
   Volume 7, Issue 2, pp.219-227, 2014 

  ISSN-1843-763X 

 

TOWARDS A EUROPEAN BANKING UNION: RISKS 

AND CHALLENGES 

Vasile COCRIŞ*, Igor ŢURCANU**, Stanislav PERCIC*** 

Abstract: Economic instability and financial turbulences in the European 

Union and especially in the Eurozone over the past years have given rise to 

calls for a real solution in order to solve the problems of the current crisis. In 

an integrated monetary area, economic and financial stability are issues 

relating to collective responsibility. That is why, when trying to deal with the 

latest challenges, the European Commission has proposed to establish a 

more unified banking supervision mechanism in the form of a banking union, 

which will fall under the auspices of the European Central Bank. Although 

the current banking union proposal seems to be a critical step towards 

solving the on-going crisis, there are many risks and challenges that the 

European Union has to deal with. This study aims at bringing together 

different views in order to highlight strengths and weaknesses of the future 

banking union. The body of this paper hosts a detailed description of the 

proposed European banking union, offering valuable insights, 

recommendations and some proposals for a way forward. 
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1 INTRODUCTION: RATIONALE FOR A BANKING UNION 

In the context of the current economic instability and financial turbulences, 

the European Union and especially the Eurozone is facing numerous problems 

related to the banking sector: 
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 Increase of non-performing loans of banks (NPL): the number of non-

performing loans alarmingly increased during the last 5 years especially in 

the PIIGS countries (Portugal, Ireland, Italy, Greece, and Spain). According 

to Ernst & Young (2012), the total volume of NPL corresponds to 9,5% of 

the GDP in Eurozone. 

 The disproportionality of banking sector in some member countries: the last 

financial turbulences have shown that some Eurozone members have a much 

too large banking sector or, moreover, have a business model limited only to 

the banking sector (ex. Cyprus, Malta, and Luxembourg).  

 The risk of “spill-overs” and contagion: there seems to exist significant “spill-

over” effects regarding the credit expansion (Apostoaie and Percic, 2013). 

 High public debt due to bank bailout (the vicious circle around sovereign 

debt and bank debt): the net cost of bank bail-out programs are reflected in 

cumulative increase in the national debt by 2012 to 520 billion euro in the 

Eurozone (Breuss, 2013). 

Taking into consideration the latest challenges regarding financial and 

especially banking aspects, the European Union has given rise to calls for a real 

solution in order to pass through this unstable period. The idea of a banking union 

came as a “tailor made” life buoy for the entire European Community.  

2 EUROPEAN BANKING UNION STRUCTURE 

European representatives and policymakers recognized the weaknesses in 

the institutional framework of European banking markets and made a decision to 

create a new architecture for the European financial markets.  

Since the creation of the European Union, its’ institutions were designed 

taking into consideration a version of the liberal dogma of “putting the house in 

order”. According to this, it would be necessary and sufficient if every member 

state individually were to discipline its public finances and banking system for the 

whole system to function efficiently based on market competition (Zavvos, 2013). 

Thus, the architecture of European financial markets has rested on the principle 

that control and liability remain at the national level. However, as the crisis has 

highlighted the risks associated with national supervision, policy efforts aim at 

centralizing competencies and institutions at the European level. In this context, the 

European Banking Union is called to propose a new centralized institutional 

architecture, centered on four interrelated pillars: 
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1. A “single rulebook”; 

2. A single supervisory mechanism (Single Supervisory Mechanism - SSM); 

3. A single resolution regime (Single Resolution Mechanism - SRM); 

4. A financing regime for bank failure (Single Deposit Guarantee 

Mechanism - SDM). 

These four building blocks were divided into two sections, the first is 

preventative and the second is remedial, highlighting the logic and unity of 

banking union: 

 The preventative section covers the mechanisms designed to reduce the 

probability and severity of banking crises (a single rulebook and a single 

supervisory mechanism).  

 The remedial section encompasses the mechanisms designed to protect 

national public finances from the consequences of bank failures by creating a 

European firewall: single resolution regime and financing regime for bank failures. 

The first pillar of the banking union consists of a “single rulebook” for the 

banking sector. The use of the same rules of the game to compete on the European 

market is an essential condition for the integration process. Thus, this single 

rulebook will be implemented, through the Capital Requirement Directive CRD IV, 

the new bank liquidity and capital requirements established by the Basel 

Committee (Basel III). The responsible institution for developing this fundamental 

pillar is the European Banking Authority (EBA). 

