since there is no
central EU budget to back up the nec-
essary guarantees, it was decided that
short-term issues and interbank liabili-
ties be covered by state guarantees.
This could lead to a segmentation of the
euro money market (ECB, 2009b),
which had been almost completely inte-
grated prior to August 2007. All EU
Member States restrict the issuance of
guarantees to credit institutions active
in the country in question, which nec-
essarily involves a certain amount of
discrimination and segmentation in the

EU Bank Packages: Objectives and Potential Conflicts of Objectives

money market. Banks with similar risk
profiles from different Member States
must expect to pay different money
market interest rates. This is a conse-
quence of varying market estimations
of the credit quality of the individual
EU Member States (as also expressed in
the interest rate differentials between
the government bonds) and is largely
independent of the organizational struc-
ture of the national measures to boost
short-term refinancing (clearinghouses
or state guarantees). The goal of avoid-
ing market distortion is thus in conflict
with the microeconomic and macro-
economic objectives of stabilizing the
banking system in the short term and
was given a lower priority in the guar-
antee packages.

Due to its structure, the clearing-
house model was especially criticized
as contributing to distortion in Euro-
pean interbank markets as well as to
the disintegration thereof (Buiter,
2009). The Austrian Interbank Market
Support Act, however, does not limit
participation in the OeCAG’s deposit
business to domestic banks or insur-
ance companies, meaning that no com-
petitive distortion occurs in the inter-
bank euro market and foreign banks are
not discriminated against.

Moreover, experience in Austria
shows that especially small banks, i.e.
those banks that have only limited ac-
cess to the euro money market or to
the ESCB’s open market operations,
turn to OeCAG for refinancing. The al-
lotted amounts are very low compared
to the euro money market. In addition,
the maximum amount of outstanding
loans is limited to EUR 10 billion, mak-
ing the implications of the Austrian ap-
proach negligible for the euro money
market. Most of the funds are allotted
by auction. Furthermore, guarantee
fees must be paid for interbank loans
processed via OeCAG. The price for-
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mation process reduces any distortion
of the euro money market. In addition,
the deposits with OeCAG are not guar-
anteed directly by the state, meaning
that the depositing banks must meet
the relevant capital requirements for
interbank deposits. This can even
result in a competitive disadvantage for
Austrian banks compared with banks
whose interbank deposits are guaran-
teed by the state directly. The action
taken in Austria to boost short-term
refinancing is therefore largely compat-
ible with the objectives of safeguarding
the level playing field and avoiding
market distortion.

Since the pricing of state guarantees
for short-term liabilities (commercial
paper or interbank loans) is quite uni-
form in the EU (ECB, 2008b), this
does not result in any competitive dis-
tortion.

2.2 Measures to Boost Medium-
Term Refinancing

Refinancing costs in the bond market
have been rising rapidly for banks since
August 2007. Hoping for narrowing
spreads, many banks strove to postpone
some of their debt issues in favor of re-
financing via alternative sources (e.g.
private placements, short-term securi-
ties and interbank loans). However, this
led to an increase in maturity transfor-
mation and thus higher liquidity risk
(ECB, 2008d). After the collapse of
Lehman Brothers, this contributed to
banks finding access to the bond mar-
ket to be as impaired as access to the
money market. All of the bank pack-
ages therefore include measures to
boost medium-term refinancing,

Most Member States that have
launched bank packages guarantee new
issues of unsecured bank bonds with
maturities of one to three or one to five
years.'! Only Ireland and Denmark also
guarantee secured and unsecured bank
bonds that were issued before the bank
packages were established. Spain has
additionally set up a fund that can pur-
chase securitized bank loans.

Microeconomic objectives

The main microeconomic objective was
to restore banks’ access to the bond
market, which the state guarantees suc-
ceeded in doing to a certain extent. By
the end of March 2009, some EUR 300
billion in state-guaranteed debt issues
had been placed by banks. Some banks'?
were also able to issue unsecured debt,
which yielded average premiums in the
ceuro area of 31 (AA rating) or 64 (A
rating) basis points over the state-guar-
anteed issues (ING, 2009)."” The state
guarantees restored banks’ access to
medium-term refinancing. In spite of
the state guarantees, however, the me-
dium-term refinancing costs'* are much
higher and the yield curve much steeper
than before the start of the crisis (ECB,
2009a, p. 34).

This also explains why banks were
not able to pass on reductions in key in-
terest rates to the full extent. A steeper
yield curve can contribute to the stabil-
ity of the banking system, given that
ceteris paribus, a steep curve has a pos-
itive impact on the profitability of ma-
turity transformation. However, this
results in Austrian enterprises facing
much higher external finance premi-

ums (OeNB, 2009). Fulfilling this mi-

I As the crisis intensified in the first quarter of 2009, a trend toward extending maturities to five years emerged in
the countries with shorter maturities (e.g. Germany, the Netherlands, Austria).

