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" Adam Posen, ‘A Proven
Framework to End the
US Banking Crisis
Including Some
Temporary
Nationalizations', testi-
mony before the US
Congress, 26 February
2009.

8By analogy with the
medical term used to
describe the process of
prioritising casualties
for treatment in an
emergency situation
based on the severity
of their condition.

° Urban Backstrom, ‘The
Swedish Experience’,
speech at the Federal

Reserve Symposium in
Jackson Hole, August
1997,
www.rikshank.se.

19 See for example Takeo
Hoshi and Anil
Kashyap, ‘Will the U.S.
Bank Recapitalization
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* For Treuhandanstalt,
afiduciary entity in
German. The word was
used for the agency
that restructured and
sold the former
Democratic Republic's
state-owned
businesses from 1990
t0 1994. The German
press has also referred
to Finanzmarkt-
stabilisierungsanstalt,
an agency established
in late 2008 in the
context of the banking
crisis, as
‘Bankentreuhand'.
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Europe may create a politically
disruptive discrepancy between
home and host countries. Another
option, the joint management of
the ailing bank by several
countries concerned, is also
impractical. This is what Belgium,
Luxembourg and the Netherlands
attempted with Fortis when it was
considered unviable in late
September 2008, but cooperation
collapsed after a few days due to
incompatible domestic political
pressures. Moreover, any future
cases may be more difficult to
handle than Fortis, which had
quality assets and operated in
countries with long experience of
mutual cooperation.

Also, pooling the management of
distressed assets and bank
shares and securities in public
ownership at European level is the
only way to have true price discov-
ery and sufficiently deep, liquid
markets for such securities, thus
preparing the ground for eventual
exit.

Thus, triage and resolution have to
be centralised at supranational
level. Otherwise it will not work.
Policymakers have so far refused
to acknowledge this reality. This is
not just due to Britain's sover-
eignism, France’s economic
nationalism, the Czech Republic’'s
Euroscepticism, or Germany’s
politicised banking system and
ongoing election campaign. The
difficulty is compounded by deep
institutional mismatch, as none of
the  existing  supranational
institutions in the EU is well suited
to the task. The European
Commission’s DG Competition has
played a key role in developments
so far, but its mandate is about



The Treuhand would have three
clearly defined tasks. First, it
would evaluate the capital
adequacy of major banks on a
consistent European basis. The
definition of ‘major’, or systemic,
would combine measures of size
and cross-border activity. Not all
European banks need be so scruti-
nised, but conversely, cross-
border effects can occur for any
very large bank irrespective of its
observed cross-border activity:
thus American bank failures still
hit European economies. This
could encompass between 30 and
50 financial groups, for which the
Treuhand would conduct
comprehensive  balance-sheet
assessments as the basis for the
triage process, with the support of
national authorities. It would
publish the results in a consistent
manner, without privileging or
protecting particular banks or
national interests. The US stress-
test experience has proved that
such publication need not have
disruptive market effects.

Second, it would catalyse the
recapitalisation, or other restruc-
turing, of the weaker
banks. The announce-
ment of triage results
would trigger market
pressure on weaker
banks, unlike the
current situation
where  opaqueness
hampers market disci-
pline. By giving an accurate sense
of which banks need what amount
of fresh capital on a consistent
basis, the Treuhand would induce
the changes needed in national
government behaviour: in keeping
with the best traditions of
European-level inducements to
better economic policy by member
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states, national governments
would have to accept trans-
parency about the state of their
banking systems in the best
interest of their countries. During
that period, the weaker banks
would continue to benefit from the
same guarantees, generally from
the home country, as they
currently rely on.

Based on its system-

wide insight, the

Treuhand would broker

negotiations among

individual states to

share the burden of

recapitalisation  in

cases where outside

investors would not

provide the required

funds. The combina-

tion of market pressure and

governments' existing commit-

ment not to allow a disorderly

bankruptcy should result in even-

tual restructuring agreements.

These may involve the home

country but also host govern-

ments, irrespective of whether

they are Treuhand founders or

even outside the EU. The Treuhand
will greatly enhance the
chances of such agree-
ments by being a
trusted third party, by
providing centralisation
of information, and by
being able to provide a
commonly  accepted
reference for the price

of any assets to be transferred

into government ownership and

the economic value of banking

franchises and  operations.

Financial expenses associated

with each restructuring would be

negotiated among countries, thus

avoiding politically unpalatable

fiscal federalism.

This addresses the coordination
failures that have long been identi-
fied as obstacles to efficient cross-
border bank resolution®. The
respective banks' home countries
will have little choice but to make
agreements work, especially when
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brought under public ownership.
Moreover, it would prevent the
destructive games otherwise
likely to emerge when it is time to
sell off the publicly held assets,
when national governments would
have an incentive to time their
sales so as to grab demand before
other  governments

went to market, even

if the sales might be
premature, thus

driving down returns

to taxpayers and

possibly  prompting

market  instability.
Conversely, the

Treuhand could

sequence and synchronise sales
of assets, thus deepening markets
and improving price discovery,
possibly through contracts with
private asset managers.

In legal terms, the participating
countries would sign a binding
Founding Agreement® which
would govern the temporary estab-
lishment of the Treuhand, includ-
ing its legal form and place of
incorporation. Other member
states could join at a later stage.
The Treuhand would be governed
by a compact board, accountable
to participating governments and
parliaments, and liaising with EU
institutions and Council forma-
tions such as Ecofin and the
Eurogroup. It would be subject to
high standards of transparency.
The board would appoint a chief
executive, with significant power

over the recruitment, compensa-
tion and management of staff in
order to meet the challenge of
building a large, highly skilled
organisation in a very short period
of time. Operating expenses, trivial
compared to the public costs that
may arise in recapitalisations,
would be covered by
an ex-ante commit-
ment of participating
countries during the
Treuhand’'s expected
lifetime, with alloca-
tion among countries
through a no-
nonsense  formula
such as the ECB's
capital key. The Founding
Agreement would also commit
participating countries quickly to
pass enabling national legislation
to give the Treuhand direct author-
ity over relevant financial firms to
execute the tasks outlined above.
Supposing swift decision-making,
it is not impossible to imagine the
Treuhand being in place before the
end of 2009*.

4. TOWARDS A SUSTAINABLE EU
FINANCIAL FRAMEWORK

This proposal is of a short-term
nature, and does not by itself
provide a sustainable policy
framework for an integrated EU

financial system.is prriste9 iJ7*0.0J7*0.1004 TwO(. )TJET/GS[(1(dTc0.2592 T22(T)37
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