The second pillar consists of a common supervision mechanism for banks 

(Single Supervisory Mechanism - SSM) headed by the European Central Bank 

(ECB). Between the birth of the euro and the outbreak of the financial crisis, the 

development of cross-border interbank operations has increased the integration of 

financial and banking markets. This growing integration has helped improve the 

transmission of the single monetary policy, but, at the same time, the threats that 

banking troubles have created for the stability of the region as a whole justify the 

centralization of supervisory functions with a single authority, rather than leaving 

them in the hands of national authorities. Since the ECB is the only European 

institution not directly subject to political power, it has been decided to attribute 

this mission to this financial actor. Thus, the ECB must supervise all the credit 

institutions in SSM-member countries and will have direct supervisory powers over 

the largest banks that meet any of the following criteria: 
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 assets over 30 billion euro;  

 represent more than 20% of national GDP, unless total assets of that bank 

amount to less than 5 billion euro;  

 be among the three largest banks in the member state concerned. 

According to these criteria, it is estimated that around 130 banks accounting 

80-85% of Eurozone total bank assets will be under direct ECB supervision 

(Speyer, 2013). At the same time, the EBA will become the standard-bearer for 

supervision practices within the European Union. 

The third pillar of the European Banking Union is represented by a common 

resolution mechanism at the EU level (Single Resolution Mechanism - SRM). This 

mechanism, proposed by the Commission, is a single orderly liquidation 

mechanism that would set the rules for bank resolution and allow the coordinated 

application of resolution instruments to nonviable failing banks within the banking 

union. Bank supervision alone is not enough without a resolution mechanism. The 

supervising authority must have the power to order a bank to be shut down, a 

responsibility that must be assigned to a distinct authority. A bank resolution 

scheme seeks to split losses between shareholders and bondholders under a so-

called “bail in” whilst preserving the systemic functions of the bank and liquidating 

its non-viable activities. 

The SRM proposal suggests the following institutions (and governance) at 

European level: 

 Single Resolution Board – a special European Union agency that will require, 

review and monitor resolution planning by all banks subject to the SSM; 

 Single Bank Resolution Fund - will be set up under the control of the Single 

Resolution Board to provide the medium-term funding support for the banks 

that are under restructuring. 

The fourth and the last pillar of the banking union must consists of a 

common deposit guarantee scheme, which will prevent banks from depending in 

the last resort on the sovereigns, thus breaking the vicious circle between banking 

crisis and sovereign debt crisis (Single Deposit Guarantee Mechanism - SDM). 

3 RISKS AND CHALLENGES OF THE EUROPEAN BANKING UNION 

The European banking union is seen differently by the EU member states: some 

of them find banking union as a relatively cheap and efficient alternative to settle their 
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unstable banking systems without losing sovereignty over financial supervision, others 

see this European project as a promising lever to prevent and control the economic 

behavior of deficit countries. Nevertheless, EBU is perceived as a real “panacea” for 

the current unstable situation. However, given the current status of the EBU, we must 

understand that it is not even close to a perfectly functional solution and, what is even 

more important; there are several risks and challenges that will fortify or, on the 

contrary, break down this ambitious European project. 

The first and main challenge of the EBU is to break the vicious circle between 

banking crisis and sovereign debt crisis (Figure 1). The EBU has the mission to loosen 

the links between banks and states that are one of the main sources of vulnerability and 

financial instability at the level of euro zone. As the last decade showed, most banking 

crises were dealt with at national level, and involved huge fiscal burdens for the 

taxpayers. For instance, in the case of Ireland, due to the high level of capital injections 

needed (amounting to 43% of GDP), the bail-out of its financial system threatened the 

collapse of the national public accounts (Sicilia, de Lis and Rubio, 2013). Another 

good example is the case of Greece: although the Hellenic banking sector was not 

particularly weak, the fact that it held Greek government debt on its balance sheets, 

together with the unstable economic situation, generated a cocktail that has required a 

recapitalization of the country's financial system. Now, the EBU is called to break this 

vicious circle and to restore the financial stability within the European Union 

(Schoenmaker and Siegmann, 2013). 

 

Figure 1 The vicious circle between banking crisis and sovereign debt crisis 

Source: Own representation after Herring, 2013, p.12 

In the context of financial crisis and deeper European integration, the EBU is 

called to face an additional challenge: the triangle of incompatibility or the 

trilemma of financial supervision (Figure 2). As the last decades demonstrated, the 
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EU member states neither want to completely forsake the benefits of integrated 

financial markets, nor truly transfer power over their national financial markets and 

financial institutions to the supranational level. The EBU is facing a real difficulty 

of reconciling a single financial market and financial stability with decentralized 

supervision conducted by national authorities.  