12 E.g. BBVA, BNP Paribas, Caixa Geral de Depositos, Commerzbank, Rabobank, Société Générale.

13 Exc]uding Greece, Ireland, Slovenia and Slovakia.

* The premium on the relevant swap rates averaged 143 basis points for banks with an AA rating and 155 basis

points for banks with an A rating (ING, 2009).
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croeconomic objective can come at the
expense of the macroeconomic objec-
tive of supplying the economy with af-
fordable credit.

Macroeconomic objectives

At a macroeconomic level, the bank
packages were aimed at providing the
economy with affordable credit. At
present, it is difficult to assess the mea-
sures to boost medium-term refinanc-
ing. They have, however, succeeded in
preventing a decline in lending to date.
At the European level, loans to non-
financial corporations rose by 6.3%
from March 2008 to March 2009
(households: ~ 0.4%);  against  the
fourth quarter of 2008, loan growth
slowed down (nonfinancial corpora-
tions: 11.3%; houscholds: 2.8%)." In
Austria, the volume of outstanding
loans issued to domestic nonbanks in-
creased by 5.6% between March 2008
and March 2009 — from EUR 293.2
billion to EUR 309.6 billion — after ad-
justment for exchange rates. Of this
amount, EUR 135.4 billion went to do-
mestic nonfinancial corporations and
EUR 118.8 billion to domestic house-
holds, with the exchange-rate-adjusted
increase amounting to 7.1% and 2.4%,
respectively.'® Even after the collapse of
Lehman Brothers, total loan volumes
to the private sector rose by 1.8% be-
tween September 2008 and March
2009 (nonfinancial corporations 3.1%

and domestic households 0.6%). Refer-

1> See ECB (2009, table 2, p- 20).
16 Source: OeNB.
17 Source: OeNB.
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ring to refinancing costs and the bal-
ance sheet restrictions they faced,
banks nonetheless continued to tighten
credit standards and the conditions and
terms of credit at both the EU and the
Austrian level.'” An analysis of the ef-
fect of the bank packages on lending
must take into consideration any im-
pact of the recession on demand for
credit, for which reason the figures do
not provide a basis for a clear conclu-
sion regarding the supply behavior of

the financial sector.'

Fiscal objectives

The fiscal objectives would be achieved,
if the costs incurred by the state for po-
tential future guarantee obligations
were to approximately correspond to
the future expected revenues from risk-
based guarantee fees at market prices.
According to the ECB recommenda-
tions of October 20, 2008, the pricing
of credit guarantees on bank debt with
maturities exceeding one year should
be based on banks’ CDS spreads” and
include an add-on fee of 50 basis points
(or less if collateral is provided) in or-
der to recover the operational costs
(ECB, 2008b). Actual guarantee fees
are not standardized across the Mem-
ber States.’® Whether or not this is suf-
ficient to reach the fiscal objectives
depends ultimately on default rates and
therefore cannot be definitively as-
sessed at this time. However, it can be
ascertained that the ECB recommenda-

18 Decreasing investment activity can lead to a decline in refinancing demand. In Austria, however, there were
substitution gﬂrects between possible sources gprgrinancing, e.g. higher credit demand as a consequence cyrmore

difficult capital market financing (OeNB, 2009).

I Median five-year CDS spreads in the periodfrom]anuar)/ 1, 2007, and August 31, 2008, Ly“either the bank itse\lf

or its rating category; z'fno rating is available then the lowest rating category is used.

20 For banks in the euro area (excluding Greece, Ireland, Slovenia and Slovakia), actualfeesfor state guarantees are
between 57 (French bank with AA rating) and 137 (Italian bank with AA rating) basis points or 65 (French bank
with A rating) and 145 (Italian bank with A rating) basis points, with an average of 86 (AA rating) and 94

(4 rating) basis points (ING, 2009).
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tions of October 20, 2008, provide for
a long calculation period for pricing
default risk, meaning that guarantee
fees are significantly below the banks’
CDS spreads at the time the individual
bank packages were approved. When
the packages were introduced, banks’
CDS spreads fell significantly, while
the sovereign spreads of numerous EU
countries’ increased markedly (ECB,
2009a, p. 36).”” This implies a transfer
of risk from bank shareholders to tax-
payers that — according to market esti-
mation — was not adequately priced into
the guarantees. The conflict of objec-
tives that exists in principle between
fiscal objectives on the one hand and
microeconomic and macroeconomic
objectives on the other is difficult to
avoid in the case of bank packages, since
their whole purpose is to distribute
(potential) banking system losses such
as to prevent them from endangering
financial stability. Therefore, the main
question is who will ultimately bear the
losses; the European approach imposes
a particularly high share of the losses on
taxpayers.

