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The mighty storm from America, channeled by the high degree of financial interdependence 
between the two sides of the Atlantic, has started to wreck Europe's banks. As they react, Europe's 
leaders should reflect on recent lessons from the U.S. 

Dramatic policy U-turns, such as when Lehman is left to fail on Monday and AIG is rescued on 
Tuesday, have devastating effects on market confidence. So has conspicuous policy paralysis of the 
kind that has so far blocked the adoption of the Paulson plan. Just like banks, policy makers do not 
benefit from unlimited credibility and must get their priorities right. The bar of their ambitions has 
to be raised high enough to prevent a financial meltdown, but not higher than is politically feasible 
under the European Union's current institutions and circumstances. 

The handling of banking crises by public authorities requires two essential elements: relevant 
information and, in more severe crises, public money. The EU, though, is a hybrid that stands 
midway between federal state and intergovernmental arrangement. It has a common, enforceable 
legal framework but no supranational fiscal autonomy. Under these conditions, information might 
be collected and handled at EU level, but public money cannot. True, if the crisis reaches a level of 
severity way beyond what is currently foreseeable, then Europe's nations may need new 
institutional arrangements to pool budgetary resources and avert disaster. But for all the current 
turmoil, we are still far from that point. 

The absence of a European taxpayer means that public money to inject new capital or provide 
guarantees to failing banks cannot realistically be federalized, and efforts to create a Paulson-like 
EU-wide instrument are likely to fail. Nation-states, acting separately or, as in the recent cases of 
Fortis and Dexia, jointly, will still have to close the deals. Hopefully, their financial engineering will 
be adequately tailored for the diverse situations at hand. Perhaps they can learn from recent U.S. 
practice -- say, the Wachovia rescue, or Warren Buffett's masterful investment in Goldman Sachs. 

Relevant information, by contrast, can and must be more centralized. The fragmentation of 
supervisory intelligence among national regulators of pan-European financial groups is a recipe for 
dysfunction. The current loose coordination within the Committee of European Banking 
Supervisors, or compromises made to preserve the autonomous prerogatives of venerable national 
bodies, all share the same weakness. Committee-based supervision lacks authority vis-à-vis 
financiers who are experts at playing countries against each other and arbitraging regulatory 
diversity. National agencies have powerful incentives not to cooperate, for the simple reason that 
they are ultimately accountable only to national constituencies. As the current situation 
demonstrates, we need one public agency with a comprehensive understanding of the financial 
exposures and risks of a complex financial group. Such an agency is indispensable if we are to 
effectively prevent crises or, if a crisis erupts and public money must be spent, to enable a 
resolution that minimizes the cost to taxpayers from all EU countries involved. 

Cross-border banking integration has increased dramatically. Of the EU's 15 largest banks (by 
market capitalization as of June 30), eight derived most of their 2007 revenues from outside their 
respective home countries -- double the tally from 10 years ago. They have expanded chiefly 
within the EU. Add the current credit turmoil, and the possibility of a large cross-border failure has 
moved from far-fetched to palpable. The need for an EU-level financial supervisor has become 
evident. Otherwise, the risk is no less than a reversal of cross-border financial integration, with 
disastrous effects for European households' and companies' access to capital. 

Even countries that have long resisted such an EU watchdog now have powerful reasons to 
back such a reform. The U.K., for example, feared such a regulator could undermine London's 
position as the hub of European finance. But now it seems that without an EU supervisor, the 
continuation of Europe's financial integration may no longer be feasible, which would not be in 
London's interest either. German's self-centered financial system has grown increasingly 
dysfunctional (think of bailed-out firms IKB, WestLB, Hypo Real Estate) and now has much to gain 



from openness to outside players. France and Italy have used national supervision as a tool to 
protect and consolidate domestic banking champions, but this approach sits increasingly uneasily 
with their main banking groups' international expansion. Central and Eastern European countries 
have the most to lose from a potential reversal of the integration trend. They would have at least 
some say in an EU-level supervisor, whereas today they are excluded from the home supervisors of 
the West European financial groups that currently own most of their domestic banks. 

Given the markets' urgent need for a sense of direction, the policy discussion on EU-level 
supervision has to move toward a feasibility study. Otherwise, a refragmentation of banking 
markets could soon become the consensus assumption. A number of choices can be made quickly. 

To comply with the subsidiarity principle, an EU financial supervisor should have its scope 
limited to the large cross-border groups, at most a few dozen among the thousands of European 
banks, for which a common banking charter should be adopted. Given the centrality of London in 
Europe's finance, it should cover the entire EU rather than only the euro area; similarly, it should 
be separate from the European Central Bank, though in a close working relationship, to respect the 
latter's independence. It should meet high standards of accountability, especially to the European 
and national parliaments. Its organization should build on the experience of national supervisors, 
and allow sufficient proximity with supervised institutions. Its mission should be focused on 
prudential supervision and exclude most conduct-of-business regulation. Its funding should be 
sufficient and provide for the right incentives. Its location should be either in Frankfurt close to the 
ECB, in Brussels close to the European Parliament, or in London close to the wholesale market. 
London is the most likely end-game compromise. 

The market needs to see European decisiveness, and supervision is the one area where 
progress is both indispensable and achievable. Meanwhile, individual bank rescues can and will 
continue to be handled in an ad hoc manner. Creating an EU supervisor is plainly no panacea. But 
it would go a long way toward relieving Europe of its worst current financial-policy nightmare: a 
dramatic cross-border banking failure which national authorities find themselves unable to handle 
in a consistent way. Implementation will not happen overnight, but the time for a decision of 
principle is now. 

 
Mr. Véron is a research fellow at Bruegel and author of "Is Europe Ready for a Major Banking 
Crisis?" (Bruegel, 2007). 
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