 

Figure 2 The trilemma in financial supervision 

Source: Schoenmaker, 2005, p.397 

Therefore, the European community should argumentatively advocate for 

centralised supervision (Ubide, 2013), which at first glance seems to be the perfect 

solution to override the impossible trinity. Despite the fact that the central 

supervisor will have a real information advantage over national supervisors in the 

case of institutions that are active across several member states, European 

experience tends to suggest that small and mid-sized banks are frequently sources 

of financial instability, particularly due to the strong correlation of risks between 

them. Thus, the SSM de facto will create a two-tier supervisory regime, as small 

banks will remain under the supervision of National Competent Authorities. There 

is a risk that the ECB will not seek or will not obtain direct supervisory powers 

over an ailing small bank until it is too late. In addition, member states might have 

an incentive to shift competence to the ECB when trouble is imminent. Moreover, 

in virtue of the Treaty on the Functioning of the European Union (TFEU), the ECB 

cannot exercise coercive powers outside of the Eurozone. Consequently, EU 

member states who are not members of European Monetary Union (EMU) cannot 

fully participate in this mechanism. 

With regard to the above-mentioned trilemma, it is worth mentioning that in 

the absence of perfect economic and financial integration between member 

countries, a banking union creates externalities that require transfers between 
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member countries during severe circumstances, such as asymmetric shocks, in 

order to offset the fact that they can no longer adjust exchange rates. 

In another train of thoughts, it must be noted that there may be conflicts of 

interest between the conduct of monetary policy and of supervisory roles within the 

same institution - ECB. On the one hand, an increase in interest rates would help 

ensure price stability but, at the same time, it could lead to the failure of one or 

more of the banks under supervision. On the other hand, the European community 

made a call for a new anti-crisis management tool – the bail-in (Quignon, 2013). 

This tool aims at recapitalising banks in financial distress through forced 

conversion of debt claims into equity and/or the transfer of doubtful loans and 

capital to a defense structure. In the case of a bank failure it is highly likely the 

ECB will be among the creditors of this institution on account of normal monetary 

policy operations. 

Focusing our attention on the proposed bail-in tool, we should underline its 

real effects on depositors’ behavior. Firstly, the depositors will probably react 

more quickly and promptly to negative news and will be assisted by a heightened 

apprehension about the stability of individual banks or banking systems. Secondly, 

individual and corporate depositors will seek to limit their exposure to a possible 

bail-in (Speyer, 2013). Specifically, this would lead to individuals and corporations 

limiting the deposits held in any bank to the insured amount (or even less) and 

investing funds in assets other than deposits. In sum, this would obviously have 

repercussions on banks’ refinancing situation. 

4 CONCLUSIONS, RECOMMENDATIONS AND  

FUTURE DIRECTIONS OF THE RESEARCH 

In the current economic context, the European Banking Union seems to be 

the most suitable and natural solution to override the financial instability within the 

Eurozone. On the one hand, through a preventative section of measures, the EBU 

provides suitable mechanisms to reduce the probability and severity of banking 

crises. On the other hand, through a remedial section, the EBU offers valuable 

mechanisms designed to protect national public finances from the consequences of 

bank failure. 

However, the EBU is not even close to a perfectly functional solution and 

this study highlighted the weaknesses of the future banking union. The authors 
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raised the discussion on several risks and challenges that will fortify or, on the 

contrary, will break down this ambitious European project. 

Firstly, the EBU will have to break the vicious circle between banking crisis 

and sovereign debt crisis, thus partially solving the problem of financial stability 

within the Eurozone. Secondly, the EBU will have to pass through the trilemma in 

financial supervision and to establish an effective banking supervising mechanism, 

thus providing a rigorous and unbiased assessment of bank soundness and financial 

stability. Thirdly, the EBU will have to mediate the conflicts of interest between 

the conduct of monetary policy and of supervisory roles within the same institution 

– ECB. This is not an easy mission, but we have many examples of good practice 

from the central banks all around the world, where the staff in charge of 

supervising functions is attached to a distinct structural entity that is physically 

separated from other services. 

These are just a few challenges that the future banking union will be faced 

with, but they represent just the tip of the iceberg. The present research paper is a 

cornerstone for a future complex diagnostic study of the upcoming banking union. 
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