Safeguarding market integrity

The bank packages are meant to ensure
that long-term financial stability not be
undermined, e.g. by reducing the ef-
fectiveness of market discipline. How-
ever, some countries provide explicit
guarantees for existing bond issues
from national banks, thus protecting
bondholders against the potential nega-
tive consequences of their investment
decisions. Apart from that, in all EU
countries, bondholders of systemically
important banks are implicitly pro-
tected against defaults, since the EU
countries have agreed that no systemi-
cally important banks should be al-

21 E.g. Austria, Italy, Greece, Portugal, Ireland, Spain.

lowed to enter bankruptcy. Thus, the
effectiveness of market discipline in a
central refinancing market is reduced,
which could have negative long-term
effects on financial stability. For this
reason, numerous economists (includ-
ing Zingales, 2008) have recommended
mandatory debt-for-equity swaps relat-
ing to outstanding bonds. This would
considerably accelerate the deleverag-
ing process, as debt would be reduced
and equity increased. In addition, this
measure would be compatible with the
microeconomic objective of strength-
ening confidence and safeguarding
short-term financial stability. Further-
more, Zingales assumes that bondhold-
ers would also benefit since they would
then be creditors of a bank with lower
debt and higher equity. Other eco-
nomists (including Santomero and
Hoffman, 1998; Mayes, 2004; Bulow
and Klemperer, 2009) proposed re-
structuring and winding down insol-
vent banks as alternative models that
would have led to a reduction in the
fiscal burden given that bank creditors
(e. g. bondholders) would also contrib-
ute to distribution of the burden. A
sound framework facilitates such alter-
native models for reorganizing and
winding down insolvent banks (BCBS,
2002) but does not yet exist in Europe
(Brouwer et al., 2003; Hadjiemmanuil,
2003). A conflict of objectives arises
between ensuring long-term market
integrity (incentive compatibility) and
short-term stability (confidence) if state
guarantees are seen as the only alterna-
tive in an acute crisis situation. The two
objectives are regarded as compatible
in alternative models of distributing the
financial burden. The fiscal objectives
and the objective of safeguarding mar-
ket integrity prove to coincide, since

22 Some of the CDS spread increases and rating downgrades are attributable to the economic stimulus packages and

the fiscal effects of the economic crisis.
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bondholder participation in losses
would significantly reduce fiscal costs.
The bank packages resolve the conflict
of objectives to the detriment of long-
term financial stability and fiscal objec-

tives.

Safeguarding the level playing field,
avoiding market distortion

With respect to this objective, the bank
packages could be classified as success-
ful if the refinancing costs in the bond
market were similar for banks with
similar risk profiles. In spite of the ECB
recommendation on guarantee pricing,
there are still variations between the
Member States. Guarantees are most
expensive in the U.K. due to the calcu-
lation period selected. Originally, the
calculation period extended from Oc-
tober 8, 2007, to October 7, 2008.
This resulted in considerably higher

uarantee costs for U.K. banks, since
the calculation period only included the
months during the crisis (including the
Lehman crisis). By contrast, the ECB
recommendation included the eight
months prior to the crisis (with excep-
tionally low CDS spreads), but not the
months immediately before and after
the Lehman crisis (with exceptionally
high CDS spreads). As a result, the
U.K. pushed back its calculation period
to extend from July 2, 2007, to July 1,
2008, which resulted in a drop in the
average fee by 22 basis points (ING,
2009). U.K. banks nonetheless have to
pay a guarantee fee an average 10 basis
points higher than that proposed in the
ECB recommendation or that charged
by other Member States. Italy also de-
viated from the ECB recommendation
to the detriment of the banks requiring

EU Bank Packages: Objectives and Potential Conflicts of Objectives

state guarantees, charging them an ex-
tra 50 basis points for maturities ex-
ceeding two years. Guarantees cost the
least in France. The fixed premium in
France amounts to only 20 basis points
rather than the 50 recommended,
which results in much lower refinanc-
ing costs for French banks.?* In addition
to the guarantee fees, institutional pro-
cessing of the guarantees apparently
also plays a role. Some countries (e.g.
France) issue debt via a (partly state-
owned) specialized lending institution,
from which the banks can then obtain
refinancing. Paper issued by the partly
state-owned specialized lending insti-
tution enjoys a refinancing advantage in
the market compared with state guar-
anteed bank bonds. In addition, the Eu-
rosystem applies a lower haircut on
these bonds provided they are delivered
as collateral, which has a positive im-
pact on the refinancing costs of French
banks. Despite the joint EU basic prin-
ciples, a level playing field could not
be forced, since this objective might
conflict with the microeconomic and
macroeconomic objectives, i.e. there
could be relevant differences between
the banks and the banking systems of
the Member States (e.g. exposure to
toxic assets). Ultimately, the bank pack-
ages give priority to these microeco-
nomic and macroeconomic objectives
as opposed to the objective of ensuring

a level playing field.

2.3 Measures to Strengthen the
Capital Base

As a consequence of the financial crisis,
the probability has increased that finan-
cial institutions will suffer losses to
such an extent that their capital could

? See EC (2008c). Prior to the end of February 2009, the average premium charged on the corresponding swap rate
(including the full guarantee fee) for French debt issues (via the partly state-owned specialized lending institu-
tion) amounted to 72 (AA rating) and 80 (A rating) basis points, while the average for the euro area was 143 (AA
rating) and 155 (A rating) basis points (ING, 2009). The fee structure in Finland is also different, given that the

fixed premium for mortgage bonds is only 25 basis points (EC, 2008d).
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fall below minimum regulatory re-
quirements. At the same time, in view
of uncertainty regarding the quality of
banks’ balance sheets, investors expect
banks to have stronger capital buffers.

To avoid insolvency, at-risk finan-
cial institutions must either attempt to
reduce their risk-weighted assets and/
or raise fresh capital. A capital injection
can come from existing or new share-
holders, by swapping debt for equity
(through negotiations with creditors or
by government order), or via merger
with or acquisition by another financial
institution. However, the capital mar-
ket has suffered a general loss of confi-
dence due to the financial crisis, with
most financial institutions having be-
come much less attractive as expressed
in falling share prices and rising insur-
ance premiums (CDS spreads) for
banks’ liabilities. For this reason, since
the fall of 2008 financial institutions
wishing to raise capital in the market
have either been faced with high costs
of capital or have found that they no
longer had access to the capital market.

By mid-February 2009, the Mem-
ber States had offered recapitalization
funds totaling EUR 300 billion on the
basis of the agreement concluded in
October 2008 to provide tier 1 capital
in order to ensure the proper financing
of the economy through solvent banks
and to prevent instable banks from col-
lapsing. The volume of funds made
available varies considerably between
the Member States offering recapital-
ization plans, with Italy providing 0.7%
of domestic GDP and Ireland and
Austria 5%.

In most cases, preference shares™
(usually nonvoting shares) or other

hybrid instruments are offered as the
preferred instrument meeting the con-
ditions for tier 1 capital, sometimes
with an option to convert them into
ordinary shares.” Subordinated bonds™
may also be offered. Differences exist
between yield requirements, repay-
ment modalities and redemption rules
of the various countries and the af-
fected institutions. The level of avail-
able information is not sufficient to
enable a detailed analysis. Apparently,
the microeconomic interest of the af-
fected institutions in confidentiality
collides with the goal of avoiding com-
petitive distortion and ensuring the
legitimacy of the bank packages in light
of their fiscal implications.

In some cases, banks have been
(partially) nationalized”” on the basis of
the legal framework of the bank pack-
ages. Some countries have also provided
for the possibility of assuming control
of banks against the will of the owners.”®

Microeconomic objectives

Recapitalization  is  intended  to
strengthen the capital base of banks
and/or their capacity to absorb losses.
Since the fall of 2008, market expecta-
tions relating to the capital base of
banks have exceeded the regulatory
requirements to an unusual extent. At
the same time, write-offs of bad securi-
ties and loans are rising. In this climate,
state capital injections have led, roughly
speaking, to an increase or stabilization
of the level of bank capital (source:
Bloomberg).

Most bank packages provide for
buying preference shares, in some cases
including the possibility of converting
them into ordinary shares or other

2 Germany, France, Greece, the Netherlands, Sweden, Spain, the U.K. and Hungary.

» E.g. Ireland.

26

Finland and Italy.

27 E.g. Anglo Irish Bank, Fortis, Kommunalkredit, Lloyds-HBOS, RBS.

2 E.g. Germany, Austria, Sweden.
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financial instruments at a later time.
This instrument largely preserves the
existing sharecholder structure and
management. The appropriateness of
this approach rests on the assumption
that the affected institution is in dis-
tress through no fault of its own. Mar-
ket actors have different assessments
regarding the classification of this in-
strument as tier 1 capital, since prefer-
ence shares do not have all of the typi-
cal features of true equity (share capi-
tal), e.g. with regard to profit sharing
and voting rights arrangements. Thus,
the extent to which preference shares
are a suitable instrument for increasing
the stability of the supported institu-
tions remains to be seen (Carmel,

2008).

Macroeconomic objectives

Capital injections for banks were in-
tended to restore the banks’ capacity to
extend credit. The objective of main-
taining lending flows (the degree of
achievement of which was already dis-
cussed in section 2.2) collides with the
objective of requiring — sometimes
large-scale — deleveraging and mini-
mizing risk in the banking book made
necessary by the recession. Therefore,
explicit requirements are needed in or-
der to ensure that recapitalization will
benetit the macroeconomic objective of
maintaining lending. There is also a
strong contrast between the macroeco-
nomic objective of preserving lending
and that of safeguarding financial sta-
bility. The objective of preserving the
stability of the financial system has thus
far been achieved insofar as no systemi-
cally important bank has become insol-
vent (even though some had to be na-
tionalized in order to prevent this).

Fiscal objectives

According to the ECB recommenda-
tions (ECB, 2008a), capital injections

EU Bank Packages: Objectives and Potential Conflicts of Objectives

provided by the state to sound banks
should carry an average rate of return
on subordinated debt of 6% and an
average rate of return on ordinary
shares of 9.3%. For the hybrid capital
forms used most frequently, this means
that the average rate of return will
be somewhere within this corridor,
depending on the features of the rele-
vant instrument, including redemption
and repurchase conditions.

The European Commission ap-
proves state aid based on these recom-
mendations for setting the initial price
and recommends using step-ups and
repayment clauses over the term of the
aid to create incentives for swifter ter-
mination. When private investors par-
ticipate in the capital injection at a rate
of at least 30%, the price can be re-
duced (e.g. in Austria from 9.3% to
8%). According to the European Com-
mission, the recapitalization of weak
banks should be subject to higher com-
pensation and stricter requirements
(EC, 2008b).

The use of instruments that boast
the features of debt securities and
therefore are likely to yield compara-
tively secure returns satisfies the objec-
tive of ensuring that taxpayer interests
are protected and budget resources are
used prudently, as the higher risk of
capital loss related to the use of ordi-
nary shares is avoided. This lower risk
is gained, however, at the cost of for-
feiting any direct influence on manage-
ment, which entails other risks as de-
tailed in the next section.

It is difficult to judge the quality of
the measures from a taxpayer perspec-
tive due to a lack of sufficient informa-
tion on the pricing of specific recapital-
ization measures and the fact that any
pricing variations must be considered
in the context of the overall features of
the package in question.
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Box 2

Participation Capital in Austria

The Financial Market Stability Act (FinStaG) makes it possible for the Federal Minister of
Finance to strengthen banks’ equity base by taking up participation capital." In the case of
sound banks, the federal government requires a dividend of at least 9.3%. If repayment is
made with a return on capital of 110% or private investors contribute at least 30% to the
capital injection (with a maximum of one-third coming from current shareholders and at least
two-thirds from third parties), the dividend may be decreased to 8%.2 In such a case, the
restriction on dividend distribution to a maximum amount of 17.5% of distributable profits
before allocation toprovisions does not apply. For distressed banks, the dividend must amount
to at least 10% and no dividends may be paid to other shareholders. Similar to comparable
initiatives in other Member States, the Austrian program is geared toward offering banks
capital at better conditions than prevailing market rates, as these rates are considered to be
too high, i.e. an expression of market distortion. At the end of 2008, the European Commis-
sion determined a market price for capital of 15% in the autumn 2008 (EC, 2008b). This can
be taken as a referencefor an approximate calculation of the subsidy share of the state aid
extended. If the sum of EUR 15 billion made available by the Austrian government for partici-
pation capital is provided to sound banks in the full amount at a dividend of 9.3%, banks
would save EUR 855 million per year (in terms of the difference between the dividends

demanded and market compensation).

! See https:/lwww.bmf.gv.at/Finanzmarkt/ManahmenpaketzurSic_9175/bStrkungundStabilis_9177/

Partizipationskapital/_start.htm

2 This provision appears to allow interpretations that deviate from its substantive meaning, as shown by the reciprocal
subscription of hybrid capital and participation capital by Erste Bank and Wiener Stddtische Versicherung (see http://
www.nachrichten.at/nachrichten/wirtschaft/art15,139210 from April 4, 2009).

Safeguarding market integrity

Although some emergency measures
have involved nationalization (see foot-
note 27), the EU countries, in their
joint undertakings, have preferred re-
capitalization and allowing the affected
institutions to preserve their private-
sector independence. This is because
the provision of capital by the govern-
ment stands in contrast to the economic
policy paradigm dominant in the EU
according to which state ownership in
the banking sector is seen as an inferior
corporate governance model and iso-
lated cases of state ownership are con-
sidered as undesired competitive dis-
tortion. For this reason, governments
chose largely passive instruments as

2 E.g. Finland, France, Greece.
7" E.g. Ireland, Italy.

recapitalization measures, i.e. instru-
ments that comply with the definition
of tier 1 capital but keep government
influence on management to a mini-
mum while at the same time being less
risky than ordinary shares.
Recapitalization assistance also in-
cludes incentives to minimize the dura-
tion of government involvement. Ac-
cording to the current state of knowl-
edge, repayments are usually stipulated
at nominal value, with some of the
repayment agreements including clauses
providing for conversion of hybrid capi-
tal into ordinary shares’ or repayment
in excess of the nominal amount®® if
repayment is not made within a certain
period (between two and five years).

76

FINANCIAL STABILITY REPORT 17 — JUNE 2009



Governments attempted to com-
pensate for the waiver of control rights,
which usually come along with capital
injections, by attaching conditions to
the award of capital (see detailed expla-
nation below). This represents a con-
cession to shareholders® based on the
assumption that any loss in value of as-
sets would be an expression of unjusti-
fied, temporary market distortion and
not the consequence of a lack of good
corporate governance.

In making nationalization an option
of last resort and preserving private
ownership, the public sector is faced
with considerable principal-agent prob-
lems with respect to limiting risk and
steering economic policy.

The objective of safeguarding mi-
croeconomic autonomy is thus given
priority over the objective of market
integrity.

Safeguarding the level playing field,
avoiding market distortion

The recommendations of the European
Commission are aimed above all at pre-
venting competitive distortion. In its
Communication of October 25, 2008,
(EC, 2008a) on managing the current
financial crisis, the European Commis-
sion specified principles that must be
met by Member States when imple-
menting measures to support financial
institutions in order to comply with EU
state aid rules. Guarantee schemes must
be non-discriminatory; their duration
must be limited and their scope clearly
specified and limited; the private sec-
tor must make an appropriate contribu-
tion; the schemes must stipulate ade-
quate behavioral constraints for benefi-
ciaries, and an appropriate follow-up
must ensue in the form of structural
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adjustment measures. However, the
fact that the affected financial institu-
tions have different risk profiles, cou-
pled with their varying degrees of suc-
cess in dealing with regulators, has re-
sulted in differences in the volume and
pricing of recapitalization measures. In
some cases, the European Commission
has responded to this situation by re-
quiring adjustments to be made, which
has resulted in delays in approving the
applications submitted. In this case, the
objective of avoiding competitive dis-
tortion conflicts with micro- and mac-
roeconomic objectives, but contributes
to reaching fiscal objectives given that
it serves to prevent “competitive subsi-
dization.”

3 Conditions for Guarantees
and Capital

Attaching conditions to state aid for
banks serves as a central instrument for
achieving the economic policy objec-
tives specified in section 2. The debate
on the political legitimacy of bank pack-
ages also focuses on the extent and the
stringency of conditions linked to state
aid for the financial sector. In many of
the Member States, the bank packages
include some of the following five con-
ditions.

3.1 Lending Requirements

The central motive and aim of state in-
tervention in the banking sector is to
maintain the intermediation function
of the banking sector and to keep credit
flowing to businesses and households.
In some countries, this aim is to be
achieved by requiring banks to fulfill
specific conditions: 11 Member States®
require beneficiary institutions to com-
mit to providing loans in return for

31 No dilution of existing shares, in return_for which the capital provided by the state will only be used to cover

future potential losses after the share capital has been exhausted.

32 Denmark, Germany, Finland, France, Greece, Ireland, Italy, Austria, Portugal, Slovenia and the U.K.
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receiving state aid, with the extent of
the obligation differing in the various
Member States.

3.2 Dividend Restrictions

Dividend restrictions are intended to
prevent banks from distributing funds
to sharcholders while making use of
state aid. Eight Member States®’ pro-
vide for the possibility of dividend re-

strictions in their bank packages.

3.3 Restrictions on Salaries
and Bonuses

The bank packages of 13 Member
States’* provide for the possibility of re-
stricting salaries and bonuses paid to
executives of institutions receiving the
benefit of state aid.

3.4 Obligation to Attempt to Solve
Borrowers’ Debt Problems

Three Member States® provide for the
possibility of requiring institutions ben-

efitting from state aid to offer relief for
borrowers in their bank packages.

3.5 Seat on Executive Board/Voice
in Management

The bank packages of seven Member
States®® provide for the government to
have a say in corporate management (or
a right of veto with respect to certain
issues).

The following tables provide an as-
sessment of the aforementioned re-
quirements in terms of the various
objectives specified and how such re-
quirements have been integrated into
the bank packages of the Member
States, to the extent that this informa-
tion is publicly available. All require-
ments can be regarded as contributing
to the political legitimacy of state aid
measures.

Assessment in terms of economic policy objectives

Microeconomic objectives

Lending Conflict with financial institutions’ need to strengthen the
requirements equity base and deleverage.

Dividend May have the unwanted effect of dissuading potential inves-
restrictions tors and putting pressure on share prices, depending on the

investor structure (percentage of stable core shareholders),
investor expectations (which are affected, for instance, by

the role of previous dividend policy in maintaining investor
loyalty) and on the general market situation (i.e. the divi-
dend policy of similar companies). In any case, a prohibi-

tion on dividends helps banks to build up equity.

33 Germany, Denmark, France, Greece, Italy, Austria, Portugal and the U.K.

3 Germany, Finland, France, Greece, Ireland, Italy, Lithuania, the Netherlands, Austria, Portugal, Sweden, the

U.K. and Hungary.
% France, Ireland and the U.K.

36 Greece, Ireland, the Netherlands, Portugal, Sweden, the U.K. and Hungary.
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Restrictions on
salaries and
bonuses

Requirements to
solve debt problems

State involvement in
corporate manage-
ment

EU Bank Packages: Objectives and Potential Conflicts of Objectives

Free up funds for other purposes, such as building up re-
serves. Concerns that salary caps could make the affected
institution less attractive as an employer and thus impair
the quality of executive management become less relevant
in a job market suffering from recession and massive layoffs
in the financial sector. Moreover, since banks will be ad-
justing their business models, the job specifications for ex-
ecutive personnel in the banking sector are likely to change
in comparison with the expansionary phase of recent
years.

May entail losses and thus lower earnings.

Limits decision-making leeway for existing management.
While under normal conditions, the stock market usually
perceives any state involvement in management as undesir-
able, in times of crisis this can be interpreted as a reassur-
ing sign. If deficient corporate governance structures have
contributed to the need for the affected institution to re-
capitalize, state involvement can bring an improvement.

Hence, requirements to maintain strict salaries and bonuses and allow
lending and solve borrowers’ debt prob-  state involvement in management may

lems tend to conflict with microeco- under certain circumstances be com-
nomic objectives, whereas require- patible with these objectives.
ments to forgo dividend payments, re-

Macroeconomic objectives

Lending

requirements

Dividend
restrictions

Involve a conflict of objectives between facilitating the flow
of lending to the real economy and safeguarding financial
stability.

Are in principle suitable for preventing a misallocation of
resources. To assess the macroeconomic effect, it is neces-
sary to know the identity of the dividend recipients. If the
dividends flow to households, dividend restrictions are not
likely to greatly affect financial stability. However, if divi-
dend restrictions lead to the removal of a significant source
of income from systemically important institutional inves-
tors, such restrictions could have negative consequences for
financial stability. Any restriction of dividends must also be
viewed as a return to normal levels after the record highs
seen in recent years (see ECB, 2008¢, p. 82).
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Restrictions on
salaries and bonuses

Requirements to
solve debt problems

State involvement
in corporate
management

Could bring a desired correction of a period of overpay-
ment prior to the crisis and contribute to reshaping the
financial sector as well as reducing the inflationary effects
of high management salaries in the banking sector on man-
agement salaries in other industries. Caps on salaries and
bonuses may also send a signal of legitimacy to other wage
groups and taxpayers.

Ensure that the state aid reaches other sectors of the econ-

omy.

Contributes to corporate policy being geared directly to
macroeconomic objectives.

From a macroeconomic perspec-
tive, requirements to maintain lending
thus entail a conflict of objectives,
whereas dividend restrictions, salary

caps, requirements to solve debt prob-
lems and state influence on manage-
ment tend to be compatible with mac-
roeconomic objectives.

Fiscal objectives

Lending

requirements

Dividend
restrictions

Restrictions on
salaries and bonuses

Requirements to
solve debt problems

State involvement in
corporate manage-
ment

The risk that additional losses could ensue from granting
new loans has to be weighed against their potential
returns.

Contribute to giving priority to utilizing net profits to com-
pensate taxpayers (although this objective could also be at-
tained by giving priority to coupon payments for state capi-
tal).

Free up funds for repaying state aid in the short term, but
complicate the process of setting medium-term salary
incentives that could maximize revenue for the state.
Waiving claims would mean taking losses, while reschedul-
ing debt would postpone returns. Indirect effects on the
budget (such as effects on borrowers’ capacity to pay taxes)
could compensate for this, however.

Fiscal objectives are easier to implement when the state can
directly influence corporate policy, since direct involve-
ment improves the state’s level of information and its ability
to steer the generation and appropriation of income.

Hence, requirements to maintain
lending and solve debt problems tend to
conflict with fiscal objectives, while
dividend restrictions and influence on

corporate management are compatible
in principle, and salary caps may be
compatible with fiscal objectives under
certain circumstances.
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Safeguarding market integrity

Lending An assessment depends on whether the requirements effect
requirements arefocusing on sustainable business activities or a prolonga-
tion of excessive lending,

Dividend Contribute to avoiding future moral hazard problems since

restrictions they imply that shareholders are penalized for their failure
to exert control in the period prior to the crisis. Forfeiting
dividends when profits are lacking also corresponds with
the logic of dividends as participation of the owners of capi-
tal in any profits.

Restrictions on May be regarded as corrective intervention in corporate

salaries and bonuses government mechanisms, the failure of which was brought
to light by the crisis insofar as these mechanisms provided
incentives for excessive risk-taking by management. Re-
strictions function as a signal that state aid is linked to per-
sonal losses for management, which lowers the moral haz-
ard in future cases.

Requirements to Signal banks to deal with lending in a responsible manner in
solve debt the future.

problems

State involvement in  Epgures that the state will be able to carry out the share-
corporate holder’s role of supervising management. In the case of in-
management stable banks that benefit from state support, supervision of

the banks’ business policies is of key importance, given that
incentive exists for the banks to initiate risky transactions
which, if successful could save the institution but if unsuc-
cessful could increase the taxpayers’ tax burden (“gambling
for resurrection”).

Requirements to maintain lending restrictions, salary caps, requirements
are compatible with the objective of to solve debt problems and state influ-
safeguarding market integrity under ence on business policy are generally
certain circumstances, while dividend compatible with this objective.

Avoidance of competitive distortion

Lending Earmarking prevents the funds from being used to aggres-
requirements sively expand into other areas of business.

Dividend The loss of relative attractiveness to shareholders of state-
restrictions assisted banks on which dividend restrictions have been

imposed compensates for the competitive advantage en-
joyed by banks receiving state assistance over their com-
petitors and therefore contributes to the objective of safe-

guarding the level playing field.
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Restrictions on

Are compatible with the aforementioned objective to the

salaries and bonuses extent that such restrictions create incentive for affected
management members to repay the state aid swiftly.

Requirements to Represent ex-post sanctions for market shares gained on the
solve debt problems basis of unsustainable lending policies.

State involvement in May contribute to achieving the objective if state involve-
corporate manage- ment prevents state aid from being used to gain market

ment share.

Therefore, all of the requirements
specified may contribute to the objec-
tive of avoiding competitive distortion.

4 Conclusions

The EU bank packages are structured
such as to entail a number of conflict-
ing objectives, which imply distribu-
tional conflicts. The analysis at hand
has identified four areas of potential
conflict in particular: First, microeco-
nomic and — to some extent also mac-
roeconomic — objectives imply that the
bank packages are designed in a way
that conflicts with fiscal objectives and
thus with ensuring the political legiti-
macy of the measures. Second, where
state guarantees are seen as the only
way out of the current crisis, there are
often contradictions between bolster-
ing confidence for the benefit of short-
term financial stability and safeguard-
ing market integrity and avoiding moral
hazard to maintain long-term financial
stability. Hence the lack of a sustainable
EU framework for restructuring and
winding down insolvent cross-border
banks has intensified this conflict of
objectives. In the EU bank packages,
the objective of short-term financial
stability takes priority over avoiding
moral hazard in this context. The two
objectives can be regarded as compati-
ble when alternative models of distrib-
uting the financial burden are consid-
ered. The central problem in this regard
is the politically motivated decision of
the EU Member States to refrain from

forcing bond and money market credi-
tors to share in the losses, a policy that
is also questionable in the light of fiscal
target setting and political legitimacy
(distributive justice). Third, the EU has
decided to afford the Member States
leeway to factor in the specific features
of national markets and financial insti-
tutions with a view to short-term
financial stability; this leads to compet-
itive distortion between the Member
States. Fourth, while microeconomic
objectives such as deleveraging are con-
sistent with the goal of market integrity
and financial stability, they conflict
with the macroeconomic objective of
maintaining lending.

The EU has made some attempts to
resolve these conflicts of objectives by
attaching conditions to state aid. Our
analysis indicates first of all that under
certain circumstances it may be possi-
ble to reconcile conditions such as divi-
dend restrictions, state influence on
company management and salary caps
with all of the objectives specified, and
second, that requirements to preserve
lending and solve borrowers’ debt prob-
lems are themselves subject to unavoid-
able conflicts of objectives.

In some cases, the institutional
framework of the bank packages inten-
sifies the conflict of objectives. The de-
cision to leave it to the Member States
to implement the bank packages within
a joint EU framework has led to diver-
gence in the scope and design of the
packages. While this could facilitate the
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achievement of micro- and/or macro-
economic objectives in the Member
States, it impedes achievement of the
objective of safeguarding the level play-
ing field. A key question for future re-
search will be whether the heterogene-
ity of the amounts and modalities of the

EU Bank Packages: Objectives and Potential Conflicts of Objectives

maneuver or the ability of the financial
sector to affect policymaking,

The lack of transparency surround-
ing the implementation of the bank
support measures by the Member
States, for instance with regard to the
pricing of state aid, contributes to

bank packages is an expression of an ap-
propriate adjustment to the different
circumstances in the financial sectors
of the individual Member States or
rather an expression of other factors
such as differences in the fiscal room of

maintaining the opacity that is regarded
as one of the main causes of the current
financial crisis; such lack of transpar-
ency is thus extremely problematic
from a macroeconomic perspective.
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